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On August 27, 2008, defendants Bi osafe Laboratories, Inc.,
Bi osaf e Medi cal Technol ogies, Inc. (collectively, “Biosafe”), Labl23,
Inc. (“Labl123”), Henry A. Warner, and Robert Trunpy answered the
Amended Conpl aint in the above-captioned action, and filed two
counterclains alleging that plaintiff Barron Partners, LP (“Barron”)
(1) fraudulently induced Labl23 to execute a Stock Purchase Agreenent
(“SPA’) by failing to disclose its nanagi ng partner’s prior crimna
record and related prior m sconduct, or (2) at a m ninum engaged in
negli gent msrepresentation by failing to disclose sane. Barron now
noves, pursuant to Fed. R Civ. P. 12(b)(6) and 9(b), to dismss
def endants’ fraudul ent inducenent and negligent m srepresentation
count ercl ai s.

Accordi ng to defendants’ pleadings, Biosafe’s CEO Henry \arner
and Barron’s CEO Andrew Wrden began in May 2006 di scussing a
potenti al business deal pursuant to which Barron would invest in a
new entity, Labl123. Defendants’ First Anended Answer, Affirmative
Def enses and Counterclains (“Answer”) 7 239-40, 242. Worden

i nsisted that Labl23 be forned as a public conpany, but WArner



responded that he had no prior experience in creating or managi ng
public conpanies. [1d. 1 242-43. |In response, Wrden assured \Warner
that Barron, a private investnent fund, was an “expert” in taking
conmpani es public and woul d assi st defendants in the creation of a new
publicly traded conpany. 1d. 91 244, 279-80. Thereafter, in a My
11, 2006 e-mmil, Worden referred Warner to Barron's website, which
noted that Barron “assists and invests in private conpanies that
commt to immediately go public.” 1d. 1 245, 247. The website al so
stated that Barron hel ps conpanies go public “by introducing themto
proven professionals including | awyers and accountants to navi gate

t hrough the going public process cost effectively and painlessly,”
id., and that Wrden had “over 20 years of experience founding,
managi ng, planning, analyzing, and investing with public conpanies.”
1d. q 248s.

Def endants all ege that, based on Barron’s clai ned experti se,
defendants relied on Barron to assist Lab123 in going public and to
identify experts to assist in the process, including the law firm
GQusov O sink, LLC and the accounting firm Marcum & Kl i egman, LLP
Id. 97 254-58, 280-86. Barron did not tell Warner, and Barron's
website did not disclose, however, that (1) Wrden engaged in a free-
riding trading scheme in 1989; (2) Wrden entered into a consent
decree with the SEC in 1992 because of that schenme; and (3) Wrden
pl eaded guilty in 1995 to one count of wire fraud relating to that
schene. 1d. 11 249-53; Ex. 3 at 2, 7; Ex. 4 at 1. Defendants

contend that they did not |learn of Wirden’s crimnal record until



after Barron commenced this lawsuit, id. T 253, and that they would
not have executed the SPA if they had known of Wirden’s crim na
history. 1d. 1Y 273, 275. Although, Barron, as a result of entering
into the SPA, invested $2 million in Labl123, neverthel ess defendants
contend that, because of the alleged fraudul ent i nducenent and/or
negl i gent m srepresentation, defendants incurred substantial damages,
in excess of $1 mllion, including the cost of incorporating Labl23
and the cost of hiring and paying Lab123 enpl oyees. 1d. Y 276, 291,
293.

Turning, first, to defendants’ claimfor fraudul ent inducenent,
“[a]t the very threshol d” defendants nust allege a m srepresentation
or material om ssion on which they relied that induced defendants to

enter into an agreenent. New York Univ. v. Cont’|l Ins. Co., 87

N.Y.2d 308, 318 (1995). Here, the alleged m srepresentation/om ssion
is the failure to disclose Wrden’s prior crimnal conviction and
rel ated m sconduct. Nondi scl osure only becones actionabl e, however,

where a defendant has a duty to disclose, see, e.g., E.B. v.

Li beration Publs., Inc., 7. A D.3d 566, 567 (2d Dep’t 2004), which

can arise where there is a confidential or fiduciary relationship

between the parties. County of Wstchester v. Wl ton Becket Assoc.,

102 A.D.2d 34, 50-51 (2d Dep’t 1984).
O dinarily, however, no such relationship exists between the
sell ers and buyers of corporate stock when dealing at arns length. 2

New York Pattern Jury Instructions 166 (2d ed. 2008). See Rothml|er

v. Stein, 143 N. Y. 581, 595 (1894); Lane v. McCallion, 166 A D. 2d




688, 691 (2d Dep’t 1990) (“As there was no confidential relationship
between the sellers of the corporation stock and the plaintiff, under
these circunstances, their mere nondi sclosure of a material fact does

not constitute fraud”); Elliott v. Qwmest Comuni cations Corp., 25

A.D. 3d 897, 898 (3d Dep’t 2006) (no fiduciary relationship existed
between plaintiff investor and defendant “because [plaintiff’s]
acceptance of the stock purchase offer was a sinple business
transaction between a potential investor and a conpany soliciting
such investors”).

Here, Barron and Labl123 were, respectively, buyer and seller of
corporate stock, and were thus parties to a transaction that
ordinarily would not give rise to a confidential or fiduciary
rel ati onship. By the express terns of the SPA the only action
Barron agreed to undertake was to purchase Labl123 stock for $2
mllion, and its only affirmative representation was that, at the
time of the parties’ transaction, Labl23 was already “a corporation
duly organi zed, validly existing and in good standing under the | aws
of the State of Delaware.” See Declaration of David S. Rich (“Rich
Decl.”) Ex. C 88 2.1(a), 4.1.' On these facts, defendants’
acceptance of Barron’s offer to buy stock in Labl23 was no nore than
a “sinple business transaction between a potential investor and a

conpany soliciting such investors.” Elliott, 25 A D. 3d at 898.

'The SPA was incorporated by reference into defendants’
Counterclains, was relied upon by defendants in asserting such
clainms, and is thus properly considered on Barron’s notion to
dismss. See Chanbers v. Tinme Warner, Inc., 282 F.3d 147, 153
(2d Gr. 2002).




Moreover, the primary statenents allegedly giving rise to a
confidential or fiduciary relationship between the parties were nade
on Barron’s website. Answer T 245-50. Patently, these statenents
were not confidential; and if such w dely-dissem nated and readily
avai |l abl e statenments were sufficient to give rise to a fiduciary
rel ati onshi p, the exception would swallow the rule that no fiduciary
rel ati onship exists between the sellers and buyers of corporate
stock, and virtually every investor would owe a fiduciary duty to the

conpanies in which it invests. Cf. MGIl v. GMCorp., 231 A D 2d

449, 449 (1st Dep’'t 1996) (noting that “nass conmuni cations” are
insufficient to establish privity between parties). Likew se,

al t hough defendants allege that Barron introduced themto “proven
prof essionals,” including | awers and accountants, defendants have
failed to point to any authority holding that a buyer of corporate
stock - by referring the seller to particular professionals - enters
into a special relationship of trust or confidence with the seller.

Greenberg v. Chrust is instructive. |In that case, plaintiff,

the | argest shareholder in a corporation, net wth defendant investor
“on at |east six occasions” to discuss the devel opnent of that
corporation’s business plan and to assist in that corporation’s

fi nanci ng and busi ness devel opnent. 198 F. Supp. 2d 578, 580
(S.D.N.Y. 2002). During the course of these neetings, defendant nade
a variety of “specific representations . . . concerning his
background and busi ness background,” advised plaintiff that he woul d
undert ake search efforts for a new president and CEO for the

corporation, and prom sed plaintiff that he would raise “the
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necessary substantial capital to permt the conpany to pursue its
busi ness plan and objectives aggressively.” 1d. As a result of
defendant’s representations, plaintiff alleged that he “devel oped a

| evel of trust and confidence” in defendant, agreed to transfer to
the corporation nearly 900,000 shares of commobn stock that he

i ndi vidual ly owned, and supported defendant’ s appoi ntnment as chairnman
of the corporation’s board of directors. |1d. Based on these facts,
the court concluded that no fiduciary or special relationship arose
fromthe parties’ negotiations, holding that the parties were nerely
engaged in an arns’ -length business relationship. 1d. At 585. The
Court further noted that the fact that defendant eventually becane a
director of the corporation “in and of itself does not give rise to a
fiduciary obligation.” 1d. at 585-86 (dismissing plaintiff’s
negligent m srepresentation claim.

Here, the nature of the parties’ alleged relationship is even
nore tenuous than that alleged in G eenberg, and Barron’s
identification of “professionals” to assist defendants in creating
Lab123 and taking it public pales in conparison to the efforts nmade
by defendant in that case. Indeed, as in G eenburg, defendants have
failed to allege any facts sufficient to denonstrate that Barron
possessed any “special” or “unique” experience that differentiated it
fromany other investnment fund, or that Barron would have been aware
of any use to which information concerning Wirden’s guilty plea would
be put. Thus, because defendants have failed to allege any facts
sufficient to denonstrate that the rel ati onship between the parties

was anyt hing other than arnis-1ength, defendants’ fraudul ent
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i nducenment claim prem sed on nondi scl osure, nust be dismssed with
prej udi ce.

| ndependent |y, defendants’ fraudul ent inducenent claim al so nust
be di sm ssed because the alleged om ssion was imaterial. An
om ssion of fact is material if “a reasonable nan woul d attach
I nportance to its existence or nonexi stence in determ ning his choice
of action in the transaction in question,” or “the nmaker of the
representati on knows or has reason to know that its recipient regards
or is likely to regard the natter as inportant in determning his
choi ce of action, although a reasonable man woul d not so regard it.”

Chase Manhattan Bank v. Mdtorola, Inc., 184 F. Supp. 2d 384, 394

(S.D.N.Y. 2002) (citation omtted). Here, defendants in essence
argue that Worden's consent decree and guilty plea would have been
hi ghly rel evant in deciding whether to accept Barron’s $2 mllion
i nvest ment, because a prospective business partner’s character for
truthfulness is essential to a productive business relationship.

On its face, however, the consent decree expressly provides that
Worden neither admtted nor denied the allegations contained in the
Securities and Exchange Commi ssion’s conplaint. See Answer Ex. 4.
Accordi ngly, because Wrden's consent decree was not a “true

adj udi cation[] of the underlying issues,” Lipsky v. Comonweal th

United Corp., 551 F.2d 887, 893-894 (2d Cr. 1976), it had no bearing

on his character for truthful ness, and Barron's failure to discl ose
its existence cannot, in these circunstances, be viewed as a nateri al

om ssion. See Singleton v. New York, 632 F.2d 185, 193 (2d Cir

1980) (“An adjournnent in contenplation of dismssal, |ike a consent
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decree, involves the consent of both the prosecution and the accused
and | eaves open the question of the accused’'s guilt”).

Nor have defendants all eged any facts sufficient to support an
i nference that Worden’s guilty plea was material to defendants’
decision to accept Barron’s $2 million investnment. As an initia
matter, Worden's 1995 plea related to conduct that occurred
approximately 17 years before Barron’s all eged nondi scl osure and the
parties’ execution of the SPA. Gven the tenporal renoteness of
these events, Wrden' s plea would have been, at nost, of margina
rel evance. More fundanentally, although the prior guilty plea of an
i ssuer may be relevant in some circunstances to a reasonabl e investor
when evaluating the “total mx of information” avail able concerning a

conpany, Basic Inc. v. Levinson, 485 U S. 224, 232 (1988) (citation

omtted), the converse is not true; that is, a prior conviction of
sonmeone who is ready to invest in the defendants’ conpany woul d not
have any rel evance what soever to the defendant issuer, who relies on
the investor for noney and (as alleged here) expertise, but not on
the investor’s integrity, character for truthful ness, or

representations concerning its past dealings. Cf. Consol. Gold

Field, PLC v. Anglo Anerican Corp. of South Africa, 713 F. Supp.

1457, 1470 (S.D.N. Y. 1989) (when assessing the materiality of an

al | eged om ssion, courts |ook, inter alia, to whether a conpany has

provided “information as to material facts in a format fromwhich a
reasonabl e i nvestor could reach his own conclusions as to the risks

of the transaction”).



In this respect, it is clear fromthe face of defendants’
counterclaimthat defendants entered into the SPA based on Barron’s
supposed expertise, and not based on any representati ons concerning -
or understanding of - Barron's integrity or character for
trut hful ness. Indeed, defendants’ counterclaimis entirely bereft of
any facts denonstrating that know edge of Wrden's guilty plea would
have rai sed any legitinmate concerns regarding the risks of accepting
Barron’s investnent. The irrelevance of Wrden's plea to defendants’
deci sion to accept Barron’s investnent is further underscored by the
fact that the SPA recites no representations or warranties regarding
t he backgrounds of W rden or any other of Barron’s partners or key
personnel. See Rich Decl. Ex. C 88 5.1 - 5.10.°

Finally, and critically, defendants have failed to point to any
casel aw standing for the proposition that a decade-old conviction of
t he managi ng partner of an investor would be naterial to a seller of
stock, and the casel aw upon whi ch defendants rely is inapposite. 1In

Energent Capital |nvestnent Managenent LLC v. Stonepath G oup, Inc.,

for instance, the Second Circuit considered securities clains brought
by an investor, not an issuer, and did not directly address the
materiality of a defendant’s association wth a person barred from

the securities industry. 343 F.3d 189, 191-92, 196 (2d Cr. 2003).

> Defendants all ege that Barron sought information regarding
the crimnal history of Labl123's officers and directors, Answer
19 263-68, and argues that this sonehow denonstrates the
materiality of Worden’s guilty plea. As noted above, however, an
i nvestor and an issuer of stock stand in denonstrably different
positions, and information that mght be material to a reasonable
i nvestor would not necessarily be material to the seller of the
st ock.



Li kewi se, the court in Drobbin v. N colete Instrunent Co. nerely held

that the disclosure made by defendants concerning a prior conviction
was sufficient for purposes of federal securities |aws, and did not
reach - nor address - the materiality of the information that was
di scl osed. 631 F. Supp. 860, 888 (S.D.N. Y. 1986). Accordingly, the
fraudul ent i nducenent claimnust also be dism ssed, with prejudice,
because the all eged nondi sclosure is imuaterial.?

Turning to defendants’ counterclaimfor negligent
m srepresentation, that nust be dism ssed for nany of the sane
reasons as their counterclaimfor fraudul ent inducenent. The
el enents of a negligent m srepresentation claimunder New York | aw
are that “(1) the defendant had a duty, as a result of a special
rel ati onship, to give correct information; (2) the defendant nmade a
fal se representation that he or she shoul d have known was i ncorrect;
(3) the information supplied in the representati on was known by the

def endant to be desired by the plaintiff for a serious purpose; (4)

® Def endants Bi osafe, Warner, and Trunpy cannot maintain a
fraudul ent i nducenent claimagainst Barron for the separate and
addi ti onal reason that Barron and Labl123 are the only parties to
the SPA.  Under New York law, in order to state a claimfor
fraudul ent inducenent, “the person making the representations
must be, or acting on behalf of, the other party to the contract.
Fraud by a third party is not effective to vitiate contractual
obligations.” Nat’l Union Fire Ins. Co. v. Wrley, 257 A D. 2d
228, 233 (1st Dep’'t 1999); see Navigant Consulting, Inc. v.

Kost aki s, No. 07-CV-2302, 2007 W. 2907330, at *3 (S.D.N. Y. Cct.
4, 2007) (“To state a claimfor fraudul ent inducenment [plaintiff]
must show,” inter alia, “a knowingly fal se representation of a
material fact by the other party, or a person acting on behal f of
the other party, to the contract”). Here, because the only
parties to the SPA are Barron and Labl123, Biosafe’s, Warner’s,
and Trunpy’s fraudul ent inducenent claimnust, again, be

di sm ssed.
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the plaintiff intended to rely and act upon it; and (5) the plaintiff

reasonably relied on it to his or her detrinent.” Hydro Investors,

Inc. v. Trafalgar Power, Inc., 227 F.3d 8, 20 (2d Cr. 2000).

As an initial matter, “[u]nder New York law, a plaintiff may not
recover for negligent msrepresentation in the absence of a speci al
rel ati onship of trust or confidence between the parties.” Banque

Arabe et Internationale D Investissenent v. Maryland Nat’'| Bank, 57

F.3d 146, 158 (2d Cir. 1995). Here, as noted above, defendants’ own
pl eadi ngs nmake plain that they cannot allege facts sufficient to
denonstrate that a “confidential” or “special” relationship existed
bet ween Barron and Lab123.

Accordi ngly, because Barron and Labl123 were nerely a buyer and
sel l er of corporate stock, defendants’ claimfor negligent

m srepresentati on nust be dismssed. See Phillips v. Am Int’]|

G oup, Inc., 498 F. Supp. 2d 690, 696 (S.D.N. Y. 2007) (dismssing

plaintiff’s negligent msrepresentation claim where the conpl ai nt

failed to allege “any facts suggesting that the relationshi p between

plaintiff and defendants was anything other than arm s-length”).
Moreover, it is well-established that a claimfor negligent

m srepresentation may stand only “where there is actual privity of

contract between the parties or a relationship so close as to

approach that of privity.” Gssining Union Free Sch. Dist. wv.

Anderson, 73 N.Y.2d 417, 424 (1989). Here, as noted above, the only
parties to the SPA were Barron and Labl123, and defendants have been
unabl e to denonstrate the existence of any relationship “so close as

to approach that of privity.” Accordingly, defendants Biosafe’s,
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Warner’s, and Trumpy’s claim for negligent misrepresentation must L
dismissed for this separate reason.

For all of the foregoing reasons, any amendment to defendants’
counterclaims would be futile, and both counterclaims must be, and
hereby are, dismissed in their entirety, with prejudice.’

SO ORDERED.

e

ED S. RAKOFF, U.5.D.J

Dated: New York, New York
January 20, 2008

* The Court therefore need not consider Barron’s alternative

arguments as to why defendants’ counterclaims must be dismissed.
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