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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

______________________________________________________________ X
IOWA PUBLIC EMPLOYEES RETIREMENT :
SYSTEM :
Plaintiff, : 12 Civ. 2136 (JPO)
-V- : MEMORANDUM AND
: ORDER
DELOITTE & TOUCHE LLP, :
Defendant. :
_____________________________________________________________ X

J. PAUL OETKEN, District Judge:

Plaintiff lowa Public Employees’ Retirement System (“IPERS”) brings thisraetgainst
Deloitte & Touche LLP (“D&T"). Theclaimsin this case arise out 8f&T’s audits of its client,
registered brokedealelWG Trading Company, LP (“WGTC”)IPERSalleges violations of 8§
10(b) of the Exchange Act (“tH84 Act”), pursuant to SEC Rule 10b#nd breach of fiduciary
duty, undeia theory ofaiding or abettingDefendanD&T hasmoved to dismiss the complaint,
arguing that IPERS has not adequately stated claims under the heightex@tmeandards
imposed bythe Private Securities Litigation Reform Att{e PSLRA”). For the reasons that
follow, Defendant’s motion to dismiss is granted.

l. Background
A.  Factual Background"
This casestems froma multi-million-dollar fraud perpetrated on the investing public.

While the consequences of such fraud are dire indeed®SLRA limis the extent to which

! These facts are taken from IPERS’ Complaint and, for purposes of a motion tesgerai
presumed true.
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outside auditors—only indirectly involved with any wrongdoing—may be held accouidable
investors’ losses.

“[A]cting through companies they controlled,” Paul Greenwood (“Greenwood phste
Walsh (“Walsh”), and others conducted a fraudulent investment scheme from 1996 until early
2009. (Complaint, Dkt. No. 1 (“Compl.”), at 11 7-8YGTC, a registered broketealerwas
one such company. Also involved wéhe entities Westridge Capital Management, Inc.
("“WCM”) , a registered investmeadviser WG Trading Investors, L.P.\WGTI"), an
unregistered “investmenehicle,” and WGIA LLC (*"WGIA”), “an entity created specifically to
facilitate IPERS’ investmerit(Ild. aty 7.)

To perpetrate their fraud, Greenwood and Walsh obtained investim@mnumerous
institutional investors, sucis educational institutions, public pensigandretirement plans,
encouraging them to: (1) purchase a limited partnership interest in W@)I@rchase a
promissory note from another entity thesa limited partner of WGTC, such as WGTI; or (3)
purchase shares in‘feeder fund,” which would purchase a promissory note from WGTI,
purportedly on the investor’'s behalVGTC was theapparentlyegitimateface of all these
entities, asnvestors were tolthatit would invest their fundsld. at 1] 9-10.)

Greenwood and Walsh did not manage investors’ funds as promised, and ststead,
millions for their own personal us&.hey managed to maintain the illusion of profitabibty
creating a “classic Ponzi schemdld. at{ 10.) The two used new investors’ funds to pay their
earlier investors; they failed to keep funds discrete, and instead engagednimghbng; they
created fraudulent account statements;taag“charged investment fees based uponféke

earnings.” [d.).



IPERS first invested in WGTC in 2007, providing nearly $400 million to WCM, which,
in turn, placed $337 million of that money in WGTC. IPERS did not have a direct limited
partnership investment in WGTC, but rather, was intliygrartnered with the entity; that is, it
purchased a promissory note issued by WGIA in the same amount, which WGIA tizexl il
purchase the partnership interest in WGTQ. &t 1 15.)

Over the next year, IPERS invested another $100 million in WGTCthataggh the
same promissory note approach. Thus, WGIA'’s partnership interest in WGTC autvads
each subsequent IPERS investmdudt.4t 11 1718.)

Greenwood and Walsh’s fraud came to light in 2009, when the National Futures
Association (the “NFA”)suspended them from trading after they refused to submit to an audit.
Accordingly,theNFA brought the matter to the attention of the SEC, prompting an
investigation. Id. at 1] 21-22.) After the fraudwas discovered, the SEC charged WGTI with
violationsof the Searities Act of 1933 (“thé33 Act”), the '34 Act, and the Investment Advisers
Act of 1940 (“thelAA”), obtaining an emergency asset freeze against Greenwood and Walsh.
(Id. at] 25.) The U.S. Attorney’s Office for the Southern District of New York broagiminal
charges against Greenwood and Walsh, and the CFTC also brought relateltacgels against
the two. (d. at 11 26, 30.) While Greenwood pleadgilty to his criminal chargesd. at { 27),
and settled his civil chargeisi(at 1 3132),the proceedings against Walsh are still pendithg (
at 1 35).

In February 2009, upon the recommendation of the SEGha@FTC, the district court
appointed a Temporary Receiver (the “ReceivefWWCM, WGTC, WGTI, and WGIA.I¢. at |
36.) The Recaier’s investigation confirmed the longstanding fraud that had existed withim thes

entities, and as a reswit its findings,Judge Daniels accepted @6 ratanet investment



distribution plan” toreimburse defrawgtl investors, including IPER3d(at 37.) In April
2011, the Receiver distributed nearly $800 million to Greenwood and Walsh'’s investors—which
reflects“a return to investors of nearly 85% of approved claimsl.) (

Over the course of its relationship with WCM, IPERS invested nearly $500mi##27
million of which was placed with WGTCId. at 1 40.JPERS’ eventual “net investment” claim
with respect to the receivership transactia@s approximately $250 million, $215 million of
which IPERS received as a result of the Receiver’s origiisédibution. (d.) Thus,IPERSstill
seeks approximately $38 million of its “net investmantWGTC (d.), along with around $1
million in “fee” payments, maddirectly to WCM.(Id. at 41.)

At all relevant times, WGTC was a registered brakealer meaning it wassubject to
the jurisdiction and regulation” of the CFTC, SEC, and the Financial Industry Ragula
Authority (“FINRA”). (Defendant’'s Memorandum in Support of Motion to Dismiss,. Did. 21
(“Def.’s Memo.), a4.) WGTC, as the legitimatiace of Greenwood and Walsh’s Ponzi scheme,
was also part of both the NFA ancétNew York Stock Exchange (“the NYSE({)d.)

During fiscal year2001 through 2007, D&T served as the outside auditor for WGTC,
issuing clean opinions regarding the state of WGTC's financials throughout tivat. g€ompl.
at 1 43.D&T represented that its audits of WGTC's financial statements for 2005, 2006, and
2007 were performed in accordance with Generally Accepted Auditing StarftaAdsS”),
andalso that WGTC'’s representations conformed with Generally Accepted Actgpunt
Principles (“GAAP”). (Def.’s Memo. at 4.)

Before investing in WGTC, IPERS received several of D&T’s independertbaadi
reports.(Compl. at 11 44-46Bachaudit report statednter alia, that: (3 the audit was

conducted according to GAAS; (2) the audit provided a “reasonable basis” for D&Misrapi



and (3) the financial statements appeared to “present fairly, in all matepattes WGTC's
financial position for a given yeaild( at Y 47.) Moreover, for fiscal years 2005, 2006, and 2007,
D&T alsoissued “Independent Auditors’ Report on Internal Controls required by SEC Rule 17a-
5 and CFTC Regulation 1.16.” In these internal control reports, D&T statedalia, that: (1)it
“considered [WGTC’s] internal control, including control activities for safeguarding saesri
in order to determine [its] auditing procedures for the purpose of expressing an opinion on the
financial statements and not to provide assurance on the Partnershipa icetrol;”and(2)
there were “no matters involving the Partnership’s internal control and itstmmérthat D&T
“consider[ed] to be material weakness[ed}l” &t ¥ 485

B. The Allegations in the Complaint

At bottom,IPERS’ allegations stem from thertention that D&T’s “auditing practices
were so deficient that the audits amounted to no audit atldll &t( 49.)According to the
Complaint, D&T’s failure to “see the obvious” and “investigate the doubtioifistitutes
behavior in which no reasonable auditor would have engalgedRERS argues th&&T's
statements associated with its audits and internal controls examshetsva materially false in
light of myriad “red flags,” which D&T ignored, that would have put a reasonable auditor on
noticethat WGTC's financial statements were not all that they seef8ed.generallyd. at 1
23, 50.)

More specifically IPERS claims thahe easeavith which the SEC discovered the fraud
underscores D&T’s failure, noting that the SEC examiner had stated in 2009 thaatitewas

not that hard to uncover.Id. at 50¢€).) Moreover, IPERS states that neither WGI& WGTI

% This Court may consider D&T’s audit reports for the purposes of this motion to sljsithe
allegations in the complaint stem from the reports themselves, and were $gddsg®r known
to the plaintiff and upon whic[the plaintiff] relied in bringing the suitSee In re Scottish Re
Group Sec. Litig.524 F. Supp. 2d 370, 382 (S.D.N.Y. 20030 otations omitted)
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was"“individually profitable or sustainabii€id. at { 50€)), nor were they actually “staralone
entities,” ashey were portrayed to investord.(atf 50(g)). Instead, WGTC and WGTI were
“financially inseparablé (1d.)

Other“red flags” (id. at{ 23)that, according to IPER®&T should have discovered,
were the fadthat all “accounting processes and internal controls were performed by the sam
employeé (id. at 150(j)(i)); thatWGTC and WGTI received funds froeach othes investors
(id. at 11 50(j)(ii)-(b)); thatWGTC paid employee advances to Greenwood and Walsh, charging
them as reductions of WGBlcapital in WGTC, rather thancreases oits investment in
WGTC (id. at 150(j)(vi)); thatWGTI did not enter its transfers of bank interest income to
WGTC from 2006 through 2008, but WGTC nevertheless recdhdsdreceipts as incomgd.
at50(j)(xi)); thatWGTC “plugged to WG the difference between [] actual monthly net
income/loss and the net earnings allocated to its other limited partners, whectee@ded by
WGTI as an increasda its investment in WGTC(id. at {1 50(j)(xii)); and myriad abnormalities
associated withWCM’s monthly investment portfolio summanyhichit mailed to investor¢id.
at§ 50(j)xiii) .)

Moreover, according to IPERS, the books and records of WGTC reveal transactions
dealing with the movement of funds between WGTC and W(d.lat § 50p).) IPERS argues
that this movement would have been apparent to D&T as it audited WGTC’s books, and thus,
D&T would have been on notice of “questionable transactions” involving W@&I).Among
these transactions are tax abnormalities associated with theiahoalgperformance feesl( at
150(p)(i)); commingling of investor funds between WGTC and WGl 4t  50(p)(ii));

employee advanceand an “inappropriate flip” of the relationship between WGTC and WGTI,



meaning that WGTE&-the investee-“was fiown as having invested in WGT(id. at §
50(p)(v))

In sum, IPERS contends that “since it was obvious, from the accounting books and
records of WGTC, that WGTC and WGTI were being operated as a single’einiigs
impossible for D&T to express a “clean audit opinion concerning WGTC without having
properly audited the interpartnership account of WGTI in the accounting books and records of
WGTC.” (Id. at § 50( I})) Associated with these alleged audit failures, IPERS also alleges
particularviolations ofthe PublicCompany Accounting OverdigBoard (the PCAOB”)
including AU Section 150, General Standard number 3; AU Section 230; AU Section 316; and
AU Section 334.1¢. at 1 50(q))

IPERSalleges that D&T was reckless in not investigating the “trathdut the Wesdge
ertities—red flagsthatwould have revealed Walsh and Greenwood’s Ponzi schamat {1
23, 60.)Therefore a fortiori, any statements D&T made in reference to the soundness of
WGTC'’s financial statements were necessarily misrepresentations tmreadless auditing
deficiency.(Id. at 11 6661.) In turn IPERS claims that it justifiably reliesh these
misrepresentations, causing it to invest in a sham, and thus lose millbas .f{/64-66.)

The two claimsn the @mplaintare(1) an allegéon of securities fraud, pursuantRule
10b-5 of the '34 Actand(2) breach of fiduciary dutyid. at [ 5776), allegingthatliability
attaches to D&T under a theory of aiding and abetithga{1167-76;Def.’s Mema at 23).

C. Procedural History

On May 7, 2012D&T filed its motion to dismiss IPERS’ complaint. D&Moved on
several groundsrguingthat (1) with respect to 10/, the complaint failed to allegefalse

statement made by DRor WGTC with sufficient particularity, or, alternativeyid not



establishan inference of scienter; and (PERSfailed to adequately plead it&aim ofaiding
and abetting the frau@ef.’s Memo. at-iii.)
Il. Discussion

A. Legal Standard

As a general rule, when deciding a motion to dismiss pursuant to FederalfRivil
Procedure 12(b)(6), a court is obliged to “accept as true all of the fadagaliahs contained in
the complaint,’Bell Atlantic Corp. v. Twomb}\650 U.S. 544, 572 (200®rawing ‘all
inferences in the light mostvarable to the non-moving pargyfavor.”In re NYSE Specialists
Sec. Litig, 503 F.3d 89, 95 (2d Cir. 2007). Moreover, courts decidingom®to dismiss are
“not limited to the face of the complaintut “may [also] consider any written instrument
attached to the complaint, statements or documents incorporated into the compkfietdance,
legally required public disclosure documents filed with the SEC, and documents pb&sesse
known to the plaintiff and upon which it relied in bringing the suit.fe Scottish524 F. Supp.
2d at 382 (quotations omitte(Blteration in original)

While Federal Rule of Civil Procedure 8(a) requires only a “short and plaimstatef
the claim showing that the pleader is entitled to rekeft. R. Civ. P. 8(a)(2i is well settled
that the complaint musto more than plead facts that “do not permit the court to infer more than
the mere possibility of misconduci&shcroft v. Igbgl556 U.S. 662, 679 (2009). In other words,
in order to properly state a claim and avoid dismissal, a plaintiff must dtatgrttunds upon
which his claim rests through factual allegations sufficient ‘to raise a rigaliéd above the
speculative level.”’ATSI Comm., Inc. v. Shaar Fund, L. #93 F.3d 87, 98 (2d Cir. 2007)
(quotingTwombly 550 U.S. at 546t bottom, to survive a motion to dismiss, a plaintiff's facts

must give rise to a plausible narrative supporting their cl8ge. Twomb|y650 U.S. at 570



(“Here, in contrast, we do not require heightened fact pleading of specifics, behoalyfacts
to state a claim to relief that is plausible on its face. Because the plaiatégffidve not nudged
their claims across the line from conceivable to plausible, their complaint must besdasifis

“A complaint asserting securities fraud must akstisfy the heightened pleading
requirement ofederal Rule of Procedure 9(biKalnit v. Eichler 264 F.3d 131, 138 (2d Cir.
2001),which mandateshat plaintiffs, “[ijn alleging fraud or mistake, . . . must state with
particularity the circumstances cditigting fraud or mistake.” Fed. R. Civ. P. 9(Bee also
Ganino v. Citizens Utilities Cp228 F.3d 154, 168 (2d Cir. 2000) (“It is webttled in this
Circuitthat a complaint alleging securities fraud must satisfy the pleading requirevh@(ii3
of the Federal Rules of Civil Procedure However, “[m]alice, intent, knowledge and other
conditionsof aperson’s mind may be averred generally.” Fed. R. Civ. P. Bidwe specifically,
this rule requires that a plaintiff “(1) specify the statementsthigaplaintiff contends were
fraudulent, (2) identify the speaker, (3) state where and when the statementsagerand (4)
explain why the statements were frauduleRombach v. Chan@55 F.3d 164, 170 (2d Cir.
2004) (quotations omitted).

In the cont&t of Rule10b-5, he PSLRAalsodemandgparticularizedallegationson the
part of plaintiffs.To state a claim under section 10(b) and Rule3,Gbplaintiff must plead that:
(1) the defendant mada false statement or matewahission; (2) the defendant did so with
scienter, characterized as “an intent to deceive, manipulate[,] or defeanal{3) the plaintiff
relied on the statement or omission, which in turn caused the plaintiff injaigit, 264 F.3d at
138 (quotations omitted). Additionally, tRRSLRA requires that plaintiffs “state with
particularity facts giving rise to a strong inference that the deferadsed with the required state

of mind.” In re Scottish524 F. Supp. 2d at 383 (quotations omitt&dichan inference of



scienter must bt least as compelling as any opposing inference of nonfraudulent intent.”
Tellabs, Inc. v. Makor Issues & Rights, Lt651 U.S. 308, 314 (200 Hlowever,theinference
“need not . . . be ‘irrefutableg., of the smokinggun genré’” In re Scottish524 F. Supp. 2d at
383 (quotingTellabs 551 U.S. at 324(internal quotations omitted))In sum, the reviewing
court must ask: When the allegations are accepted as true and taken colleabivielyg w
reasonable person deem the inference of scientershialeatrong as any opposing inference.”
Tellabs 551 U.S. at 326.

Plaintiffs may allege scienter lgjther (1) showing the defendants’ motive and
opportunity to perpetrate fraudr (2) alleging “strong circumstantial evidenceaainscious
misbehavior orecklessnessIh re Scottish524 F. Supp. 2d at 384yotations omitted)see
also ATSI Comm., Inc493 F.3d at 99 (discussing the PSLRA's rigorous pleading standards).
order to adequately plead motiygaintiffs are required to “assert a concratel personal
benefit to the individual defendants resulting from the fragdlhit, 264 F.3d at 13%or
example, whereas the general desire for a corporation to appear prafitdbl&eep stock
prices high to increase officer compensation,” would ttuts insufficientmotives under this
standard, courts have held sufficient a pleading that “defendants misrepresented corporate
performance to inflate stock prices while they sold their own shddes.”

Where a plaintiff fails to adequately plead metand opportunity, theomplaint may
nevertheless state a claim where there is “strong circumstantial evidence dhdefen
conscious misbehavior or recklessnegs.’at 142 (internal quotations omitte®eckless
conductarising to this level must deehavior that is*‘at the least, conduct which sghly
unreasonable and which represents an extreme departurthé@tandards of ordinary care to

the extent that the danger was either known to the defendant or so obvious that the defendant
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must havébeen aware of it 1d. (quotingHoneyman v. Hoylin Re CarterWallace, Inc. Sec.
Litig.), 220 F.3d 36, 39 (2d Cir. 2000). the case of securities fraud, the Second Circuit has
noted on multiple occasions th@aintiffs’ allegations'suffice[] to staé a claim basedn
recklessness when they . . . specifically alledefendants’ knowledge of facts or access to
information contradicting their public statementsl”(citing Novak v. Kasak®16 F.3d 300,
308 (2d Cir. 2000)).

With respect tdauditor scientet in particular the standard is “demandifigin re
Scottish 524 F. Supp. 2d at 385 (quotilmgre Refco, Inc. Sec. Litigh03 F. Supp. 2d 611, 657
(S.D.N.Y. 2007)). In fact, an accountant’s “alleged misconohudt ‘approximate an actual
intert to aid in the fraud being pespated by the audited companyd. (same) (internal
guotations omitted). However, courts will infer fraudulent intent “where theradsrece that
the defendant remained willfully blind to the trutm’re JWP Inc. Sed.itig., 928 F. Supp.
1239, 1256 (S.D.N.Y. 1996).

Where a plaintiff alleges “red flags,” constitugiindicators of fraud that would put an
auditor on notice of illegal activitgourts must examinguchred flags in the “aggregate,” which
prevents defendants from “secur[ing] dismissal by chpitling only those allegations
susceptible to rebuttal and disregarding the remaintieré Refco 503 F. Supp. 2d at 658
(internal quotations omitted). Moreover, while blanket allegations of GAAS or GA&&tions
will notalonesuffice to state a claim afecurities fraud, such claims together with various red
flags“are sufficient to support a strong inference of scientarré Scottish524 F. Supp. 2d at
385 seealsoln re Philip Serv. Corp. Sec. Litig383 F. Supp. 2d 463, 475 (S.D.N.Y. 2004)
(“[M]ultiple allegations of red flags,’ considered in the aggregate, support an inference of

fraudulent intent adequate to survive a motion to disnfBjecause the ‘red flagsvould be
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clearly evident to any alitor performing its duties, one could reasonably conclude that
[Deloitte] must have noticed the ‘red flags,’ but deliberately chose to digrdgan to avoid
antagonizing [Philip] and incidentally fstrating its fraudulent scheme.”” (quotihgre Leslie
Fay Cos. Sec. Litig871 F. Supp. 686, 699 (S.D.N.Y. 1995))).

Notably, if an auditor is “not aware of facts indicating that a transactiorswsmscious,
or part of a fraud, the auditor’s failure to investigate the transaction—evegligerd—does nb
provide a basis for a fraud claimr re CBI Holding Co., In¢.419 B.R. 553, 566-67 (S.D.N.Y.
2009). In the context of red flags, courts have also noted that an auditor’'s &cc¢hss “
information by which it could have discovered the fraud is ndicserit” to establish
recklessness. In other words, aud@ocesds not tantamount to auditawarenessin re
Tremont Sec. Law, State Law & Ins. Litig03 F. Supp. 2d 362, 371 (S.D.N.Y. 20{€jing In
re aaiPharma, Inc., Securities Litigb21 F. Supp. 2d 507, 513-14 (E.D.N.C. 200Fp(*
example, merely because a person has broad access to every book in a library deas tiatm
the person has read and chosen to ignore facts contained in a particular book in the library
Merely alleging that E & had broad access to aaiPharsnaperations at best supports an
inference that E & Y was negligent, and more likely supports nothing at.all.”))

B. IPERS’ Securities Clains

From the Complaint, it is clear that IPERS allegesttiateason D&T was unaward
the massive fraud associated with Walsh and Greenwood’s entiies i the fact thats
“audit procedures . . . were (contrary to the clainjgshreports) so substandard that the
auditors would have to have known they were sub-standarde’Refco 503 F. Supp. 2d at 658.
As notedsuprg this recklessnedsased standaid demanding, even at the pleadings stagea

plaintiff's allegations must suppt a strong, plausibleference of scienter
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D&T argueghat (1)IPERS has not allegestientemwith sufficient particularity to state a
securities fraud claigrand alternatively(2) IPERS hadailed to adequately plead a false
statement, thus precluding its § 10(b) clalihis undeniable that plaintiffs alleging auditor
scienter and securities trd face an uphill battle, given the particularity with which they must
pleadsuch claims. However, courts must nevertheless be mindfuhéatshould not demand a
level of specificity in fraud pleadings that can only be achieved through digcolrerty
Ridge LLC v. RealTech Sys. Corp/3 F.Supp.2d 129, 137 (S.D.N.Y. 2001).

1. Scienter

In order to state a claipursuant to 8 10(b) and Rule 1Bba plaintiff must allege facts
from which a plausible inference could be drawn that the defendant possessedato‘inte
deceive, manipulate, or defraud.éllabs 551 U.S. at 319. Alaintiff may adequately allege this
requisite scientdoy either (1) stating facts that reveal that the defendant had matige
opportunity to commit the fraud at hand; ¢2)‘alleging facts thatonstitute strong
circumstantial evidence of conscious misbehavior or recklessi@s.v. General Elec. Co.
101 F.3d 263, 267 (2d Cir. 199@kealso Ganing 228 F.3d at 169 (noting that the PSLRA did
not eliminate plaintiffsability to plead scienter via either motive and opportunity or
recklessnegs Each is addressed in turn.

a. Motive and Opportunity

“Sufficient motive allegations ‘entadloncrete benefits that could be realized by one or
more of the false statements anemgful nondisclosures allegedKalnit, 264 F.3d at 139
(quotingNovak 216 F.3d at 307) (internal quotations omitted). Thustjves “generally
possessed” by all in a similar situation will not suffice to state sciddtdRather the motives

must be crete, ndividualized, and particular. Among the typesmaftives thatourts have
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held insufficientare“the desire for the corporation to appear profitable” and “the desire to keep
stock prices high to increase officer compensatitth.For example,n the auditor contexthe
“mere receipt of compensation and the maintenance of a profitable professginakbu
relationship for auditing services does not constitute a sufficient motiyeifposes of pleading
scienter.”Zucker v. Sasakb63 F. Supp. 301, 308 (S.D.N.Y. 1997).

In its Complaint)PERSdoes not allege any motive or opportunity on the part of D&T,
choosing instead to anchor its scienter allegations in Defendant’s purportessaekls. Thus,
sincea general desire to maintain a proflebusiness relationshipill not, by itself, support a
motive to defraud, ansincePlaintiff alleges nspecific, concrete motive on the part of D&T,
the Complaint fails to allege scienter under the “motive and opportunity” piinge IPERS
does addres motive in its Opposition BrieséePlaintiff's Opp. at 16), such allegations (1) were
not addressed in the Complaartd (2) are conclusory at begt. (“If D&T had made any
inquiry during the course of any of its seven ‘audits’ that might have led to the exjpbshe
fraud, Walsh and Green [sic] would doubtless have fired D&T.”)) There is simplyansiple
basis folPERS’claim that D&T was motivated to commit securities fraud due to a fear of
recrimination Accordingly,if IPERS’ Complaint isa survive, it must do so on the basisof
recklessness theory of scienter.

b. Recklessness

Recklessness in the securities fraud conigefer “more than a misapplication of
accounting principles.5.E.C. v. Price Waterhouse97 F. Supp. 1217, 1240 (S.D.N.Y. 1992).
Instead, recklessnessquires‘accounting practices [that] wes® deficient that the audit
amounted to no audit at allyieaning‘an egregious refusal to see the obvious, or to investigate

the doubtful.”ld. (internal citations and quotationsdted).In other words, in order to be
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reckless in this sense, an auditor’'s behavior must not‘approximate an actual intent to aid in
the fraud being perpetrated by the audited comp&hyCherry St., LLC v. Hennessee Group
LLC, 573 F.3d 98, 110 (2d Cir. 2009), but atsost reflect accounting judgments that “no
reasonable accountant would have madef.confronted with the same fact$ice
Waterhousg797 F. Supp. at 1240.

At the pleading stage, the reckless conduct alleged by plaintiffshau&t a nmimum,
‘highly unreasonable[,] . .represent[inghn extreme departure from the standards 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 ofliabor v. Bodisen Biotech, In&79 F. Supp. 2d 438, 449
(S.D.N.Y. 2008) (quotindn re CarteWallace, Inc. Sec. Litig220 F.3d 36, 39 (2d Cir. 2000)).
In the Second Circuit, strong indicators of recklessnasconstitute “factual allegations
indicating thadefendants (1) possessed knowledge of facts or access to information
contradicting their public statements or (2) failed to review or check infmmtitat they had a
duty to monitor, or ignored obvious signs of frauld.”(internalquotations omitted).

A crucial limitation tothis recklessnesbased scienter is the insufficiency of allegations
of “fraud by hindsight. Novak 216 F.3d at 309. Additionallytiere are limits to the scope of
liability for failure adequately to monitor the allegedly fratehilbehavior of othersld.

While the pleading of accounting violations alone will not suffice to state thelescien
necessary for a 16 claim, such violations, coupled with “red flags” ignored by a defendant
mayindeed give rise toecklessness tantamnat to “conscious misbehaviorSee, e.g.Tremont
703 F. Supp. 2d at 3714 “complaint might reach the ‘no audit at dalireshold by alleging that
the auditor disregarded specific ‘red flags’ that would place a reasonable aunditotice that

the audited company was engaged in wrongdoing to the detriment of its investors.”).
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Here, IPERS alleges sevesaich “red flags,” which it contends are sufficient indications
that D&T recklessly disregarded egregious signs of Walsh and Greenwood'sRatdPFERS
claims that thease with which the SEC discovered the Westridge fraud iniZ@dBreveals the
carelessness of D&T's audit, B&T failed tolearn of the fraud in the course of its duties.
(Compl. at] 50(a)(d).) Second]PERS argues that the structural characteristit®¥@ffC and
WGTI constituted a “classic Ponzi schefmehich D&T should have recognizedd(at  50(e),
(M, (j).) Third, Plaintiff contends that WGTC and WGA¢&re “financiallyinseparable” and
suspicious movements of assets between the two should have alerted D&T to thédfrati. (
50(1), (9), (j), (p).)Fourth IPERS alleges that WGTC and WGTI paid employee advancements
and recorded the payments as receivables due from Greenwood and Walsh ratheradhsesi
of WGTI's investment in WGTC. (Plaintiff's Opp. at 7.) And fiftRAlaintiff claims thaWWGTI
recordednanagement and performance fegsarged to other limited partners, as income, and
consequently, ascreases in its investment in WGT(@. at 8.)

SEC Discovery of the Fraud

In its motion to dismisdDefendant argues that the discovery of fraud by the SEC does
not, “on its own terms,” suffice to suppam “inference of scienter on the part of D&{Def.’s
Memo. at 15.) This Court agrees. While the eventual discovdrsiuam by a regulatoryagency
certainly provides valuable evidence as to the nature and exXtdatillegal activity present
within the Walsh and Greenwood entities, it does not constitute evidence that D&Tnotice
fraudulent activity and chose to igeat. The SEC mayindeedhavefoundthe fraud easily
discoverablegeeCompl.at § 50(a))butthis fact does not necessarily reflect recklessnoagbe
part of D&T. To assume that since the SEC, when it examined both WGTC and WGT], found

evidence of a Rwi scheme, so too sholdveD&T, when auditing WGTC's financials,
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discovered and reported the fraud, is to lean heavily on the correlative power affitinéisd
in the context of 10, courts have repeatedly stated that corporate officers are not expected to
be “clairvoyant.”In re Scottish524 F. Supp. 2d at 384.

The results of the SEC'’s investigation reveal that Walsh and Greenwoodhdeed the
pempetrators of a Ponzi scheme and defrauded their investors of millions—no more, no less.
Importantl, the SEC’s investigatiorwas prompted by suspicious activity at WGTI, together
with WGTI's refusal to submit to an audigther tharby irregularities at WGTC. Plaintiff's
suggestion that the SEC investigation necessagalsD&T’s mindsetrests orapost hoc ergo
propter hocapproacho the complex issue of scienter.

Perhaps morsignificance to the SEC's findings of wrongdoinghe scienter context if
the SEC had stated in its investigative report that WGTC'’s bookseHadtedvarious
irregularities that would have been visible to any auditor examining them. However, thte repo
makes no such findingnstead, the report states that examiners at the SEC’s Los Angeles
Regional Office (“LARQO”) investigating WCM in 2005 failed to follow up on “iikahs”
associated with both WCM and WGTC. (Declaration of Frank B. Vanker, Dkt N6Vagker
Decl.”), Report of Investigation No. OIG-538x. A at 4 10-11.)

Notably, he specific “red flagstited in the report, which were erroneously igndrgd
LAROQO'’s examiners in 2005, and helped keep the fraud secret for wemesindicators
associated withWCMs operations.Ifl. at 9.) According to the SEC repda/CM, as the
investment advisor arm of the fraud, was operated in such a suspi@ousr thait
necessitatetdoth increased scrutiny and follow-up examinatiothefother Westridge entities.
However, LARQ due to internal corruption, failed to do eithéd.)The repordoes not allege

that WGTC alone possessed irregularities within its structuaeaunting, and instead, lists
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myriad suspicious factors associated with WCM, including, but not limited to, its “poor
compliance culture,” inaccuraciesits Form ADV, misleading marketing materials, and its
ability to access client assets held by [WGT@I. at 910.)

While the 2009_.ARO teamalso found irregularities in WGTC, enoughjtstify a
referral to the Boston Regional Office (“BRQ{Y. at 1011),the2009 fraud discovery involved
a “joint investigation of [WCM] and [WGTC],” rather than agle analysis of WGT® records
alone, as Plaintiff suggesi#d. at 11.) The SEC report does not state that the fraud was easily
discoverablerbm an examination of WGTC. Ratherhighlights the irregularities discovered
by acomparisorbetween WCM and WGTC'’s booksSde idat 12) (“[A]ll you really had to do
was look at the amount of net assets that were on [WCM'’s] books, compare that wittotime a
of money that [WGTC] was representing that they were managing, esel @imounts just didn’t
tie out.”)

Thoughthe analysis perfoned by the 2009 SEC team to uncover the fraud was
undisputedly “simple,it is not clear from the report that D&T’s audit WGTC was deficient
because it failed to uncover the nefarious scheme. As Defepoiatd out|PERS aes not
allege that D&T reviewed, or had the opportunity to review, WCM’s bd@esf.’s Memo. at
16; Compl.at50(c).)Instead, IPERS asserts that WGTShduldhavereviewed Westridge’'s
books” (Def.’s Memo. at 16 (emphasis in origina#))eging in itscomplaint that if D&T had
performed a “simple analysis,” akin to tbtemparison employed by the SEC during its 2009
investigation, it too would have “easily” and “immediately” discovered Walsh aadr@rood’s
scheme. (Compl. at  50(c).) Again, to allegmuched in the terms of a negligematherthana
recklessnesstandard-that sincethe SEC discovered the fraud, D&T too should have done so,

fails to support the “conscious misbehavior” requireddgrarticularized scient@leading.
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Specific Transactions and Red Flags

The crux of IPERS’ claim ithat, in the course of its audR&T had &cess tpand
disregarded, “specific red flags” that would haberted it to the frauthat wasafoot.
Essentially, IPERS alleges that irregularities in WGTC's puakich D&T undisputeg saw
during its audit, would have alerted any reasonable auditor in D&T’s position to thieilggss
of fraud and, correspondingly, tke need to examine WCM'’s records as well, comparing them
to WGTC’sown books. [d. at T 50(c){(d), (e).)

The standard articulated in the PSLRA is a demanding one. It is not ehat @& T
shouldhave examined WCM'’s books, sinouldhave probednore forcefully into the
relationship between WGTC and the associated, fraudulent pass-through \ahictdked by
Walsh and Greenwoo&ee O’Brien v. Nat'| Property Analysts Partnerd9 F. Supp. 222, 228
(S.D.N.Y. 1989) (“[A] purported failure to investigate [does] not rise above the level of
negligence, which is legally insufficient.” (internal quadas omitted)). InsteadJPERS claim
maysurvive onlyif no reasonable auditpwith access to the type of information present in
WGTC'’s books and records, would have made the decision to issue a clean audifeeplort.
re Scottish524 F. Supp. 2d at 3§HA plaintiff must allege]that the accounting judgments
which were made were such that no reasonable accountant would have made the siam® decis
if confronted with the same facts.”).

Accordingly,it is necessary texamine the “red flags” allegdxy IPERSto determine
whether Plaintifhas alleged witlsufficient particularity the types of frauddicators that courts
have determined could not be ignored absent recklessBesslabqr579 F. Supp. 2d at 449.
Specifically,IPERSmustadequately llegethat D&T either (1) possessed knowledge of facts

or access to information contradicting their public statements or (2) faikediew or check
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information that they had a duty to monitor, or ignored obvious signs of frelidduotations
omitted.

IPERS’allegations ofed flags, though perhaps sufficient to give rise to a negligence
claim against D&T, do naupporta recklessness indicative of conscious indifference.
Moreover, many of the supposed red flags are related to WGTI's, rather tBaQ¢/ books,
and WGTI—though integral to Walsh and Greenwood’s fraud—was an unregistered, @eshaudit
entityandwas not D&T’s client.

IPERS asserts that there were many suspicious movements of funds betwe€raWis T
WGTI, which should havalerted D& F—or would have alertedny reasonable auditor in its
position—to thdraudulent activity occurring within the Westridge entitidswever, the Court
agrees with D&T that IPERS fails to allege these red flags with suffipaetitularity. First, as
to the allgation ofthethree separate months in which WGTC’s books showed that WGTC was
investing in WGTIl—an inappropriate “flip” of the investor relationship (Comg. 2®(p)(v)—
IPERS does not plead (1) in which three months, during a period of time corgttvtina
decadeWGTC'’s books revealed this relationship; {@)y this relationship is necessarily
indicative of fraud; (3yvhetherD&T even had access to the records from the unspecified years
in which this occurred; and (4) how, even if D&T had seen this relationship in its audithgynor
it would have constituted conscious misbehavior. (Defendant’s Reply Memorandum (Def.’s
Rep.), Dkt No. 26, at 5.)

Second, nonef IPERS’generakllegations concerning the suspicious movement of
funds betweeGTI and WGTC (see, e.g.Compl. at T 50(j)pive rise to an inferenddat D&T
possessed any awareness akédValshGreenwood fraud, nor does Plaintiff allege with

particularityhow D&T specificallyfailed in its auditing duties with respect to WGTC'’s books.
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Instead, the Complaint focuses on broad-based allegations of movements of funds between
WGTI and WGTC claiming thathese unspecified transactis@mehoweflectedthe presence
of fraudulent activity. $ee, e.qgid. at § 50(p) (“The books and records of WGreflect
numerous transactions involving the movement of funds back and forth between WGTC and
WGT]I. This movement would have been visible to Deloitte as a resultefatainationof the
books and records of WGTC.").)

Even presuming that IPERS hacdegkd, with specificity, the timgeriods and
particularized transactionsvolving the movement of certain funds between WGTC and WGTI,
the mere pleading dind movement is not enough. To survive Defendant’s motRBRS
would have had to allege the movent with particularity, show that D&T had acces#i®
pertinentrecords at the stated time, and plead a compelling inference of recklessneissealsso
with D&T’s decision toview the transactions and nevertheliessie aclean opinion after the
fact. In other words, a successful pleading on this front would have noalbededthat D&T
had access to a certain set of information, butetptained the circumstances that would make
an auditor in D&T’s position reckless ignore the clear implicatiord fraud suggested by such
circumstancesSee In re CBI419 B.R.at567 (“Where an auditor was not aware of facts
indicating that a transaction was suspicious or part of a fraud, the auditor’s failawvestigate
the transactior-even if negligent-doesnot provide a basis for a fraud claim.”).

Moreover, it is not clear from IPERS’ Complaint that any of these aforeometti
transactions would hawenbeen visible to D&T in the relevant years (2005-2007) G MZ's
books. In fact, many dPERS’ allegeded flags seem to be transactions that would only have
been evidenced, if at all, in WG$] or even WCM’s, booksSee, e.g.Plaintiff’'s Opp. at 7.)

Forexample, IPERS alleges: “WGTI paid employee advances directly to or for Greeando
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Walsh, and reaaled the payments as receivables due . . . instead of as increases of its mvestme
in WGTC;” “WGTI made no entries regarding its transfers of bank interest income to WGTC
between June 30, 2006 and December 31, 2008, while WGTC recorded these reoeipts fro
WGT]I as income;and “WCM sent monthly Summaries of Investment Portfolio to each

investor,” which told investors that the statement reflected investors’ capitabiiG)\‘whether

or not the investment was a direct limited partnership interest with W@&ag indirect

investment through a note or stockownership in another Westridge fund controlled by kdalsh a
Greenwood.” [d. at 7-8.)

None of these red flags woudderhave been apparent in WGTC'’s statements or records,
nor through a comparison of the wars entitiesbut rather, would only have been available to
D&T through an examination of WCMr WGTI. Such an examination was not only not
required, buD&T, as a matter of law, cannot be held accountable for red flagpsentations
in statements afinaudited, nomlient entitiesSee, e.gIn re Tremonf 703 F. Supp. 2d at 371
(“The notion that a firm hired to audit the financial statements of one client yth&lhds and
the Market Neutral Fund) must conduct audit procedures on a third party that is not an audit
client (BMIS) on whose financial statements the audit firm expresses no opisioo basis. To
imposeliability on the Auditors would expand their limited, circumscribed duty impermissibly.
Accordingly, plaintiffs’ Section 10(b) claim a@st the Auditors is dismisséql.

The most specific of D&T’s allegations relate to (1) employee advances madébg¢ W
to Walsh, Greenwood, and James Carder, which were allegedly present in the books and records
of WGTC, and (2) the allocation of expensa®d performance feds the Westridge businesses’
limited partners. (Compl. & 50(j)(ix); (p)(i)) With respect to the employee advances, IPERS

alleges thaemployee advanceksat WGTCpaidto Greenwood, Walsh, and James Carder were
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recorded by WGTI as receivables, or, in the case of Carder, “expensed to WG3tkasipnal
fees.” (Plaintiff’'s Opp. at 7.Again, while this classification may be true, it is unclear how these
allegations would have affected WGTC'’s financial statements or recor@st lim its

Complaint, IPERS states that due to this accounting practice, “WGTC’s books dafmyarry
asset or expense item in connection with its payments to Greenwood and Walsh éme titere
books were ‘clean’ for the auditors to examine.” (Compfl 80(j)(ix).) If WGTC’s books were
indeed clean, then D&T could not have been expected to discover the mischaracterization of
employee advances as receivables. What is more, IPERS again fails to “allége years any
such advances were made or thatwere made during the relevant 2005-2007 audit years.”
(Def.’s Rep. at 6.)

As for the professional fee allocationis truethat IPERS does allege with particularity
that WGTC'’s 2007 records failed to reveal the allocation of a $1,174,209 performarasenfet
income to the two managing general partners, but ratharacterizehe fee as an allocation of
net income to WGTI. According to IPERS, this allocation caused the perforrfesnbeavoid
its propercharacterization as persomatome of Greenwad and Walsh (Compl. at § 50(p)(i)),
which Plaintiff contendswould have been recognized by any competent auditor as evidence of
tax evasion.”Id.)

Even taking as true thalegationghat thisparticularallocationevidencegsax evasion,
and was visible within WGTC’s books and records, the question is not whether a competent
auditor would have—and consequently, whether D&T should hageegnized the
characterization as tax evasidie relevant inquiry isisteadvhether this pleading is
suggestive of recklessness on the part of D¥{h respect to the fraudAt most,the

misallocation othis performance fee, duriregsingle relevant yeaconsittutes evidence of tax
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evasion, and does not necessarily support an inference that D&T consciously disradgzoded
scheme of massive proportions.

D&T presumably should have noticed thilegedmisallocation, and it is likely negligent
for an auditor to fail to discover such an evasive reporting techniquetsatbar tax
implications. However, as one of the only red flags alleged sutficient particularity this
allegation alone is insufficient to raise a plausible inference of the typekbéssness required
by 8§ 10(b) and Rule 10b-B?ERS is correct in its assertion that courts should view red ittag
the aggregate, rather than in a vacu8ee In re Ref¢®03 F. Supp. 2d at 658 (“[T]he red flags
must be viewed in the aggregate; defendants ‘cannot secure dismissalippikeng only
those allegations susceptible to rebuttal and disregarding the remainder.” (dnagrighilip,
383 F. Supp. 2d at 476)). However, where all but one or two of the alleged red flags are without
sufficientparticularity, the likelihood that any one disregarded transactiorsenie as a basis
for recklesaessbasel scienter diminishes greatlgecauseecklessnesdy its very definition
requiresthe kind of “egregious refusal to see the obvious” indicative of “conscious
misbehavior, rather than mere negligenda.re Tremont703 F. Supp. 2d at 370.

The case la from the Second i@uit supports the conclusighatIPERS has, at most,
pleadedhat D&T was negligent, engaging in a “shoddy” audit and overlooking some indicators
thatwould have perhaps causeceasonablauditor to question the soundness of iterdlis
operationsSee, e.gid. at371 (“Alleging a shoddy audit in violation of GAAS does not
establish the intent to defraud required to maintain a claim for securities Aad while
plaintiffs identify several purported ‘red flags’ in the Complaihgy do not allege that the
Auditors were aware of any facts indicative of Madoff's fraud that the\cmursty

disregarded-plaintiffs do not allege that Markopolos ever discussed his assessment that Madof
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was operating a Ponzi scheme with the Auditors or published it in the press, pldmtifbt
assert that the Auditors knew that Madoff s returns could not be replicated ts; atigbr
plaintiffs do not claim that investors who elected not to deal with Madoff informedutigofs
of their decisions.”).

To bolster its case, Plaintiff cités re Bear Stearns/63 F. Supp. 2d 423 (S.D.N.Y.
2011),whereinvestors brought a class action suit against the bank, its officers and directors, and
D&T, alleging violations ofjnter alia, the federal securities laws. In that cd3& T moved to
dismiss the securities complgird. at 511, claiming that the investors had failed to adequately
plead scienteid. at 518. The court denied D&T’s motion, holding that Plaintiffs’ specific
allegations of red flaggpgether with GAAP/GAAS violationsvere sufficient to survive the
motion to dismiss stag&ee id(“The key distinction between cases relating to hindsight and the
allegations here is that multiple GAAP and GAAS violations have been described dladjse
alleged.”). Thecritical difference between the instant case b BearStearnss reflected in
the specificity of the @mplaints’ respective allegatioriBhe Bear Stearnscomplaint contained
“specific facts underlying its alleged GAAS violationd’ at511. For examplet alleged that
GAAS required D&T to “test Bear Stearns’ processes’ for establighiadair value of its
assets and that, in doing this testing ‘Deloitte was confronted with signifexdifiags’ because,
‘[a]ccording to the 208 OIG Report,” ‘Bear Stearns failed to include crucial factors in its
valuation models including, for example, inadequate consideration of default risk padasce
of home price depreciation.ltl. at 512. ThdBear Stearnscomplaint then went on to allege that
D&T did not perform specific procedures necessary to assess “internalsaver financial
reporting of the fair value of financial instruments,” and also cited wdpeleificaccounting

standards required this type of fair value reportidg.
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Additionally, the Bear Stearnscomplaint noted that the bank’s “Level 3 assets grew from
11% of its totafinancialassets in the fourth quarter of 2006 to 29% by the first quarter of
[2008],” meaning that it was “vulnable and exposed to additional induspeeific fraud risk
factors and audit risksld. at 513.Tellingly, the complaint went on to allege that D&T was
“required to consider” these specific vulnerabilities “as part of its audieaf Btearns’ financial
statements.Id. Theinvestors’ allegatios did not stop there, includirsgveral examples dfose
risk factors, including “the estimation of the fair value of investments (AU31&t89)isk of
transactions with related parties that do not haveubstancesr the financial strength to
support a transaction without assistance from the entity under audit (AU316.619k thie r
management overriding internal controls (AU 316.08. 42, and 57-65); the risk that new
regulatory requirements, such as the recently implemented CSE strociyreause an
incentive or pressure for fraudulent financial reporting (AU 316.95, A.2.a)”; andstigols on.

Id. (internal citations omitted))lhe Bear Stearncourt, examining these and other particularized
allegations of D&T'’s failure to comply with GAAS aralAAP, alongwith otherred flags,
denied the motion to dismiss.

The difference between tliBear Stearnscomplaint and IPERS’ allegations in the instant
cases significant.Whereas the former listed over a dozen failures on the part of D&T in its
audit proceduresee, e.gid. at 514-15, alongyith specificconsequences and red flags that
createl a strong inference that the auditing failures were far more than “innocent and
unintentional,”d. at 518, IPERS’ Complaint contains no similar allegatiors. eixkample,

IPERS allegethatD&T violated four separate accounting standards. (Comfjl4atq)(i)-(iv).)

% Some of the alleged red flags included the collapse of related hedge funds, wHicisD&
audited, and the widespread industry warnings concerning the subprime raaeke$17.
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But, in these allegations, Plaintdbes no more tharconclud¢] that D&T did not comply with
certain GAAS provisions adopted by the [PCAORPef.’s Memo. at 8. (emphasis in original.))
In contrast tdn re BearStearnsIPERS’Complaint provides no accompanying factual
allegations concerning the types of deficiencies presdd&ifis audit, the consequences of
thosedeficiencies, and the way in which those deficiencies specifically departediieaciied
accounting standards.

Similarly, other cases cited by Plaintiff, which courts in this circuit have denied
auditors’ motions to dismiss plaintiffs’ securitiéggaud complaints are distinguishable from
IPERS’ allegations here. For examplelnre Refco“large receivables at the end of financial
reporting periods” simplyappeared” or “disappearedb03 F. Supp. 2d at 659. The court noted
that such “large transactions near the end of filmhneporting periods can be a significant red
flag,” adding that the “size of the transactions” and “the volume of documentatiordatlege
created by these eventsogether withboth the “suspicious timing, recurrent pattern, and
unusual nature of theelatedparty transactions,” and “the large size of . . . sham loans in
comparison to Refco’s net income” supported a “strong inference of scienter andita’s]
part.” Id. at 658-60.

While theRefcocourt wasskeptical of many of the plaintiff@llegations, noting that
they failed to explain the actual repercussions of the auditor’s failure torndhfrsubstance of

relatedparty transactiosy id. at 658-59ijt ultimately agreed that scienter had been plausibly

* As noted by Defendant, the accounting standards cited by Plaintiffrdrerfaspecific in

nature. General Standard No. 3, “broadly requires the exercise of due caml) 82BO,

which deals with due care “addresses [it] in more than a dozen subparts.” AU § 316 and AU §
334—also cited by Plaintif—are respectively titled “Consideration of Fraud in a Financial
Statement Audit” and “Related Parties,” and together havel§iasts. But IPERS fails to cite
specific provisions of any of these auditing standards “or [to] explain how or &hwidlated

one or more of these provisions.” (Def.’'s Rep. at 2 n.1.)
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alleged due to the auditor’s utter¢kaof interest in large receivables that briefly disappeared
from Refco’s books at the moment when they would have been reportdbl. 659.This

Court agrees that thepges ofreceivables constitute an existing red flag that wbeldoth

highly visible and highly suspicious to any reasonable auditor. However, no suchtioanisac
alleged hereMoreover, theRefcoComplaint specificallyalleged that the fraud was “documented
in plain terms in numerous documents maintained at the Company,” actually ispgettiéy
documents to which it referrefl.

IPERSdoes notllegerecklessness with the specificity of tRefcoplaintiffs. Instead of
something akin to the large, disappearing receivables, IPERS allegesifiedpgeneralized,
suspicious movemés of furds between WGTI and WGTC, which it claims were indicative of
fraud. With the exceptioaf the income tax evasion claim, IPERS fails to piadth specific
transactions were suspicious, why they were so, and where in the WGTC booksds sactr
transactions were visible to D&T. Instead, IPERS avers most of itefatiag generally,
asserting that to view them in the aggregate abgervanformation that no reasonable auditor
could have ignored. However, aggregation itself cannottbergewrrality of each, individal
allegation.SeeStephenson v. PricewaterhouseCoopers,, 168 F. Supp. 2d 562, 578
(S.D.N.Y. 2011) ([I}t makes no sense to say that a defendant has seen red flags he has not seen
merely because he has not seen three of theseg alsdef.’s Rep. at 6 n.3.

Plaintiff also citedn re AOL Time Warner, Inc. Sec. & “ERISA” Litji881 F. Supp. 2d
192 (S.D.N.Y. 2004)andIn re IMAX Secs. Litig.587 F. Supp. 2d 471 (S.D.N.Y. 2008), to
furthersupport its claim that red flags, “&h coupled with allegations of GAAP and GAAS
violations, are sufficient to support a strong inference of scienter.” (ffai@pp. at 15.)

However, these casase inappositbere, and alsaeadily distinguishablélhe AOL complaint,
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much like that irRefcq explained with particularity that Ernst & Younghe auditors—

“ignored the fact that material amounts of advertising revenue came in at theezth gfuarter

just in time to permit [Defendant] to hit its advertismegenue targetsih re AOL 381 F. Supp.

2d at 240The AOL court noted that there is precedentfioding “late-in-the-quarter revenue
recognition [as] sufficient to support a claim of scientlt."Moreover, theAOL complaintalso
alleged that Ernst & Yountignored several of AOLrd AOLTW'’s complex barter transactions
that generated gains or earnings growth while the amounts of cash trdnsaceimply
exchanges of like amountdd. These transactions were specifically alleged, large in magnitude,
andrelated to the “criticalale that advertising revenue played in AOL and AOLTW'’s ability to
meet its earnings targetdd.

Here,IPERS does not allege any red flag of similar magnitude or import. Moreover,
while the suspicious movement of funds between WGTI and WGTC may vergavellbeen
integralto the continuation of Walsh and Greenwood’s fraud, there is simply no allegation that
supports an inference that D&T was aware—or recklessly ignatteel-existence of specific,
named transactions. For tA©L court, like the court iRdco, the magnitude and specificity of
the transactions, coupled with specific and numerous GAAS and GAAP violatieres,
“sufficient to support an inference of scientenot so hereld.

Finally, Plaintiff's invocation ofin re IMAXalso fails tgpersuadehis Court that its
claims against D&T should survivm In re IMAX investors brought securities fraud class
actions against IMAXits officers, and its auditoalleging artificial stock price inflatiorGee
generally587 F. Supp. 2d 47ThelMAX complaintallegedthatthe behavior ofMAX’s
auditor,PricewaterhouseCoopers (“PWC”), satisfied 8§ 10(b)’s scienter requitdémeause: (1)

“PWC violated GAAP and Generally Accepted Auditing Standards;” (2) “PWC hasdtardd
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access to internal IMAX reports and press releases containing detailedatéor regarding the
progress of theater system installations;” and (3) “IMAX’s approach to revenagmition was
an ongoing subject of review by PWC, and PWC provathdce to management with respect to
revenue recognition for theater systetms re IMAX 587 F. Supp. 2d at 484 (internal quotations
and footnote®mitted) €mphasis added). However, the court found this last factor alone to be
mostdispositive.ld.

Defendant is correct in distinguishihgre IMAX on these groundsSéeDef.’s Rep. at
8.) PWC was not merely an outside auditor with access to IMAX’s books and recoteisd Ins
PWC was “extensively involved in the process by which IMAX’s revenue rettog policy
developed and evolved duringethlass period.In re IMAX 587 F. Supp. 2d at 48Bar from
being an outside auditor engaged in producing opinions on the soundness of a company’s
financial statements, to IMAXPWC wasnuch moreSee idat 484-85 (PWC was regularly
consulted by IM\X management and accounting issues and financial statements were always
reviewed and opinions provided by PWC before the Company’s financial statemsats we
publicly disclosed.” (internal citations omitted)hus, unlike D&T, “PWC was not a typical
outside auditor, . . . but instead was actively advising IMAX and participating inaftimgrof
its theater installation accounting poliey policy that had[] . . . significant consequences for
how IMAX'’ s financial health as publicly portrayedd: at 485. Accordingly, the court found the
inference of scienter plausible, despite the fact that the voluminous comail@ditd “allege
that PWC actually reviewed any of the various documents tracking thestdlaition that could
have revealed if IMAX was violatg its own accounting policyld. No such inference is

appropriate here, given D&T’s role as a “typical outside auditor.”
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ThelMAX courtalsonoted that neither the allegations of the GAAP violationsthe
fact that PWC had access to the recordssata, alone would suffice to state a proper claim of
recklessnesbased scienteGee id(comparing theMAX complaint to that irRothman v.
Gregor, 220 F.3d 81 (2d Cir. 2000)), in whitime court of appeals affirmed the district court’s
dismissal of a smurities claim against the auditor on scienter grounds, noting that access to
records alone does not support scieatdess it is “coupled with” “facts from which to
reasonably infer that” the auditor knew of specific circumstances that naements inhose
records suspicious)Instead, it focused on the unique role of PWC within this particular
company.

In sum, the cases cited by IPERS in support of its position are distinguisiuabléné
facts alleged herend do noprecludedismissal of IPERSsecurities fraud claim on scienter

grounds®

> In Rothmanthe Second Circuit held that recklessHessed scienter was not adequately
alleged when the auditor had access to documents reporting product sales dstiabtiettes
that its client would “not likely recoup its royalty advances,” because tag data reports alone
did not indicate this fact. 220 F.3d at 98. Instead, the court held, scienter would have been
established only if the auditor had access to the sales rapdri$so knew that the majority of
its client’s product sales generally “occur[red] within the first yedhefproduct’s releaseld.
Thus, since the complaint failed to allege facts “from which to reasonablythatdithe outside
auditor] knew that most of GT's sales of a product occur within a year of the prodietise,”
the district court was correct in dismissing the chake.

® Two recent cases in this district have underscored the difficulty of adecakeeing auditor
scienter. Irin re Longtop Financial Tec. Lim. Sec. Litigo. 11 Civ. 3658, 2012 WL 5512176
(S.D.N.Y. Nov. 14, 2012), lead plaintiffs Danske Invest Management A/S and Pension Funds of
Local No. One alleged violations 8kction10(b) and Rule 10b-5 against, among others, auditor
Deloitte Touche Tohmatsu CPA Ltd (“DTTC”). As IPERS has herel. timgtopplaintiffs

alleged that DTTC violated various prowiss of GAAS and GAAPId. at *3. Additionally, the
plaintiffs claimed that a “perfunctory review” on the part of DTTC would haveatedesix,

specific “red flags” indicating fraudld. Judge Scheindlin dismissed the complaint, noting that
the plaintffs had failed to meet theellabspleading standard for scientdd. at *9 (“At bottom,

the Complaint alleges fraud by hindsight, a claim that is accorded the sa®et reghis Circuit
today as it was when Judge Friendly gave it a name. Fraud is always obviousspexirbut it
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2. False Statement

The parties also disagree as to the adequacy of IPERS’ allegations Dé&il(fryade
several false statements associated with its audit reports and (2) WGTClinaesitated its
financid records. The gravamen of IPERS’ claim that there were indeed false stateradats
by D&T, relates to the quality of the audit itself, namely, that D&T’s statements iautht
reports were false because a proper audit would leeNi2& T to swiftly uncover the fact that
WGTC was the legitimate front of a classic Ponzi scheme. (Plaintiff's Bri@pposition
(“Plaintiff's Opp.”), at 10.)

Having already determined that Plainhfisnot adequately plead scienterijt is
unnecessario reach the complessue of whethelPERS allegedwith sufficient particularity
thefalsity of WGTC'’s financials and D&T'’s reports. Without a false statepmmmaterial
omission, of course, there can be no securities fraud. Hoveaxaar if Plaintiffhadadequately
alleged a material misstatement or omissite, deficiency ofts scienter pleading nevertheless
would still mandateéhe disnissal of its securities clairfsee Stoneridge Inv. Partners, LLC v.

ScientificAtlanta, Inc, 552 U.S. 148, 157 (2008)I('a typical 810(b) private action a plaintiff

is not reckless to lack clairvoyance. Apart from its exhaustive recitatiandifing standards
and purported red flags, the Complaint does little more than allege that, had Difdi@ed a
better audit, Longtop’s fraud would have been uncovered sooner. Considering the allegations in
the Complaint as a whole, the strongest inference is that DTTC was duped byp,. owgtthat it
recklessly enabled them. Accordingly, the Complaint fails to adequagsly gtienter.”).
Similarly, inDobina v. Weatherford Int’'l LtdNo. 11 Civ. 1646, 2012 WL 5458148 (S.D.N.Y.
Nov. 7, 2012), Judge Kaplan, in granting auditor Ernst and Young’s motion to dismiss,
underscored the “demanding” nature of auditor scienter in securities fraagl lchst *13. In
response to alleged red flags, Judge Kaplan noted that the complaint was “réplete w
allegations that [E & Y] would have learned the truth as to those aspects of [Vitedtbdaxes]
if [E & Y] had performed the due diligence it promised,” which was simply noicgerit to
allege scienterld. at *14 (alteration in original) (quotations omittedjloreover, theDobina
plaintiffs’ allegations regarding GAAS complianceng“disposed easily,” as nothing in the
operative complaint “even beg[an] to suggeatythingabout E & Y's state of mind with regard
to how it conducted the auditld. at *15.
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must prove (1) a material misrepresentation or omission by the defendante(2¢rs¢B) a
connection between the misrepresentation or omission and the purchase or sale fa(4gcur
reliance upon the misrepreseiaa or omission; (5) economic losad (6) loss causation.”
(emphasis added)).

To support an inference of recklessnbased scienter, a plaintiff must allege that an
auditor knew of certain red flags, or those flags must be “so obvious that an auditbave
known of them.”In re Beacon Assocs. Litigi45 F. Supp. 2d 386, 416 (S.D.N.Y. 20I)e
pleading standard for federal securities fraud is rigorous, and to meet @dtti@gs giving rise
to an inference of recklessness must &iqularized, specific, and together, egregious. Here,
Plaintiff has not met its burden. The more plausible inference is that at most, B&T wa
negligent, performing a “shoddy” audit that failed to uncover a fraudstdr@meAccordin re
Doral Financial Corp. Sec. Litig563 F. Supp. 2d 461, 465 (S.D.N.Y. 2008) (“Taken as a
whole, [Plaintiffs’] allegations themselves suggest that PwQdidliscover the fraud, not
because of recklessness, but because Doral's management hid the fraud framstRs@did
from the public at large.”However,it is axiomatic that mere negligence is insufficient
support a claim under 8§ 10(b) and Rule 106&e id(“Stated a different way, the recklessness
required to hold a ‘nofiduciary accountant’ liable for fralimust, in fact, approximatan
actual intent to aid in the fraud being perpetrated by the audited company. h{pfeothman
220 F.3d at 98))Accordingly, Plaintiff's securities fraud claims must be dismissed.

C. Aiding and Abetting

In addition to itdederal securities fraud claims, Plaintiff also asserts that D&T
committed a breach of fiduciary duty. (Compl. at 1 67-HAére,IPERS’ theory is based on the

allegation that D&T aided and abetted the Walsh and Greenwood fraud throwdully

33



blind, substandard audit. (Plaintiff’'s Opp. at 21)}230 establish liability for aiding and
abetting fraud, a plaintiff must show (1) the existence of a fraud; (2) the defasrdaowledge
of the fraud; and (3) that the defendant provided substantial assistaadvance the fraud’s
commission.”In re Agape Litig. 773 F. Supp. 2d 298, 30E.D.N.Y.2011) (quotations
omitted).

Here,in order to survive D&T’s motion to dismiss, IPERS must plead with particularity
facts thataise a strong inference tht) WCM owed its clients a fiduciary duty, which was
breached when client funds were directed to WGTI instedd®TIC; (2) D&T actually knew,
or was willfully blind to the fact, that WCM was fraudulently directing investiunds to
WGTI, enabling Walsh and Greenwood to misappropriate said investments; &&1(3)
provided “substantial assistance to [WCM] in perpetrating, or concealinfyatidulent
scheme.” (Def.’s Memo. &3-24.) (citingKolbeck v. Lit Am., Inc939 F. Supp. 240, 245-47
(S.D.N.Y. 1996).

It is true that Federal Rule of Civil procedure 9(b) allows plaintiffs to alleglce,
intent, and knowledggenerally meaningthata “strong inference>generated by “evidence of
conscious misbehavior or recklessneswliill suffice for asecuritiesfraud claim In re Agape
773 F. Supp. 2d at 308 (quotiBields v. Citytrust Bancorp, In@5 F.3d 1124, 1128 (2d Cir.
1994)).However, courts have read the “actual knowledge” requirefoean aiding and
abetting claima constitutea requirement distinct frote inference permitted in the scienter
context for the fraud itselSee idat 308 (“The actual knowledge element of a claim for aiding
and abetting is a distinct requirement from the scienter required to dkegaderlying fraud.”).

Thus, it is entirely possible for a plaintiff to “adequately plead under Rulet#b) t

scienter required to support an underlying fraud claim,” but nevertheless fdikfyg te
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pleading requirements of his aiding and abettiagrc Id. Some courts have found actual
knowledge under a theory of willful blindness or conscious avoiddghcat 308-09. In order to
rise to this level, however, a defendant will necessarily have acted withpabiteiktate of
mind,” meaninghatto adequately state a claim a plaintiff must “plausibly allege[] that a
defendant made certain decisions specifically to avoid attributable knowletigeeumderlying
fraudulent schemeld. at 309.

In sum, willful blindness requires proof thgfl} the defadant must subjectively believe
that there is a high probability that a fact exists and (2) the defendant mudtliakeate actions
to avoid learning of that factGlobal-Tech Appliances, Inc. v. SEB $181 S. Ct. 2060, 2070
(2011). Willful blindnes is a standard that “surpasses recklessness and negligence,” meaning
that a“willfully blind defendant is one who takes deliberate actions to avoid confirmmgra
probability of wrongdoing and who can almost be said to have actually known théd taitisa
Id. at 2070-71.

While Plaintiffs havecertainly pleadedufficient facts to raise an irrefutable inference of
the existence of fraud, they have failed to plead D&T’s state of mind withisuaffjgarticularity.
For the reasons statedthe secthn abovethefactsas allegedn the Complaintail to support
an inferencehat D&T was reckles let alone willfully blind with respect tilve fraud afoot at
Westridge. While D&T may indeed have been negligdat allegations do not establish that it

was aconscious wrongdoetrccordingly, Plaintiff's aiding and abetting claims are dismissed.
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[I. Conclusion
For the foregoing reasons, Plaintiff's Complaint is DISMISSED withuglieg. The

Clerk of Courtis directed to close the moti@ahdocket entry number 20.

SO ORDERED.

Dated:New York, New York
January23, 2013

W —

J. PAUL OETKEN
United States District Judge
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