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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

ZOHAR CDO 20031, LTD.,et al.,
17cv307
Plaintiffs,
OPINION & ORDER

-against
PATRIARCH PARTNERS, LLCet al.,

Defendants.

WILLIAM H. PAULEY IIlI, United States District Judge:

Defendants Patriarch Partners, LLC, Patriarch Partners VI, LL@aR=t
Partners X1V, LLC, Patriarch Partners XV, LLC (together, “Patriarchtfana LLC, Octaluna
Il LLC, Octaluna Ill LLC (togeher, “Octaluna”), Ark 1l CLO 2001-1LLC, Ark Investment
Partners Il, L.P.tbgether, Ark”), and Lynn Tilton (“Tilton”) move to dmiss Plaintiffs Zohar
CDO 20031, Ltd. (“Zohar I"), Zohar Il 2005-1.td. (“Zohar 11”), and Zohar 1ll, Ltds (“Zohar
l1I") (together, “Zohar”xomplaint.

Zohar asserts a dozen claims against Defengaaticated on a massive
racketeering conspiracy involving the investment and management of Zolsat's &ke
remedies thaZoharseeks through its common law claimsludecompensatory damages,
declaratory relief, an accounting, amgtitution But all such relief is eclipsed by Zohar’s
request fotreble damagesnder the Racketeering Influenced and Corrupt Organizations
(“RICO”) Act, 18 U.S.C. § 1964(c)Defendants s&eadismissal of this action in its entirety, both
for failure to state a claim under Rule 12(b)(6) and lack of subject matteligtios under Rule

12(b)(1). For the reasons that follow, Defendants’ matosismiss igranted

Dockets.Justia.com


https://dockets.justia.com/docket/new-york/nysdce/1:2017cv00307/467566/
https://docs.justia.com/cases/federal/district-courts/new-york/nysdce/1:2017cv00307/467566/105/
https://dockets.justia.com/

BACKGROUND

Thiscivil RICO action ariseBom an allegedraudulent investmergcheme
orchestrated by Tilton and higmms. At bottom, Zohar alleges that Defendants engaged in a
wide-rangng conspiracy to enrich themselves by pillagfodpar’s fundsand impairing its
assetsultimately rendering it unabl® repayinvestors.Over the course of five years,
Defendants created three special purpose vehiddedarl, Zohar I, and Zohar IH-thatraisel
and investednore thar2.5 billion dollarsn anassortment of distressed companies. Imbued
with the authority to act on Zohar’'s behdlfefendants madeartually everyinvestment
decisior—theychose the companies to whom Zohar would lend, monitbeedollateral
underlying the loans, and provided the companies with consulting and managemenrd.service
But insted of acting in Zohar's interest—toaximizerepayment tootehdders—Defendants
expoited their fiduciary statug expropriate Zohar’s equity its portfolio companies, pay
themselveslividends, andleceiveZohar and its investors into paying exorbitant tegs
misreportingthe value of Zohar’'sollateral

Becaus&ohar’s complainfthe “Complaint”)focuses on the predicatets
alleged in support afs civil RICO claim, thehresholdssuein Defendand’ motion to dismiss is
whether the alleged schenseactionable asraud in thepurchase or sale of securitieideed, if
any one of the predicate acts involves the purcbasaleof securities, the entire claim is
foreclosedvy the securities fraud bar codifiedthe RICO statuteResolvingthis question
requires a more detailedcitationof the Gomplaint’s allegationswhich are presumed tros a

motion to dismiss



. Zohar's Creation and Purpose

Zohar—threespecial purpose vehicleseatedby Tilton—raised over $2.5 billion
dollars from the sale otollateralized loan obligations (“CL0), which are essentially
investment notes backed by a pool of loans. Zohar used the offering proceeds to make loans
dozens oflistressed compani@sth the aim of rehabilitating thebusinesses andaximizing
profits. (Complaint (Compl.”), ECF No. 1, 11 40—-41Zoharloaned money under various
arrangements. Some involved standard repayment of primcidahterestvhile others included
equity investensin portfolio companiesThe latter arrangementobtaining equity in
exchange for a loarwas of paramount imporntae to Zohar becaugeoffset lossesrising from
a defaulted loan anaffered enormous upsidea portfolio company turned profitable. (Compl.
141)

. DefendantsRoles

Tilton’s role in the CLO transactions extended well beyaedting Zohar She
and her investmempmpanies-namely, Patriarch-assumed @anoplyof rolesin overseeing
Zohar’s investments. Patriarsithieftaskwas to managgohar’scollateral. (Compl. 11 30—
31) As collateral manager, Patriarch seledteths and other investments making up the
collateral pool. (Compl. § 28 patriarch also assigned some of its affiliates to oversee Zohar’s
assets—Patriarch Partnesgency Services collected and processed loan paynasmts,
Patriarch Partners Management Group provided management and consulting sethiees t

portfolio companies. (Compl. § 37.)

! Zohar | raised approximately $530 million after launching in November 2002y Zbtaised
approximately $1 billion after launching in January 2005; and Zohar Ilid-aigproximately $1 billion after
launching in April 2007. All of the Zohar funds are exempted compaagistered in the Cayman Islands.
(Compl. 11 911, 29.)



Tilton’s other entitis played pivotal roles in perpetrating freudulent scheme
Ark assumedlebt or equity positions in portfolio companies alongside Zohar, and Octaltha
preference share rights or interests in Zohar’s assets. (Compl. § 38.) As fhecgns
unfolded, Arkand Octaluna were instrumentalexrpropriating and obscuring Zohar’s ownership
interests importfolio companies.

Despitetheamalganof entities involvedTilton exercised uncheckealithority
and control oveall of themassole director or managing membeks a practical mattefilton
madevirtually every single investment decisitor Zohar (Compl. {12-20, 37-39

1. Collateral Management

As with most secured transactions, the pdrtiesvitieswere governed by a key
set of operative documentie (i) Indenture governed the rights and obligations of the Zohar
Fund vis-a-vis the noteholders, credit enhancer, and controlling padyji) the Collateral
Administration Agreement memorialized an agreement between Zohaarétatand a national
bank, as collateral administrator, to provide administrative services oargéne collateral.
(SeeCompl. 1 31see, e.qg., Declaratiasf Akiva Shapiro in Support of Motion to Dismiss
(“Shapiro Decl.”), ECF No. 55, Exs. 1, 3.)

A third document—the Collateral Management Agreemergnumerated
Patriarch’s duties, responsibilities, and privileges as collateral man&mnpl( 11 3+33.)
Chief among Patriarch’s duties wié® covenant “not [to] take any action which [it] knows or
should be reasonably expected to know in accordance with prevailing marketesrftiat]
would . . . adversely affect the interests” of the noteholders. (Compl. § 33 (imi¢atiah
omitted).) And like all investment advisors, Patriarch owed a numbeptied fiduciary duties

to Zohar, including the duties of care and loyalty. (Compl. 1 34.)



One of Patriarch’s most important duties asatelial managewasto report
Zohar’s financial condition and performance through monthly reports and quarterly not
valuation reports (“Monthly Reports”) to stakeholders, including rating ageasceZohar’s
noteholders. (Compl.  36.) The purpose of these communications, prepdrecbNateral
administrator, was apprisenoteholders about the condition of t@lateral underlyinghe
CLOs. (Compl. 11 36, 56.)

To ascertairthis information Patriarch performed an Overcollateration Test
(“OC Test”), which was designed talculatethe ratio between the outstanding amounts due on
theloans in Zohar’s portfolio and the principal balances on the senior notes. (Compl.Thé&6.)
OC Test resultsvere a barometer adfohars ability to collect suficient amounts on outstanding
loansto meetits obligations to senior noteholders. (Compl. § 56.) Taymgssing OC Test
signaled that thealue of the underlying collateral exceeded the balance of the outstanding senior
notes, and could be used toisigtthose notes if one of Zohar’s loans default€dnversely, a
failing OC Test triggered a number of consequences designed to conserveidohdss
suspending payments to certain classes of noteholders and reducing the coléatagament
fee (Compl. 9 5657.) The OC Test results constituted a key component of the Monthly
Reports.

As acollateral manager, Patriarch charged a fee to satectmonitor the
collateral and replacany deficientassets Under the operative Indenture agreemd®asriarch
charged a senior management fee and a subordinated management fee, each ealddatdd
the outstanding principal amount of assets held by Zohar. (Compl. § 57.) Palnesx,ch
received a 2% management fee, wheolild be halvedf the OCTestproduced failing results.

(Compl. 1 57.)A severe failure of the OC Test, which the Indenture categorized as an “Event of



Default,” resulted in even more devastating consequences to Patrihrskontrolling parties
were entitled to terminate Patrch and step in to control Zohar’s assets, thus jeopardizing
Patriarch’ducrativeposition tocollect“hundreds of millions of dollars in management fees and
preference share distributions.” (Compl. 11 57, 65-66

Beginning in 2009Zohar alleges thahe OC Test should have produced failing
results in view of thésignificant deterioration’df the loans in its portfolio (Compl. T 58.
Raher than reporting thosbsmal results, Patriarch and Tilton manipulated the OCtdeaseld
passing resultsm the Monthly Reports. (Compl. I 58Ratriarchinflated the value of the
collateralin two ways. First, based on Tilton’s subjective and biased judgment, Patriarch
routinelymisclassifiedcertain portfolio companies as posing a low credit risk when, in reality,
many were on the verge of default. (Comf§l5%-60.)

SecondPatriarchfraudulentlyvaluedZohar’s debt at pagven though Zohar had
previously purchased the debt at a significant discount. (Compl. 1 63.) For exZot@monce
purchased a portfolio company’s debt originally valued at $29 million for only $5.2mjilli
reflecting an 82% discount. (Compl. 1 64.) Bidnencalculating the OC Test, Patriarch valued
the company’s debt #te full $29 millionwhile alsoratingthe distressed compaagalow
credit risk. (Compl. § 64.) Patriarelsogave thatompany a more favorable credit risk rating
after restructuring its loans despite the company’s inability to nm&eest payments.
Unsurprisingly, that company defaulted seven months after restructurdebpits (Compl. § 64.)

Zohar alleges th&atriarchmanipulatedhe results of the OC Tett facilitate the

payment oimore thart5700 millionin feesover the life of the Zohar fundsdto preserve its

2 Such partieinclude MBIA, the Credit Enhancer and Controlling Party for Zohar |Zottar 11, anda
group of investors holding at least 25% of the aggregate outstanding amolagoAC notes designated as the
Controlling Class for Zohar Ill. §eeCompl. 1 39, 66Akiva Decl. Ex. 7.)
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postion as collateral managef{Campl. 1 65.) To that end,saiccessful OC Te&ept other
stakeholders-ramelythe Controlling Party and Controlling Classtbay.

V. Equity Interestsand Equity Distributions

The second componeat Defendats’ allegedscheme involved misappropiiag
Zohar’s equity in its portfolio companiés reapthe benefits of equity ownershigych as
receiving “tens of millions of dollars or more” in dividend and equity distributions.

(Compl. 1 50.)Because of their fiduciarygsition, Defendants played both sideZohar’s
investment decisiai—they selected the compamich Zohar investdin andthen installed
Tilton asthe company’s officer or director to facilitate the exchange of efpityefendants’
benefit

Capitalzing on a ploy rife with selflealing, Defendants executed theguity
misappropriation scheme four different ways. First, Defendants used Zohar’s funds to obtain
equity positions in their name. (Compl.  49.) In other words, instiegigling Zoha the equity
it should have received in exchange for its loan, Defendants took a slice of the @quity f
themselveswithout making any contributions, or with only disproportionate or minimal
contributions.” (Compl. 1 49.)

Second, as their equity holdings grew, Defendants siphoned dividleddther
distributions that the companies made to their shareholders insteadii@atergthose fundgo
Zohar “for ultimate distribution to the Zohar Funds’ noteholders.” (Compl. 1 50.) Asil re
Defendants reaped an unearned profit estimated itetiseof millions of dollars. (Compl. 1 50.)

Third, in some instances, Defendasitaply re-assignedohar’sequity holdings
to themselves By way of examplein 2009, Patriarch reported that Zohar owned 100%

certainportfolio company. Mree years latehowever, after the company was sold for $199



million, Zoharwas left emptyhanded To justify this outcomeRatriarch disavoweils previous
representations that Zohar ever had an interest in the corapdnmygaintainethat Defendants
wereits rightful owners all along. (Compl. 1 51.)

Finally, Defendantstole voting and other rights associated with Zohar’s equity
interests. (Compl. 1 52.) Although they kept the equity in Zohar's name, Defenstamisadly
deprived Zohar of itability to control its companidsy agreeing to contract provisions, on
Zohar’s behalf, that gave Defendants “control over the Zohar Funds’ asbetstvany apparent
benefit provided to the Zohar Funds.” (Compl. § 70y éxamplePefendantsequired Zohar
to obtain the consent &fatriarch Partners Agency Servieedohar’s agent under its loan
agreements-before making any loan assignments, a conditioneti@ttivelyrobbed Zohar of
the ability to unilaterally sell itlbans. (Compl. { 70.) Patriarch also amended dozens of loan
agreements between Zahand its portfolio companies which hadlverse consequendes
Zohar, like subordinatings loans toArk’s loans and reducing the interest that borroveard on
Zohar's loans. (Compl. {73.)

Beginning in September 2015, Tilton executed a series of legal documents
transferring Zohar’s voting and other rights in its equity to Tilton’s entifidgese valuable
rights were transferred by way of irrevocable proxieasmendments to the LLC or stockholder
agreements. Thus, Zohar was forced to relinquish a bevy of rights normally abtifeotegh
ownership—theright to change directors or managing membéesyight to effect a sale of a
companypr the right to veto another party’s attempt to exercise equity rights. (Compl. § 74.)

In November 2015, Tilton entered into another round of amendments depriving
Zohar of its ability to declare an event of default agaiqsiréolio company, and instead

conferredthat privilegeon herselfand her companies. (Compl. § 75.) And in February 2016,



Tilton, by way of amendments to the operative agreements, conferred discret\rk to make
revolving credit loans and reduced commitment fees that portfolio companeshheated to
payZohar. (Compl. 1 76.)

After resigning its post as collateral manaigeFebruary 2016Patriarch
aggressively laid claim to Zohar’s assets. Ratihan stealing equity outright, Patriarch began
obscuring and concealing the true extent of Zohar’s ownership in its companies. When the
replacement collateral manager requested Zohar’'s books and records, Patoiducied an
incomplete set of documents that muddiethar’'s claim over its asset§Vhen theaeplacement
collateral managesonfrontel Patriarchabout these issues, Patriarch continued to obfuscate
Zohar’s equity holdings And once the replacement collateral manager commenced a lawsuit to
obtain the relevant books and records, Patriarch and Bileadfastly maintainetiat they
owned the companiefyrthercloudingZohar’s title (Compl. 1 81-83.)

V. SEC Enforcement Action

In March 2015, the Securities and Exchange Commission (the “SEC”)
commenced an enforcement action against Tilton and Patriarch, allegiatpwvislof the
Investment Advisers Agt1AA”) . In essence, the SEC’s actipresagedanany of the
allegatons in this action, but focused principatin the “categorization” issaenamely,
Patriarch’s misrepresentations concerningvélee and qualitypf Zohar'scollateaal. Under the
SEC'’s theory of liabilityalthough Defendants were required to provide “valuation
categorizations of [Zohar’s] assets and financial statements purgaeéidtting the financial
position of each” of Zohar’s fundghey instead “directethat nearly all valuations of these
assets be reported as unchanged from their valuations at the time the assaiginatedd (In

re Lynn Tilton, et al., Order Instituting Administrative and Cease Desist Proceedings




Pursuant to Sections 203(e), 203(f), and 203(k) of the Investment Advisers Act of 1940, and
Section 9(b) of the Investment Company Act of 1940, and Notice of Hearing, Relea$@53,
dated Mar. 30, 2015 (“SEC Order”), at 11 3—4.) By miscategorizing Zohar’s investme
flouting the categorization methodology set forth in Zohar’s governing documents, and
misleading investors, the SEC alleges that Defendants reaped “almost $20@" imillio
management fees and retained their control over Zohar’s activities. (RECaDT 6.)
DISCUSSION
|.  Standard

On a motion to dismiss, a court must take “factual allegations [in the complaint]

to be true and draw[ | all reasonable inferences in the plaintiff's fawdartis v. Mills, 572 F.3d

66, 71 (2d Cir. 2009) (citation omitted). To state allgsufficient claim, the complaint must

allege “enough facts to state a claim for relief that is plausible on its fBedl.Atl. Corp. v.
Twombly, 550 U.S. 554, 570 (2007). “A claim has facial plausibility when the plaintiffiplea
factual content that allows the court to draw the reasonable inference theteth@aaht is liable

for the misconduct alleged Ashcroft v. Igbal, 556 U.S. 662, 678 (2009) (citation omittedl).

pleading that offers only “labels and conclusions or a formulaic recitatitre @lements of a
cause of action will not do.”_Igbal, 556 U.S. at 678 (citing Twombly, 550 U.S. at 555). If the
plaintiff “ha[s] not nudged [his] claims across the line from conceivable to plaufine]

complaint must be dismissed.Twombly, 550 U.S. at 570.

3 Defendants bring their motion to dismiss under both Rule 12(b)(1) andLR{d¥6), but do not specify
which ruleapplies taZohar’s RICO claim. $eeDef. Memo. of Law in Support of Motion to Dismiss (“Mot.”),
ECF No. 54at 9.) Notwithstanding that, the “standards for dismissal under Rule B2@¢ 12(b)(1) are
substantively identical.’'Porghavami v. Aerolinea Principal Chile S.2015 WL 1206493, at *2 (S.D.N.Y. Mar.
17, 2015) (internal citations, quotation marks, and-atitens omitted). “In deciding both types of motions, the
Court must accept all factual allegations in the complaint as true, andndeagnces from those allegations in the
light most favorable to the plaintiff. Kacocha v. Nestle Purina Petcare @016 WL 4367991, at *3 (S.D.N.Y.
Aug. 12, 2016). “The only substantive difference is that the party invokegitisdiction of the court has the

10




In determining the sufficiency of a complaint, a court may consider theafact
allegations in the complaint, “documents attached to the complaint as an exhibit poiatsx
in it by reference, . . . matters of which judicial notice mayaken, [and] documents either in
plaintiffs’ possession or of which the plaintiffs had knowledge and relied on in briaging

Brass v. Am. Film Techs., Inc., 987 F.2d 142, 150 (2d Cir. 1993).

Il.  RICOCIaim

A. The RICO Amendment

This motion hinges on whiaer Zoharmay assert a civil RICO claim against
Deferdants notwithstanding Section 16f/the Private 8curities Litigation Reform Aet
dubbed the “RICO Amendment"which bars any RIC@ctionpredicated on the purchase or
sale of securitiesSpecifically, the RICO Amendment providibsit

Any person injured in his business or property by reason of a

violation of section 1962 otlie RICO statufemay sue therefor in

any appropate United States district court and shall recover

threefold damges he sustains and the cost of the.suiexcept that

no person may rely upon any conduct that would have been

actionable as fraud in the purchase or sale of securities to establish

a violation of section 1962.
18 U.S.C. § 1964(c)Prior to the RICO Amendment, a plaintiff “could allege a private civil
RICO claim for securities laws violations sounding in fraud because ‘irailne sale of

securities’ was listed as a predicate offenda.te Enron Corp. Sec., Dedtives& ERISA

Litig., 284 F. Supp. 2d 511, 618 (S.D. Tex. 2003) (internal citation omitted). But that created a

perverse incentivan which plaintiffs “regularly elevated fraud to RICO violations because

RICO offered the potential bonanza of recovering treble dama@add’ Eagle Area Sch. Dist.

v. Keystone Fin., Inc., 189 F.3d 321, 327 (3d Cir. 199%e barwas therefore designed to

burden of proof in a 12(b)(1) motion, in contrast to a 12(b)(6) motion, in whidtefflemdant has the burdef
proof.” Porghavami2015 WL 1206493, at *2.
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“eliminat[e] the secalled ‘treble damage blunderbuss of RICO’ in securities fraud cases,”

Mathews v. Kidder, Pémdy & Co., Inc, 161 F.3d 156, 164 (3d Cir. 1998), and prevent

“litigants from using artful pleading to bostrap securities fraud cases into RICO cases.”

MLSMK Inv. Co. v. JPMorgan Chase & Co., 651 F.3d 268, 274 (2d Cir. 2011) (internal citation

omitted); Thomas H. Lee Equity Fund V, L.P. v. Mayer Brown, Rowe & Maw LLP, 612 F.

Supp. 2d 267, 281 (S.D.N.Y. 2009).

The scope of thRICO Amendmenits broad. Itbars anyclaim that is actionable
asfraud in the purchase or sale of securities, even in situations wplkiat#f lacks standing or
is otherwise precluded from asserting a valid claim under the securitiesBywts very terms,
the RICO Amendment bars claims based on conduct that “would havadieerablé under 18
U.S.C. 1964(c)n the purchase or sale of sdties “even when the plaintiff, himself, cannot

bring a cause of action under the securities laws.” Thomas H. Lee Equity Fund, 612 F. Supp. 2d

at 283.

Thus, a plaintiff may not circumvent the RICO Amendment’s reach on the basis
that the alleged conduetlike aiding and abetting another party’s securities fraisdnot
formally recognizedby the securities laws. If that wese, “plaintiffs would then have the
incentive to present only those facts that, if taken as true . . . , would not form the lasis of
securitiesfraud claim” and “reap the benefits of a RICO claim complete with the threat of treble
damages by merely failing to state a cause of action for securities fraust @agpanticular

defendant while relying on others’ securities fraud toldistaa RICO claim.”Fezzani v. Bear,

Stearns & Cq.2005 WL 500377, at *4 (S.D.N.Y. Mar. 2, 2009 ut differently, if the alleged

conduct could form the basis of a securities fraud claim againgtaatyy—be it againstpr on

12



behalf of, the plaintiff, defendants or a nparty—it may not beashioned as a civil RICO
claim.

To best define what constitutes conduct actionable as fraud in the purchase or sale
of securitiescourts have consulted an obvious source in Section 10(b) Sttheities
Exchamge Act of 1934which—while not identical to théanguage of the RICO Amendment—
covers a broad range of securities fra@mpare 18 U.S.C. 8§ 1964(c) (“conduct . . . actionable
as fraud in the purchase or sale of securitjegth 15 U.S.C. § 78j (bamg use of a deceptive
device “in connection with the purchase or sale of any securifyfiys, “[t|o determine whether
an alleged predicate act in a civil RICO claim is in connection with the purchase of sal
securities and is therefore barred by [RIEO Amendment], the Court must focus its analysis
on whether the conduct pled as the predicate offenses is ‘actionable’ asesefrantl.” Ling v.

Deutsche Bank AG2005 WL 1244689, at *3 (S.D.N.Y. May 26, 2005).

Section 10(b) makes it unlawful fonyperson to employ a deceptive device “in
connection with the purchase or sale of any security.” 15 U.S.C. § 78). But even that phrase—
“in connection with the purchase or sale”—has invoked a great deal of discussionamdag
grapplingwith whena fraud alleged by a plaintiff could reldi® arise out of, or beaome
nexus to the purchase or sale of a security, “especially so in a transactidrere thvere are
obviously non-securities componentd.ing, 2005 WL 1244689, at *3.

The Supreme Court inrE® v. Zandford 535 U.S. 813 (2002¢/arified the

contours of the phrase “in connection with the purchase or sale,” first directingtoototsstrue
Section 10(b)’s languadeot technically and restrictively, but flexibly to effectuate its remedial
purposes.” 535 U.&t 825 At the same time, howevghe Courtwarned that “the statute must

not be construed so broadly as to convert every common-law fraud that happens to involve

13



securities into a violation of 8 10(b).” Zandford, 535 U.S. at 820 (citing Marine Bank v. Weaver,

455 U.S. 551, 556 (1982))n Zandford the Court determined that a stockbroker’s unauthorized
use of proceeds arising from stock sales in his client’s account constituted arider Section
10(b) becausthe “scheme to defraud and the sale of securities coincideldipdford 535 U.S.

at 822. Even though the responderZamdfordcharacterized his scheme as a sintipédt of

cash in an investment account, the Court concluded that the “securities sales andmésponde
fraudulent practices were not independent evenis’sther words, “each sale was made to
further respondent’s fraudulent scheme” without his client’'s knowledge or peymifisiis
amounting to a violation of the securities laws. Zandford, 535 U.S. at 820-21.

Three years aftedandford the Supreme Court opined further on what it means
for certain deceptive conduct to be “in connection with” a securities transabtianalyzing the
Securities Litgation Uniform Standards Act, the Qoueiterated that the “fraud alleged [must]
‘coincide’ with a securities transactierwhether by the plaintiff or by someone elsd/érrill

Lynch, Pierce, Fenner & Smith Inc. v. DafiDabit 11”), 547 U.S. 71, 85 (2006). Consistent

with Zandford’sbroadmandate, the “requisite showing . . . is deception in connection with the
purchase or sale of any security, not deception of an identifiable purchaséerdr Sabit I,

547 U.S. at 85. Thus, a fraud “coincid[ihwith a securities transactierwhether by the

plaintiff or by someone else,” runs afaflthe securities lawsDabit I, 547 U.S. at 85

B. RICO Predicate Acts

Zohar’'s complainbroadly allegeshree discrete categoriesmfsconduct—
misrepresenting collateral value in Monthly Reports, expropriating and obsZatag's equity
interests, and converting equity distributions intended for Zohiae. first category pertains to

Defendantsattempts to inflate the qualitf Zohar’s collateral to preserve a continuous stream
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of “hundreds of millions of dollars in management fees and preference shebeitiss to
which they were not entitled and would not have otherwise received,” and to “pretrent] |
Controlling Party from gaining control over the Zohar Funds’ Collateral.” (@of65.) The
latter two categories relate to each oth®refendants denied Zohar “the proper benefit of their
equity investments, either by attempting to abscond with the equity investmamtseties, by
improperly diverting the benefit of those equity holdings for their own use, or hgldut
stealing the distributions on the equity.” (Compl. § 41.)

“In determining whether misrepresentations coincided with the purchase af sal

securities, courts consider the allegedly fraudulent scheme as a wheléison v. PSCC

Servs., InG.2009 WL 5184363, at *7 (D. Conn. Dec. 23, 20@@e als&techler v. Sidley,

Austin Brown & Wood, LLP, 382 F. Supp. 2d 580, 597-98 (S.D.N.Y. 2005) (considering tax

strategy as a whole to ascertain whether it involved purchase and sale itiesgclireven “one
predicate act alleges breaches of duty coincident with securities transdlegorthe whole
scheme is subject to the [RICO Amendmentlihg, 2005 WL 1244689, at *4. Thus, this Court
must analyzeach category of alleged misconduct in turn to assess whether the RICO
Amendment bars Zohar’'s RICO claim.

i. OC Test Manipulation and Monthly Report Misrepresentations

Defendants contend that the allegations regarding Patriarch’s méaoipathe
OC Test are fatal tdohar’'sRICO claim because they relate to the purchase or sale of CLOs.
According to Defendants, Zohar’s sale of CLOs and Defendants’ misre@gsesntregarding
the OC Test resultsonstitute scurities fraud.To bolster this argumerDefendants assettat
the Complaintmports many of the allegations from the SEC’s enforcement aetinich

involved miscategorizing loan performance, manipula@®@Test resultsand misleading

15



investors. Defendants argue th&@ibhar’s pleading “expressly relies on the same fraud
allegations made by the SEC . . . so, of course, it could have been actionable assseaudtie
(Mot. at 12.) And despite the SEC’s decision to bring a claim undéA#e-instead ofSection
10(b) of the Exchange Act—Defendants contend that the“&xfiressly regulates conduct that
‘relate[s] to the purchase and sale of securities,’ including the issuaimeparts’ to investors
on which they rely in making investment decisdn(DefendantsReplyin Support of Motion
to Dismiss (“Reply”), ECF No. 6@t 3-4 (internal alteration and citation omitted).) Thus,
Defendantglaim thatbecause the SEC amd/estors “could have brought a securities fraud
action based on the conduct alleged in the Complaint, the RICO claim is barregly dRe
(emphasis original)

Defendants are correct that the RICO Amendment extends to allegations
supporting any claim brought by anyrgen but theclaim must involve an actionable fraud in

the purchase or satdé securities Equally true ighat a civil RICO clainderived fromthe same

allegations as an SEC enforcementaacis vulnerable to dismissal under the RICO Amendment
sincethe SECis the regulatory agency principaligskedwith rooting out securities fraudald
Eagle 189 F.3cat 328 (SEC’s complaint alleged the same scheme which “is at the heart of this

RICO action”);Eagletech Comm’cns Inc. v. Citigroup, Inc., 2008 WL 3166533, at *14 (S.D.

Fla. June 27, 2008) (“[T]he predicate acts are actionable as securities fraudyaipel m
prosecuted by the SEC.”But the simple fact of a parall@ECaction predicated on the same
subjectmatter as this action, by itself, is insui@int to invoke the RICO Amendment if the
claims in the former actiodo not involve draud in the purchase or sale of securities.

Here, Defendants seek to apply the patihan SEC enforcement action to

Zohar’s claims andrgue that th&EC’sprosection of an IAAclaimis tantamount tgecurities

16



fraud. But that overlooks the substance of the SEC’s claims, wihkegle ghat Tilton and
Patriarch’s misrepresentations to investors about the value of Zohats asd their decision to
enter into fundamentally conflicted positions to enrich themselves vidlaediduciary duties.
Obviously,securitiesareinvolvedhere becausohar’s existence arises from the sale of CLOs,
but the “incidental involvement of securities dd[eet implicate the antiraud provisions of the

federal securities laws.” Dabit v. Merrill Lynch, Pierce, Fenner & Srth (“Dabit 1), 395

F.3d 25, 37 (2d Cir. 2005), rev’d on other grounds, 547 U.S. 71 (200@&) SEC Order makes

no reference tche purchase or sale of a security, nor does it alleg®#fandants’ breach of
fiduciary duty coincided with Zohar’s sale, itg investors’ purchase, of the CLOs.

Turning to Zohar's allegations in this action, this Court concludes that
Defendantstecision to manipulate the OC Test and issue false Monthly Reports do not coincide
with the purchase or sale of securitié&ather, the Complaint depicts a situation in which this
particular aspect of the fraud was perpetrateetmn Defendants’ abilitio collect management
feesin their capacity asollateral manager(Compl. § 56.) Defendants’ misrepresentations in
the Monthly Reports bear an attenuated nextisegpurchaser saleof Zohar’s notes because
such reports were issued only to investors who had purchased thdddig@go And there is
noindicationfrom the face of the Complaint that the OC Test results or the Monthly Reports
were disseminateidd connection with the purchase saleof a CLO, othad any bearing on an

investor’s decision to purchase the ndteRather, the terms of the Indentamntemplate

4 Defendants reference investor testimony from the SEC enforcement actiotimgdghe purchase and sale
of CLOs and their decision to invest in Zohar. (Mot. at 12 n.7.) While thigt @@y consider materials external to
the pleadings, there is a limit. “A complaint that alleges facts related tohergdtduring a separate litigation does
not open the door to consideration, on a motion to dismiss, of any and all doculeénitsdonnection wh that
litigation.” Goel v. Bunge, Ltd.820 F.3d 554, 560 (2d Cir. 2016). Thus, “a court may take judicial notice of a
document filed in another court not for the truth of the matters adsertee other litigation but rather to establish
the fact ofsuch litigation and related filings.Global Network Commc'ns, Inc. v. City of N.Y458 F.3d 150, 157
(2d Cir. 2006). To consider detailed testimony from an SEC proceedinigimyrelated claimsvould “permit the
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disclosure of th®©C Testresults and Monthly Reports to existing invesedterthey have
purchased the notesSeShapiro Decl., Ex. 1, § 10.13.)

In “look[ing] beyond the face of the complaint to analyze the substance of the
allegations madefhe OC Test allegatiorfall outside the ambit of the RICO Amendment.
Dabitl, 395 F.3cat 34 Zoharsets forth a series of detailed allegationsiake out what appear
to be a veritable scheme to defrabdtthat scheme existaddependent of the securities
transactions. The OC Test and Monthly Report allegations, like those reference8bCthe
action, appear more akin tseenaricdhat Zanfordexempted from the scope of a securities fraud
claim: “after a lawful transaction had been consummated, a broker decided to steatdezipr
and did so.”Zandford 535 U.S. at 820.

Applied here, th@urchase and sale of Zoha€£0Os in 2003, 2005, and 2007
wereentirely lawful transactionsNothing inthe Complainsuggests that Defendants “secretly
intend[ed] from the very beginning to keep thegareds of the note offeringsZandford 535

U.S. at 824Wharf (Holdings) Ltd. v. United Int'l Holdings, Inc532 U.S. 588, 596-97 (2001).

Rather, the fraud appears to have arisen “well after the creation of theFRotus;” since “2009
at the very latesfwhen] the OC Test under the Zohar Funds’ Indentures should have been
failing due to significant deterioiah in the Funds’ loan portfolios.” (Pl. Memo. of Law in
Opposition to Motion to Dismiss (“Opp.”), ECF No. 58, at 10; Compl.  58.) The incentive to
fraudulently inflate collateral value appears only to have arisen when thimgswe/—with

the collateal underperforming and in danger of failing the OC Tesfendants were in danger
of losing their fees and control ov2ohar’s assetsBut that fraud occurred separate and apart

from the sale of Zohar's CLOSeeLeykin v. AT&T Corp., 423 F. Supp. 2d 229, 242 (S.D.N.Y.

improper transformation of the Rule 12(b)(6) inquiry into a summatgment proceeding-one featuring a
bespoke factual record, taitarade to suit the needs of defendantsgel 820 F.3d at 560.
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2006) (“[A]ln otherwise legitimate stock transaction that is antecedent, buttegtah) to the
alleged fraud does not meet the ‘in connection with’ requirement.”).

Defendants nevertheless attempt to burnish the purported link betvee€hO
transactions and the OC Tediegationdy citing investor testimony from the SEC action that
the decision to purchase, sell, or hold the notes would have changed if the collateral were
categorized accurately. (Mot. at 12 n.7, 13 nBIgintiffs counter that the notes did “not trade
in a public marketand the [Monthly] Reports are disseminated only to existing investors, unlike
reports filed with the SEC by corporate issuers of publicly traded sesuritiOpp. at 11
(internal quotation maskomitted)) Thus, Plaintiffs argue, it is “rank speculation that some
theoretical investor in the Zohar Funds’ notes may have made some investment desesion ba
on misrepresentations” in the Monthly Reports. (Opp. at 11-12.)

At this juncture in thditigation, the Complaint sheds no light on whether there
was a market for the CLOer the type of information prospective purchasers possessed (if any),
during the period in which Defendants issued false Monthly Reports. Nor doesntiptaiht
suggest that the original investors purchased orGb{@sin a secondary markefter
Defendants’ scheme to defraud had been hatckedn ifCLOs were tradeduring the life of
Zohar’s funds, “incidental purchases and sales” of the notes, without more, wouidhfiticate

the antifraud provisions of the federal securities lawSECv. Northshore Asset Mgmt., 2008

WL 1968299, at *7 (S.D.N.Y. May 5, 2008). These apparent omissionbathg kind of artful

pleading that the RIO Amendment is designed to bar. But tlerplaint is otherwise

5 Though a public market for the notes is not required to establish a Se@fmrclaimthe Complaint

makes no reference to whether there was any market for the notes, letisttosgires of information from which
potential buyers in that market could have based their decision to purchaseuhity. SeeSuperintendent of Ins.
of N.Y. v. Bankers Life & Cas. C9.404 U.S. 6, 12 (1971) (rejecting argument that Section 10(b) applied only to
fraudulent transactions in the context of a securities exchange, insteiad thadstatute “flexibly” to “bar

deceptive devices and contrivances in the purchase or sale of securities whethetecoin the organized markets
or face to face.”).
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sufficiently detailedha discovery orsuchissues would be appropriaiesuming the rest of the
alleged scheme is not barred by the RICO Amendm@&seHearing Tr. dated Apr. 4, 2017,
ECF No. 63, at 24:225 (“If at somepoint further down the road there is discovery taken and
they are able to show that, in fact, there were investors who were out there retactually
engaging in a purchase or sale based upon this false information, then they canckoimgda
with that evidence.”).)

ii. Misappropriation of Equity and Equity Distributions

Because the @nplaint alleges a single, ongoing fraudulent scheme, all of
Defendants’ alleged acts must be considered togetleinson, 2009 WL 5184363, at *7.
(See e.q., Complf176 (“Defendants “engage[d] in a common scheme of fraudulent
misrepresentations, selealing, breaches of trust and fiduciary duty, and outright theft or
attempted theft for [a] common purpose.”While the OC Test and Monthly Repatlegations
escape the RICO bahe allegations relating to Defendants’ thefZohar’s equity interestand
distributions are fatal tthhe RICO claim®

Zohar characterizghe alleged scheme as a “classic example of a case of post
investment looting and the concealmédreof that is not actionable under the securities laws,”
but that overlooks thgranular mechanics of executing the fra@pp. at 12 (internal quotation
marks omitted).) While the sale of the CLO natesy have beemcidental to the fraudulent
scheme, other securitiesnamely portfolio company equitywere acquiredn connection with

the underlying fraud. Indeed, as Zohar alleges, one of Tilton’s key objectivesmiaging the

6 This set of allegations concerning Zohar’s equity does not appear todeve Ipart of the SEC’s case.
(SeePlaintiffs’ Ltr. dated Sept. 29, 2017, ECF N@, at 1 (“[T]he SEC decision has no relevance to this case. It
does not even address, let alone undermine, the core of the Zohar Fundsbaleyaee als@ohar Il 20051,

Ltd. v. FSAR Holdings, Inc., No. 12948CS (Del. Ch. Ct. Nov. 30, 2017), glop. at 93 (“Insofar as [the SEC
administrative law judge’s] Initial Decision considered whether thigaZ Funds own equity in their portfolio
companies, that issteequity ownership-was not caseéispositive.”).)
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funds was “loarto-own or [] ownto-loan” becauseaccording to her, “the only way to get
beyond the face value of the loan is to have that equity upside.” (Compl. § 46.) Ddtpite Ti
apparent confusion over hawn investment strategy, Zohar's aim was not only to extend loans
to repay itsnoteholders, but to secure interests in portfolio companies whose equity could later
be monetized at a substantial profit.

Zohar authorized Defendants to loan and invest its funds in portfolio companies,
knowing full well that Defendants were bound by expressiraptied fiduciary duties to utilize
the money in Zohar’s interests. Zohar was “sometimes provided with equigsisten the
company in recognition of the distressed nature of loans,” or in “connection wirtctesngs
of existng loans to Portfolio Companies.” (Compl. {1 43-45, 49.) That equity camefanrthe
of common stock, preferred stock, or LLC membership interests. (Compl. 1 43-45.) As a
result, Zohar (along with Defendants) at one point in 2007 held a majority inteB3portfolio
companies, including 100% in seven of those companies. (Compl. § 46.) And in 2009, Patriarch
boasted equity ownership by Zohar in 43 portfolio companies, of which 14 were coynpletel
owned by Zohar. (Compl. 1 46.)

But instead of using Zohar’s funds transfer all equity interests to Zohar,
Defendants often misused the money to acquire equity for themséhissis a clear example in
which a breach of fiduciary duty and a securities transaction coincide. Tilton &iaddha
authorized to act on Zohar’s behalf, were bound to express and implied fiduciary dutss. M
sacred of those duties is the duty of loyal®ehar trusted Tilton and Patriarch to invest its
funds for its benefit andntirely in its own interestsDefendants ignored that dutgstead
entering into manyransaction involving the extension of a loan and trensferof equitythat

were“made to further [Defendants’] fraudulent scheme; daemsactionjwas deceptive
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because it was neither authorized by, nor disclosed to” Z@@dford 535 U.S. at 820-21.
Put another way, Defendants were “only able to carry out [their] fraudulemhsche because
[Zohar and the noteholders] trusted [them] to make transactions in their bessttintBandford
535 U.S. at 822. And the®quity transactiongendered asommon stock, preferred stock, and

LLC membership interestsyere governed by thiederal securities lawd\Nelson v. Stahl, 173

F. Supp. 2d 153, 164 (S.D.N.Y. 2001) (“[S]tock, whether in a publicly held companymg][ | i
closely held corporation, constitutes a security governed by the fedeuaities laws.”) Reves

v. Ernst & Young, 494 U.S. 56, 62 (1990) (“[Clommon stock is the quintessence of a segurity.”)

Sobek v. Quattrochi, 2004 WL 2809989, at *4 (S.D.N.Y. Dec. 8, 2004).

The purchase of stock was integ@the scheme to defraud since, without it,

Defendants would have lacked the position to claim dividends and exercise control over the

portfolio companies Seippelv. Jenkens & Gilchrist, P.C., 341 F. Supp. 2d 363, 374 (S.D.N.Y.
2004) (“[S]ale of that stock was an integral part of the scheme, as without itk have

been no gain” for the tax fraudhevinson, 2009 WL 5184363, at *7. Defendants, in essence,
“accepted and deposited [Zohar’'s] momasgpayment for securities with no intent to deliver

them” to Zohar.Instituto De Prevision Militar v. Merrill Lynch546 F.3d 1340, 1349 (11th Cir.

2008). Thus, after claiming Zohar's equity for themselves, Defendants “absconided wi
[dividend payments] rather than allowing them to properly be paid to the Zohar Fun@= trus

for ultimate distribution to the Zohar Funds’ noteholders.” (Compl. § 50.)

7 This Court recognizes that “membership interests in LLCs resist catglgdassification . . . [and a] case
by-case analysis into the economic realities of the underlying transactiegsiited.” United States v. Leonard
529 F.3d 83, 89 (2d Cir. 2008). Defendants’ purported investmateg@—loaning to own with the expectation
that rehabilitating a distressed company would maximize their egailggests that at least some of the LLC
membership interests Defendants obtained would qualify as a samaiy the Supreme Court’s tesSECv.

W.J. Howey Cq.328 U.S. 293 (1946) (an investment of money into a common enteniitistne expectation of
profits derived from the efforts of others).
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The two cases cited by Zohar in support of its view that Defendants engaged in

postinvestment lootingre unpersuasive. In Mezzonen S.A. v. Wright, 1999 WL 1037866

(S.D.N.Y. Nov. 16, 1999)-a case decided well befafandford—the court found that post-
investment activity involving the issuance of “fraudulent earnings and adivegorts, false
valuations, and money transfers” to prevent investors from withdrawing their irergstras not
actionable as a claim under the securities laws. While the Mezdefemmdants sought
dismissal under the RICO Amendment by advancing what was in essence a hatgehelai
court found that the securities laws “do [ ] not afford relief to those who forego . e. @ashl
instead merely hold in reliance of a nondisclosure or misrepresentalitazzonen 1999 WL
1037866, at *4 (internal citations omitted). While cert@legations here may fall into that
category of exempted conduct, there was clearly another component to Defendaatshavg
scheme that involved activifprming thebasis for an actionable claim under the securities laws.
Here, the posinvestmenmlooting involved the purchase and sale of securities.
Moreover,Mezzoners rationaleunderscores just how dated and unavailing it
today, in view of the Second Circuit’s decisive holding that the RICO Amendmentcilaers

RICO claims alleging predicatacts of securities fraud, even wharnglaintiff cannot itself

pursue a securities fraud action against the defend&htSMK, 651 F.3d at 27%&ee also

Thomas H. Lee Equity Fund, 612 F. Supp. 2d at 288zzonerheld, in part, that thelaintiff

could not*base a securities fraud claim on Defendaptst-investment conduct.” 1999 WL
1037866, at *5. f#en the single transactidhat the Mezzonedefendants offered as evidence of
actionable securities fraud was rejected on the basis tlad ot involve [the plaintiff]

Mezzonen as a purchaser or seller of the debentures.” MezZ@%¥nWL 1037866, at *5.
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Today, howevera singlesecurities transaction that coides with the fraudulent scheroan be
the death knell o& RICO claim.

Further,Zohar citedeykin, for the propositiorthat “an otherwise legitimate
stock transaction that is antecedent, but not integral, to the alleged fraud does tioé nreet
connection with’ requirement.Leykin, 423 F. Supp. at 24ZThatmayhold true forZohar’'s
CLO note offerings to its investors, which this Court has already conclueledlegitimate
stock transactions antecedent to Defendants’ fraud. But the other predicaigeiagtase to
Zohar’'s RICO claim existed part and parotthe purchase or sale of securiiethe acquisition
of equity (in the form of commostock preferredstock or LLC interests)n portfolio
companies

Zohar takes pains to avoid ugithe term “securities” in thednplaint, and to the
extent securities are involved,ipi a picture in which they are tangentially involved in the
scheme to defraud. But taking Zohar at its word is tantamount to crediting éasurg
presentation” of the claims and “undernisjehe congressional intent behind the RICO
Amendment,” whichs to strike artful pleadings that attempttask any actionable securities

fraud claim as wire or mail fraudBald Eagle 189 F.3d at 329-30; Burton v. Ken—Crest Servs.,

Inc., 127 F. Supp. 2d 673, 677 (E.D. Pa. 2001) (“Plaintiff cannot magically regwtam by
picking out discreet details of his allegations and then claiming that theytaaetionable as
securities fraud.”). Much of the Complaadteges a complex scheme to abscond with millions
of dollars in fees, obfuscate title to assets, or simply loot the assets diodigpoampany, which
all appear, at least superficially, like nsacurities conduct. But this Court cannot ignore
allegations thaan integral component of that scheme to loot included pillaging portfolio

companies of their equity, re-directing Zohar’s equity interests foereints’ benefit, and
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divertingthe equity distributions into Defendants’ coffergi-actions coinciding witlhe

purchase or sale of securiti€SeeGilmore v. Gilmore 2011 WL 3874880, at *6 (S.D.N.Y.

Sept. 1, 2011) (“Plaintiff's ovearching theory of this case is that [Defendants] engaged in
various plots to loot Covington and other family corporations.t ¢biaduct counts as a single
scheme, and the securities aspects of the fraud must be aggregated withsiheunitins

aspects.”)Hollinger Int’l, Inc. v. Hollinger Inc. 2004 WL 2278545, at *8—IN(D. Ill. Oct. 8,

2004) (while predicate acts of “fraudulently convert[ing] $380.6 million in ass@tsthe
Company . .. and [taking] inflated and unearned management fees,” were not “pdatsEngi
of securities law, they were an integral part of Defendants’ scheme tatwbtioincided with
shareholdergpurchase and sale of securijies

Accordingly, because this aspect of Defendants’ scheme runs headlong into the
heart of the RICO Amendment, Zohar’s civil RICO claim is dismissed.

1R Remaining Causes of Action

This Court’s subject matter jurisdicti@mises principally from federal question
jurisdiction under 28 U.S.C. § 1331 and the RICO statute under 18 U.S.C. 88 1964, 1965.
(Compl. 1 22.) While the Complaiatsoalleges that subject matter jurisdiction exists under the
parties’ diversity of citienship, 28 U.S.C. § 1332, Zohar has conceded that no such basis exists.
(Opp. at 25" Plaintiffs concede there is no diversity jurisdiction on the present pleading.”).)

With the RICO claim dismissed, this Court must consider whether it is
appropriate t@xercisesupplemental jurisdiction over the remainingcbinmon law claim$.

While a district court may, “at its discretion, exercise supplemental jurisdictiorstate law

8 The other causes of action seek remedies pertainithgete counts fodeclaratory judgmengn
accounting, breach of contract, conversion, breach of fiduciary dutggadd abetting breach of fiduciary duty,
faithless servant, and unjust enrichment.
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claims even where it has dismissed all claims over which it had original pliidssee28
U.S.C. § 1367(c)(3), it cannot exercise supplemental jurisdiction unless thereaspfioper

basis for original jurisdiction.”_Nowak v. Ironworkers Local 6 Pension Fund, 81 F.3d 1182,

1187 (2d Cir. 1996).

“In most circumstances, it makes little practical difference whether the district
court labels its dismissal of an action as one for lack of subject matter jurisdictien Rule
12(b)(1) or for failure to state a claim under Rule 12(b)(®)dwak 81 F.3d at 1188. But
because “a catumust have original jurisdiction in order to exercise supplemental jurisdiction, a
dismissal pursuant to Rule 12(b)(1) precludes a district court from exersigaptemental

jurisdiction over related state claimsNowak 81 F.3d at 1188. Whether a&tferal court

possesses federqliestion subject matter jurisdiction and whether a plaintiff can state a claim for
relief under a federal statute are two questions that are easily, and offeseddnCarlson v.

Principal Fin. Grp., 320 F.3d 301, 305-06 (2d Cir. 2003). In federal question cases, like this one,

the “very statute that creates the cause of action often confers jurisdictiefi-aghat is, the
claim ‘arises under’ the same federal law that gives the plaintiff a cause of’adlimwak, 81
F.3d at 1187.

Adding to the confusion, Defendants’ motion seeks dismissal undeRbtdh
12(b)(1) and 12(b)(6), but does not appear to distinguish which of Zohar’s claims should be
dismissedinder one or both of the rulesSegeMot. at 9; Defendants’ Notice of Motion, ECF
No.53, at 1.) In their Answer, however—filed during the pendency of the motion to dismiss
Defendants specify that the “RICO claim should be dismissed under Federaf Rulé
Procedure 12(b)(6) for failute state a cognizable claim.Ajswer, Counterclaims, and Third-

Party Complaint (“Third Party Compl.”), ECF No. 79, 1 26.)
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Nevertheless, the “jurisdictional inquiry is rather straightforward andra¥gp
entirely upon the allegations in the complaint: where the complaint is so draweesekt
recovery directly under the Constitution or laws of the United States, the federglbut for

two possible exceptiofls . .must entertain the suit.Carlson 320 F.3d at 306 (citing Bell v.

Hood, 327 U.S. 678, 681-82 (1946)) (internal quotation marks and alterations omitted). Indeed,
this Court need only ask whether the “complaint is drawn so as to seek recovery dedgr fe

law or theConstitution. If so, then [the court must] assume or find a sufficient basis for
jurisdiction, and reserve further scrutiny for an inquiry on the merii@vak 81 F.3d at 1189.

And standing under RICO, in particular, “for purposes of a motion to dismiss, is not a
jurisdictional concept, but instead is analyzed as @srissue under” Rule 12(b)(6).

Brookhaven Town Conservative Committee v. Walsh, 2016 WL 1171583, at *4 (E.D.N.Y. Mar.

23, 2016); Alphas Co. of N.Y. Inc. v. Hunts Point Terminal Produce Cooperative, Inc., 2017 WL

1929506, at *3 (S.D.N.Y. May 9, 2017) (“feme Court clarified that standing under a statute
is not in fact a standing issue that implicates subject matter jurisdiction but ratheu¢hefiss
whether a particular plaintiff has a cause of action under the statutatijoftiomitted).

Here, Dhar clearly seeks relieihder the federal RICO statute. (Compl. 1 22,
219-220.) While Defendants raise a threshold argument in their motion to dismtisther the
RICO Amendment forecloses the RICO claim as a matter ef-ldat is an attack on the

sufficiency of the RICO-specific allegations in Zohar's complaireeCrawford & Sons, Ltd.

° The two exceptions do not apply here. They arise “where the alleged claim wn@emtitution or

federal statutes clearly appears to be immaterial and made solely for the pdigiutséning jurisdiction or where
such a claim is wholly insubstantial and frivolouggll, 327 U.S. 68283. While Zohar’s RICO claim is the only
basis on whih federal subject matter jurisdiction exists (absent diversity oénghip), it is neither “immaterial”
nor “wholly insubstantial and frivolous.” Rather, the Complaint#mally and thoroughly alleges a number of
predicate acts to support Zohabeory of liability under RICO. And though this Court has concluded tmag of
those predicate acts run afoul of the RICO Amendment, such a determihadi® not render the claim immaterial,
insubstantial, or frivolous.
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Profit Sharing Plan v. Besser, 216 F.R.D. 228, 233 (E.D.N.Y. 2003). In other words, the

“jurisdictional question (whether [Zohar’s] claim ‘arose under’ [RIC&]¥ the question on the
merits (whether [Zohar] stated a claim upon which relief could be granezd)imextricably
bound together, and required the court to make a substantial inquiry into the statute’s
applicability.” Nowak 81 F.3d at 1190. Thus, this @bwas vested with subject matter
jurisdiction to evalua the merits of the RICO claim. dkaminedhe sufficiency of the
allegations irthe Complainto determine thaZohar’sclaim was foreclosed by the RICO
Amendment. Therefore, this Courtlsmissal oftie RICO claims founded on Zohar’s failure
to state a claim under Rule 12(b)(6).

Because this Court had original jurisdiction over the RICO cl@imay now
consider, in its discretion, whether to exercise supplemental jurisdiction evemntaining
common law claimsUnder 28 U.S.C. § 1367(a), district courts have “supplemental jurisdiction
over all other claims that are so related to claims in the action within such origisdicjion
that they form part of the same case or contsyvander Article 11l of the United States
Constitution.” daims “form a part of the same case or controversy” if they “derive from a

common nucleus of operative fact.” Briarpatch Ltd., L.P. v. Phoenix Pictures, Inc.,.I3 F

296, 308 (2d Cir. 2004). He, Zohar's common law claims and RICO claim arise from a
common nucleus of operative facts regarding Defendants’ veidging, ongoing scheme to
deceive investors and pilfer Zohar's assets.

Where Section 1367(a) is satisfied, however, the “discretidedbne
supplemental jurisdiction is available only if founded upon an enumerated categobgettson

1367(c).” Itar—Tass Russian News Agency V. Russian Kurier, Inc., 140 F.3d 442, 448 (2d Cir.

1998). In this casesection 1367(c)(3) applies—this Goldismissed all claims over which it
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has original jurisdiction.” Even so, “where at least one of the subsection 1367¢c3 fact
applicablé€; a court should also determine whether exercising supplemental jurisdicidd w

promote economy, convenience, fairness, and comity. Jones v. Ford Motor Credit Co., 358 F.3d

205, 214 (2d Cir. 2004).
In “the usual caspvhere]all federatlaw claims are eliminated before trial, the
balance of factors to be considered . . . will point toward declining to exercisegtioisdiver

the remaining statlaw claims.” Valencia ex rel. Franco v. Le816 F.3d 299, 305 (2d Cir.

2003). Several of the discretionary factors here militate against exeigipemental
jurisdiction. Despite the torrent of letters the parties fitkaoling the pendency of the motion to
dismiss—and the unhelpfuthetoricundergirdingeach of them-this case is in the early stages
of litigation. Discovery has not begun in earnest, BafendantsAnswer tothe Complaintvas

recently filed Certilman v. Becker807 F. Supp. 307, 310 (S.D.N.Y. 1992) (declining to

exercise jurisdiction where “the complaint was amended to omit all felderallaims before the

parties engaged in any discoveryTorre v. Town of Tioga, 2015 WL 1524421, at *2 (N.D.N.Y.

Apr. 2, 2015) (remand action to state court is “appropriate [ ] where discovery had not even
begun).
Dismissal at this stage would not amount to a waste of this Court’s resources or

inconvenience the parties in bringing their claims in state céure Methyl Tertiary Butyl

Ether (MTBE) Prods. Liab. Litig., 613 F. Supp. 2d 437, 445 (S.D.N.Y. 2009) (“Because no

judicial resources have bemwested in these matters, the interest of economy and convenience

in retaining supplemental jurisdictioneamodest.”) Cedar Swamp Holdings, Inc. v. Zaman, 487

F. Supp. 2d 444, 453 n.63 (S.D.N.Y. 2007) (“[A]t early stages in the proceedings, [there is] little

to be gained by way of judicial economy from retaining jurisdictiorZQrther, while federal
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courtsare equipped to examine common law claims such as breach of contract and breach of
fiduciary duty,comity dictates thahese causes of action are predominantly issues of state law
better suited for resolution in state court.

Finally, it would not be ufair to any of the partiei$ this Courtdecined
supplemental jurisdiction. During the pendency of the motion to dismiss, Zohar appfieshtly
a “new, and entirely duplicative, omnibus action in Delaware involving 11 of the samdiportf
companies that [Zohar] long ago put at issue he¢tieeg’“November 2017 Delaware Actiorépd
designated that action as “relatéd’a case Zohar filed in November 20défore the Delaware
Chancery Court regarding Zohar’s control over three other portfolio comgdree®November
2016 Delaware Action™}° (Defendants’ Ltr. dated Nov. 16, 2017 (“Def. Nov. 16 Ltr.”), ECF
No. 78, at 2.)Defendants characterize the move as “blatant forum shopping” that seeks
“verbatim the relief” sought in this action. (Def. Nov. 16 Ltr. at 1, 2.) Thus, to préwent t
“procedural gamesmanshijnat Zohar has ostensibly engaged in, Defendants withtireir
initial request for this Court to decline supplemental jurisdictmithat “the issues already raised
in this case concerning ownkig and control of all of these portfolio companies can be litigated
and resolved here.”_(Compawiot. at 1, 25 n.20yith Def. Nov. 16 Ltr., at 1.)

But the simple fact thaZohar filedanaction in Delaware Chancery Cosinilar
to the one herdoesnot militate in favor of this Court’s exercise of supplemental jurisdiction. If
anything, permitting thetate law claims here to procdad Delaware state coustould uphold
values of comity and fairnes3he Delaware Chancery Court seems best pasitido

adjudicate the remaining state law claisiisce an action predating this casthe November

10 On November 30, 2017, the @&lare court issued an omnibus decision addressing Zohar's afatines
November 2016 Delaware Actior{SeePlaintiffs’ Ltr. dated Dec. 2, 2017 (“Plaintiffs’ Dec. 2 Ltr.”), ECFON97, at
1.) But the counterclaims asserted by Defendants remain undawiievhat action. §eePlaintiffs’ Dec. 2 Ltr. at
4)
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2016 Delaware Action-already raise issues pertaining to Zohar’s ownership and control over
threeportfolio companies! and thdatestNovember 2017 Delawa#sction implicates

“purported ownership and control of 11 of the portfolio companies.” (Def. Nov. 16 Ltr. at 2.)
The Delaware court is dadeal forumto resolve these equitglated questions because
Defendants filed counterclaims in the November 201&Wate Action concerning “the equity
ownership of several other companigsetuding companies that are the subject of Plaintiffs’
[November 2017 Delaware Action] complaint and Defendants’ new state-court aaisipla
three other states. (PlaintifiSlec.2 Ltr. at 4.) There is substantial overlzgtween the factual
and legal questions invokéy each of the parties’ clainns the November 2016 and November
2017 Delaware ActionsAnd all such claimare pending before the same judge in the Delaware
Charcery Court, who is eminently qualified to resolve them.

Also relevant here, and worth noting, is the irony behind Defendants’ contention
that Zohahas engaged in “gamesmanship” when, a few days before Zohar filed the November
2017 Delaware Action, Defendants filed three separate state court actiorchigdvlj Arizona,
and California, respectively, seeking declaratory relief concernimgaiveership and control of
certain assetsThat they would stymie Zohar’s efforts to litigate these corporatect@aises
elsewhere, yet at the same time file their own claims #ldag state forums, underscores this
Court’s determination that absent a valid RICO claim, the remaining common law sheooid

be resolved by state courts.

1 Defendants also claim that their counterclaimge November 2016 Delawaretfon, “although
expressly addressing only the ownership of those three portfolio companoiadly implicate all ofhe companies
because of the overlapping legal and factual issues with regardtam{d]ilownership of the many other portfolio
companies now directly at issue” in this action. (Mot. at 7 n.4.) Timplysvalidates this Court’s view that all of
Zoharand Defendants’ claims should be heard by a Delaware court that is, bywelbwersed with the facts and
the relevant state law.
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Supplemental jurisdictim“is a doctrine of discretion, not of plaintiff’s right. Its
justification lies in considerations of judicial economy, convenience, and fatmbsgants; if
these are not present a federal court should hesitate to exercise jurisdietistate claims.”

United Mine Workers v. Gibbs, 383 U.S. 715, 726 (19&3)more v. Gilmore 2011 WL

5517832, at *2 (S.D.N.Y. Nov. 10, 2011). In accord with that principle, this Court finds that
interests of economy, convenience, comity, and fairness weigh agpeénsising supplemental
jurisdiction over the remaining claims.

V. Defendants’ Third Party Complaint

On November 22, 2017, Defesnats answerethe Complaintfiled counterclaims
against Zohar, and filed thinggiarty claims against MBIA, U.S. Bank, Alvarez & Marsal Zohar
Management, and the Zohar Ill Controlling Clggshe “Third Party Complaint”). Third Party
Compl.N1 £23.) The Third Party Complaint was filed during the pendency of Defendants’
motion to dismiss. Through their prolix pleading, Defendants fire offa2@es of action that are
similar toZohar's claims. That is, Defendants generally allege that MBIA, U.S. Banarex
& Marsal Zohar Managment, and Zohar IIl Controlling Class (“Third Party Defendants”)
orchestrated a wideanging fraud to rob Tilton of her control and equity in portfolio companies.

Defendants claim that this Court has original jurisdiction under 28 U.S.C. § 1331,
through the RICO claim, and 12 U.S.C. § 632, through the Edge Act, adncérs federal
jurisdiction in cases where one of the partiéere, U.S. Bank+s a federally chartered
corporation engaged in international banking. (Third Party Compl. 1 24F86y) ako claim
that supplemental jurisdiction over any state law claims, counterclaims, angdhiyctlaims is

proper under 28 U.S.C. § 1367(a).

12 The Zohar Il Controlling Class consists of a group of four noteholders who collgctiven a majority of
Zohar 1lI's Class A notes. (Third Party Compl., { 22.)
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Zohar and th&hird Party Defendantsave yet to answer the Third Party
Complaint!® But before they do, a few observations about this Court’s jurisdiction over the
third-party claims and the propriety of impleadihgseclaims are in orderThere is a questign
especially in view of this Court’s dismissal of the original actadnyhether there is an
independent basis for federal jurisdiction or whether the Third Party Compkynproperly be
considered under Federal Rule of Civil Procedure 14.

“Federal courts are courts of limited jurisdictioriKbkkonen v. Guardian Life

Ins. Co. of Am., 511 U.S. 375, 377 (1994). “In the Second Circuit, it is clear that the jurisdiction

of the district court over the claims of the plaintiffs is not enhanced by third gartglaints.”

Arrow Fin. Servs., LLC v. MassiR009 WL 348553, at *2 (E.D.N.Y. Feb. 11, 2009) (citinge

Agent Orange Prod. Liab. Litig., 635 F.2d 987, 990 n.6 (2d Cir. 1980)) (internal quotatike m

and alterations omitted).
More importantly,t is unclear whether Defendants can essaldn independent
basis for jurisdiction by asserting countaioisor third-party claimsarisingunder federal law.

Holmes Grp. Inc. v. Vornado Air Circ. Sys., Inc., 535 U.S. 826, 831 (2002) (“It follows that a

counterclaim—which appears as part of the defendant’s answer, not as part of the plaintiff's
complaint—eamot serve as the basis for ‘arising under’ jurisdiction.”). The Third Party
Complaint asserts two federal statutes from which Defendants’ countes@ad thirgparty
claims arise-RICO and the Edge Act. Because this Court has dismissed the RICO claim,
Defendants may not rely on the RICO statute to create an independent jonsdlistisis for
theirownclaims. Defendantseliance on the Edge A® also unavailing. “Under the well

pleaded complaint rule, federal question jurisdiction exists ong} plpintiff's statement of his

B By joint stipulation, the Tird Party Defendants shall file a response to the Third Party Complaint by
January 12, 2018. (ECF No. 100.)
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own cause of action shows that it is based on federal IR@hano v. Kazacos, 609 F.3d 512,

518 (2d Cir. 2010). It thuellows that “a defendant may not evade this rule by raising a federal

guestion in its responsive pleadings.” Calabro v. Aniga Halal Live Poultry Corp., 650 F.3d 163,

166 (2d Cir. 2011).

Taking RICO andhe Edge Act out of the jurisdictional equationgppears that
theremainingbasis from which this Court may retain jurisdiction over the Third Party Comiplai
is under 28 U.S.C. § 1367(aput it is unclear why exercising supplemental jurisdiction over the
third-party claims is appropriate or fairttiis Court has already declined to consider Zohar’s
nonfederal claims.

Separately, “whether a court has subject matter jurisdiction over a thiyd-part
cause of action is distinct from an assessment of the propriety and mentgwgfleader action”

under Federal Rule of Civil Procedure 14. Bank of India v. Trendi Sportsweatr, Inc., 239 F.3d

428, 438 (2d Cir. 2000). Thus, jurisdictional questions aside, Rule 14 provides that a defending
party may serve a summons and complaint on a non-party whortiay be liable to it for all or

part of the claim againstit.” Fed. R. Civ. P. 14(a)(1). A third party claim magdaetad when

the third party’s liability is somehodependent on the outcome of the main action or when the

third party is secondarily liable to the defenda®éeFalcone v. MarineMax, Inc659 F. Supp.

2d 394, 401-02 (E.D.N.Y. 2009) (emphasis added). The “purpose of Rule 14 is to avoid two
separate actions which should be tried together; to save the time and cost ofidgplicat

evidence; to obtain consistent results; and to do away with the serious handicap to a defendant of
a time difference between a judgment against him and a judgment in his favet aghird

party.” Horsehead Corp. v. Shinski, 2010 WL 1781596, at *3 (N.D.N.Y. Apr. 30, 2010). A

“third-party claim is not permissible simply because it arises out of the same rfdacts as
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the main claim.”Prudential Ins. Co. of Am. v. BMC Indus., Inc., 113 F.R.D. 100, 102 (S.D.N.Y.

1986).

Even if Defendants could establish a basis for supplemental jurisdiction under 28
U.S.C. § 1367, it is not entirely clear whether Defendants’ claims against tlkiePEniy
Defendants, though related to Zohar’s allegations, actually are dependkatoutcome of the
original action omllege that th@hird Party Defendants are secondarily liable to Defendants

SeeSiemens Westinghouse Power Corp. v. Dick Corp., 299 F. Supp. 2d 242, 248 (S.D.N.Y.

2004) (“The crucial characteristic of a Rule 14 claim is that defendantnspaithg to tansfer to

the thirdparty defendant the liability asserted against him by the original plaiiitbther

words, the outcome of the third-party claim must be contingent on the outcome of the main
claim[.]”). Here, while theThird Party Complaint’s algtions encompass largely the same cast
of characters and investment activities, Defendants appseekareliebased on th&hird Party
Defendantstonduct impeding Tilton’s efforts to manage her portfolio companies, depriving her
of control over those assets, and orchestrating sham auctions to sell off ZolhatesatoThese
seem to be the type aflegations that Tiltowould have asserted in an independent action
against the Third Party Defendaramdappear tacontravene the rule that a third-party complaint
“cannot be used to bring in other matters that may have some relationship to thébcasette

v. Vibe Records, Inc., 233 F.R.D. 117, 120 (E.D.N.Y. 2005).

Accordingly, based on this Court’s initial observations, Defendametslirectd to
explainwhy this Court should exercise jurisdiction over the Third Party Complainivagdhe

claims therein qualify for an impleader action unBete 14.
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CONCLUSION

For the foregoing reasons, Defendants’ motion to dismiss is granted. €uinsist
with the Joint Stipulation and Order dated December 15, 2017, Zohar and the Third Party
Defendants should respond to Defendants’ Third Party Complaint by January 12, 2018.
Separately, Defendants shaibvide an explanation as to why this Court shoetdin
jurisdiction over their claims in the Third Party Complaint ay their thirdparty claims
gualify as an impleader action under Rule 14 by no later than January 26, 2018.

The Clerk of Court is directed to terminate@@nding motions on theodket

Dated: Decembe?9, 2017 SO ORDERED:
New York, New York '

WILLIAM H. PAULEY III ¢
U.S.D.J.
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