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SUPREME COURT OF THE STATE OF NEW Y O M  
COUNTY OF NEW YORK - PART 57 

PRESENT: Hon. Marcy S. Friedman, JSC JuN 28 2012 
X 

COBBLE CREEK CONSULTING, INC, et al., 
Plaint$f(s), Index No.: 103299/11 

- against - 

SICHENZIA ROSS FRIEDMAN FERENCE LLP, 
Defendant(s). 

DECISION/ORDER 

x 

In this action, plaintiffs sue defendant law firm for legal malpractice and breach of 

fiduciary duty. Defendant moves to dismiss the complaint, pursuant to CPLR 321 l(a)(7) and 

la)(l>* 

It is well settled that on a motion to dismiss pursuant to CPLR 321 l(a)(7), “the pleading 

is to be afforded a liberal construction (my CPLR 3026). [The court] acceptrs] the facts as 

alleged in the complaint as true, accord[s] plaintiffs the benefit of every possible favorable 

inference, and determine[s] only whether the facts as alleged fit within any cognizable legal 

theory.” (Leon v Ma &, 84 NY2d 83, 87-88 [1994]. & 51 1 W, 232”d Owners C om. v 

Jennifer Realtv Co., 98 NY2d 144 [2002].) However, ‘%e court is not required to accept factual 

allegations that are plainly contradicted by the documentary evidence or legal conclusions that 

are unsupportable based upon the undisputed facts.” (Robinsm v Ro binsoq, 303 AD2d 234,235 

[lSt Dept 20031. See also Water St. J.easehold LLC v Deloitte & Tosl che LLP, 19 AD3d 183 [lst 

Dept 20051, lv denied 6 NY3d 706 [2006].) When documentary evidence under CPLR 
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32 1 1 (a)( 1 j is considered, “a dismissal is warranted only if the documentary evidence submitted 

conclusively establishes a defense to the asserted claims as a matter of law.” (Leon v Martinez, 

84 NY2d at 88; 2 Amav I Inc. Retireme t man ’ 1 tein e r & 

Steiner. L.L.P., 96 NY2d 300 [2001].) 

The complaint is based on the following allegations: Plaintiffs were holders of Series A 

Preferred Stock in KIT Digital, Inc. (KIT). In March 2005, when KIT issued the stock to them, 

plaintiffs were aware that defendant was representing KIT, but defendant “advised Plaintiffs that 

Defendant was also representing them.” (Compl., 7 6.) Defendant agreed to include non- 

dilution provisions in the “Certificate of Designation, Powers, Preferences and Rights of Series A 

Preferred Stock,” dated March 9,2005 and filed with the Securities and Exchange Commission 

(Certificate), which set forth the terms and conditions on which plaintiffs relied in acquiring the 

stock. (Compl., 7 29.) The conversion rate set forth in the Certificate was two shares of 

common stock for each one share of Series A Preferred stock surrendered. (Certificate, 7 5.1 [a], 

cited in Compl., 7 9.) Effective October 2005, KIT’S common stock “was reverse split on a 1- 

for-50 basis.” (Compl., 712.) According to plaintiffs, this reverse split did not affect their 

conversion rights pursuant to the Certificate, and each share of Preferred A continued to be 

convertible at any time into two shares of KIT’S common stock. (u, 713.) 

In 2007, an investor group announced that it would take control of KIT, and acquired a 

minority of common shares. However, due to the number of Preferred A shares and the number 

of votes per share, the investor group would not be able to exercise control of KIT unless it 

acquired a significant amount of the Preferred A shares or “devise[d] a scheme to eliminate all 

shares of Preferred A.” (Compl., 77 15-16.) In furtherance of the scheme, the principal of the 
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investor group and members of KIT’S Board of Directors, who were the owners of a majority of 

the Preferred A shares, held a “secret meeting” on March 30,2008, at which these owners voted 

to convert the Preferred A shares to common stock at a conversion rate substantially lower than 

that on which plaintiffs relied when acquiring their Preferred A shares. This vote eliminated 

plaintiffs’ rights and virtually all of their shares, “all to the knowledge of the Defendant.” (U, 11 

17- 18, 20,27.) Plaintiffs claim that the majority shareholders voted for this conversion against 

their own interests as owners of the Preferred A stock, because the investor group offered them 

restructured employment contracts and/or a severance payment. a, 7 26.) 

According to plaintiffs, various subsequent filings with the SEC showed different 

conversion rates: The 14C Information Statement stated that 10,000,000 issued and outstanding 

shares of Preferred A would be converted into 400,000 shares of common stock - a conversion 

rate of 1 to .04. (a, 120.)’ Later SEC filings, which are not attached, allegedly stated that at the 

March 30 meeting, the holders of a majority of the Preferred A shares voted to convert them into 

11,429 shares of common stock - a ratio of 1 to .0011429. (E, 7 24; Ps.’ Memo. Of Law In 

Opp. [Ps.’ Memo.] at 9.) 

Notwithstanding the reverse split of the common stock, plaintiffs claim that they 

continued to be entitled to conversion at the ratio of one to two, and that their 1,000,000 

Preferred A shares should have been converted into 2,000,000 common shares. (P.’s Memo. at 

‘The complaint erroneously stated that the shares would be reduced to 40,000. The 14C 
Information Statement gave the number as 400,000. (This Information Statement also noted that 
20,000,000 shares of outstanding Preferred A stock would be reduced to 10,000,000 prior to the 
conversion). 

-3 - 

[* 4]



9J2 

In their first cause of action for legal malpractice, plaintiffs assert that defendant 

intentionally or negligently worked against the interests of plaintiffs “when it assisted KIT in 

creating the shares of the Preferred A on a basis inconsistent with the discussions with the 

representatives of the Plaintiffs and then eliminating the shares of Preferred A,” (u, 7 32.) In 

their second cause of action for breach of fiduciary duty, they allege that defendant intentionally 

or negligently worked against the interests of plaintiffs “when it assisted KIT in creating the 

shares of the Preferred A without the non-dilutive provisions which the representatives of 

Plaintiffs had discussed with Defendant and then eliminating the shares of Preferred A.” (U, 

4 1 .) The legal malpractice and fiduciary duty causes of action are thus based on the same 

underlying facts and alleged wrongs. 

The complaint does not specify the discussions that plaintiffs had with defendant or the 

anti-dilution provisions that they claim should have been included in the Certificate of 

Designation. In opposition to the motion, plaintiffs submit the affidavit of Robert Rubin, “a 

representative of the Rubin Family Irrevocable Marital Trust (Rubin Aff., 7 1), in which he 

elaborates on his discussions with defendant regarding the Preferred stock, as follows: “It was 

agreed between the Parties (KIT, the Plaintiffs and Richard Friedman of SRFF [defendant law 

firm]) that any change in the common stock structure (e.g. a reverse-split) would not affect the 

conversion ratio of the Preferred Stock. I had numerous discussions with Richard Friedman with 

respect to the terms and conditions of the Preferred Stock.” (Id., 7 16.) He also asserts: ‘‘1 relied 

2Plaintiffs do not allege the rate at which their shares were actually converted, but rely solely on 
the conversion rates allegedly set forth in the SEC documents. They also do not allege the price of their 
shares immediately before and after the conversion. 
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upon Richard Friedman’s drafting of the documentation to reflect the agreed upon terms of the 

Series A Preferred Shares, specifically the anti-dilution provisions.” (U, 1 17.) 

Affidavits may ordinarily be received in opposition to a CPLR 321 1 motion to dismiss for 

the limited purpose of remedying defects in the complaint. (Rovello v Orofino Realtv Co,. hc,, 

40 NY2d 633, 636 [1976].) The court rejects defendant’s contention that such use of affidavits is 

barred here by the parties’ November 16, 20 1 1 stipulation of adjournment in which plaintiffs 

agreed that their opposition papers would “not include any cross-motions or any amendments to 

their verified complaint.” That language is insufficient to evidence an intent on the parties’ part 

to preclude any use of affidavits by plaintiff in opposing the motion to dismiss. 

Giving the complaint, as amplified by the affidavits, the benefit of every favorable 

inference, the court finds that the complaint pleads that defendant represented plaintiffs in 

connection with their acquisition of the Preferred A shares, and that the “discussions” between 

plaintiffs and defendant were that anti-dilution provisions would be included to protect the 

Preferred A stock. The only term of an anti-dilution provision that plaintiffs specifically identify 

as having been agreed to, however, was that %ny change in the common stock structure ( e g  a 

reverse-split) would not affect the conversion ratio of the Preferred Stock. ” (Rubin Aff., 7 16.) 

As a threshold matter, defendant argues that the allegations of the complaint do not plead 

suficient facts to show that an attorney-client relationship existed between plaintiffs and 

defendant. “An attorney-client relationship is established where there is an explicit undertaking 

to perform a specific task. While the existence of the relationship is not dependent upon the 

payment of a fee or an explicit agreement, a patty cannot create the relationship based on his or 

her own beliefs or actions.” (pellearh9 v O m  enheimr & Co,. hc, 49 AD3d 94, 99 [lEt Dept 
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20081 [internal quotation marks and citations omitted].) As defencdnt correctly points out, a 

corporation’s attorney ordinarily represents the corporate entity, not its shareholders or 

employees. (Eurycleia Partae rs, LP v Seward & b 5 e l .  L LP, 12 NY3d 553, 562 [2009].) Here, 

however, the complaint, as amplified by the Rubin affidavit, pleads an attorney-client 

relationship based not on plaintiffs’ subjective belief or their status as shareholders of the 

corporation, but on the allegation that defendant affirmatively “advised Plaintiffs that Defendant 

was also representing them” (Compl., 7 6) in plaintiffs’ business dealings with KIT, “including 

but not limited [to] the creation of the Series A Preferred Stock.” (Rubin Aff., 77 13-14.) Mr. 

Rubin also details a longstanding relationship, dating to 1991 , in which defendant has 

represented him individually, in connection with the corporations with which he is associated, 

and in his capacity as representative of the Rubin Trust. (u, 77 8-9.) He offers a plausible 

explanation for the absence of a retainer or payment of fees for the subject representation, stating 

that due to the high volume of referrals plaintiffs have made to defendant and the high volume of 

representations of him and the Rubin Trust, engagement letters or retainers have not been 

executed in many transactions, and fees have not been charged for certain representations. (U, 

77 10- 1 1 .) The court notes plaintiffs’ unusual locution in characterizing the subject 

representation - namely, that defendant “advised” plaintiffs that it was representing them, as 

opposed to “agreed to represent” them. However, liberally construing the allegations as to the 

attorney-client relationship, the court finds that they are sufficient - albeit, marginally so -to 

withstand this motion to dismiss. 

The court accordingly turns to the pleading of the malpractice claim. “[Aln action for 

legal malpractice requires proof of three elements: the negligence of the attorney; that the 
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negligence was the proximate cause of the loss sustained; and actual damages. In order to 

establish proximate cause, plaintiff must demonstrate that but for the attorney’s negligence, 

plaintiff would have prevailed in the matter in question or would not have sustained any 

ascertainable damages.” (Reibman v Senie, 302 AD2d 290,290 [lst  Dept 20031; Ulico Cas. Co. 

v Wilson. Elser. Mos kowitz, Edelmm & Dicker, 56 AD3d 1, 10 [ 1 6t Dept 20081. &g AmBslse 

COT. v Davis Polk & Ward well, 8 NY3d 428,434 [2007].) 

As noted above, in acquiring their Preferred A stock, plaintiffs claim to have relied on the 

conversion rates stated in the Certificate of Designation setting forth the terms and conditions of 

the acquisition. (Compl., 7 29.) However, plaintiffs acknowledge that the Certificate also 

contained a provision that precluded the corporation from taking any action “which would 

adversely and materially affect” the rights of the Preferred A shareholders, except by a vote of the 

majority of such sh~~reholders.~ 

Significantly, plaintiffs do not plead, and do not argue in opposition to defendant’s 

motion, that defendant agreed to omit such a provision from the Certificate, or committed 

malpractice by including it. They also do not argue that this provision was atypical or that the 

This provision, as quoted in paragraph 9 of the complaint, stated: 3 

“7. Restrictions and Limitations. Except as expressly provided herein or as required by 
law so long as any shares of Series A Preferred Stock remain outstanding, the 
Corporation shall not, without the vote or written consent of the holders of at least a 
majority of the then outstanding shares of the Series A Preferred Stock, take any action 
which would adversely and materially affect any of the preferences, limitations or 
relative rights of the Series A Preferred Stock, including without limitation: 

the voluntary or involuntary liquidation . . . ; 

Section 4 herein [ 10 votes for each share of Series A Preferred Stock]; or 

(50%) or more of the ownership of the Corporation.” 

(a) Reduce the amount payable to the holders of Series A Preferred Stock upon 

(b) Cancel or modify adversely and materially the voting rights as provided in 

(c) Take any action which would result in the change of control of fifty percent 
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percentage of preferred shareholders whose vote would be needed to alter the rights of the 

minority shareholders was not a matter for contractual negotiation. Nor could they do SO, as it is 

well settled that “the relationship between a corporation and its preferred stockholders is 

primarily contractual in nature and primarily involves rights created in the certificate designating 

and defining the legal rights of the preferred stockholders. . . .” (Omman v IRMC H o l d i m  

Inc., 2007 NY Slip Op 50093U, 2007 NY Misc Lexis 117 at * 26-27 [Sup Ct, New York County 

20071 [applying Delaware law and citing Jedwab v MGM @and Hotels. Inc., 509 A2d 584 [Del 

Ch 1986];4 11 Fletcher Cyclopedia of the Law of Corporations, 4 5295 [revised ed 201 I].) 

In the absence of any challenge by plaintiffs to the provision permitting alteration of the 

rights of Preferred A shareholders by majority vote, plaintiffs’ malpractice claim cannot survive. 

Given the existence of that provision, the anti-dilution provision to which plaintiffs claim KIT 

and defendant agreed - i.e., one that preserved the conversion ratio for the preferred stock in the 

event of a restructuring of the common stock - would not have prevented the majority of the 

Preferred A shareholders from altering the conversion ratio for the Preferred A shares. Thus, 

even assuming for purposes of this motion that KIT and defendant did agree to include the 

claimed anti-dilution provision in the Certificate of Designation, its failure to do so was not a 

proximate cause of plaintiffs’ damage. As plaintiffs cannot allege the necessary damage element 

of their malpractice claim, the claim is not stated.’ 

While the parties have not addressed the issue, it appears clear that Delaware law applies 4 

because KIT is a Delaware corporation, and the law of the state of incorporation governs the internal 
affairs of the corporation. (See Oapmaq, 2007 NY Misc Lexis I 17 at * 19, n 8.) 

’The court notes parenthetically that an anti-dilution provision with the terms asserted by 
plaintiffs would have greatly advantaged plaintiffs upon conversion had the majority not voted to alter 
the conversion rate. Anti-dilution provisions typically adjust the conversion price upon a restructuring of 
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Finally, plaintiffs’ breach of fiduciary cause of action as to defendant law fim must also 

be dismissed. As discussed above (m at 4), this cause of action is based on defendant’s 

failure to include anti-dilution provisions. As it alleges the same facts and seeks the same relief 

as the malpractice cause of action, it must be dismissed as duplicative of the malpractice cause of 

action. (See Weil. Gotshd & Manges, LLP v Fashion Bou tique of Short Hills, Inc., 10 AD3d 

267, 27 1 [ 1 st Dept 2004 J .) 

Plaintiffs arguably also seek to maintain the fiduciary duty cause of action based on 

defendant’s conflict of interest in representing both plaintiffs and the corporation in the same 

transaction. It is well settled that a breach of fiduciary duty claim is not maintainable against an 

attorney based on a conflict of interest, without more, and that recovery requires not only a 

breach of a duty but “damages sustained as a result.”. (Ulico, 56 AD3d at 10.) However, 

plaintiffs do not plead that the conflict of interest was implicated in the negotiation of the 

majority voting provision or that defendant breached a fiduciary duty in negotiating that 

provision. As in the case of the malpractice claim, they therefore fail to plead damagks as a 

result of defendant’s, as opposed to the majority Preferred A shareholders’, conduct.6 

1 

the common stock, “SO that the holder of convertible securities maintains the same percentage ownership 
both before and after the change.” (Woronoff & Rosen, Understandinn; Anti-Dilution P r o v i s b m  
Convertible Securities, 74 Fordham L Rev 129, 142 [2005].) The complaint does not plead any facts or 
circumstances showing why KIT would have agreed to an anti-dilution provision that preserved the 
preferred stock conversion ratio even in the event of a reverse split. 

6A separate issue, which is not raised in this action, exists as to whether plaintiffs have a claim 
against the directors for breach of fiduciary duty in connection with their vote to eliminate the Preferred 
A shares. “[Wlith respect to matters relating to preferences or limitations that distinguish preferred stock 
from common, the duty of the corporation and its directors is essentially contractual and the scope of the 
duty is appropriately defined by reference to the specific words [in, e.g., the Certificate of Designation] 
evidencing the contract; where however the right asserted is not to a preference as against the common 
stock but rather a right shared equally with the common, the existence of such right and the scope of the 
correlative duty may be measured by equitable as well as legal standards. (Jedwab, 509 A2d at 594.) 

-9- 

[* 10]



It is accordingly hereby ORDERED that defendant's motion is granted to the extent of 

dismissing the complaint with prejudice. 

This constitutes the decision and order of the court. 

Dated: New York, New York 
June 19,2012 

Hence, the extensive case law that addresses whether a breach of fiduciary duty claim is maintainable by 
a shareholder who is claiming unfair allocation of consideration in connection with a conversion. (See 
- id. at 593-594 [and cases cited therein].) 

-10- 

[* 11]


