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I. INTRODUCTION

Shares of stock in defendant Exide Technologies (“Exide” or the “Company’’)
plunged from $11.15 per share to $4.20 in two days — a drop of over 60% — in May
2005 after the Company reported an earnings shortfall of $15-$20 million that caused
the Company to violate specific covenants with its lenders. Even defendants concede
that the factors that contributed to this shortfall include over $10 million that directly
relate to inventory and contract problems specifically alleged in Plaintiffs’
Consolidated Class Action Complaint for Violation of Federal Securities Laws
(“Complaint”). See Defendants’ Memorandum of Law in Support of Their Motion to
Dismiss (“Defs.” Mem.”) at 4.

As detailed in the Complaint, based in part upon the eyewitness accounts of
former employees of Exide, the problems that led to the collapse of Exide’s stock
price on May 17 and 18 of 2005 existed well before the announcements, were well
known to defendants, and were completely inconsistent with representations that they
had been making to investors for a year.

The detail provided in the Complaint surpasses what is normally available in
securities fraud cases and well exceeds any detail required by the Private Securities
Litigation Reform Act of 1995 (“PSLRA”). For example, former employees stated
that the inventory problems which were instrumental to the May 2005 earnings
shortfall were endemic at the Company for well over a year, and that defendants were

made aware of these problems before and during the Class Period (May 5, 2004-

-1-
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May 17, 2005, inclusive), both verbally and in writing. Similarly, the witnesses
vindicate that defendants were made aware of the contract problems with the “large
North American customer” — the U.S. government — well before the May 2005
announcements. However, defendants conc_:ealed these problems and issued financial
reports that failed to properly account for obsolete or missing inventory throughout the
Class Period. In addition, they continued to assure investors that they would satisfy
the covenants in their existing loan instruments, even though they knew that their
inventory numbers were incorrect, their internal controls systems were wholly
inadequate, and their sales projections were without foundation. They maintained this
fiction just long enough to obtain additional financing, through the completion of a
$350 million senior notes and convertible securities offering.

Defendants wrongly argue that these allegations fail to state a claim under the
securities laws, attempting to use the PSLRA as an impenetrable shield against
liability." First, contrary to defendants’ assertions, the sources for the allegations in
the Complaint are identified with sufficient detail to permit the Court to determine
how they possessed information related to the alleged fraud. See §IILB., infra.

Moreover, the Complaint sufficiently sets forth each statement alleged to be false or

: The PSLRA was never intended to place insurmountable barriers to legitimate

securities fraud actions — such as this — which are an “indispensable tool with which
defrauded investors can recover their losses” and which “promote . . . confidence in
our capital markets and help to deter wrongdoing.” H.R. Conf. Rep. No. 104-369, at
31 (1995), reprinted in 1995 U.S.C.C.A.N. 730, 730.

-0
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misleading, identifies the speaker, and explains why each statement was false and/or
misleading when made. See §II1.C., infra.

Second, the Complaint raises a strong inference that defendants knowingly or
recklessly disseminated false and/or misleading statements during the Class Period.
See §II1.D., infra. The Complaint also pleads that defendants had a powerful motive
to mislead investors about the Company’s true financial condition: The need to
complete the $350 million private placement of senior notes and convertible
securities. /d.

Third, defendants’ false and/or misleading statements are not shielded by the
PSLRA’s safe harbor provision and were not immaterial as a matter of law. See
§IIL.LE. & F., infra. The PSLRA’s safe harbor provision is not a license to lie.
Defendants’ Class Period statements were false and misleading because, as defendants
were well aware, significant amounts of inventory were required to be written off
before those statements were made. Moreover, investors found defendants’ Class
Period misstatements and omission to be material. Between May 16 and May 18,
2005, when defendants revealed the truth of their fraudulent scheme, Exide’s stock
price slumped by over 60%, causing unwitting investors large losses.

Fourth, while the “group pleading” doctrine is not needed to support liability for
any of the defendants, each of whom is alleged to have made or signed false or
misleading statements, the Complaint properly pleads the “group-pleading” doctrine

as an alternative theory of defendants’ liability. See §III.G.
-3 -
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Finally, the Complaint sufficiently pleads a claim pursuant to §20(a) of the
Securities Exchange Act of 1934 (“Exchange Act”). See §IIL.H., infra.

Accordingly, plaintiffs respectfully request that the Court deny defendants’
motion to dismiss in its entirety.

II. STATEMENT OF FACTS

This is a securities class action against Exide, its President and Chief Executive
Officer (“CEQ”), Craig H. Muhlhauser, and two of the Company’s former Vice
Presidents and Chief Financial Officers (“CFO”), lan J. Harvie and J. Timothy
Gargaro (collectively, the “Individual Defendants”). Plaintiffs allege that defendants
violated certain provisions of the Exchange Act (15 U.S.C. §78 et seq.) and United
States Securities and Exchange Commission (“SEC”) Rule 10b-5 promulgated
thereunder (17 C.F.R. §240.10b-5).

A. Exide’s Emergence from Bankruptcy and Establishment of
the Senior Credit Facility

Exide is a world-wide manufacturer and supplier of lead acid batteries,
associated equipment, and services for transportation and industrial customers. 18,
322 On May 5, 2004, the first day of the Class Period, Exide emerged from
bankruptcy protection, proclaiming that the reorganization process had enabled the

Company to resolve financial issues, improve operations and create “long-term value

Paragraph references (“9__” or “qf__") are to the Complaint.

-4 -
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for [its] shareholders.” 992, 33, 37. On the same day, Exide obtained a $600 million
Senior Credit Facility (“Senior Credit Facility”’) from a host of investment banks.
The $600 million Senior Credit Facility enabled the Company to satisfy its
heavy dependence on debt financing and continue funding its ongoing operations.
992, 33. The Senior Credit Facility was subject to several financial covenants, which,
if violated by the Company, would have resulted in default and could have required
Exide to further restructure its operations. 435; Affidavit of James E. Tonrey, Jr.
(“Tonrey Aff.”), Ex. C at 33. As such, Exide’s compliance with the Senior Credit
Facility covenants was of utmost importance to the Company as a going concern.
Likewise, Exide’s ability to comply with the covenants was of paramount
importance to investors. Accordingly, dﬁring the Class Period defendants created the
false impression that Exide was doing well post-bankruptcy by repeatedly touting
their plan for “long-term value creation” to unwitting investors while misrepresenting
the Company’s compliance with the Senior Credit Facility covenants. To wit,
defendants: (a) claimed that Exide had implemented a number of cost cutting and
quality improvement initiatives that were currently benefiting the Company and would
continue to do so in the future; (b)touted Exide’s successful bankruptcy
reorganization and continued improvement of financial performance; and
(c) represented that “based upon [Exide’s] financial forecasts and plans . . . it will
comply with [the Senior Credit Facility] covenants for the foreseeable future.” 9937-

40, 45-48, 54, 61, 65, 71-73, 75.
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B. Exide’s Real Condition Emerging from Bankruptcy

In fact, the Company’s financial condition after emerging from bankruptcy was
far from what the defendants portrayed it to be. qY130-133. The Company’s largest
single business segment — the North American Transportation division (“NATD”)® -
failed to reach its forecasted sales target each month during the Class Period, and
defendant Muhlhauser received the “Weekly Report,” which communicated just this
fact (it “wasn’t even close”; it was “not a pretty picture”). 9193, 130. Of equal
importance, the Company was experiencing substantial undisclosed problems with
inventory, internal disclosure controls and restructuring, which defendants knew
rendered compliance with the Senior Credit Facility covenants impossible.

1. Exide’s Obsolete Inventory

Defendants’ positive statements were in direct contravention of serious
problems at the Company. Immediately before the Class Period, Exide had been
trying to identify means of disposing of tens of millions of dollars of obsolete and old
inventory that had been accumulating throughout the organization. {192, 112. In fact,
the excess and obsolete inventory problem was so pervasive that Exide hired a
consultant to aid the Company in its disposal. §92. Prior to the Class Period, Exide’s

Financial and Treasury Analyst prepared “Obsolete Inventory Reports” that quantified

3 The NATD historically represented approximately 35% of Exide’s consolidated

revenues and earnings. See Defs.” Mem. at 24; Tonrey Aff., Ex. O at 30-31.

-6 -
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the ever-growing amounts of excess and obsolete inventory building up throughout
the organization. Id. Notably, defendant Muhlhauser was a recipient of these reports.
Id. One reason why the “Obsolete Inventory Reports” were distributed to defendant
Muhlhauser was so that he would have readily-available information during periodic
conference calls held to discuss the growing inventory problem. /d. During the calls,
Exide’s Financial and Treasury Analyst and the consultant hired by the Company
repeatedly warned defendant Muhlhauser that the inventory must be written off. /d.
However, he refused to do so until the end of the Class Period. Id.

Defendant Muhlhauser also had knowledge that the excess and obsolete
inventory problem infected Exide’s prized NATD. 493. Each week during the Class
Period Muhlhauser received the NATD’s “Weekly Report.” Id. The “Weekly
Report” clearly communicated the fact that the NATD was missing its sales forecasts
and, since batteries were manufactured based on those faulty sales forecasts, the
Company was consistently making more batteries than it sold. In consequence, Exide
was suffering from the accumulation of excess and unsalable batteries. /d. Indeed,
the inventory problem was pervasive at Exide throughout the Class Period. For
example, there was so much excessive inventory building up in the Bristol, Tennessee,
Fort Smith, Arkansas, and Salina, Kansas, facilities during the Class Period that it was
literally piling up on the floors. §94-95.

Exide also failed to make timely and adequate accruals for losses on obsolete

inventory, which had the effect of materially overstating the Company’s reported net

-7-
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income and inventory during the Class Period. 84-100, 112. Pursuant to Generally
Accepted Accounting Principles (“GAAP”), Exide is required to report the value of'its
inventory in its financial statements at the lower of cost or market. 990-91. This
defendants failed to do. See also 997-99. During the Class Period, accordingly,
defendants inaccurately represented the Company’s net income and inventory to the
investing public in Exide’s SEC filings. 41, 91.

2. Exide’s Lack of Internal Disclosure Controls

Defendants Muhlhauser, Harvie and Gargaro each signed Sarbanes-Oxley
certifications in connection with each Form 10-Q and 10-K filed with the SEC during
the Class Period. q115-117. The defendants’ certifications purported to assure
investors that the Individual Defendants had designed the Company’s internal
disclosure controls and procedures and that they were effective. §942-43, 51-52, 62-
63,76-77, 116. Each such certification was a misrepresentation. Exide utterly lacked
effective internal disclosure controls and procedures during the Class Period, directly
contributing to the Company’s inability to account for its inventories, generate
accurate and timely product invoices, aﬁd accurately forecast sales and future
inventory needs. qf101-120.

One area where Exide’s lack of effective internal controls was particularly
harmful was in sales forecasting. NATD consistently failed to attain its sales
forecasts, even after its forecasts were downwardly revised. 9108. The grossly

inaccurate sales forecasts were then used to project inventory requirements. Id. Ifthe

_8-
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sales forecasts projected a large number of sales, the inventory forecasts projected the
need to make a large number of batteries to meet the sales targets. Id. However,
because the sales forecasts “drove” the inventory forecasting and NATD continued to
miss its sales targets, the Company manufactured numerous batteries in anticipation of
forecasted sales which never materialized. 92-93, 102-105, 108.

The inventory disasters that resulted from Exide’s lack of effective internal
controls are detailed in the Complaint. For example: (a) Exide had accumulated tens
of millions of dollars in excess and obsolete inventory before the Class Period, which
the Company was left saddled with during the Class Period; (b) the Bristol plant
Materials Manager, Gary Shaw, complained throughout the Class Period that Exide’s
sales and inventory forecasting was extremely inaccurate; and (c) tons of excess
inventory was building up at the Bristol, Fort Smith and Salina plants as a result of
inaccurate sales forecasting. q{110-112.

Failure to have systems in place to properly track inventories during the Class
Period also led to substantial problems with Exide’s performance of a supply contract
for the U.S. government. §9102-104, 129. The terms of the contract required Exide to
maintain a three-month supply of batteries, or a total of around 23,000, at various
Company locations. 4129. However, the Company’s internal control systems were
unable to determine how many batteries that met the government’s specifications were
on hand, how many were used by the government, or when and how many batteries

were rotated in or out of inventory due to expiration issues. {102, 129, In December

-9.
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2004, as a consequence of these internal control failings, a former Exide Government
Contract Administrator personally shared an inventory review with defendant Harvie
concerning the government contract. Id. The review revealed that the Company only
had 5,000 batteries in inventory that met the government’s requirements and
specifications. §129. Accordingly, by no later than December 2004, it was obvious
that Exide would be required to write down the value of the contract because of the
18,000 missing batteries. Id. In December 2004, at the same time defendant Harvie
learned that the Company was not in compliance with the terms of the government
contract, he queried several Exide employees: “If that inventory is gone how can we
possibly account for other materials?” 104.

In addition, the Company’s billing program (written by J.D. Edwards) was
wholly incapable of generating invoices for government orders and Exide’s largest
customer, Napa Auto Parts. §106. The dismal billing system performance led to
numerous dissatisfied customers and billing disputes. Id. For example, the Company
often failed to realize that it had billed customers until months after it had shipped
product, which required Exide to manually create invoices and mail them months
after-the-fact. 107. According to a former Exide Billing Analyst/Customer Service
Representative, the prolonged passage of time between the shipment of product and
when the customer was invoiced often rendered it difficult or impossible for the

Company to confirm that it had actually shipped the customer’s order. Id.

-10 -
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3. Exide’s Restructuring Problems

Defendants continued to assure investors that Exide was making great progress
and would comply with the Senior Credit Facility covenants, while knowing that, as a
result of the adverse and undisclosed facts discussed above, they had no rational basis
for making such representations. Indeed, defendants took full advantage of their lies,
which enabled Exide both to maintain investor interest in a $350 million bond offering
and borrow the money at favorable interest rates. 9§80-82, 139-140. Indeed, on
March 15, 2005, Exide pocketed $350 million in cash from bond offerings at the time
the Individual Defendants knew that the Company was in blatant violation of the
covenants. 980-82, 143-144.

The Company’s customer service also suffered significantly for other reasons.
The Alpharetta, Georgia, employees tasked with customer service lacked relevant
experience. §123. Because the J.D. Edwards billing system failed to create timely
and accurate invoices, large customers such as the U.S. government and Volkswagen
cancelled contracts with Exide in disgust. 9124, 126. Notably, the Company’s J.D.
Edwards billing system often granted huge discounts not owed to customers or gave
product away for free. f125.

During the Class Period, the Company’s finance and accounting departments
experienced high turnover among senior management and staff level employees,
which led to deficient “check and balances” (i.e., internal controls) in those

departments and Exide’s accounting. q131. Finally, employee morale was extremely

-11 -
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low because Exide’s more talented people were fleeing the Company and leaving “lots
of big problems” with less-talented and less-qualified employees. 132.

C. Defendants’ Scheme Unravels

Defendants continued to assure investors that Exide was making great progress
and would comply with the Senior Credit Facility covenants, while knowing that, as a
result of the adverse and undisclosed facts discussed above, they had no rational basis
for making such representations. Indeed, defendants took full advantage of their lies,
which enabled Exide to both maintain investor interest in the Company’s March 2005
$350 million bond offering and borrow that money at more favorable interest rates.
1980-82, 139-140.

A mere two months after receipt of the $350 million, defendants’ house of cards
collapsed. On May 16, 2005, defendants disclosed that Exide expected to be in
violation of two critical financial covenants: EBIDTA (i.e., earnings before interest,
depreciation, taxes and amortization) and leverage ratio. 9134-136. Then, on
May 17, 2005, defendants were forced to disclose why the Company had violated
these covenants. Defendants explained to angry investors that the Company was
required to write off $4.5 million of obsolete inventory and write off approximately
$1.4 to $2.8 million on a contract with the U.S. government. Defendants also
explained that they failed to forecast inventory reductions accurately, leading to a

$6 million loss of absorbed overhead costs. §136.

-12 -
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Innocent investors were stunned by defendants’ revelations of the true facts.’
On May 17, 2005, the Company’s stock price, which had closed at $11.15 per share
on May 16, 2005, plunged to an opening price of $5.75 the following day, May 17,
2005, representing a one-day decline of $5.40, or 48%. q135. On May 18, 2005, the
Company’s stock price shed another $1.55, or 22%, after defendants disclosed the
reasons why Exide was in blatant violation of the Senior Credit Facility covenants.
19136-137. Ultimately defendants admitted in Exide’s FY05 Form 10-K (filed with
the SEC on June 29, 2005) what they knew all along: during and prior to the Class
Period the Company failed to maintain effective internal controls concerning, inter
alia, its accounting for inventories and business performance reviews. 9119.

Defendants’ admission to such a “material weakness” had the capacity to result in

4 The “Background” section of defendants’ brief appears to advance a loss

causation argument. See Defs.” Mem. at 3-5 (attempting to argue that factors other
than the disclosures set out in the Complaint caused the losses for which plaintiffs
seek redress). The law, however, requires only that the Complaint allege that
defendants’ wrongful conduct was a substantial factor in plaintiffs’ losses. Semerenko
v. Cendant Corp., 223 F.3d 165, 187 (3d Cir. 2000). The Complaint’s loss causation
allegations more than satisfy that standard. See, e.g., 19145-150. Moreover, Third
Circuit precedent holds that loss causation is a fact intensive inquiry which is best
resolved by the trier of fact. See EP Medsystems, Inc. v. EchoCath, Inc., 235 F.3d
865, 884 (3d Cir. 2000). As such, defendants’ attempt to infuse facts concerning their
interpretation of what may or may not have caused plaintiffs’ losses is premature at
this stage. Moreover, even defendants do not dispute that the disclosure of the
problems alleged in the Complaint likely caused at least some of the stock price drop,
and the exact amount of such damages are for expert witnesses at a later date. Indeed,
defendants do not even advance a loss causation argument in the “Argument” section
of their brief. Should defendants attempt to make such an argument in their reply
brief, plaintiffs reserve the right to address it fully thereafter.

-13 -
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“material misstatements” to Exide’s financial results — precisely what occurred
here. 9136.

III. ARGUMENT

A. Standard of Review

vThe PSLRA did not change the standards for a motion to dismiss under Fed. R.
Civ. P. 12(b)(6). See, e.g., In re Cendant Corp. Sec. Litig. (“Cendant I’), 76 F. Supp.
2d 531, 533-34 (D.N.J. 1999) (applying traditional Rule 12(b)(6) standards under
PSLRA). As such, the Court must read the Complaint as a whole, presume the
allegations are true, and give plaintiffs the benefit of every reasonable inference. In re
Westinghouse Sec. Litig., 90 F.3d 696, 706, 717 (3d Cir. 1996); Cendant 1, 76 F. Supp.
2d at 534. “[A] district court reviewing the sufficiency of a complaint has a limited
role. In performing that role, the court determines not ‘whether the plaintiffs will
ultimately prevail,” but ‘whether they are entitled to offer evidence to support their
claims.”” In re Lucent Techs., Inc. Sec. Litig., 217 F. Supp. 2d 529, 540 (D.N.J. 2002)

(quoting Langford v. City of Atl. City, 235 F.3d 845, 847 (3d Cir. 2000)).

> As a consequence of these liberal pleading rules, courts grant motions to

dismiss sparingly. Pygattv. Painters’ Local No. 277, Int’l Bhd. of Painters & Allied
Trades, 763 F. Supp. 1301, 1307 (D.N.J. 1991).

-14 -
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B. Allegations in the Complaint Based on Confidential
Informants’ First-Hand Knowledge Satisfy the Pleading
Requirements of the PSLRA

Defendants present the tired argument that plaintiffs have failed to plead
literally “all facts” upon which allegations of the investigation of counsel are based.
Defs.” Mem. at 6-10.® Defendants correctly cite to Cal. Pub. Employees’ Ret. Sys. v.
Chubb, 394 F.3d 126 (3d Cir. 2004), for the proposition that the Court need only focus
on the “true facts” section of the Complaint with respect to this inquiry. Id. at 145.
However, in Chubb, the Third Circuit rejected the literal “all facts” pleading standard
defendants urge this Court to apply:

We join the Second Circuit . . . when assessing the sufficiency of
allegations made on information and belief pursuant to 15 U.S.C. § 78u-
4(b)(1). ... “Reading ‘all [facts]’ literally would produce illogical
results that Congress cannot have intended. . . . Our reading of the
provision focuses on whether the facts alleged are sufficient to support a

reasonable belief as to the misleading nature of the statement or
omission.”

Id. at 146-47 (quoting Novaks v. Kosaks, 216 F.3d 300, 314-15 n.1 (2d Cir. 2000)).”

As such, defendants’ “all facts” argument is wide of the target.®

6 In the alternative, defendants ask the Court to strike 9983-91, 97-101, 113-121
and 133 from the Complaint. Plaintiffs respectfully submit that the Court should deny
defendants’ alternative motion to strike.

7 Emphasis added and citations are omitted throughout unless otherwise noted.

8 Defendants’ assertion, i.e. — that there is insufficient information from which to

determine the sources of the allegations in §983-91, 97-101, 113-121 and 133 of the
Complaint — is remarkable. See Defs.” Mem. at 8-9. For example, defendants’
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