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SOUTHERN DISTRICT OF NEW YORK EIC_)ECC;RONICALLY FILED
______________________________________________________________ X ;

MARIO FRATI, STACY FRATI, and ;| DATEFILED:_March 14, 2011
BANCO POPULARE(LUXEMBOURG) S.A.,

RAaintiffs,
10Civ. 3255(PAC)
- against -
ORDER
STEPHENE. SALTZSTEIN,
etal.,

Defendants.

HONORABLE PAUL A. CROTTY, Uiited States District Judge:

Plaintiffs Mario Frati, Stacy Frati (the f&tis”) and Banco Popate (Luxembourg) S.A.
(“BPL") (together, “Plaintiffs”), bring thisaction against Defendants Stephen Saltzstein
(“Saltzstein”), Michael Fein (“Fein”), RAM Capital Resources, LLC (“RAM”), Shelter Island
Opportunity Fund, LLC (“ShelteFund” or “Shelter”), Shelter Island GP, LLC, Midway
Management Partners, LLC (“Midway”), Truk Imtational Fund, LP (“Twk Fund” or “Truk”),
Truk Opportunity Fund, LLC, and Atoll Asset Magement, LLC (together, “Defendants”),
alleging violations of the Securities Exctgge Act of 1934 (*’34 Act”), common law fraud,
breach of fiduciary duty, unjust enrichment, d&mdach of contract. In addition, Plaintiffs
request rescission under § 29@bthe '34 Act and a declaratory judgment that Defendants
cannot use investor funds to indafyihemselves for the costs ofigjating this suit. Plaintiffs
claim that Saltzstein and Fein fraudulently indutiezin to make investments in hedge funds by
misrepresenting certain facts and omitting others. Defendants now move to dismiss the Amended

Complaint in its entirety, asserting that certelauses in the Subscription Agreements that
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Plaintiffs signed preclude Pldifis’ claims as a matter of lawDefendants also argue that
Plaintiffs’ have not stated a federal claimdahat Plaintiffs’ cannagstablish diversity
jurisdiction.

Defendants’ motion to dismiss is GRANTEDthrespect to Plaintiffs’ federal claims.
As to the state law claims, Defendants’ mot®deferred subject teenewal upon completion of
limited, expedited discovery of the membership of the Defendant Limited Liability Companies

(“LLCs”) and Limited Patnerships (“LPs”).

BACKGROUND'*!

According to the facts alleged in the Anted Complaint, in late 2006, Saltzstein phoned
Mario Frati in an attempt to secure an istveent in the Shelter Fund, which he and Fein
managed through their company, RAM. (Am. Cén§j27.) Following this phone call and again
in 2007, Saltzstein traveled to meet with thatisrin Florida to obtain their investment. (1d.
28.) During a late 2007 meeting, Mario Frati asEaltzstein if his sist, a childhood friend of
Stacy Frati, was an investor in Shelter.)(I&altzstein replied that she was. (I&altzstein also
allegedly told the Fratis that most of Saltzast®iand Fein’s own net worth was invested in the
funds and that any investment that they mighake could be redeemed after a six-month lockup
period. (Id) These representation®aaid to be untrue. ()dIn addition, Saltzstein and Fein
never informed the Fratis that SaltzsteinpFand RAM were, at the time of the Fratis’

investment, under investigation by the SEC falation of the federal securities laws. {Id.

! Plaintiffs filed their initial complaint on April 16, 2010. Plaintiffs’ Amended Complaint is dated June 29, 2010
and asserts claims for, among other things, common law fraud, misrepresentations under Section &08d) of th
Act and Rule 10b-5, fraudulent inducement, and breach of contract. It should be noted that the AmempdEdtC
has not been properly filed with the Clerk of Court. a&®sult, the Court directs Plaintiff to properly file the
Amended Complaint with the Clerk Gourt as soon as possible. The €lef Court is diected to accept the
Amended Complaint for filing as of August 25, 2010, the date a Courtesy Copy was received in Chambers.
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Eventually, the Fratis agreeditovest $2 million in Shelter. (Id] 29.) On January 3,
2008, the Fratis signed their Subscription Agreetrand wired the $2 million investment. (1d.
32, Ex. C.) They were not provided with fhr@vate placement memorandum (“PPM?”) prior to
signing. (Id) By Signing the Subscription Agreemektario Frati affirmed that he was an
“Accredited Investor” with a net worth thakceeded $1 million, and “that he ha[d] carefully
read, underst[ood], and agreefd]abide by the terms set forth in the Memorandum, and the
Amended and Restated Limited Liability Company Agreement of the Fund.” (Def. Mem. 6.;
Brennan Aff. Ex. A, at1 1 2, 3 {8, 8.) lddition, the Shelter Subscription Agreement stated
that “[i]in deciding to invest ithe Fund, Subscriber has reliededpupon the information in the
Memorandum and has not relied omalaepresentations or warrargie(Brennan Aff. Ex. A, at 2
13)

Based on the representations made to thgsiBPL made a $1.5 million investment in
the Truk Fund, on behalf of its client, Mirellar&i, Mario Frati’'s mother. (Am. Compl. § 34-
35.) Neither BPL nor Siroli were provided witfie Truk PPM before signing the Subscription
Agreement. (I9. By signing the Subscription Agreement, however, BPL affirmed that it had
“prior experience in investing ithe private placement of restied securities involving the
payment of performance based compensatiorg”that it had “carefullyead, underst[ood], and
agree|[d] to abide by the terms set forth in the Memorandum and Partnership Agreement.”
(Brennan Aff. Ex. B 1 12,18 § 7.) In addiii the Truk Subscription Agreement stated that
“[i]n deciding to invest in the Fund, Subscribbes relied solely upon the information in the

Memorandum and has not relied omalaepresentations or warrargie(Brennan Aff. Ex. B, at 2

13)



LEGAL STANDARD

When considering a motion to dismiss made pursuant to Federal Rule of Civil Procedure
12(b)(6), “the court is to accept as truefatits alleged in the complaint” and “draw all

reasonable inferences in favor of the piffiri Kassner v. 2nd Ave. Delicatessen, 1496 F.3d

229, 237 (2d Cir. 2007). But “[tlhreadbare relsitaf the elements of a cause of action,
supported by mere conclusory statements, deulffice. . . . Whildegal conclusions can
provide the framework of a complaint, they mhstsupported by factual allegations.” Ashcroft
v.lgbal  U.S. 129 S.Ct. 1937, 1949-50 (2009).aVoid dismissal, the complaint must
contain “enough facts to state aioh to relief that is plausible on its face,” i.e. facts that
“nudge[] [the plaintiff's] claimsacross the line from conceivable to plausible . .. .” Bell Atl.

Corp. v. Twombly 550 U.S. 544, 570 (2007).

In considering a motion to dismiss, a courtyansider “any written instrument attached
to [the complaint] as an exhibit or any statetser documents incorporated in it by reference.”

Cortec Indus., Inc. v. Sum Holding L,P49 F.2d 42, 47 (2d Cir. 1991). Additionally, a court

may also consider a particular document, whidhtegral to the claims at issue, of which the

plaintiff has notice. Yak. Bank Brussels Lamber252 F.3d 127, 130-31 (2d Cir. 2001); see

Corteg 949 F.2d at 47 (“[W]hen a plaintiff chooses tmattach to the complaint or incorporate
by reference a prospectus upon which it solely ralreswhich is integral to the complaint, the
defendant may produce the prospeatvhen attacking the complaint for its failure to state a
claim, because plaintiff should not so easilyabewed to escape the consequences of its own
failure.”)

Plaintiffs’ claims sounding in fraud mustemt the pleading requirements of Fed. R. Civ.

P. 9(b) and the Private Securities Litigation Reférat (“PSLRA”). Rule 9(b) provides that “in
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averments of fraud or mistake, the circumstamoestituting fraud or mistake shall be stated
with particularity. Malice, intent, knowledgen@ other conditions ahind of a person may be
averred generally.” Fed. R. Civ. P. 9(b). Ra({b) requires that a complaint alleging fraud “(1)
specify the statements that the plaintiff contewdse fraudulent, (2) ehtify the speaker, (3)
state where and when the statements wedenand (4) explain why the statements were

fraudulent.” Rombach v. Chang55 F3d 164, 170 (2d Cir. 2004). Under the PSLRA, “where

misleading statements or omissions under 8§ 1&®plleged, a plaintiff must ‘specify each
statement alleged to have been misleading, the reason or reasons why the statement is
misleading, and, if an allegation regarding tlaeshent or omission is made on information and
belief, the complaint shall state with particithaall facts on which that belief is formed.™

Thomas H. Lee Equity Fund V, L.P. v. Mayer Brown, Rowe & Maw | &F2 F. Supp. 2d 267,

275 (S.D.N.Y. 2009) (quoting 15 U.S.C. § 78u-4(b)(1)).

DISCUSSION

l. Plaintiffs’ Federal Securities Fraud Claims

“To state a claim for securities fraud undec&on 10(b) and Rul&0b-5, a plaintiff must
plead that the defendant, in conneatwith the purchase or sale sé#curities, mada materially
false statement or omitted a material fact, with scienter, and that the plaintiff's reliance on the

defendant's action caused injury to the pl#intsan Diego Cnty. Emps. Ret. Ass’n v. Maoynis

No 07 Civ. 2618 (DAB), 2010 WL 1010012, *13 (S.DWMar. 15, 2010) (citation omitted).
“A statement or omission is ‘material’ if theie'a substantial likelihoothat the disclosure of

the omitted fact would have been viewed by the reasonable investor as having significantly



altered the “total mix” of infamation made available.” Iqquoting_Halperin v. eBanker

USA.com, Inc. 295 F.3d 352, 357 (2d Cir. 2002).

Plaintiff must show “reamable reliance on the alleged misrepresentations and

omissions.” Emergent Capitaiv. Mgmt., LLC v. Stonepath Group, In€843 F.3d 189, 195 (2d

Cir.2003). “In assessing the reasomalgiss of a plaintiff's allegedience, courts in this Circuit
consider the entire context thfe transaction, including factors such as its complexity and
magnitude, the sophistication oktparties, and the contentafy agreements between them.”

San Diegp2010 WL 1010012, at *13 @ong Emergent CapitaB43 F.3d at 195).

Defendants argue that Plaintiffs have naquehately stated a claim for securities fraud
and that the Subscription Agreements ard tatall of Plaintiffs fraud-based claims.
Specifically, Defendants contend that Swabscription Agreements “contain express
representations, warranties, and disclaimers(thaegate each allegah on which Plaintiffs’
alleged fraud claims are based dindpreclude Plaintiffs, as a rttar of law, from demonstrating
the element of reasonable reliance necessary ittairaeach of their fradtbased claims.” (Def.
Mem. 10.) Each Plaintiff signesd Subscription Agreement which ated that each had read and
agreed to abide by therms of their respective Fund’'s PRid relied only on the information
in that PPM in deciding to invest their respective Fund. (Def. Mem. 11.)

Defendants insist that San Diegadirectly on point. In San Diegthe plaintiff
retirement fund alleged that tdefendant had made oral misregentations which induced the
plaintiff to invest in a fund. San Dieg@d010 WL 1010012, at *13-14. The defendant argued,
however, that there were disclaimer provisionthaagreements that plaintiff signed which were
fatal to the plaintiff's claims. IdThe court dismissed the plaiffis claims because the language

of the non-reliance provisions was unambigutnesause the plaintiffs were sophisticated
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investors, and because, as a result, reliandbe defendant’s ora¢presentations was
unreasonable. Ict *14-17. Here, Defendants argue tRkintiffs’ fraud claims must be
dismissed as a matter of law for the same reasBlantiffs contend, however, that San Diego
should not apply because they are less sopaisticthan the retirement fund_in San Dig@.
Mem. 10), even though Plaintiffs affirmed thagyhare “Accredited Inw&ors,” (Brennan Aff.,

Ex. A, at 8; Ex. B, at 8).

A. Misrepresentations

Plaintiffs allege that Defedants fraudulently misrepresenidd that Saltzstein’s sister
was an investor in the relevant fund, (2) tBattzstein and Fein themselves were heavily
invested in the funds, and (3) that Plaintdéald redeem their investments after six months.
(SeeAm. Compl. 1 28, 75.) In addin, Plaintiffs allege that thegepresentations, at least in
part, formed the basis of their decision to sive the Shelter and Truk Funds. (Am. Compl.
69-72.) Defendants, however, argue that tkeldimers in the Subscription Agreements are
fatal to these allegations because the disclaiméestéhe fact that Platiffs were not relying
on such oral representationsdathat Plaintiffs had readélPPMs. (Def. Mem. 13-14.)

Plaintiffs’ claims regarding the supposedestments of Saltzstein, Fein, and Saltzstein’s
sister fail at the outset. €he statements are immateaat any alleged reliance such
information is patently unreasonable. Speaitly, regardless of thcomplexity of the
transaction (and the one at issieze is not complex) or theghistication of the parties (and
Plaintiffs are Accredited Invests), no reasonable investor wduhake an investment in any
venture based on the represewntathat the promoter’s sistevho was a close friend of the

investor’s wife, was also an inster. (Am. Compl. 1 26.Plaintiffs argument about reliance is



nonsense. Not only could the information ealsdye been verified by the childhood friends
speaking to one another, the allégepresentations to the Accredit@vestors fly in the faces of
the disclaimers in the Subscription Agreements.

With respect to Plaintiffs’ allegatiomelating to Saltzstein’s and Fein’s oral
representation of a six-month lockup periothaligh such information is undoubtedly material
in some sense, even Accredited Investors ayeined to read the transaction documents. The
PPMs at issue here clearly delireattwelve-month lockup period. (SBeennan Aff., Ex. C at
7, Ex. D 1 3.14.1.) As aresult, had Plaintifimgly requested copies of and reviewed their
respective PPMs, such information would have l@®mnous. In light of the context of this
transaction and the disclaimers in the Suipsion Agreements, Plaintiffs’ reliance on
Saltzstein’s oral repssentation was simplyot reasonable. S&an Diegp2010 WL 1010012,
at *13.

Even crediting Plaintiffs’ allegations &fefendants’ untruths, Plaintiffs’ reliance was

unreasonable. Thus, their 8 10(b) and Ru@lb-5 claims fail as a matter of law.

B. Omissions

Plaintiffs allege three frauds by omissiorthiat Defendants failed to inform Plaintiffs
that: (1) Saltzstein, Fein, and RAM were uniheestigation by the SEC at the time that
Plaintiffs invested in thednds; (2) Saltzstein, Fein, and RANere acting as unlicensed broker-
dealers in violation of federal securities lawgdg3) they did not intentb manage the funds in
good faith, including “fraudulently inflating fund keations in order to generate higher

commissions, entering into sham transactitoeing monies to themselves and other funds



managed by them and giving preferences for retiemgpto themselves and their family and/or
friends.” (Pl. Mem. 13-14.)
There is no liability for fraud by omission undie securities laws unless there is a duty

to disclose the information at issue. In re Time Warner Inc. Sec.,l9tlg3d 259, 267 (2d Cir.

1993). “[A] duty to disclose arises when discliasis necessary to make prior statements not
misleading.” Id.

All of the omissions complained of by Plaintiffs involve eitheri(fprmation that was
available to Plaintiffs if they had read the PBMasked intelligent and obvious questions prior
to investment, or (2) information that Defendaspscifically did not hava duty to disclose. If
Plaintiffs were concerned abougtbktructure or legality of th&helter or Truk Funds, they could
have investigated prior to inseng — “[t]he law does not impesa duty to disclose uncharged,

unadjudicated wrongdoing or misnagement.” Ciresi v. Citicor¥82 F. Supp. 819, 823 (1991).

Plaintiffs’ allegations relating tBund structure and fees fail becat¥aintiffs could have easily

informed themselves about these issues if Hagyinsisted on reading the PPMs before signing

the Subscription Agreements or had simply gemied a cursory investigion regarding the fund

in which they were planning to invest. Eveoulh Plaintiffs prefer to walk away from their

Accredited Investor status, Riiffs cannot claim that theyere uninformed about the inner-

workings of a fund in which they planned to inviéshey did not feel it necessary to review the

fund documentation or perform any researdbrgo making such an investment. Thus,

Plaintiffs’ reliance on the silence of Saltzsteiml &®in on these issues was clearly unreasonable.
Plaintiffs also contend that because Defensldigclosed the SEC investigation in a letter

to investors on March 2, 2009, Defendants ostensithtygitted that they had the obligation to so

prior to the Plaintiffs’ investmen{Pl. Mem. 14-15.) This allegati, however, is not reflected in
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the Amended Complaint and, as such, shouldaatonsidered by the Court. Fadem v. Ford
Motor Co, 352 F. Supp. 2d 501, 516 (S.D.N.Y. 2005). In avent, the assertion is unavailing.
The fact that Defendants made such a disclodoes not, in and of itself, indicate that
Defendants have admitted that suctcthisure was actually required.

Accordingly, Plaintiffs’ allegations with respeio these omissions fail as a matter of law.

Il. Plaintiffs’ Claim for Resc ission Under 34 Act § 29(b)
Section 29(b) of thi84 Act states that:
Every contract made in violation of any preian of this chapter or of any rule or
regulation thereunder, drevery contract (including any contract for listing a security on
an exchange) heretofore loereafter made, the penivance of which involves the
violation of, or the continuance of anyagonship or practicen violation of, any
provision of this chapter or any rule rgulation thereunder, shall be void . . . .
15 U.S.C. 8§ 78cc(b). “To establish a violation et&on 29(b), the plaintiffs must show that (1)
the contract involved a prohibddransaction, (2) [they are] sontractual privity with the

defendant[s], and (3) [they are] in the claépersons the Act was designed to protect.”

Pompano-Windy City Partners,d.tv. Bear Stearns & Co., In@94 F. Supp. 1265, 1288

(S.D.N.Y. 1992) (citations and internal quotatioarks omitted). In addition, “under § 29(b) of
the Exchange Act, only unlawful contracts mayégcinded, not unlawful transactions made

pursuant to lawful contracts.” Ifquoting_Zerman v. Jacobs810 F. Supp. 132, 135 (S.D.N.Y.

1981)).

Plaintiffs claim that they hee the right of rescission undg 29(b) of the '34 Act for
three reasons. First, Plaintiffs claim that timegy rescind the agreement because “the executed
subscription documents were the product aiidident inducement in viation of the anti-fraud

provisions of the Securities Act.” (Pl. Me 20 n.45.) As stated in sectiorslipra, however,
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Plaintiffs have not demonsteat such fraudulent inducement untlee securities laws. Second,
Plaintiffs claim that the PPMs “fraudulently represstivat Defendant Midway is registered as an
investment advisor with the SEC — suchudulent statement being a violation of The
Investment Advis[e]rs Act of 1940.” (Id.A violation of the Investment Advisers Act, however,
cannot be a predicate for rescission under B)2%(the '34 Act. 15 U.S.C. § 78cc(b).

Lastly, Plaintiffs claim that § 29(b) givélsem the right to &cind the Subscription
Agreements because RAM, Saltzstein, and Faeled to register as broker-dealers under 8
15(a)(1) of the 34 Act.(Pl. Mem. 20 n.45.) There is, hewer, no reason to believe that the
contracts themselves could notlegally performed — a fact which is fatal to Plaintiffs’ claim.

SeePompano-Windy City794 F. Supp. at 1288. Stated dfetty, Plaintiffs have not alleged

any act, either reflected in ti®PMs or Subscription Agreemertsthat has been performed by
RAM, Saltzstein, or Fein, that requires RAM, Sakrstor Fein to be a gestered broker-dealer.
Indeed, as Defendants point oug fAPMs state that if a registered broker-dealer is needed, the
work will be subcontracted. (See, e Brennan Aff. Ex. C at 43-45.)

In addition, Plaintiffs are isontractual privity only witfShelter and Truk. (Def. Mem.
22.) They are not in privity with RAM, Saltzster, Fein — the defendantisat Plaintiffs allege

were required to register aoker-dealers — and Plaintiffs fdd allege that Shelter or Truk

2 Although § 215(b) of the Investment Advisors Act is a “comparable provision” to § 29¢) &4 Act,
Transamerica Mortg. Advisors, Inc. (TAMA) v. Lewi$44 U.S. 11, 18-19 (1979), it does not follow that a violation
of the Investment Advisers Act may be a predicate for § 29(b) rescission. By the clear languageaifdh,
rescission is only available under § 29(b) for violations of the 34 Act.

3 While Defendants acknowledge that the Second Circuit has not addressed whether a vidlatB(a)§l) can
serve as a predicate for a § 29(b) act@rrescission, the Court need not akdr this question because Plaintiffs’ §
29(b) claim would be dismissed even it the Court found that a 815(a)(1) violation eouldich a predicate.
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were required to register aoker-dealers. As such, the contract at issue is not subject to

rescission under 8§ 29(b). SBempano-Windy City794 F. Supp. at 1288.

lIl. Diversity Jurisdiction

As Plaintiffs’ federal claims fail, the onlymeining basis for this Court’s subject matter
jurisdiction is diversity jurisditon under 28 U.S.C. § 1332(a). Thes no diversity jurisdiction
where a plaintiff and a defendant are citizehthe same state. 28 U.S.C. § 1332(a);Wee

Dep't of Corr. v. Schach624 U.S. 381, 388 (1998). Addmally, there is no diversity

jurisdiction where a plaintiff and @efendant are both aliens, evethiéy are citizens of different

countries, Seéniv. Licensing Corp. v. Paolo Del Lungo S.p.293 F.3d 579, 580-81 (2d Cir.

2002). The citizenship of an LLC or an LP ised on the citizenship of each of its members or

partners. Se€arden v. Arkoma Asso¢#194 U.S. 185, 195-96 (1990).

The documents currently before the Coudgest that there is a lack of complete
diversity and that the state lavaths should be dismissed for lasksubject matter jurisdiction.
Specifically, the Declaration of Michael Fein (iRdeclaration”) states that the Fratis are
citizens of Florida and that at least one memb@&twiter is a Florida tzen. (Fein Decl.  3.)
In addition, the Fein Declaration states tBRL and one of Truk’s members are both aliens.
(Fein Decl. § 2.) The Court, however, will afficPlaintiffs limited, expedited discovery on this
issue, and defer consideration of Defendants motion to dismiss for lack of diversity until

completion of such discovery.

CONCLUSION

For the foregoing reasons, Defendants’ otio dismiss is GRANTED with respect to

Plaintiffs’ federal claims. With respect toaltitiffs’ state law claimsDefendants’ motion is
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deferred subject to renewal of the motion upon completion of limited, expedited discovery as to
the membership of the Defendant LLCs and LPs.

The Clerk of Court is directed to close the motion at docket number 10. In addition,
Plaintiff is directed to properly file its Amended Complaint, dated June 29, 2010, with the Clerk
of Court. The Clerk of Court is directed to accept the Amended Complaint for filing as of

August 25, 2010, the date a Courtesy Copy was received in Chambers.

Dated: New York, New York
March 14, 2011
SO ORDERED

Y

PAUL A. CROTTY
United States District Judge
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