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In this action by a privatc cquity firm to recover a $4,000,000 inv&dment in a mortgage

banking concern, plaintiff alleges that it relied upon misrcpresentations made by the company and s
principal regarding corporate finances and regulatory compliance and that these misrepresentations
induced plaintiff to advance the funds. Defendants move to dismiss the First Amended Complaint for
failure (o statc a claim, failurc to plead fraud with particularity and upon documentary evidence.
(CPLR 3211[a][1], [7] and CPLR 3016[b]). The court denies the motion except to the extent set lorth
below.

The First Amended Complaint/Background

The following facts arc from the First Amended Complaint, plamtiff's opposing affidavit and
the relevant transactional documents annexced to the partics' submissions. Plaintiff Inter-Atlantic Fund,
L.P. ("Inter-Atlantic") is a private equity fund that invests in carly-stage companies. Defendant Global
Group Holdings, Inc. ("Global Group") 1s a corporation that provides residential mortgage products.
Global Group has two wholly-ownced subsidiaries, non-partics Global Home Loans & Finance, Inc.
("Global TTome Loans") and American Title Agency, Inc. (d/b/a Easy-Close Scttlement Scrvices)

("Amecrican Title") (collectively, "the Companics"). Global Home Loans offers mortgage banking




scrvices, and American ‘Title provides title and closing sctilement scrvices, Defendant William G,
Alvaro (“Alvaro™) 1s chairman, chief executive officer and sole stockholder of Global Group and chicl
executive officer of Global Home Loans.

In late 2003, Alvaro placed a ncwspaper advertisement secking funding for mergers,
acquisitions and cxpansion of the Companies' business, Intcr-Atlantic responded, and, in early 2004,
Alvaro sent Inter-Atlantic a "Confidential Memorandum" ("Mcmorandum™) that non-party Global
Home Loans had preparcd. The Memorandum provided information rcgarding the Companics and
outlined their plans to become a leader in the mortgage banking industry. Defendants also sent Inter-
Atlantic balance sheets and statements of income as of December 31, 2002.

After reviewing the materials, Inter-Atlantic conducted duc diligence into the Companics'
operations. It retained an independent accounting firm (o investigate the Companies' finances, internal
accounting controls, the rcasonableness ol related-party transactions and material correspondence with
municipal, state and federal regulatory agencics. Defendants provided three years of financial
statements, access to the Companics' accounting firm and that {irm’s working papers for the year
ending December 31, 2003 and materials relating to governmental permits, litigation, federal taxes and
corporate minutes. Although Inter-Atlantic's independent accountant raised concerns regarding Global
Home Loan's accounting practices, it found no material crrors in its (inancial statements or
deficiencies in regulatory compliance.

On July 16, 2004, Tnter-Atlantic, Global Group and Alvaro entered into a Note and Warrant
Purchase Agreement ("Agreement”). In exchange for providing $4,000,000 to Global Group, Inter-
Atlantic obtained a 10% senior secured note from Global Group payable in 2009, Additionally, Inter-
Atlantic obtained a warrant for 2,500,000 shares of Global Group's stock and entered separate
agreements with the Companies under which Inter-Atlantic obtained securily interests in their asscls.
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Alvaro also agreed to a limited personal indemnification provision. As 1s relevant here, section
8.4 of the Agrecment providces:
Alvaro shall indemnify and hold harmless [Inter-Atlantic]
and its Affiliates and their respective dircctors, officers,
and agents from and against any and all Losscs solely
arising out of or resulting from . . . a matcrial breach of
any representation or warranty of the Company sct forth
in ARTICLE 11 as a result of fraud of the Company
and/or Alvaro.
(Timphasis supplied).
Among the warrantics and representations in Article H1 were those set forth m sections 3.7(a)-
(b), in which Global Group asserted that various financial statements between December 2002 and
April 2004 "{airly present the financial condition and changes in stockholders' equity . . . as at the
dates and for the periods to which they apply . . . No false or artificial entry has been made n the
books and records of the Company or any Company Subsidiary.” Additionally, in section 3.12, Global
Group represcented and warranted that "[t]he Company and cach of the Company Subsidiaries has
heretolore operated in compliance in all material respects with all applicable laws, rules, regulations,
codes, ordinances, ordcrs, policics, and guidelines of all Government Authoritics ... ." Finally, in
section 3.20, Global Group warranted that "[n]o representation . . . made by the Company or any
Company Subsidiary i this Agreement . . . or any other Document delivered by or on behall of (he
Company or any Company Subsidiary . . . contains any untruc statement of a material [act or omits to
state a malerial fact necessary lo make the statcments contained hercin or therein not misleading."
In Article IV of the Agreement, [nter-Atlantic made several representations regarding 1ts
expertise and due diligence. In scetion 4.3, plaintiff acknowledged it had the opportunity to ask and
rceerve information from representatives of the Companies regarding their finances and operations. In

scetion 4.5, plaint{T warranted that it had substantial expericnce in making investment decisions and




that it understood that the investment the Agreement contemplated carricd a high degree of risk.

Further, scction 4.7 of the Agreement provided:
No oral or written representations have been made, and [Inter-
Atlantic] has not rclicd upon any representations of any officer,
dircctor, employcc or other personas related to this transaction
except as otherwisc sct forth in this Agreement, the other
Transactional documents or in any certificate, instrument or other
document being delivered in connection hercwith,

Additionally, the Agrecment subjected plaintiff's obligation to close to the condition it ““shall
have completed all of its business, legal and accounting due diligence with respect to the Company and
its business and operating plan and shall, n its sole judgment, be satisfied with the results thercof.”

Simultancously with the execution of the Agreement, Global Group executed a Senior Secured
Note. Section 6 sel forth various cvents of default. Under 6(c), the Note permitted acceleration if
“[a]ny represcntation or warranty madc by [Global Group| in the [Agrcement] . . . shall have been
untrue or misleading 1in any matcrial respect as of the Closing Date.”

Plamtiff alleges that, in the first quarter of 2005, it retained an auditing [irm that identified
numerous accounting irregularities in the Companics' 2004 financial statcments. In particular, the firm
noted that Global Home Loans and American Title had not reconciled cash and escrow accounts (o
dctailed schedules; that American Title lacked detailed written documentation of its accounting
proccdures; that dispartties existed between American Title's subsidiary ledgers and the general ledger,
and that American Title lacked the internal controls to segregate cscrowed fiduciary asscts from
general assets. The audit also revealed that American Title erroncously catcgorized loan payments
held in escrow as "assets” and that American Title had commingled fiduciary funds with ordinary
revenuc m a manner that overstated revenue by approximately 400%. The opposing atfidavit of

plamtiff's managing director [urther alleges that American Title commingled its funds with moncy in




[iduciary accounts as of December 31, 2003; that Alvaro received moncy from branch managers that
(lobal Home Loans' 2003 financial statcments did not report; and that the 2003 financial statement ol
Global Home Loans and American Title inappropriately accounted for related party transactions
among those companics as well as among Alvaro's other businesscs,

In latc 2004 Alvaro adviscd Inter-Atlantic that the New York State Banking Department was
investigating Global 1Tome Loans’ operation of net branches. Additionally, at about the same time, the
Umited States Department of Labor began investigating Global Home Loans {or ninimum wage
violations in conncctlion with its payment of certain loan originators, As a result of the federal
mvestigation, Global Home Loans had to change its commisston practices. As a result of the Banking
Department investigation, Global Home Loans entered into a settlement that severely undermined 1ts
loan origination (ranchise. Global Ilome Loans had to (1) cease all net branching activities; (2) refrain
from establishing any new branches for two years; (3) post an additional surcty bond; (4) remain on
probation for two years; and (5) pay $50,000 in fines.

The complaint alleges that Global Group's business significantly deteriorated in 2005. In May
2005, Fanme Mae advised Global Home Loans that it was in violation of the agency's net-worth
rcquirements as a result of losscs and the sccurity interest granted to Inter-Atlantic. On Dccember 2,
2005, the parties entered mto an amendment of the agreement ("Amendment"”), in which plaintiff
agreed to releasc 1ts security interests in Global Home Loans and waive its right to review the
Companies' audiled financial statements [or 2004, In exchange, Global Group agreed to provide
plainti{f with audited {inancial statements for 2005 by March 2006 and agreed that the failure to pay
the Note by June 30, 2006 would constitute a default unless Global Group met certain net income

goals that ycar, Global Group also agreed to reimburse plaintiff for cxpenses it incurred in connection

with the Amendment.




Global Group did not provide the financial statcments, meet the net income requirements or
rcimburse plaintiffs as the Amendment required. On May 8, 2006, plamtiff notificd defendants that
Global Group was in default of ils obligations under the Agreement and the Amendment and declared
the outstanding amounts of approximately $4.7 million duc and payable. Global Group has not paid i(s
indebtedness, and Global Home Loans allegedly surrendered its New York mortgage banking license
cffective May 17, 2006. 'This action followed.

The First Amended Complaint sets forth four causes of action. The first causc of action asscrts
that Alvaro and Global Group fraudulently induced plaintiff to enter into the Agreement, the
Amendment and related transactions. The sccond cause of action pursues the samc claim under a
theory of negligent misrcpresentation. The third cause of action demands a declaratory judgment that
Alvaro indemnify plaintiff pursuant to scction 8.4 of the Agreement, and the fourth causc ol action
secks the samc relicf against Global Group. Plaintif( also secks punitive damages against defendants.

Discussion

The court grants the motion to dismiss as to the fraud, negligent misrepresentation and punitive
damages claims but otherwise denies it. On a motion to dismiss, the court must “accept the lacts as

alleged m the complaint as truc, accord plaimtiffs the benefit of every possible favorable infcrence, and

determine only whether the lacts as alleged fit within any cognizable legal theory.” (Amay Indus., Inc.

Retirement Trust v Brown, Raysman, Millstein, Felder & Stemer, 90 NY2d 300, 303 [2001]). The

standard “1s not whether the plaintif{ has artfully drafted the complaint but whether, deeming the
complaint to allege whalever can be rcasonably implicd [rom its stalements, a cause ol action can be

sustained.” (Stendig, Inc. v Thom Rock Realty Co., 163 AD2d 46, 48 {1st Dept 1990]). Further, the

court may freely consider aflidavits of the plaintiff to cure any delects in the pleading. (Rovello v

Orofing Realty Co., 40 NY2d 633, 635 [1976]). Wherce, as here, a parly submits documentary
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cvidence in support of its motion, a court grants dismissal only if the materials conclusively establish

a defense as a matter of law. (Leon v Martinez, 84 NY2d 83, 88 [1994]). Ultimately, “the critcrion 1s

whcther the proponent of the pleading has a cause of action, not whether he has stated one.”

(Guggenheimer v Ginzburg, 43 NY2d 268, 275 [1977]).

Liberally construing the complaint, as plaintiff’s opposing atfidavit supplements, the court
finds that the third and fourth causcs of action sct [orth a cognizablc claim for breach of the Agreement
against both defendants. Spccifically, plaintiff may seck indemnification for its losses pursuant to
section 8.4 of the Agrecement to the extent 1t can prove that the representations and warranties in
Article IIT regarding the Companics’ 2003 financial statements and regulatory comphance werce (alse,
Plaintifl’s allegations concerning the commingling of funds, improper accounting of {unds received
and rclated party transactions afford defendants with sufficient notice of the claims against them, as do
the clatms relating to the violations of banking and minimum wage laws. Although the relevant causes
of action seck declaratory reliel, the court deems them to plead ordinary contract claims. “A causc of
action for a declaratory judgment is unnccessary and inappropriate when the plaintifl has an adcquate,

alternative remedy in another form of action, such as breach of contract.” (Apple Records, Inc. v

Capitol Records, Inc., 137 AD2d 50, 54 [1st Dept 1988]; sce also Artcch Information Systems, L.L.C.

v Tee, 280 AD2d 117 [1st Dept 2001)).

Delendants center their objections on the complaint’s reliance upon the Confidential
Mcemorandum and various pre-contractual oral statements. Although the court concurs with
defendants regarding the preclusive effect of the Memorandum’s express disclaimers and the merger
clause in the Agreement, plaintiff’s opposition abandons reliance on extra-contractual representations
in favor of the specific warrantics in Article Il of the Agreement. Similarly, defendants’ objection to

the complaint’s improper reliance on post-closing accounting irregularities and non-compliance with
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GAAT 1s moot given plaintiff’s identification, in its opposing affidavit, of material, non-GAAP rclated
violations in 2003 and earlicr, Plaintiff has also alleged sufficient facts (rom which the court can mfer
that defendants knew their operations violated banking and labor laws prior to the closing, cven 1l as
delendants correctly point out, plaintifT cannot charge defendants with failing to disclose the existence
of the ageney investigations that only commenced afier the exceution of the Agrecment.

Defendants also suggest that plaintiff’s contractually acknowledged status as a sophisticatcd
mvestor and its extensive due diligence pursuant to the Agreement preclude it from claiming
rcasonable reliance on any misrepresentations. This argument is without ment insofar as the
Agrcement specifically grants plaintiff remedics to address misstatcments i the warrantics. These
provisions would be mcaningless if plaintif(”s sophistication and diligence automatically barred any
claim of fraud against defendants. To the extent defendants suggest that plaintiff had or should have
had actual knowledge of the Companies’ true financial condition or legal comphance, defendants arc
merely raising a factual question regarding rcasonable reliance that 1s not amenablce o resolution at this
procedural juncture.

The causes of action for fraud and misrepresentation, however, are either superfluous or
insulficient. A court disnusses as duplicative claims for [raud or fraudulent inducement that do not
arise out of facts separate from or allege damages distinet {rom a contract or related causc of action.

(Sce Town Housc Stock LI.C v Coby Housing Corp., 36 AD3d 509 [1st Dept 2007]; Richbell

Information Services, Ing, v Jupiter, 309 AD2d 288 [1st Dept 2003]; McMahan & Co. v Bass, 250

AD2d 4060 | 1st Dept 1998]); IE. Morgan Knitting Mills, Tnc, v Recves Bros., Inc., 243 AD2d 422 [1st

Dept 1997] [disallowing as duplicative [raud action based on false contractual warranty against

undisclosed habilitics burdening property]; compare First Bank of the Americas v Motor Car Funding,
Ing., 257 AD2d 287 [1st Dept 1999] | fraud claim based on contractual warranties permitied where
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misrcpresentations also concemed matlers relating to loans not specifically addressed by warrantics|).
Where the parties have specifically contracted [or remedies in the event of misrepresentation, the

action should proceed in contract rather than tort. (See In Re Enron, 2005 W1, 356985 at *11 |[SDNY

2005]). Here, the partics ncgotiated a discrete indemnity provision to address “any and all losses™ as a
result of the defendant’s fraud or misrepresentation.

Also, aside from demanding punitive damages (that I dismiss infra), plaintiff does not cxplain
how the amount of damages it could obtain from breach of warranty or breach of the agreement is any
different from what 1t could obtain through a fraud claim. Indeed, the damages plaintiff describes
from the alleged fraud, namely its initial investment and accrued interest (see Pl. Opp. Mcm. at 20)),
appear to be exactly the same damages that plaintiff could obtain through breach of contract. (1d. sec

also J.J:. Morgan Knitting Mills, Inc. v Reeves Brothers, Inc., 243 AD2d at 423 [1997]).

Plaintifl’s claims relating to the [raudulent inducement of the Amendment fail as a matter of
law under CPLR 3016(b). “General allegations that a party enlered into a contract with the intention

not to perfom 1t are insufficient to support a claim for fraud.” (Town House Stock LLC v Coby

Housing Corp., 36 AD3d 509, 509 [1st Dept 2007]). Moreover, statements of "prediction or

—_—

expectation™ are not actionable, (Naturopathic Labs Intern., Inc. v SSI. Americas, Inc., 18 AD3d 404

[2005]). Nor arc mere opinions regarding corporate performance. (See Longo v Butler Equities 11,

L.P., 278 AD2d 97 [1st Dept 2000]). Accordingly, plaintiff cannot premise a fraud claim upon

[}

allegations of Alvaro’s alleged representations that business was “‘strong” or “promising” or that he
would “do whatever [hie] nced|ed] to do to ensure the firm moves in the right dircetion and your

investment is covered,” particularly when he made these representations at a time when plainti(f

concedes knowledge of the scrious nature of the Companies’ problems.




Finally, the court dismisses the plea for punitive damages. This garden-variety commercial

dispute over a failed investment between sophisticated private parties does not implicate cgregious

tortious conduct dirceted at the general public. (New York Univ. v Continental Ins. Co., 87 NY2d 308

[1995]; Rocanoya v Equitable Life Assur. Soc., 83 NY2d 603 [1994]); Rivas v Amerimed USA, Inc.,
34 AD3d 250 | 1st Dept 2006]).

Accordingly, it 1s

ORDERED, that the motion to dismiss is granted to the extent of dismissing the first and
sceond causes ol action and the plea for punitive damages, and those claims arc severed and dismissed:;
and 1t is further

ORDERED, that the part of the motion to dismiss the third and fourth causes of action is
denied to the extent that plaitiff may pursue those claims in contract; and it is further

ORDERED, that the Clerk shall enter judgment accordingly; and it is (urther

ORDLERED, that the remainder of the action shall continue. /<
Dated: April _5_/,2007 . 4/0432 eo
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