ETLED._NEW YORK COUNTY CLERK 027 177 2010] I NDEX NO. 450879/ 2009

NYSCEF DOC. NO. 74 RECEI VED NYSCEF: 02/17/2010
SUPREME COURT OF THE ;1; ATE irll:;glgﬂn v \:QRK — NEW YORK COUNTY
FDR tovie,
Pl | Index Number : 450879/2009 : PART &
— |CUOMO, ANDREW M. |
| VS  INDEX NO.

MOTION/CASE IS RESPECTFULLY REFERRED TO JUSTICE

FOR THE FOLLOWING REASON(S):

-1 |MERKIN, J. EZRA

“4  DisMmiss

‘_ MOTION DAfE l /7’/0 ?

i
I P

“ SEQUENCE NUMBER : 002

PAPERS NUMBERED
Notice of Motion/ Order to Show Cause — Affidavits — Exhibits ...

Answering Affidavits — Exhibits

Replying Affidavits

Cross-Motion: [ Yes )[i No

Upon the foregoing papers. it is ordered that this motion

Dated: ?EB \

/ " JS.C.

Check one: | | FINAL DISPOSITION f>“< NON-FINAL DISPOSITION
Check if appropriate: . DO NOT POST ] REFERENCE



SUPREME COURT OF THE STATE OF NEW YORK
COUNTY OF NEW YORK : IAS PART 56

THE PEOPLE OF THE STATE OF NEW YORK
By ANDREW M. CUOMO, Attorney General of
the State of New York,

Plaintiff,

-against- Index No.
450879/09
J. EZRA MERKIN and GABRIEL CAPITAL
CORPORATION,

Defendants,
-and-
ASCOT PARTNERS L.P., ASCOT FUND LIMITED,
GABRIEL CAPITAL L.P., ARIEL FUND LIMITED,
GABRIEL ASSETS LLC, and GABRIEL
ALTERNATIVE ASSETS LLC,

Relief Defendants.

Hon, Richard B. Lowe, III:

Defendants J. Ezra Merkin (“Merkin”) and Gabriel Capital Corporation (“GCC”) move
for an order dismissing the complaint pursuant to CPLR 3211 (a) (1) and (7).

The Attorney Generﬁl (“AG”) is bringing this action against Merkin and his investment
management company, based on violations of the Martin Act, Executive Law § 63 (12), t.he Not-
for-Profit Corporation Law and common-law claims. Allegedly, Merkin made
misrepresentations and omissions to investors, including many charities, who entrusted him with
their money. The AG further alleges that Merkin blindly fed the investors’ funds into a Ponzi
scheme orchestrated by Bernard L. Madoff (“Madoff”) while claiming that Merkin was actively

managing those funds. Merkin also allegedly failed to conduct adequate due diligence of
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Madoff’s activities, despite information given to him indicating that Madoff may have been
engaged in misconduct. According to the complaint, Merkin’s investors lost over $1.2 billion,
while he collected more than $470 million in management and incentive fees from his funds
including: Ascot Partners L.P., Ascot Fund Limited, Ariel Fund Limited, and Gabriel Capital

L.P.

BACKGROUND

Accepting the allegations of the complaint as true (Leon v Martinez, 34 NY2d 83 [1994]),
the following facts emerge: Defendant Merkin is the general partner of Ascot Partners, L.P. and
Gabriel Capital, L.P. (“Gabriel™), domestic hedge funds. Merkin is the sole shareholder and
director of GCC (Complaint, 44 16-17). GCC serves as the fnanager of Ascot Fund Limited
(*‘Ascot”) and Ariel Fund Limited (“Ariel”), both of which are offshore funds. Merkin collected
annual management fees equal to 1% of the capital invested in Ariel, Gabriel, and Ascot. In
2003, Merkin raised the Ascot management fee to 1.5% of the capital invested (id., § 24). He
also collected an annual incentive fee of 20% of any appreciation in the assets of Gabriel and
Ariel (id.).

Merkin and Madoff met in the late 1980s, early 1990s (id., § 26). In the early 1990s,
Madoff described to Merkin his investment strategy, known as a “split strike conversion
strategy,” in which Madofff would buy stocks from the S & P’s 100 Index, and simultaneously,
buy put options below the current stock price to protect against large decreases, and sell call
options above the current price to fund the purchase of the put options (id., 9§ 27). Madoff

claimed that he could produce steady returns of 10% per year no matter what the market was

doing overall (id.).



In 1988, Merkin established Ariel and Gabriel (id., § 66). By 2008, Gabriel had
approximately 200 investors with $1.4 billion under management, and Ariel had 78 investors
with about $1.3 billion under management (id.). From 2001 to 2008, between 20-30% of the
assets of Gabriel and Ariel were managed by Madoff (id., 9 67-79). The remainder of the assets
were not managed by Merkin, but by third parties (id.). From 1989 to 2007, Merkin collected
annual management and incentive fees from Gabriel that totaled approximately $277 million,
and from Ariel approximately $242 million (id., ¥ 69).

According to the complaint, in 1992, Merkin created Ascot to serve solely as a feeder
fund to Madoff, and substantially all of Ascot’s assets were turned over to Madoff (id., § 32).
Most of Ascot’s investors were not aware that Ascot was a feeder fund for Madoff (id.,  33).
Thirty-five non-profit organizations had invested $215 million of the $1.7 billion invested in
Ascot by the end of 2008 (id., § 36). From 1995 through 2007, Merkin received management
fees of $169 million from the Ascot Fuhd (id., Y 35), and by 2008, Merkin was receiving annual
Ascot management fees of approximately $25.5 million (id.).

The complaint alleges that after Madoff’s arrest in December 2008, Merkin surprised
Ariel and Gabriel investors by telling them, for the first time, that the funds had significant
Madoff exposure. Thus, the Ariel and Gabriel investors were unaware of the true nature of the
investment they were making (id., ¥ 99).

Based on these and other more specific allegations of misrepresentations and omissions
by Merkin, the AG has brought six causes of action. The first through third claims are for
securities fraud under the Martin Act, General Business Law [GBL] § 352, 352-c (1) (a) and {c),

and 353. The fourth claim, alleged only against Merkin, asserts violations of the Not-for-Profit



Corporation Law §§ 112, 717, and 720. The fifth claim is for breach of ﬁduciary duty to the
investors of Ascot, Ariel, and Gabriel, and seeks damages and disgorgement of compensation.
The sixth claim, asserted under Executive Law § 63 (12), maintains that Merkin’s and GCC’s
conduct constituted repeated fraudulent or illegal acts, or constituted persistent fraud in the
transaction of business, and seeks restitution and damages.

The AG seeks to enjoin and restrain defendants from the alleged acts and practices,
enjoin Merkin from serving as a general or managing partner, director or officer of any
investment fund or otherwise managing investments, and enjoin him from serving as a board
member, trustee, director or officer of any non-profit organization. The AG also seeks an
accounting of all fees and other compensation, and to recover costs and attorneys’ fees.

Merkin and GCC now move to dismiss the complaint in its entirety.

DISCUSSION

On a motion to dismiss pursuant to CPLR 3211, the court’s task is to determine whether
the complaint states a cause of action. The motion will be dgnied if, within the four corners of
the pleading, factual allegations are discerned which taken together manifest a claim cognizable
at law (571 West 232 Owners Corp. v Jennifer Realty Co., 98 NY2d 144, 151-152 [2002]). The
complaint will be liberally construed, and the court will accept as true all facts in the complaint
and in plaintiff’s submissions in opposition to the motion {id. at 152). Plaintiff will be accorded
the benefit of all possible favorable inferences (id.). “Dismissal under CPLR 3211 (a) (1) is
warranted ‘only if the documentary evidence submitted conclusively establishes a defense to the

asserted claims as a matter of law’” (id., quoting Leon v Martinez, 84 NY2d at 88).



Martin Act and Executive Law Claims

The Martin Act {General Business Law Article 23-A) prohibits various deceitful and
fraudulent practices in the distribution, sale, exchange, and purchase of securities. Thus, it
prohibits the use or employment of “[a]ny fraud, deception, concealment, suppression, false
pretense or fictitious or pretended purchase or sale” (General Business Law § 352-c [1][a]). It
also prohibits:

(c) Any representation or statement which is false, where the

person who made such representation or statement: (i) knew the

truth; or (ii) with reasonable effort could have known the truth; or

(ii1) made no reasonable effort to ascertain the truth; or (iv) did not

have knowledge concerning the representation or statement made;

where engaged in to induce or promote the issuance, distribution,

exchange, sale, negotiation or purchase within or from this state of

any securities or commodities, as defined in section three hundred

fifty-two of this article, regardless of whether issuance,

distribution, exchange, sale, negotiation or purchase resulted
(General Business Law § 352-c [1] [¢]). The Martin Act is remedial in nature and should be
liberally construed (People v Lexington Sixty-First Assocs., 38 NY2d 588, 595 [1976]). The
terms “fraud” and “fraudulent practices” are given a broad meaning so that all deceitful
practices, even acts “not originating in any actual evil design to perpetrate fraud or injury upon
others, which do tend to deceive or mislead the purchasing public” are covered (id. at 595). In
addition, the AG need not prove intent or reliance in a Martin Act claim (State of New York v
Sonifer Realty Corp., 212 AD2d 366, 367 [1* Dept 1995] [fraudulent practices need not
constitute fraud in the classic common-law sense, and it is not necessary to show reliance]).

In support of the Martin Act claim, the AG has plead that Merkin concealed and failed to

disclose Madoff’s role, and misrepresented Merkin’s role in the funds’ management. For



example, the AG alleges that the offering documents, such as the Ascot Memoranda, falsely
represented that Merkin was involved in the fund’s day-to-day management, and that the success
of the fund depended on Merkin’s abilities as a money manager. The Memoranda stated, for
example, that he exclusively made the capital management decisions using his skill and
experience, and that he would devote substantially all his time to managing its assets (Complaint,
19 39, 42-43). These documents could be construed as misrépresenting that Merkin would be
controlling and actively managing the funds, and as concealing that Ascot was a feeder fund to
Madoff (id., J 43).

The Ascot Memoranda, starting in 1996, indicated that multiple money managers might
be used (id., ] 45), which was false and misleading, because allegedly all of the funds were
entrusted to a single money manager, Madoff (id). The risk factors set forth in the Ascot
Memoranda indicated a wide variety of investment strategies, none of which had anything to do
with the “split strike conversion” strategy being employed by Madoff with the Ascot funds (id., §
46).

While in the March 2006 Ascot Offering Memorandum, Merkin mentioned Madoff’s
name, by indicating that Madoff, was one of Ascot’s two prime brokers, and that he cleared
Ascot’s transactions effected through other brokerage firms, this allegedly misrepresented
Madoff’s role because 98% of Ascot’s transactions were both effected and cleared by Madoff,
and Madoff had custody of over 99% of Ascot’s securities holdings (id., ] 47). Therefore, based
on these allegations, the AG has adequately pleaded that these misrepresentations constitute
fraudulent practices under the Martin Act.

Where the Martin Act claims are based on the defendant’s omissions or failure to:



disclose, the omitted facts must be material — that is, that there is a substantial likelihood that the
omitted fact would have assumed actual significance in the deliberations of a reasonable investor
(State of New York v Rachmani Corp., 71 NY2d 718, 726 [1988]). “‘[T]here must be a
substantial likelihood that the disclosure of the omitted fact would have been viewed by the
reasonable investor as having significantly altered the ‘total mix’ of information made
available™ (id., quoting TSC Industries, Inc. v Northway, Inc., 426 US 438, 449 [1976]; see also
State of New York v McLeod,12 Misc 3d 1157[A] *35, 2006 NY Slip Op 50942[U] [Sup Ct, NY
County 2006]).

With respect to Merkin’s alleged omissions in failing to reveal Madoff’s actual role, and
the actual investment strategy being employed, the complaint sufficiently pleads that these
omitted facts are material, that is, that there is a substantial likelihood thét_disclosure of these
facts would have been viewed by the reasonable investor as having significantly altered the total
mix of information made available (see id., Y 56, 57, 59). Materiality is a mixed question of
fact and law. Therefore, it is inappropriate for resolution at the motion to dismiss stage (see
ECA, Local 134 IBEW Joint Pension Trust of Chicago v JP Morgan Chase Co., 553 F3d 187,
197 [2d Cir 2009]; fn re NovaGold Resources Inc. Sec. Litig., 629 F Supp 2d 272, 292 [SD NY
2009]).

With regard to the Ariel and Gabriel Funds, the AG alleges misrepresentations with
regard to the types of investments in which the funds would be involved. Thus, for example, the
offering documents indicated that these funds focused on distressed debt and merger arbifrage,
without disclosing that up to 30% of the funds were turned over to Madoff, who was using a |

completely different strategy.



In addition, the AG alleges misrepresentations and omissions regarding the ways in
which the funds were going to operate. The offering documents indicated that Ariel did not use
any self-clearing money managers. However, Madoff self-cleared all his transactions, and had
custody of and fnanaged a significant portion of Ariel’s assets (id., § 82). Ariel’s November
2002 Prospectus stated that brokers for the funds would not perform managerial or policy-
making functions for the Fund (id., 9 83, and Exhibit 23 annexed thereto). Madoff, however,
was performing such managerial functions, and effecting, clearing, and settling transactions, all
at the same time (id., 17 83-84). The March 2006 Offering Memorandum stated that Morgan
Stanley was the principal prime broker for Ariel, but this was false and misleading, because
Morgan Stanley did not clear Madoff’s trades, and was not the custodian for securities managed
by Madoff.

The AG also alleges oral misrepresentations by Merkin in which he or his employees
denied that Ascot was managed by Madoff, denied that they were doing the same thing as
Madoff, or minimized Madoff’s role. The complaint also asserts that Merkin also made oral
misrepresentations to an investor who was aware that Madoff was involved in Ascot, that
Merkin required BDO Seidman, Ascot’s auditor, to visit Madoff’s offices two or three times a
year to perform standard operational due diligence. In fact, however, BDO did not perform such
due diligence or any other examination of Madoff’s operation (id., § 63). The Ascot
Subscription Agreement provided that the investors were given the opportunity to ask questions
of, and receive answers from, the General Partner (Merkin and GCC) concerning matters
pertaining to the investment. This essentially gives the investors the right to rely upon

information the General Partner conveyed to the investor, orally or otherwise (see Heller v



Goldin Restructuring Fund, L.P., 590 F Supp 2d 603, 615 [SD NY 2008]). Taken together, all
of these alleged oral and written misrepres‘entations sufficiently state a claim for fraudulent
practices under the Martin Act.

The defendants’ reliance on a provision in the 2006 Offering Memoranda that Merkin
might delegate investment management duties to independent money managers without first
providing notice to, or obtaining the consent of, investors, is misplaced. They contend that any
alleged misrepresentations were sufficiently balanced by this cautionary language. Defendants
appear to be relying upon the “bespeaks caution” doctrine set forth in federal securities cases,
which are persuasive authority in determining Martin Act claims (see e.g. All Seasons Resorts,
Inc. v Abrams, 68 NY2d 81, 87 [1986] [in applying Martin Act, federal securities law cases are
persuasive authority]). Under this doctrine, misrepresentations or omissions “in conjunction
with the purchase or sale of securities are considered immaterial where contained in
communications or documents including ‘cautionary language sufficiently specific to render
reliance on the false or omitted statement unreasonable’” and not actionable (United States SEC
v Meltzer, 440 F Supp 2d 179, 191 [ED NY 2006] [citations omitted]; see Halperin v eBanker
USA.com, Inc., 295 F3d 352, 357 [2d Cir 2002]). Generalized disclosures regarding unspecified
risks, however, will not shield defendants from liability. Instead, regarding the prospective
representations, the cautionary language must expressly warn of, and be specific and factual
(Halperin v eBanker USA.com, Inc., 295 F3d at 359). This doctrine is limited to forward.-
looking statements only, and is not applied to misrepresentations of present or historical facts
which cannot be cured by cautionary language (P. Stolz Family Partﬁership L.P. v Daum, 355

F3d 92, 96-97 [2d Cir 2004]). The cautionary language warns investors that “bad things may



come to pass-in dealing with the contingent or unforeseen future” (id. at 97). It, therefore, does
not apply to historical or present fact knowledge, because “[s]uch facts exist and are known; they
are not unforeseen or contingent” (id.). An offeror may not knowingly misrepresent historical
facts and at the same time disclaim the misrepresented facts with cautionary language (ié.;
Gabriel Capital, L.P. v NatWest Fin., Inc., 122 F Supp 2d 407, 419 [SD NY 2000], abrogated on
other grounds In re IPO Securities Litigation, 241 F Supp 2d 281, 352 n 85 [SD NY 2003] [a
defendant cannot use the bespeaks caution doctrine where it knew that its statement was false
when made}).

The misrepresentations at the center of this complaint involve Madoff’s role as the
manager of all of Ascot’s funds and a substantial portion of Ariel’s and Gabriel’s funds. Merkin
gave Madoff complete control and investment discretion over all of Ascot’s and a substantial
portion of Ariel’s and Gabriel’s funds. Thus, he had already delegated all investment discretion
to this money manager, a fact Merkin was presently aware of at the time of the Offering .
Memoranda. In addition, given that Merkin admitted that he formed Ascot for the purpose of
investing with Madoff and that virtually all of its assets were tendered to him, to the extent that
the representations that Merkin would exercise discretion in managing the ﬁmdé, and the
performance of the funds depended on his skill and judgment could be construed “as to the
future,” the misrepresentations were “beyond reasonable expectation” (GBL § 352-c [1] [b]).
The reference to Madoff’s role as a prime broker, as mentioned above, was misleading because
such brokers do not make investment management decisions like Madoff was making, and the
mischaracterization of Madoff’s role was a historical, present known fact. Further, particularly

with regard to Ariel and Gabriel, the misrepresentation regarding their present investment
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strategy of investing in distressed businesses, also referred to a false historical fact. Defendants
have failed to show that no reasonable investor could have been mislead about the nature of the
risk when he or she invested (P. Stolz Family Partnership, L.P. v Daum, 355 F3d at 97). This
cautionary language also does not address the other misrepresentations and omissions, such as
Merkin’s failure to exercise judgment in supervising the delegation of investment management
to Madoff, his failure to conduct due diligence, and to audit Madoff’s activities regarding the
funds, and the fact that Merkin ignored the warnings of fraud from his own people and from fund
investors. Therefore, the existence of the cautionary language does not negate the materiality of
the misrepresentations and omissions alleged in the complaint.

The documentary evidence submitted by defendants, consisting of e-mails from about 10
investors, indicating that these investors were aware that monies were invested with Madoff, fail
to demonstrate that dismissal is warranted at this early stage of this action. Whether some of the
investors of Ascot, Ariel, and Gabriel were aware that the funds were invested with Madoff, does
not bar the AG’s claims. The complaint details claims that hundreds of investors were not so
aware and therefore the e-mails do not provide a basis for dismissal as a matter of law. Finally,
defendants’ argument that dismissal is warranted on the ground that the AG cannot show loss
causation is also rejected. Loss causation is not an element of a Martin Act claim. A
misrepresentation may violate tl"lﬁ statute “regardless of whether issuance, distribution,
exchange, sale, negotiation or purcﬁase resulted” (GBL § 352-c [1] [c]; State of New York v
Sonifer Realty Corp., 212 AD2d at 367). Therefore, the first through third causes of action for
violations of the Martin Act are sufficient to withstand this motion to dismiss.

The AG’s Executive Law claim similarly survives this dismissal motion. Executive Law
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§ 63 (12) gives the AG the power to bring a claim against any person or entity which engages in
“repeated fraudulent or illegal acts” or “otherwise demonstrate[s] persistent fraud or illegality in
the carrying on . . . or transaction of business.” Like the Martin Act, the statute broadly |
construes the definition of fraud “so as to include acts characterized as dishonest or misleading
and eliminating the necessity for proof of an intent to defraud” (People v Apple Health and
Sports Clubs, Ltd., 206 AD2d 266, 267 [1* Dept], Iv dismissed in part, denied in part 84 NY2d
1004 [1994]; see People v General Elec. Co., 302 AD2d 314 [1* Dept 2003]). The test for fraud
thereunder is whether the acts have the capacity or tendency to deceive, or creates an atmosphere
conducive to fraud (People v General Elec. Co., 302 AD2d at 314). Like the Martin Act, since
the repeated fraudulent practices targeted by the statute do not need to constitute fraud in the
classic common-law sense, reliance need not be shown (State of New York v Sonifer Realty
Corp., 212 AD2d at 367). The AG may apply for an injunction, and seek restitution and .
damages (Executive Law § 63 [12]).

As in the Martin Act claims, the allegations here are sufficient to satisfy Executive Law §
63 (12). As determined above with regard to the Martin Act claims, Merkin’s representations, as
alleged in the pleadings, were fraudulent and his omissions were material. In addition, the AG
has alleged that the defendants engaged in “repeated” and/or “persistent” fraudulent acts in
violation of Executive Law § 63 (12). Again, the AG need not show reliance or loss causation
with respect to this claim. 'fherefore, the defendants’ motion with regard to the sixth cause of
action is denied.

Not-for-Profit Law Claim

The AG’s fourth claim is for violations of the Not-for-Profit Corporation Law §§ 112,
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717, and 720. In this claim, the AG alleges that Merkin failed to discharge his duties as an
officer or director of “Merkin-Affiliated Non-Profits” with the degree of care, skill, and
diligence thét an ordinarily prudent person in his position would exercise (Complaint, 9 133).
These failures included that he received a personal benefit from investments made by “Non-
Profit Organizations A, C, and G,” failed to disclose that he was actively earning his
management fees, failed make diligent inquiries into the risks of investing with Madoff, ignored
numerous indications that Madoff was engaging in fraud, and failed to disclose his conflicts of
interest (id.). The complaint alleges that Merkin was an officer, director, trustee and sat on the
investment committees of three non-profits, and collected a personal benefit from the
investments made by the two entities referred to as Non-Profit Organizations A and C, on whose
board of directors’ investment committees he sat, and a third, referred to as Non-Profit
Organization G, for which he served as investment advisor (id., ] 5, 65, 120-124, 133). It
alleges that Merkin was such a regular at the Investment Committee meeting of Non-Profit
Organiiation G that he was “referred to as the Chair in the minutes,” and, as this organization’s
investment advisor, he created a special relationship of trust as its fiduciary (id., § 123). It
further asserts that Merkin and Madoff both were on the Board of Trustees of Non-Profit
Organization A, which had a large investment in Ascot. The complaint alleges that Merkin -
breached his fiduciary duty by accepting Non-Profit Organization A’s investment in Ascot,
where he would earn a significant management fee, when Merkin could have arranged for a
direct investment with Madoff without the extra fees (id.). The AG further alleges that Merkin
breached his fiduciary duties by concealing Madoff’s role in Ascot, Ariel, and Gabriel, by failing

to disclose conflicts of interest Merkin had in recommending investments, and by making false
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statements regarding his fee structure. The complaint asserts that Merkin’s conduct breached his
fiduciary duties in violation of sections 112, 717, and 720 of the Not-for-Profit Corporation Law
(N-PCL).

Defendants challenge this claim, asserting that the AG has failed to plead specifically the
non-profit corporation of which Merkin was an officer or director. They contend that the
complaint only alleges that he was a trustee of Non-Profit Organization A, and that he sat on the
investment committees and served as an investment advisor with regard to Non-Profit
Organizations C and G.

N-PCL § 112 authorizes various remedial measures that may be pursued in an action or
special proceeding brought by the AG under the N-PCL (N-PCL § 112). Section 720 provides
that an action may be brought against a director or officer of a not-for-profit corporation to
compel the defendant to account for neglect, failure to perform, or other violation of his duties in
the management of corporate assets, and the acquisition by himself or transfer to others, loss, or
waste of corporate assets due to neglect of, failure to perform, or other violation of his duties (N-
PCL § 720). Section 720 (b) specifically provides that the AG may bring an action for the relief
provided in the section.

The ﬁduciary duties of care and loyalty are the legal standards that govern the conduct of
not-for-profit directors and officers in their daily relationship with the not-for-profit corporation
they serve (N-PCL § 717 [a]). Section 102 (a) (6) of the N-fCL defines “director” to mean “any
member of the governing board of a corporation, whether designated as director, trustee,
manager, governor, or by any other title. The term ‘board’ means ‘board of directors’ (N-PCL §

102 [a] [6]).
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The complaint, here, adequately pleads that Merkin was a trustee of Non-Profit
Organization A, which falls within the definition of director under N-PCL § 102 (a) (6).
Defendants’ submission, at oral argument,' of the minutes of a meeting of the Board of Trustees
for Yeshiva University, which defendants claim is Non-Profit Organization A, at which Merkin
attended and spoke as a member of the Board’s Investment Committee, supports this conclusion.
With regard to the other non-profit organizations designated C and G, this court will not dismiss
the claim at this early stage of the litigation. The allegations that Merkin sat on the investment
committees of these organizations, and was their investment advisor, even being referred to at
one meeting as “Chair,” is sufficient at this point.

Moreover, contrary to defendants’ argument, Merkin’s alleged breaches of his fiduciary
duty, as set forth above, are sufficiently specific. Defendants’ contention that the claim of
undisclosed conflicts of interest should be dismissed based on documentary evidence they
submit, is rejected. While the documents submitted at oral argument indicate that Merkin
disclosed to Yeshiva University in March 2001 and March 2002 that he had conflicts with regard
to Ascot, indicating the fees he collected, it is not clear whether this disclosure was made to the
other non-profit corporations (C and G), and it is not clear if Yeshiva University also invested in
Ariel and Gabriel, and whether Merkin’s fees and conflicts with regard to Ariel and Gabriel were
disclosed to any of the Merkin affiliated non-profit corporations. Therefore, because the

defendants’ documentary evidence does not clearly refute all of the assertions regarding

'Both parties acknowledge that the documents submitted at oral argument on October 15,
2009 before this court, are subject to a confidentiality stipulation between the parties. Therefore,
they will be returned to the defendants. However, the defendants are directed to file redacted
copies of these documents for the court file.
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Merkin’s failures under the N-PCL, the court concludes that the motion to dismiss this claim also

must fail.

Breach of Fiduciary Duty Claim

The breach of fiduciary duty claim also survives defendants’ motion. In this claim, the
AG alleges that Merkin utterly failed to mahage, supervise, or monitor the investments of Ascot,
Ariel, and Gabriel, as he was obligated to as their investment manager. By turning over the
funds to Madoff without conducting adequate due diligence, despite information given to Merkin
by his own associates, as well as some of the funds’ investors, indicating that Madoff may have
been engaged in misconduct (see Complaint,.ﬁ 107-115), Merkin breached his fiduciary duties
to the funds and the investors. The complaint also alleges that while Merkin was aware of
certain aspects of Madoff’s operations that raised the possibility of fraud by Madoff, including
Madoff’s use of paper trade confirmations, the secrecy of Madoff’s operations, the fact that
Madoff was self-clearing, and that his operations were controlled exclusively by himself and
close family members (id., § 116), Merkin never questioned Madoff’s operations.

Defendants challenge this claim on several grounds. First, they claim that the AG does
not have parens patriae standing. Parens patriae is a common-law doctrine regardiﬁg standing.
It allows the state to bring an action to prevent harm to its sovereign interests, such as the health,
safety, comfort, and welfare of its citizens. To invoke the doctrine, the AG must show: {(Da
quasi-sovereign interest in the public’s well-being; (2) distinct from that of a particular private -
party; and (3) injury to a sufficiently substantial segment of the population (see Alfred L. ‘Snapp
& Son, Inc. v Puerto Rico, ex rel., Barez, 458 US 592, 607 [1982]; see also People v Grasso, 11

NY3d 64, 69, n 4 [2008]). A “‘quasi-sovereign interest’ has been held to consist of a set of
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interests which the state has in the well-being of its populace” (State of New York v McLeod, 12
Misc 3d 1157[A], *10, 2006 NY Slip Op 50942[U]). Courts have held that “a state has a quasi-
sovereign interest in protecting the integrity of the marketplace” (Peéple v Grasso, 11 NY3d at
69 n 4, citing State of New York v General Motors Corp., 547 F Supp 703 [SD NY 1982]; People
v H & R Block, Inc., 16 Misc 3d 1124[A], 2007 NY Slip Op 51562[U] [Sup Ct, NY Couﬁty
2.007] [Moskowitz, J.], affd 58 AD3d 415, 417 [1¥ Dept 2009)).

Here, the recovery of damages for aggrieved investors is just a part of the AG’s case.
The AG’s focus is on obtaining injunctive relief designed to “vindicate the State’s quasi-
sovereign interest in securing an honest marketplace for all consumers” (People v H & R Block,
Inc., 16 Misc 3d 1124 [A],* 7, 2007 NY Slip Op 51562[U]). Specifically, the AG has identified
a strong quasi-sovereign interest in ensuring that the “financial markets as a whole, and the
hedge fund industry in particular, operate honestly and transparently” (AG’s Memorandum of
Law, at 23; see People v H & R Block, Iﬁc., 58 AD3d at 417 [“New York’s vital interest in
securing an honest marketplace iﬁ which to transact business” was a sufficient basis for parens
patriae standing]; People v Liberty Mut. Ins. Co., 52 AD3d 378, 379 [1¥ Dept 2008]; see also
People v Coventry First LLC, 2007 WL 2905486 [Sup Ct, NY County 2007], affd as mod 52
AD?3d 345, 346 [1° Dept 2008], affd 13 NY3d 108 [2009] [upholding parens pétriae standing to
secure honest marketplace for claims including breach of fiduciary duty]). The fact that the AG
is seeking recovery on behalf of an identifiable group of investors, here, does not require this
court to ignore the purpose of this breach of fiduciary duty claim, and to characterize it, as
defendants do, as one brought solely to benefit a few private investors (see Pegple v H & R

Block, Inc., 16 Misc 3d 1124[A], * 7, 2007 NY Slip Op 51562[U]; see also State of New York v
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General Motors Corp., 547 F Supp at 706-707).

With respect to injury to a substantial segment of the population, Merkin’s alleged
misconduct touched many investors, many of lwhor.n are New York State residents. They were
not just individuals, but also funds and financial institutions‘representing individuals, charities,
and foundations. This is sufficient to show injury to a substantial segment of the population (see
People v Liberty Mut. Holding Co., 2007 WL 900997 [Sup Ct, NY County 20071, affd as mod 52
AD3d 378 [1 Dept 2008]). Defendants’ contention that the AG must show an iﬁability of the
allegedly injured individuals to obtain relief in a private suit, is without merit. Case law does not
demonstrate such a requirement (see Alfred L. Snapp & Son, Inc.. v Puerto Rico, ex rel., Barez,
458 US 592, supra). The fact that some private investors may choose to pursue or not to pursue
claims on their own behalf does not detract from the substantial public interest at stake in this
action. In addition, it is unclear whether all of the investors can obtain individual relief.
Therefore, the AG has shown a sufficient basis for parens patriae standing with regard to the
breach of fiduciary duty claim.

The defendants also contend that the Martin Act preempts this claim. They fail, however,
to cite cases in support of this argument and this court has found no precedent holding that the
Martin Act preempts the AG from bringing a common-law claim. The Martin Act cases to
which defendants do cite involve claims brought by private parties, in which, under certain
circumstances, the courts find that to allow such a claim would circumvent the bar to private
actions under the Martin Act (see Horn v 440 East 57" Co., 151 AD2d 112, 120 [1* Dept 1989];
In re Bayou Hedge Fund Litig., 534 F Supp 2d 405 [SD NY 2007, affd 573 F3d 98 [2d Cir

2009]; Kassover v UBS AG, 619 F Supp 2d 28 [SD NY 2008] [AG has exclusive jurisdiction to
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enforce the Martin Act}; but see Caboara v Babylon Cove Dev., LLC, 54 AD3d 79 [2d Dept
2008] [individual’s common-law fraud claim, resting on same facts as Martin Act, not
preempted, so long as satisfies pleading standards]; Scalp & Blade, Inc. v Advest, Inc., 281
AD2d 882, 883 [4" Dept 2001] [breach of fiduciary duty claim not preempted by Martin Act),
The Martin Act preemption doctrine is to preserve the AG’s exclusive jurisdiction to enforce the
statute, and to permit the claim here does not undermine that exclusive enforcement jurisdiction.
In fact, the AG has pursued Martin Act claims along with common-law claims, including claims
for breach of fiduciary duty (see e.g. People v Coventry First LLC, 13 NY3d 108, supra [Martin
Act claims and breach of fiduciary duty and fraud claims permitted to proceed together];
compare People v H & R Block, Inc., 158 AD3d 415, supra [Executive Law § 63 (12) claims
pursued with breach of fiduciary duty and fraud claims]).

Defendants’ reliance on People v Grasso (11 NY3d.at 70) to urge that the principles that
govern private parties regarding preemption based on the Martin Act, must be applied to the
AG’s claim here, is misplaced. The Grasso case was brought by the AG under the N-PCL. The
AG asserted non-statutory claims against Richard Grasso, as an officer or director of a non-profit
corporation, the NYSE, based on specific provisions of the N-PCL. The Court determined that
the Legislature’s comprehensive enforcement scheme in the N-PCL required a finding of fault --
that the officer or director lacked good faith in executing his duties. It found that the
nonstatutory claims asserted in that action, based on specific N-PCL statute provisions, were
devoid of any fault-based elements. Thus, the nonstatutory claims had a lower burden of proof
than that specified by the statute, overriding the Légis!ature’s fault-based scheme. As such, the

Court found that they were fundamentally inconsistent with the N-PCL, and reached beyond the
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bounds of the AG’s authority. In the instant case, the breach of fiduciary duty claim is not
based specifically on any Martin Act provisions, or, for that matter, on any provisions in the N-
PCL. Moreover, the Martin Act, like the breach of fiduciary duty claim, does not require
deceitful intent (see Horn v 440 East 57* Co., 151 AD2d at 120). Therefore, there is no
inconsistency between the statutory Martin Act claims, and the breach of fiduciary duty claim.
Finally, the fifth cause of action sufficiently states a claim for breach of fiduciary duty.
To state a claim for breach of fiduciary duty, a plaintiff must plead: (1) the existence of a
fiduciary duty between the parties; (2) a breach of that duty; and (3) damages resulting from the
breach (see People v H & R Block, Inc., 16 Misc 3d 1124[A], * 7, 2007 NY Slip Op 51562[U]).
The AG has adequately pled this claim against Merkin by asserting that, as the General Partner
of Ascot Partners and Gabriel Capital, L.P., the two domestic funds, he had fiduciary duties to
his investors. In fact, in his testimony to the AG, Merkin admitted that he had “fiduciary
responsibilities for oversight of the portfolios” (Complaint, § 24 and Exhibit 1 annexed thereto,
at 101). With regard to the offshore funds, Ariel and Ascot Fund Limited, investment advisors,
such as Merkin, owe fiduciary duties to their clients, particularly where the investment advisor
has broad discretion to manage the client’s investments (see EBC I, Inc. v Goldman Sachs & Co.,
5 NY3d 11, 19-20 [2005] [underwriter as expert advisor with regard to market conditions held to
owe fiduciary duty]; Brooks v Key Trust Co. Natl. Assn., 26 AD3d 628 [3d Dept 2006], Iv
dismissed 6 NY3d 891 [2006] [financial advisor with discretionary authority to act owes a
fiduciary duty]; Rasmussen v A.C.T. Environmental Services Inc., 292 AD2d 710, 712 [3d Dept
2002] [investment advisor owes fiduciary dutyl; Bullmore v Banc of Amer. Securities LLC, 485

F Supp 2d 464, 470-471 [SD NY 2007]; Fraternity Fund Ltd. v Beacon Hill Asset Management
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LLC, 376 F Supp 2d 385, 413-414 & n 182 [SD NY 2005] [collecting cases]). Individuals in
positions of trust, such as “investment advisors, are subject to liability for breach of fiduciary
duty when they deceive or defraud their clients” (Bullmore v Banc of Am. Securities LLC, 485 F
Supp 2d at 471). Merkin was the investment édvisor and manager to the investors of all four of
the funds, and he had complete discretion with regard to how the monies were invested. The
relationship created by the Offering Documents imposed on Merkin a duty to act with care and
loyalty independent of the terms of those agreements.

Defendants urge that this claim should be dismissed because it may not be asserted
individually by shareholders of a Cayman Islands corporation. Fratérnity Fund Ltd. v Beacon
Hill Asset Management LLC (376 F Supp 2d 385, supra) is instructive. In that case, individual
investors in hedge funds sued the limited liability companies issuing the funds and their
principals, alleging, among other claims, that the defendants had breached their fiduciary duties
to the investors. The court rejected the defendants’ argument that the wrong belonged only to
the corporation. It found that the wrong was a frand committed on the shareholders rather than
on the funds, in that defendants had fraudulently overstated the net asset value of the funds,
concealing the declines in the fund assets, and the investors were injured when they invested or
retained their investments in reliance upon the misstatements (id. at 409). Here, the wrongs
alleged include Merkin’s misrepresentations and omissions regarding what the investors were
investing in, and what his role would be in managing the funds, his affirmative
misrepresentations to investors aftér he had already delegated all authority and discretion to
Madoff, and his failure to perform due diligence and ignoring‘signs of fraud. These alleged

wrongs were a fraud committed on the shareholder investors rather than on the funds, and the
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investors were injured when they invested or retained their investments in reliance upon the
misstatements.

Defendants’ argument that there was no breach because the documents permitted Merkin
to delegate his duties to other money managers without notice, lacks merit. The breach of
fiduciary duty is not that he was permitted to and did delegate to other money managers. The
breach alleged is based on Merkin’s misrepresentations regarding his role in purportedly
managing the funds and in conducting due diligence with regard to the investments, and in his
concealment, both before and after the delegation of all or a portion of the funds to Madoff, that
the funds were with Madoff. To the extent that the Offering Documents and Partnership
Agreements with regard to Gabriel and Ascot Partners provide that Merkin’s liability is limited
to “bad faith, gross negligence, recklessness, fraud, or intentional misconduct” the breach of
fiduciary duty claim for those investors may be so limited.

Injunctive Relief

Finally, defendants fail to demonstrate a basis to strike the AG’s request for injunctive
relief. It is entirely premature to determine whether the AG will be entitled to an injunction, and
the extent of any such injunction under the Martin Act, the Executive Law § 63 (12), or the Not-
for-Profit Law. The exact nature of injunctive relief that may be awarded will await further

determination of the claims.
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CONCLUSION

The court has considered the remainder of defendants’ arguments and finds them to be

without merit.

Accordingly, the motion to dismiss is denied in its entirety.

Dated: February 8, 2010

ENTER:

"~ [18C.,
LN, RICHARG 5. LOWE, I
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