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SUPREME COURT OF THE STATE OF NEW YORK - NEW YORK COUNTY 

PRESENT: Hon. KARLA MO$KQWITZ PART 03 
Justice 

.- 

MARK FINKELSTEIN, STRICTLY RHYTHM 
RECORDS, INC., 

INDEX NO. 60433 2/20Q2 

Plaintiffs, MOTION DATE 

-against- 
MOTION SEQ. NO. 002 

MOTION CAL. NO. WARNER MUSIC GROUP INC., THE: RHYTBlM 
MNTHOD INC., WEA INTERNATIONAL, INC. 
WARNER MNSIC UK LIMITED, and 
AOL TIME WARNER INC., 

Defendants. 

The following papers, iiumbcrcd 1 to were read on this motion to/for 

Notice oP Motion/ Order to Show Cause - APPidavits - Exhibits 

Answering APfidavits - Exhibits E 1- 
Replying APfidavits t m  9 4 

- 
PAPERS NUTMBERED 

Upon the foregoing papers, it is 

ORDERED that this motion is decided in accordance with the 

accompanying Decision and Order. 

Dated: February 14, 2006 
,/ 

\ J.s.c- 
KARLA MOSKOWITZ 
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SUPREME COUKT OF THE STATE OF NEW YOKK 
COUNTY OF NEW YORK: IAS PART 3 
................................................................................................... x 
MARK FINKELSTEIN, 
STRICTLY KI-IYTI-IM RECORDS, INC., 

Plain tiffs, 

-against- 
Iiidcx No. 604.332/02 

WAKNEK MUSIC GROUP INC. 
TI-IE RHYTHM METHOD INC. 
WEA INTERNATIONAL INC. 
WARNER MUSIC UK LIMITED, and 
AOL TIME WARNER INC., 

I I A, 

y{‘ ‘!.--“DECISION and ORDER 

Defend ants , 
......................................................................... 

MOSKOWITZ, J.: 

Thc court previously set forth the facts of this case in a prior decision dated October 28, 

2003 (the “prior decision”) and therefore repeats only those facts as are nccessary to this 

decision. By this motion (seq. no. 2), Warner Music Inc., (E/!& Warner Music Group IIIC.) 

(Warner); Thc Rhythm Mcthod Inc. (Rhythm), WEA International Inc and Wariicr Music UK 

Limited (collcctively “defcndants”) move for partial summary judgment dismissing Count 1 for 

fraudulciit misreprcscntation and Count IX for aiding and abetting fraudulent misreprcscntation. 

Defendants also move to dismiss plaintiffs’ claims for breach of fiduciary duty and negligcnce 

(Counts 11, VI1 and VUI) because, defendants claim, the counts are derivative and barrcd. 

On November 22,2000, plaintiffs Mark Finkelstein (Finkelstein), Strictly Rliythm 

Rccords, hic (SRR) and defendant Rhythm agrccd to form a joint ventur‘k.itDefendc?nt Waiiicr 
I 

previously created Rhythm to hold its interest in the joint venture. Fink ciii and SRR creiitcd 

Strictly Rhythm Records, LLC (Company or SRR LLC) to serve as a vehiclc for the joint 
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venturc. Plaintiff SFX owned 95% of thc membership intcrest in the Company while plainti Ff 

Finlcelstcin owned 5%. The Membership lntcrcst Purchase Agrccment (Purchase Agrccnicnt) 

and the Aniendcd and Restated Operating Agreement (Operating Agreenicnt) (collectively 

“Agreements”) memorialized the terms of the joint venture and the creation of thc Company. 

Pursuant to the Agreements, SRK transferred its rights and interests in  its music 

rccor-dings to SRR LLC. In return for a 50% equity intcrest in SRR LLC, Rliytlim paid SKt< $9 

million in cash for a 45% membership interest in the Company and gave Finkelstein a $ I  niillion 

proniissory note, that Warner guarantccd, €or Finkelstcin’s 5% membership intctcst. Slut 

rctained ownership of the rcniaining 50% of thc Company. 

Section 8.1 of the Operating Agreement required the Company to: 

adherc to [Wanier’s] policies and proccdures (as the same may change from timc 
to time) applicable to the managcment and administration of [ Warner] Labels. 
Currcnt [Waimer] policies and proccdures include those set forth on Exhibit 
attached hereto. 

(See Operating Agreement attachcd as Exhibit 9 to the Affirmation of Jay Cohen, Esq. Dated 

July 11 ,  2005). 

Section 8.3  of the Operating Agreement entitled “Form of Agreements” also provides h a t  

“Company-related agreements * * * [shall] be in standard fonn mutually agreed by the 

Members,” and that these agreements bb[shall] be negotiated within paramctcrs mutually agreed 

by the Members and, in reaching mutual agrccmeiit, [Rhythm] will take into account [SRR’s] 

business practices.” 

, Plaiiitiffs liavc accused Warner and its subsidiaries and afiiliates of maintaining a policy 

“of not licensing recordings to third-partics for use in coinpilations unless such third-partics 
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thcniselves owned and agreed to license recordings to Warner or its subsidiary or alfiliate for 

use in its own compilations.” (the “Undisclosed Compilation Policy” [Complaint 11 641). The 

Operating Agreement rails to mention the Undisclosed Compilation Policy anywhere even 

though it attachcs a list of Warner’s “currcnt” policies. According to plaintiffs, defendants 

reinained silent about the Undiscloscd Compilation Policy prior to plaintiffs entry into the joint 

venturc. 

According to plaintiffs, Warner caused its subsidiaries to follow the Undisclosed 

Coinpilation Policy because of “the dramatic disparity between the revenue and profits that 

Waiiier stood to earn froin the sale and distribution oldance music albums * * * by its own 

subsidiaries and the licensing revenue and profits that it stood to earn from its fifty pcrcciit 

inlerest (through Rhythm) in thc Company.” (Complaint 7 92). The net result, according to 

plaintiffs, was that Warner used its intercst in the Company to incrcase its ownership interest i n  

the dance music market aiid maximize its revcnues at the Company’s cxpcnsc. PlailitiTCs claim 

that the Undisclosed Compilation Policy resulted in lost business opportunities, thcrcby 

depriving the Company “of substantial revenues and profits” (Id., 7 82), that eventiially rcsulted 

in the Company’s filing a voluntary Chapler 7 bankruptcy petition. 

Discussion 

I. The Fraud Claims 

On thc prior motion to dismiss at the inception of this case, defendants moved to dismiss 

thc lkaud claims arguing that there was no justifiable reliancc. I denied that part of defeiidants’ 

motion because plaintiffs allegations were sufficient that defendants had a duty lo disclose thc 

Undisclosed Compilation Policy. (Prior decision ,pg. 10). 
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Now, on summary judgment, dcfendants again prcss the point that plaintiffs cannol 

demonstrate reasonahlc rcliance because plaintiKs did not inquirc about third-party liceiising 

policies and bccause plaintiffs failcd to conduct due diligence concerning those policies. That 

plairitiffs did not conduct due diligcncc is not in dispute. 

To prevail on a claim for h u d ,  plaintiff must show justifiable reliance. (See J.A 0 

Ac-pisition Cot-p. v. StLzvitsXy, 18 AD3d 389 [ 1st Dep’t ZOOS]). In cases involving sophisticatccl 

busincss entities, plaintiff cannot claim justifiable rcliaiice where plaintilf had access to critical 

information but failed to make use of that access. (Ahrcihumi 1’. UPC’ C’onstruction C’o., 224 

AD2d 23 1 [ 1 st Dcp’t 19961 [failure to excrcise right to perform audit preludcd claim 01 

justifiablc rcliaiice where plaintiff had been “put on noticc” of precarious financial condition of 

defendant]). 

Howevcr, “whether a duty to inquire is triggered is a coiitext-specific and fix[-based 

inquiry.” ( JP  Morgccii Chase Bank v. Winnick, 350 FSupp2d 393,408 [SDNY 20041). For 

exarnplc, where the facts arc pcculiarly within thc knowledge of the defendants, the law may not 

rcquire the plaintiff to conduct due diligence. (Id. at 41 0). Also, where plaintiff has a right to 

perfoiiii an inspection or due diligencc but does not so do, thcre can still be justifiablc rcliaiice. 

It is only where plaintiff had indisputable access to the truth or there was some suspicious cvcut 

or infonilation triggcriiig the duty to inquire that a plaintiff will not have justifiably rclicd. (Id.) 

hi addition, “once a party has undcrtaken to mention a relevant fact to the other party it 

cannot give only half ofthe truth.” (Marrley v. Ambase Corp., 126 FSupp2d 743, 756 [SDNY 

20011 [citations omitted]); cf. Junius Construction Corp., v. Cohen, 257 NY 393 [1931] [in 1 

seeking to rescind contract for sale of real property, seller “having undcrtaken or professed to 
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melition [two projected street openings] . . .could not fiiirly stop half way, listing those that were 

miinportant and keeping silent as to the other”]). 

Before entering into thc joint venturc with Warner, plaintiffs would have had no reason 

to ask about the Undisclosed Compilation Policy. First, thc rccord provides no definitive 

evidence that plaintiffs kncw such a policy existed. It is undisputed that the Opcrating 

Agreement mentions currcnt Warncr policies, but Iails to inention tlic Undiscloscd Compiliition 

Policy. Once Warner disclosed other Warner policies, a jury might find that plaintilk j u s t i h b l y  

thought that thcrc wcrc no other pertinent policies. Further, as joint venture partncrs, plaititiff.. 

niay not liavc cxpected that Warner would allow its international affiliates to follow a policy 

that would have limned the Company. 

Moreover, as noted earlier, section 8.3 of the Operating Agrcement required Rhylhm lo 

takc into account SRR’s business practices in connection with contracts for the liceiises that 

Rhythm was responsible to arrange with affiliates of Warner. One of SRR’s business practices 

apparently was to allow L‘non-exclusive third-party compilation licenscs issucd by and through 

its cxclusive licensees and, in the absence of exclusivc liccnsccs, by SRR itsclf’ (Pl. Opp. Mcni 

at 10; see also Finkclsteiii Afl. 7 9), a practice that was apparently the opposite of Warner’s 

Undisclosed Cornpilation Policy. 

Finally, the record reflects that, before the joint venturc fornied, an international affiliatc 

of Warner (LondonFFRR) licensed a SRR rccording to several third-parties on a non-cxclusivc 

basis, including to at least one-third party compiler who had no repertoire to trade in return. 

(See Affidavit of Mark Finkclstcin, sworn to August 19, 2005 at 11 41). That at least one prior 

dealing was l o  the cordrary further bolsters plaintiffs’ claim that there was no rcasoii to ask 
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about third-party liccnsiiig policies. 

Thus, under thcse circumstances, whether plaintiffs’ reliance was justifiablc is an issue 

for the fact-tinder. The court therefore denies defendants’ motion to dismiss plaintiffs’ dirccl 

claim for fraud (Count I>. Bccause defendants rnakc 110 separate argutneiits in seeking to 

dismiss Court LX for aiding and abetting fraud, tlie court also dccliiies to dismiss that claim. 

11. Dcrivative Claims 

Defendants argue that plaintifis’ breach of fiduciary duty clainis arc derivative claims 

that really bclong to SKR LLC. The Chapler 7 Trustcc or  SKK LLC releascd SRR LLC’s claims 

against Rhythm aiid its “affiliates,” including Warner. (See Affidavit o f  Brian S .  Heiinanii, 

sworn to July 12, 2005, Ex. F). Defendants reason that lhercfore the release has extiriguished 

aiiy derivative claims that plaintiffs might assert in this action. 

In opposition, plaintiffs first argue that, in effect, defendants are asserting that plainti Ns 

lack standing to bring the breach of fiduciary duty claims and that defendants have waived this 

dcfciise because they did not raise it by way of motion or in their answer. However, derendants 

do not really challcnge plaintiffs’ standing, They do not assert that plaintiffs could never havc 

brought clainis on behalf of SRR LLC. Instead, defendants assert that the courl must disiiiiss 

plaintiffs’ claims, to the extent they are derivative, becausc tlie Chapter 7 Ti-ustee released all 

claims on behalf of SRR LLC during the bankruptcy. Thus, the court does not prcclude 

dchdan t s ’  argument OH the basis of waiver. The court notes that there is also waiver of a 

defense based upon release unless a party asserts that dcfense either in a motion to dismiss or in 

a rcsponsive plcadiiig. (See CPLR 321 l[a] [ 5 ] )  and 321 1 [c]), However, as plaintiffs did not 

make this argument, the court will not address it. 
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The court now turns to the issue of whether plaintiffs’ claims are truly derivative. Thc 

parties agree that Dclaware law applies to thc analysis of the claims against Rhylhni. (See Opp, 

Mem at 38) The parties do not agrec whether Delaware or New York law applies to the clainis 

against Warner. For thc purpose of this analysis, the court gives plaintiffs thc bciicfit oi‘the 

doubt and applies New York law as thcrc is no discernable diffcrence anyway between 

applicable Ncw York law and Delawarc law. 

A. 

Defendants arguc that plaintiffs’ manufacturing, licensing, royally and failure to I icensc 

Breach of Fiduciarv Duty against Rhythm 

claims are really derivalivc claims that belong to SRR LLC and plaintiffs cannot assert lliese 

claims derivatively anymore because SRR LLC releascd thcm in the bankruptcy. Apparenlly, 

plaintiffs had the opportunity io object to SRR LLC’s release of claims during the bankruptcy, 

b u t  did not do so. 

hi determinins whether a claim is derivative or direct under Delaware law, courts 

examine: (1) who suffercd the alleged h a m ,  thc corporation or the suing members individually 

(or stockholders in thc case of a corporation); and (2) who would rcccive the benefit of any 

recovery or otlicr remedy, thc corporation or the stockholders, individually. (See Tnnfcy v. 

Donafilson, Ltifkin & Jenrette, Inc., 845 A.2d 1031, 1032 [Del. 20041) Shared injury will not 

sufiice for a direct claim. (Id. at 1039). “The stockholder’s claimcd direct injury must be 

independent of any alleged injury to thc corporation.” ( I d .  See ufso Nerriazee v. Premier 

Pirrchasing furlners, L.P., I AD2d-, 806 NYS2d 22, 23 [ 1st Dep’t ZOOS] [following 

l Tooley]). 

, 
Plaintilfs concede that “[dlefendants have correctly cited and articulated the relevant 
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case law addressing the issue olwhelher claims assertcd by shareholders ofllelawarc 

corporations are direct or derivative.” (Opp. Mem. at 38). Plaintiffs claim, however, that the 

cascs defendants cite do not apply becausc those cases involvcd shareholders of Delawarc 

corporations while this case involves a limited liability company. This is incorrect. l‘he tcst to 

detcrmiiie whether a claim is derivative or direct applies to all business entities. (See l J i l i i i i i r i  I). 

Prz~dentiaI-Ruc.he Properlics, h i c . ,  61 1 A2d 12, 14 [Del. Ch. Ct 19921 [“thc dcteiiiiinalion of 

whctlier a fiduciary duty lawsuit is derivative or direct is substantially the same for corporatc 

cases as it is for limited partnership cases”]; see also Harris, Recent Case Law 1)evelopnicril.s 

Hcluling to Delaware’s Alternative Entities, 7 Del. L. Rev. 21 3, fn. 3 1 [2004] [noting that  

Tuuky disapproved of the test in Anglo American, a casc upon which Finkelstein and SRR rely, 

and stating that nothing in Toofey indicates that it would not apply in the liiiiited parlnership 

context]). 

h opposition to this motion, plaintiffs do nothing to explain how the injury they claiiii 

io have suflered inures oiily to them. In laact, plaintiffs concedes that thesc claiiiis against 

Rhyt1un“appear” to be derivative, but under the outdated Delaware case law plaintiffs cite, “the 

distinction between dircct and derivative claims is, as a practical mattcr, irrelevant.” (SCP Opp 

Mem at 41 -42). As discusscd above, plaintiffs coiild not bc more wrong on the law. 

Under Tooley, plaintiffs’ claims are indeed derivativc. (See e.g. Weber v. King, 1 I O  

FSupp3d 124, 132 [EDNY 20001 [applying Delaware law and holding that claims were 

derivative because plaiiiliffs’ intercst in sustaining the profits of thc limited liabilily cornpariy 

was due solcly to their two-thirds stake in that entity.]). Plaintiffs’ alleged daniagcs rely solely 

on the reduced profits of the Cornpan); bccause of defendants’ breaches. Thus, m y  damage 
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plaintiffs cxperieiiced flows directly from their interest in the Company. As such, the clainis arc 

dcrivalive. Accordingly, the court dismisses plaintiffs’ brcach or fiduciary duty c l a i m  against 

Rliytlm, 

B. Plaintiffs’ Breach of Fiduciary Duty Claims aEainst Warner 

Plaintiffs claim that Warner owed them direct fiduciary dutics as a joint venture partncr. 

(Opp. Mein at 43). Thc court notes that Warner is not a signatory on the agreements and 

therefore qucstioiis whether Warncr is a joint venturc partner with a conconiitant fiduciary dii ty 

in the first instance. Howcver, assuniing that Warner does owe plaintiffs tiduciary duties, h e  

court slill rnust dismiss thc claim [or reasons similar to the dismissal of plaintiffs’ fiduciary duty 

claini against Rhythm. This is because again, plaintiff does nothing to argue against dcrendants’ 

oharactcrizatioii of this breach of fiduciary duty claim as derivative. 

The parties appear to disagree over which state’s law applies lo the breach of fiduciary 

duty claims agaiiist Warner: Ncw York or Delaware. Regardless, uiidcr either New York o r  

Delaware law, plaintiffs still have not provided any way for this court to view their claiiiis as 

dircct. Instead, under the heading “SRR’s Fiduciaiy Duty Claims arc Direct Claims undcr 

Applicable New York Partnership Law” plaintiffs only regale the court with a broad exegcsis 011 

New York Partnership law and cite the general rule that a shareholder may bring an individual 

suit if the defendant has violated an independent duty to the shareholdcr. (Opp. Meni. at 34-47). 

What plaintiffs do not explain is what that independcnt duly is. Again, plaintiffs have failcd to 

dciiioiistrate how the injury they have suffcred does not flow from injury to SRR LLC. 

For example, plaintiffs have asserted in their complaint that Wanier (and Rhythm) 

violated their fiduciary duty by failing to ensure that Warner’s worldwide affiliaics “had 
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appropriate facilities and resources available for the timcly and proper maiiufacture of both vinyl 

records and CDs of the Company’s records.” (Complaint T I44[d]). This type of 

misnianageinent claim is derivativc. (Broome Family Purtners v. M L  Media Opportuiiity 

I’m-hzcrs L.P., 273 AD2d 63, 64 [ 1 st Dep’t 20001 [allegations of mismanagcment and diversion 

of assets did not iinplicalc any injury to plaintiffs distinct froin the hami to Ihe partnership]; 

Strarri v. Scveir IMls Assnc., 75 Ad2d 360, 371 [ ls t  Dep’t 19801 [claim for alleged 

mismanagcment was derivative] j. 

Similarly, plaintifls claim that defendants breached their fiduciary duties by “refiising lo 

grant and issue. , . licenses to third parties to use Company Records.” (Complaint 117 144[b], [c] 

and Li 1). According to plaintiffs, defendants refused the third-party licenses bccausc defe1ldam 

stood to earn more from using Company records on their own compilations than they would by 

licensing Company records to others to use on third-party compilations. (Id. 117 91-92). Thus, 

defendants’ rerusal detrimentally effected SRR LLC’s profits. Thcrdore, any harm to 

individual members flowed first through the Company and is thcrefore derivativc. (See Uroom,  

supru, 273 Ad2d at 64). The remainder of plaintiffs’ claims suffer similar problems. ‘I’hat 

defcndants breached their fiduciary dutics “by failing and rehsing to properly account, . to the 

Company” for royalties that the “exploitation and use of Company recordings by [dcleiidants’] 

affiliates” gencrated (Coniplaint 1 144[g]) alleges injury only to SRR LLC. So does thc claim 

that d e h d m t s  breached their fiduciary duties by refiising to “license repertoire to thc 

Company.” (Complaint 1 144[e]) Indeed, plaintiffs claim that this rcfusal “hampered thc 

Coinpany’s ability to gencrate revenue” (Complaint 11 83). This niakcs it all the morc clcar that 

plaintiffs ate asscrting a derivative claim. 
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SRR LLC released the claims it had against Rhythm and Warncr in its bankruptcy 

proceeding. Plaintifis do not deny that they wcre given an opportunity to object to that rclcase 

and did not. Accordingly, plaintiffs' claims for breach olfiduciary duty as containcd in Counts 

11, VI1 and VI11 ofthe complaint are dismissed to thc extent thc claims are dcrivative. 

In so holding, the court notcs that parties to ajoint vcnture owe cacli other fiduciary 

duties. (Meitihard v. Snlmoti, 249 NY 458 [ 19281; Richhell /tfo. s'cw. Iric., 17. Jupiter, 309 

AD3d 288 [lst  Dep't 20031). '1'0 thc extent that plaintiffs have asserted direct claims whcrc the 

injury to them docs not flow through SRR LLC, plaintiffs may maiiitain a claim for breach of 

fiduciary duty. However, plaintifk have pointed out no direct claims to the court. 

Accordingly, it is 

ORDERED THAT defendants' Warner Music Group Inc., The Rhythm Method Inc., 

WEA lnternational Inc. arid Warner Music UK Limited motion for paitial summary judgment is 

grantcd in part disiiiissing Counts IT, VII and VIIl of the complaint to the extent those counts 

assert dcrivativc claims and is otherwise denied. 

The parties are directed to attend a settlerncnt conference on February 28, 2006 at 10 

a.m. with principals in thc courtroom, room 248, 60 Centre Street. 
/ 

I 
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