Unreported Cases

INTRODUCTION

UNREPORTED CASES is a continuing feature of THE
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as received.
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AUERBACH v. EARTH ENERGY SYSTEMS, INC., No. 8568
Court of Chancery of the State of Delaware, New Castle
April 26, 1988
An individual and derivative action was brought against Earth
Energy Systems, Inc., Control Data Corporation, and certain officers of both companies. The parties agreed to settle the case, and
the stipulation of settlement provided that Control Data would offer
to purchase all of Earth Energy's outstanding shares, a provision
contained in the court of chancery's final order and judgment. This
action for specific performance of the settlement, brought by three
movants who tendered their shares to Control Data, was instituted
after Control Data refused to purchase the movants' shares because
the shares were subject to outstanding options.
The court of chancery, per Vice-Chancellor Jacobs, granted
the motion requesting the court to order Control Data to purchase
all of Earth Energy's stock. The court held that it was not free to
consider extrinsic evidence that the stipulation of settlement containing Control Data's offer to purchase "all outstanding shares"
applied only to all outstanding shares free of encumbrances because
no restriction was contained in the fully integrated agreement. In
addition, the court refused to allow restrictive terms to be made
in "final transfer documents" mentioned in the agreement without
reference to those documents containing additional substantive terms.
Furthermore, the court held that it would be inequitable to modify
the offer to retroactively exclude movants after the movants' rights
to pursue certain claims against Control Data were extinguished
by the settlement that the movants supported.
1.

Compromise and Settlement C

21

Judgment C= 91
Motions 0

66

When the court explicitly reserves jurisdiction for the purposes
of taking any action that may be appropriate to give effect to or
to enforce a final order and judgment, the court retains jurisdiction
to compel the defendants to consummate the settlement of the action
so as to enforce the final order.
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2.

Contracts

0
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175(2)

Evidence C

384, 397(1), 397(6)

A stipulation of settlement that states that the defendant would
purchase all outstanding shares of a corporation but not stating
that the shares must be free of encumbrances and that, by its own
terms, constitutes "the entire agreement," is fully integrated and
cannot be altered by parol evidence later submitted by one of the
contracting parties.
3.

Contracts

= 166

Evidence C

384, 397(1), 397(6)

Parties to a settlement agreement may not seek to change the
terms of the agreement by adding restrictive terms after the fact
by incorporating them in "final transfer documents" mentioned in
the agreement, but without contemporaneous reference to any additional substantive terms that were later to become a part of the
final transfer documents.
4.

Contracts C

168

The court cannot imply an omitted term in a contract unless
it is clearly shown that the parties would have agreed to the term
had it been proposed.
5.

Compromise and Settlement C
Equity 0

18(1)

57

When a settlement supported by the movants extinguished their
rights to pursue certain claims against the defendant, it would be
highly inequitable to modify the final order to allow the defendant
to exclude the movants retroactively from its settlement offer.
Jeffrey M. Weiner, Esquire, Wilmington, Delaware, for movants.
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R. Franklin Balotti, Esquire, Kevin G. Abrams, Esquire, James
C. Strum, Esquire, of Richards, Layton & Finger, Wilmington,
Delaware, for defendant Control Data Corporation.
JACOBS,

Vice-Chancellor

In August, 1986, Plaintiffs Mark Auerbach and Robert Clarke,
as Trustees, ("plaintiffs") brought this individual and derivative
action for injunctive and other relief against Earth Energy Systems,
Inc. ("Earth Energy"), Control Data Corporation, Earth Energy's
majority shareholder, ("Control Data") and certain officers of both
companies (collectively, "the defendants").
On December 18, 1986, the parties agreed to settle this case,
and embodied their agreement in a Stipulation of Settlement (the
"Stipulation"). The Stipulation provided, among other things, that
Control Data would offer to purchase all of Earth Energy's outstanding shares for $1.00 per share.
On January 9, 1987, this Court approved the Stipulation and
entered a Final Order and Judgment that, inter alia, required Control
Data to offer to purchase all of Earth Energy's outstanding shares
for $1.00 per share. After the Final Order was entered, EdnaJacobs,
Paul Jacobs, and Jacobs Wind Electric Company, Inc., (collectively,
"the Movants") tendered their shares to Control Data. However,
Control Data refused to purchase the Movants' shares, claiming
that it had no obligation to accept them, because the shares were
subject to outstanding options. Control Data claims that its obligation to purchase Earth Energy shares under the Settlement Stipulation extended only to shares that were unencumbered.
On February 12, 1987, the Movants moved for Specific Performance of the Settlement, requesting this Court to order the
defendants to repurchase all of their Earth Energy stock pursuant
to the Stipulation and Final Order. For the reasons now set forth,
that motion will be granted.
I.
The Movants presently own 9.3% of Earth Energy's issued
and outstanding common stock. The remaining stock is owned by
Control Data.'
1. Before the filing of this action, Control Data owned approximately 75%
of Earth Energy. As a result of the Settlement of that action, Control Data now
owns 90.7% of Earth Energy's shares.
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On May 24, 1985, the Movants granted two options to Mr.
Robert Schmidt and to Triple E Management Company, a firm
owned by Mr. Emil Ebner. At that time, Messrs. Schmidt arid
Ebner were Earth Energy's President and Vice President, respec,
tively. The options entitle Mr. Schmidt and Triple E Management
Company to purchase the Movants' Earth Energy shares at any
time before May 31, 1988, and to vote the Movants' shares uritil
the options were either exercised or expired.
Two years later, this action was brought against Control Data
and Earth Energy. On December 18, 1986, the parties iled the
proposed Stipulation of Settlement. Thereafter, all shareholders of
Earth Energy, including the Movants, were sent a NotiCe of Proposed Settlement of the derivative action, which described Control
Data's offer to purchase all outstanding Earth Energy shares held
by minority shareholders. 2 The Notice pertinently stated:
2. Control Data proposes to offer all stockholders of Earth
Energy One Dollar ($1.00) per share to purchase all outstanding shares of common stock held by the minority
stockholders of Earth Energy (the "Offer"), which Offer
the Plaintiffs agree is fair, reasonable and adequate.
The Stipulation, which was prepared and executed by both
counsel for plaintiffs Auerbach/Clarke and defendants Earth Energy/
Control Data, et al., and was sent to the Movants, pertinently
provided as follows:
2. Control Data proposes to offer all stockholders of
Earth Energy One Dollar ($1.00) per share to purchase
all outstanding shares of common stock held by the minority stockholders of Earth Energy (the 'Offer'), which
Offer the plaintiffs agree is fair, reasonable and adequate.
6. Promptly after execution of this Stipulation, the
attorneys for the parties shall submit this Stipulation to
the Court for review and approval. ...

2. In addition to the Notice, Earth Energy shareholders were sent a twopage letter of transmittal and an unaudited balance sheet. The letter pertinently
described Control Data's stock purchase offer as follows:
Control Data believes it advisable for it to obtain 100 percent of the outstanding stock of [Earth Energy]. Control Data, therefore is offering to purchase
the stock of Earth Energy Systems, Inc. held by you for a price of One Dollar
($1.00) per share.
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7. If after the Hearing the Court finds the Settlement
to be fair, adequate, reasonable and in the best interests
of th Earth Energy stockholders, the parties shall ask the
Odurt to immediately enter a final order and judghi~nt,
(b) Approving this Stipulation, and adjudging the

....

tdiihs thereof to be fair, reasonable and adequate and
directing consummation of its terms and provisions, authorizing and directing the parties hereto to take all actions
necessary and appropriate to consummation of the Stipulation, and reserving jurisdiction with respect to all further applications arising out of or connected with the
settlement:
The foregoing, including without limitation the exhibits attached hereto, constitute the entire agreement
among the parties with respect to the subject matter hereof
and may not be modified or amended except in writing
signed by all. parties hereto or their successors in interest.
After the Settlement hearing, this Court approved the Stipulation of Settlement, including the above terms. 3 The Final Oiddr
approving the Settlement petinently stated:
1. The Notice of Proposed Settlement of Derivative
Action .

.

. is hereby determined to be adequate and suf-

ficient.
4. The compromise and settlement of this action.. ,
is found to be fair, reasonable and adequate and in the
best interests of Earth Energy, its stockholders and the
Plaintiffs and is herdby approved; and the parties to the
Stipulation of Settlement are hereby authorized and directed to comply with and consummate the settlement of
this action in accordance with the terms of the Stipulation
of Settlement.
3. The Stipulation incorporated by reference the terms of the Notice of
Proposed Settlement. Both the Stipulation and Notice were also incorporated and
approvred in the Final Order.
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The Order also provided that:
8. Without affecting the finality of this Final Order
and Judgment in any way, the Court hereby reserves
jurisdiction for the purposes of taking any action that may
be appropriate to give effect to or to enforce this Final
Order and Judgment.
After the Final Order was entered, the Movants accepted Control Data's $1.00 per share offer to purchase their Earth Energy
shares. They executed the requisite acceptance documents and de-

livered them to Control Data on January 13, 1987. The acceptance
letters pertinently stated that:
Please be advised that our clients, [the Movants] accept Control Data's offer to sell their respective shares of
stock in Earth Energy . . . in accordance with the court
approved settlement in the case of Auerbach et al. v. Earth
Energy Systems, Inc ....
As you know the [Movants'] shares are held in escrow
pursuant to documents prepared by Control Data counsel.
It is clear that the purported option will never be exercised.
However, the [Movants] are willing to have the $1.00 per
share offer deposited into an escrow account pending expiration of the foregoing option.
Several days after Control Data had received the Movants'
acceptance letters, and after the deadline for acceptance of the offer,
Control Data telecopied a form of Assignment of Shares of Stock
Separate from Certificate (the "Assignment") to the Movants'
counsel. The Assignment provided for the transfer of ownership of
the Earth Energy stock to Control Data. It also contained the
following language:
The undersigned also represents and warrants that the
above-referenced shares are all of the shares of Earth
Energy Systems, Inc. owned by the undersigned and that
the undersigned is transferring them to Control Data Corporation free and clear of all liens and other encumbrances.
The Movants did not execute this Assignment, because their
shares were subject to the options. The Movants did offer, however,
to allow Control Data to escrow the purchase price until the options
expire. Control Data has rejected that proposal, and, because the
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Movants' stock is encumbered by the options, it has also refused
to purchase the Movants' Earth Energy stock.
The instant motion followed.
II.
As a threshold matter, the defendants argue that this Court
lacks subject matter jurisdiction over the Movants' claims. That
argument is easily disposed of.
[1] The Final Order approving the settlement of this action
authorized and directed the parties to the Stipulation to comply
with and consummate the settlement in accordance with the terms
of this Stipulation. It also explicitly "reserve[d] jurisdiction for the
purposes of taking any action that may be appropriate to give effect
to or to enforce the Final Order and Judgment." Clearly, therefore,
this Court retained jurisdiction to compel the defendants to consummate the settlement of this action, so as to enforce the Final
Order.
III.
I now turn to the substantive issue, which is whether the Final
Order requires Control Data to purchase the Movants' Earth Energy
shares subject to the options. That Order directs the parties to
consummate the settlement in accordance with the terms of the
Stipulation of Settlement. One term of the Stipulation is that "Control Data proposes to offer all stockholders of Earth Energy One
Dollar ($1.00) per share to purchase all outstanding shares of common
stock held by the minority stockholders of Earth Energy." (Emphasis
added).
The specific legal question is whether or not the above described
offering language applies to "all outstanding shares," as Movants
contend, or, only to "all outstanding shares fee of encumbrances,"
as Control Data contends.
Defendants argue that Control Data offered to acquire only
unencumbered shares, and that the Movants had been advised of
that condition on four separate occasions. The defendants further
contend that because the offer specified that "final transfer documents" would be sent, the terms of those documents (specifically,
the Assignment) should be treated as a term that was incorporated
into the offer by reference. Finally, the defendants assert that the
Movants must have understood that the offer for their shares could
only have been for unencumbered shares, because Control Data
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could not otherwise reach its stated goal of 100% ownership of
Earth Energy.
[2] Those arguments are both inequitable and without legal
merit. Control Data claims that during the course of settlement
negotiations it told the Movants that it would purchase only those
shares that were free of the encumbrances created by the options.
That claim is factually disputed, but even if it were true, that does
not change the clear unqualified language of the Stipulation, which
is that Control Data will purchase "all outstanding shares." Nowhere does the Stipulation state that the shares to be purchased
must be free of encumbrances. By its own terms, the Stipulation
constitutes "the entire agreement." As such it is fully integrated
and cannot be altered by parol evidence later submitted by one of
the contracting parties. Restatement (Second) of Contracts § 216(1) (1979);
E. A. Farnsworth, Contracts 451-4 (1982).
[3] Nor can the defendants' offer, as expressed in the Stipulation, now be made contingent upon terms to be later set forth
in future "final transfer documents." The Stipulation itself defined
the terms of the Control Data offer. Neither that Stipulation nor
any other contemporaneous document mentioned any additional
substantive terms that were later to become a part of the "final
transfer documents." For the Defendants now to seek to change
the terms of the Settlement Agreement by adding restrictive terms
after the fact cannot be countenanced.
[4] The Defendants next maintain that if the options are allowed
to remain in effect, they cannot reach their stated goal of acquiring
100% control of Earth Energy, because they would not "own" all
of the Earth Energy stock free and clear of any encumbrances.
Because the Movants knew that that was Control Data's stated
goal, defendants argue that the Movants must also have known
that Control Data's offer could only have included unencumbered
stock. I disagree. The defendants knew of the options when they
prepared and signed the Stipulation. They could have taken steps
to include appropriate language in the Stipulation to restrict the
scope of their offer. They did not. This Court cannot imply an
omitted term in a contract unless it is clearly shown that the parties
would have agreed to the terms had it been proposed. Martin v.
Star Publishing Co., Del. Supr., 126 A.2d 238, 244 (1956). On this
record, any such finding would be inappropriate. The Court will
not conclude, by way of implication, that the Control Data offer,
despite the generality of its scope, was intended to include only
unencumbered Earth Energy shares. Control Data knew about these
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encumbrances when the Stipulation was drafted. It can only be
concluded, therefore, that Control Data knowingly decided not to
exclude these encumbered shares from its offer, because Control
4
Data could have easily provided differently in the Stipulation.
IV.

Finally, even if the Court were free to consider extrinsic evidence, such evidence would not suffice to defeat the Movants'
claim for relief. Control Data has proffered extrinsic evidence to
demonstrate that it intended to exclude the Movants' stock from
their offer. Based on extrinsic evidence, defendants urge this Court
to modify the offer as described in the Stipulation.
That extrinsic evidence, however, is controverted by the Movants' affidavit evidence that they understood that the Control Data
offer would apply to all of their Earth Energy stock, and that they
consented to the Settlement in reliance upon that understanding.
That Settlement extinguished the Movants' right to pursue certain
claims against Control Data. Movants' counsel has represented that
if Movants had been told that Control Data intended to exclude
their stock from the offer, the Movants would have objected to the
Settlement on that ground.
[5] The record establishes that the Movants had a reasonable
basis (i.e., the language of the Notice and the Stipulation) for their
understanding of the offer and that the Movants acted in reliance
on that understanding in consenting to the Settlement. The primary
feature of the Settlement was the Control Data offer to purchase
"all outstanding shares of Earth Energy from the Company's minority stockholders for $1.00 per share." (Defendant's Brief at 1.)
Accordingly, the record would be amply sufficient to support a
finding that (i) the Movants were misled by the defendants' failure
to express in the Stipulation of Settlement and related documents,
that which defendants now proclaim to be their true intent, and
that (ii) the Movants detrimentally relied upon the Defendants' in-

4. Finally, as a practical matter, the defendants have control over the
options, because the option holders are former Earth Energy officers who are
now employed as consultants by Earth Energy. It would appear that the defendants
can be certain that the options will never be exercised. Accordingly, for equitable
and practical reasons, there is no need to rewrite the Settlement to insure that
Control Data will receive 100% of Earth Energy, because, it can acquire 100%
control whenever it so chooses, by simply accepting the Movants' Earth Energy

shares.
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court and public representations in deciding to support, and not
object to, the Settlement. The Movants abided by the Settlement
in good faith. To now modify this Court's Final Order so as to
allow Control Data retroactively to exclude the Movants from its
settlement offer would be highly inequitable.
V.
For the foregoing reasons, the Motion for Specific Performance
is granted. Counsel shall confer and submit an appropriate form
of order.

BOESKY v. CX PARTNERS, L.P.
No. 9739
DREXEL BURNHAM LAMBERT INC. v. CX PARTNERS,
L.P.
No. 9744
IVAN F. BOESKY CORP. v. CX PARTNERS, L.P.
No. 9748
Court of Chancery of the State of Delaware, New Castle
April 28, 1988

Following the dissolution of a limited partnership, the defendant, the appointed liquidating partner, proposed a non-pro rata
liquidating distribution plan. The liquidating distribution proposal
excluded those limited partners whom the defendant had grounds
to suspect, by way of pending litigation, were involved with the
wrongful activities of the former general partner, Ivan F. Boesky,
whose dealings led to the dissolution of the limited partnership.
Four plaintiffs in related actions sought to enjoin the proposed
partial liquidating distribution asserting rights in various capacities:

as creditors and potential creditors of the dissolved limited partnership; as a limited partner excluded from the proposed liquidating
distribution; and as a former general partner, also excluded. In
addition, one creditor filed a motion for partial summary judgment
with respect to its rights as the holder of outstanding notes.
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The court of chancery, per Chancellor Allen, held that the
creditor's motion for partial summary judgment with respect to its
rights as holder of outstanding notes should be granted, and that
the motion for a preliminary injunction restraining the liquidating
partner from effectuating the non-pro rata liquidating distribution,
as proposed, must be granted as well. The court based its findings
on the lack of authorization for the liquidating partner to effectuate
such a distribution, both under the terms of the Agreement of
Limited Partnership and the common law regarding limits on fiduciary duties. The court also set out the elements to be included
in a liquidating distribution proposal which would not be enjoined.
1. Injunction 0= 151
The standard governing the issuance of a preliminary injunction
is that the plaintiff must demonstrate a reasonable probability of
ultimate success at trial and a threat that irreparable injury will
occur unless the remedy is afforded.
2.

Injunction C

151

Equity 0=- 54
A court of equity will attempt to evaluate the risk to the
defendant or to others legitimately concerned with a preliminary
injunction if it grants the remedy improvidently and balances that
risk against that posed to plaintiff if no injunction is awarded.
3.

Summary Judgment 0= 181(1), 181(2)

Summary judgment is granted only where there is no genuine
basis in the record to dispute facts material to an asserted theory
of liability or a defense to liability and that theory provides a legal
entitlement to the movant for judgment.
4.

Partnership C

17, 22

In construing the words used in a limited partnership agreement, courts will read the words used precisely when called upon
to interpret such documents.
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22

Partners may define the specifics of their partnership within
the requirements of law.
6.

Partnership 0=

280

There is no necessity, legal or practical, that requires that an
agreement of limited partnership be amendable during the windingup phase.
7,

Partnership C

349, 366

A limited partnership agreement contemplates that all limited
partners would stand on the same basis with respect to distributions
pf capital or of earnings.
8,

Corporations
Partnership

0
C--

544(6), 617(1)
279, 374

A person claiming to be a creditor of a partnership in dissolution
is entitled to adequate security before distributions are made to
partners.
9.

Partnership C=

374, 376

A person claiming to be a creditor of a partnership in dissolution
is entitled to adequate security which may be afforded by the gcneral
assets left in the partnership, even if not set up in discrete reserve
accounts.
10.

Partnership

0=

279, 376

Where the claim of a creditor of a partnership in dissolution
is upliquidated or contingent, what constitutes adequate security is
a question of judgment.
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Corporations C---

CASES

310(1)

A liquidating trustee's judgment as to what constitutes adequate
security, even when made in good faith and advisedly, is not entitled
to the powerful effects of the business judgment rule.
12.

Corporations C= 544(6)

It is the function of the court that supervises the liquidation
of a partnership to make an independent judgment of the adequacy
of such security when it is challenged.
13.

Corporations 0= 544(6)
Partnership 0=- 376

Where a liquidating trustee elects to distribute assets to partners
in respect of the partnership interest before either all creditors have
been paid, or actually funded, and segregated reserves for their
claims have been established, it is the burden of such liquidating
agency to persuade a court that adequate security for the payment
of such claims has been provided.
Bruce M. Stargatt, Esquire, William D. Johnston, Esquire, and
Melanie K. Sharp, Esquire, of Young, Conaway, Stargatt & Taylor,
Wilmington, Delaware; and David I. Goldblatt, Esquire, Martha
E. Gifford, Esquire, Catherine M. McGrath, Esquire, and Michael
P. Aaron, Esquire, of Proskauer Rose Goetz & Mendelsohn, New
York, New York, for plaintiffs Seema S. Boesky, Boesky & Kinder
Partners, L.P., and The Ivan F. Boesky Corporation.
Robert K. Payson, Esquire, and Daniel F. Wolcott, Jr., Esquire,
of Potter Anderson & Corroon, Wilmington, Delaware; and Mathias
E. Mone, Esquire, and Jonathan D. Thier, Esquire, of Cahill
Gordon & Reindel, New York, New York, for plaintiff Drexel
Burnham Lambert Incorporated.
David A. Drexler, Esquire, and Mary B. Graham, Esquire, of
Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware; and
Mitchell H. Kaplan, Esquire, and Douglas W. Salvesan, Esquire,
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of Choate, Hall & Steviart Boston, Massachusetts, for defendants
CX Partners, L.P., and David R. Herwitz.
Roderick R. McKelvie, Esquire, and Stephen E. Jenkins, Esquire,
of Ashby, McKelvie & Geddes, Wilmington, Delaware; and George
D. Reycraft, Esquire, Richard J. Wiener, Esquire, and Debra L.
Brown, Esquire, of Cadwalader, Wickersham & Taft, New York,
New York, for intervening defendants Arden Way Partners.
ALLEN,

Chancellor

These related actions seek to enjoin a proposed partial liquidating distribution of approximately $209 million to some, but not
all, of the limited partners of a Delaware limited partnership now
known as CX Partners, L.P. ("CX"). Earlier, under the name
Ivan F. Boesky & Company, L.P., this partnership was one of
several related limited partnerships through which the now notorious
Ivan F. Boesky conducted his large-scale stock arbitrage activities.
Four plaintiffs assert rights in various capacities-as creditors
and as potential creditors of CX, as a limited partner excluded
from the proposed liquidating distribution, and as the former general
partner, also excluded. Defendant is David Herwitz, the person
appointed by the sole general partner to serve as Liquidating Partner
upon the general partner's resignation on March 13, 1987. Fortyone limited partners of CX, to whom the Liquidating Partner
proposes to make a distribution, have been granted the right to
intervene as party defendants and are collectively referred to here
as the Arden Way Partners or the "Eligible Partners."
The distribution sought to be enjoined results from negotiations
looking towards the settlement of litigation among various CX
limited partners and the Liquidating Partner. That litigation is
pending in the United States District Court for the Southern District
of New York. In it, most of the CX limited partners asserted that
CX and its general partner (an Ivan Boesky controlled limited
partnership called Boesky & Kinder, L.P.) had violated Section 12
of the Securities Act of 1933 in inducing their original investment
in CX and that, as a result, each had a legal right to rescind the
purchase of its limited partnership interest. In order to appreciate
the motives of the various parties interested in this motion, and to
assess the arguments advanced, it is necessary to set forth something
of the complex background of this affair, remaining, however,
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mindful that what is here set forth reflects only the surface of these
matters and not much of that.
I.
A.

The Legal Structure and Capitalization of The Ivan F.
Boesky Merger Arbitrage Business.

CX Partners, L.P. was formed as a Delaware limited partnership on March 5, 1986 under the name Ivan F. Boesky &
Company, L.P. The general partner of the firm was another Delaware limited partnership, Boesky & Kinder, L.P. ("B&K"), whose
general partner, in turn, was Ivan F. Boesky. CX had at least two
subsidiaries that it managed and controlled. One was Seemala
Partners, L.P., a registered broker-dealer; the other was Hudson
Funding Corp.
CX was capitalized from three principal sources. First, it borrowed money. Drexel Burnham Lambert Incorporated privately
placed some $660 million of subordinated notes of CX's Hudson
Funding subsidiary. CX has assumed the obligation of the maker
of the Hudson Notes. Second, Boesky & Kinder, L.P., the general
partner, apparently contributed approximately $13 million. Third,
limited partnership interests were sold to a small group (approximately 45) of sophisticated investors. These investors contributed
approximately $325 million. Of that amount, $100 million was
invested by Guiness Enterprises, Inc., an affiliate of Guiness, plc.,
a British firm, and $20 million by Farnsworth & Hastings, a British
firm in which Ivan Boesky had a large indirect interest. Drexel
Burnham, plaintiff in one of these cases, is listed on the partnership's
books as the owner of a limited partnership interest of approximately
$3 million.
Thus, in this structure, which he controlled through B&K,
Ivan Boesky had available close to one billion dollars for deployment
in his arbitrage activities. This sketch of the legal entities involved
does not pretend to be complete; there were others-a management
company (IFB Management Partners, L.P.) for example-but we
need not now attempt a fuller understanding. It will be helpful to
note, however, that prior to March 5, 1986, Boesky conducted his
activities through a corporation called The Ivan F. Boesky Corporation. On that day, CX partners, L.P. purchased substantially
all of the assets of Boesky Corporation (the "Asset Purchase"). As
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a result, large distributions of cash were made to Ivan Boesky ($105
million) and to Seema Boesky, his wife ($48.5 million).
B.

The Dissolution of CX and the Liquidating Partner's Efforts
to Wind-Up Its Affairs.
1.

The Appointment of a Liquidating Partner.

On November 14, 1986 the Securities Exchange Commission
brought suit against Ivan Boesky charging him with violating Sections 10(b) and 14(e) of the Securities Exchange Act of 1934. That
same day, Mr. Boesky consented to the entry of judgment in favor
of the SEC. On March 13, 1987, Boesky caused B&K to withdraw
as general partner of CX. On April 23, 1987, Ivan Boesky pleaded
guilty to a one-count indictment charging him with conspiracy to
make false filings with the Securities Exchange Commission, a
felony.
Under the CX Agreement of Limited Partnership (sometimes
hereafter the "Agreement"), the withdrawal of B&K caused CX
to terminate. In the event of termination, Section 12.3 of the
Agreement required the prompt, orderly liquidation of the partnership, under the supervision and control of either the general

partner or a liquidating partner. Such a liquidating partner:
shall have all of the rights and powers over the assets and
liabilities of the Partnership in connection with such liquidation which the general partner has over the assets
and liabilities of the Partnership during the term of the
Partnership;
On March 13, 1987, Mr. Boesky designated David Herwitz,
a lawyer and professor of law, as Liquidating Partner. Mr. Herwitz
had not previously had any business dealings with Mr. Boesky or
any of the entities he controlled. He was suggested for this duty
by a firm of lawyers who had only recently undertaken to represent
CX.
Stated most generally, the duties of Herwitz as a liquidating
partner are to gather together the firm's assets, to pay creditors'
claims or make adequate provisions for the payment of valid claims,
and to distribute the remaining funds, if any, to the firm's partners
in the manner provided for in the firm's governing instrument. See
generally, Delaware Revised Uniform Limited Partnership Act, Sec-

tion 804, 6 Del. C. § 17-804.
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2.

Claims to CX's Assets.

Those with claims against CX in liquidation may be placed
into four broad categories. First are general or business creditors.
These claims were never large in relation to assets in the firm and
are not material to this litigation. Second are the claims of the Hudson
Noteholders which exceeded $660 million and which are, in part,
material to this case.
Mr. Boesky's withdrawal from his arbitrage activities constituted a default under the terms governing the notes. In order to
redeem the notes, CX needed the approval of the SEC since the
cash necessary to redeem them was held in CX's subsidiary, Seemala
Partners, L.P., which was a registered broker-dealer. The SEC
conditioned its approval of the transfer of those funds by Seemala
upon the condition that no distribution in liquidation to the partners
of CX would occur for a period of one year.
Some $640 million in principal amount of the Hudson Notes
were redeemed on March 13, 1987. The partnership did not, however, redeem $20 million of those notes held directly or indirectly
by Drexel. This step was apparently motivated by suspicion (which
has given rise to the assertion of a claim by the Liquidating Partner)
that Drexel had knowingly participated with Mr. Boesky in wrongful
activities that had injured CX and that might result in CX suffering
further damage.
The third category of claims faced by Mr. Herwitz are unliquidated claims that are presently in litigation or may arise as a
result of such litigation (i.e. indemnification claims). It will be
necessary to expand on these litigation claims briefly below.
The fourth category of claims is composed of claims of partners
qua partners. In this category, the Liquidating Partner has drawn
a bright line between those parties whom he proposes to deal with
as innocent (and who would participate in his proposed distribution),
and those (most importantly, B&K, the former general partner,
and Drexel, but also excluding some smaller fry who worked closely
with Boesky) whom he asserts he has a reasonable basis to suspect
have injured the partnership and whom he proposes to exclude
from distributions presently.
3. Claims In Litigation.
The claims currently being litigated against CX have significance on this motion for two reasons. First, some of the plaintiffs
assert rights as creditors for whom no adequate provision is being
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made. That assertion is based in large part upon the size of the
unliquidated claims presently in litigation. Second, the specific proposal that is the subject of this motion arises out of the so-called
Arden Way litigation. It would be artificial to assess that proposal
without understanding its context.

(a) The trading cases and their proposed settlement. These cases are
brought as class actions by persons who claim to have suffered
injury when they sold securities, the price of which was affected
by manipulative activity on the part of Mr. Boesky. In connection
with the entry of the civil judgment against him in November 1986,
Mr. Boesky was required to create a $50 million fund to be used
for the payment of compensation to persons who were injured by
his illegal actions. The so-called trading cases deal with all stocks
that Mr. Boesky has been identified as having manipulated. A
settlement of those cases has tentatively been agreed upon. It looks
primarily to payments from the $50 million fund created as part

of Boesky's agreement with the SEC. It apparently would release
CX from liability, but would not do so with respect to B&K, Mrs.
Boesky or The Boesky Corporation, all of whom assert against CX
claims for indemnification of any liability they may incur in that
litigation. Herwitz estimates that CX's exposure under the settlement is a maximum of $4 million and that the settlement is likely
to be finalized.
(b) The FMC litigation. This suit was brought by a corporation
that claims, essentially, that it was caused to spend hundreds of
millions of dollars more in the acquisition of another corporation
than it would otherwise have had to pay, but for a breach of
confidence and self-dealing by a senior officer of its investment
banker. It is alleged that Boesky (through CX presumably) knowingly participated in this alleged violation of duty and is jointly
liable with the investment banker and his former firm. The complaint was dismissed as failing to state a claim upon which relief
may be granted. An appeal to the appropriate federal circuit court
of appeals is proceeding. Herwitz has regarded this claim as representing little or no exposure to CX.
(c) The Arden Way litigation in which limited partners seek rescission.
A large proportion of CX limited partners have filed suit in New
York seeking rescission of the transaction by which they became
limited partners. The basic theory of that suit is that material facts
relating to the manner in which Mr. Boesky had conducted the
activities of The Ivan F. Boesky Corporation were not disclosed to
proposed investors, in violation of Section 12 of the Securities Act
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of 1933. After reviewing these matters through his counsel, Mr.
Herwitz has concluded, and reported to the limited partners, that

"with respect to most of the limited partners, they appear to have

a virtually unassailable case . . . there is a question as to whether
Guiness Enterprises, Inc ....
whose limited partnership investment

of $100 million is by far the largest, and F&H Associates ("F&H"),
whose limited partnership investment is $20 million, could be precluded from rescission because of the circumstances surrounding
their investments."

There is, apparently, some basis to contend

that the Guiness' investment was made, in part at least, in consideration of a secret undertaking of Boesky to assist Guiness in
an effort to acquire control over Distillers Company, plc, in violation
of U.K. law.
In the setting of the Arden Way litigation, multi-party negotiations have gone forward. B&K, the former general partner of
CX, Drexel and a few other persons associated with Mr. Boesky,
have been the only holders of partnership interests that have not
participated in those negotiations. In the negotiations, a proposed
accommodation has been worked out. It is that proposal that forms
the basis for the current distribution plan of the Liquidating Partner.
(d) CX's litigation claims against B&K, The Boesky Corporation,
Drexel and others. Finally, CX has sued the foregoing parties, claiming
that they knowingly participated in defrauding CX in connection
with its Asset Purchase from The Boesky Corporation and have
otherwise participated in wrongs that have caused significant injury
to it and threaten additional injury. Among the losses alleged are
market losses caused by the forced liquidation of CX's investment
portfolio; substantial fees paid to Drexel in connection with the
Hudson Note placement ($26 million), which financing remained
in place for only a few months; other fees and costs, including
attorneys' fees incurred in connection with the winding-up of the
partnership's business, and the threat of future adverse judgments.
C.

The Liquidating Partner's Plan for Current Distributions to
Limited Partners.

The proposed liquidating distribution contemplates the current
distribution of some $209 million of the approximately $304 million
now held in CX. That money would be distributed among the
"Eligible Limited Partners," which group would comprise all partners except those whom the Liquidating Partner has grounds to
suspect were involved with Boesky's wrongful activities. They were
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excluded from the negotiations. The excluded partners represent
approximately $22 million of the original $338 million of capital
invested in the firm. More than half of the excluded capital is
represented by B&K's original $13 million investment.
Under the plan, while all eligible partners would participate
in the distribution, they would not participate in proportion to their
rights under the Agreement of Limited Partnership. Rather, at least
for the time being, there would be a reallocation among participating
partners that would result in Guiness and F&H reallocating to other
limited partners some portion of their claim.'
With respect to the basic theory of this proposed settlement,
Mr. Herwitz said in his March 4, 1988 communication to the
limited partners which described the proposal:
At this time, we believe that the Partnership could justify
rejection of any claim against or interest in the Partnership,
on the part of Boesky & Kinder, Mr. Boesky, Mr. Davidoff, certain other affiliates of Mr. Boesky and Drexel
or, at least, deferral of any payment on their claims or
interests until payment of the claims and interests of most
other limited partners, and therefore those limited partners
are not included among the Eligible Limited Partners.
As indicated above, the circumstances surrounding
the investment of Guiness and F&H give rise to potential
defenses to their claims for rescission against the Partnership. However, there are considerable differences of
opinion among the parties with respect to the strength of
these defenses.
The Liquidating Partner, in that same communication, briefly summarizes the complex proposal that he now makes, as follows:
The essence of the proposed settlement is to recognize the
right of both Guiness and F&H to participate with most
of the other limited partners in liquidating distributions
from the Partnership; however, under the terms of the

1. The plan contemplates that, in the somewhat unlikely event that there
ultimately would be enough funds in CX to repay in full all stated capital
contributions, then the preference given to the Eligible Limited Partners other
than Guiness and F&H will be reversed with respect to later distributions with
the effect that ultimately Guiness and F&H could receive back all of their initial
investment.
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settlement agreement, most of the limited partners obtain
a significant precedence over Guiness and F&H in the
timing of those distributions. In addition, Guiness agrees
to (i) make cash payments totalling $3.5 million to the
Partnership and Eligible Limited Partners who consent to
the settlement (including Guiness and F&H, the "Consenting Limited Partners"); and (ii) provide indemnification to the Partnership and Consenting Limited Partners
other than Guiness and F&H with respect to Guiness'
acquisition of Distillers Company and the Partnership's
activities in connection therewith.
The settlement agreement contemplates an immediate
liquidating distribution in the amount of $209 million, of
which only $28.9 million would go to Guiness and $9
million to F&H, while the balance would be shared by
the other Eligible Limited Partners, representing a return
to them of approximately 86.5% of their respective investments, ....
D. The Proposed Amendments to the Agreement of Limited
Paitnership to Effectuate the Proposed Liquidating Distribution.
In the light of the provisions of the Limited Partnership Agreement dealing with distributions upon liquidation, it was thought
appropriate to amend the Agreement of Limited Partnership in
order to effectuate the proposed settlement. It is one of the contentions in this litigation that such amendment would be necessary
in order to effectuate this proposal and that, under the Agreement
of Limited Partnership, there is no power in these circumstances,
in the Liquidating Partner or in a majority of the limited partners
to amend that agreementi
As currently drawn, the Agreement of Limited Partnership
provides, in Section 12.4, a plan of distribution upon termination.
First, the Liquidating Partner is to pay and discharge debts and
liabilities of the partnership; next, he is required to establish such
reserves as he deems necessary for contingent liabilities; next, he
is to pay and discharge pro rata any loans that may have been
made by the partners to the partnership; next, he is to make
payments "to the partners in proportion to their respective capital
account and special account balances.

.

."; and finally, he is to

distribute any remainder "40% to the general partner and 60%
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to the partners in accordance with their respective percentage interests for the last fiscal period of the partnership."
The amendments that the Liquidating Partner proposes are
elaborate. But for present purposes, it should be enough to note
the following. First, those proposed amendments would make distribution to partners upon termination subject to a new provision
(Section 12.8) which, in effect, specifically authorizes the complex
terms of the current non-pro rata distribution proposal. In addition,
it adds a new section to the provisions dealing with distributions
upon termination (Section 12.9) explicitly authorizing the Liquidating Partner whenever he believes in good faith that CX "has
or may have a claim" against a partner arising from a partnership

matter, to withhold distribution in his sole discretion. 2
With respect to the question of power to amend the Agreement
itself, Section 15.3, as currently written, provides in pertinent part
as follows:
15.3 Amendments. The terms and provisions of this Agree-

ment may be modified or amended at any time and from
time to time by the consent of the general partner and
the majority in interest of the limited partners.
The proposed amendments would do two things, with respect to
the power to amend. First, it would add the words "or the Liquidating Partner if a Liquidating Partner has been appointed under
Section 12.3" after the words "general partner" in Section 15.3
and, second, it would add a new sentence making the new provision
in Section 12.8-which incorporates into the agreement the terms
of the proposed settlement-unamendable with respect to the interest

2. This new section would provide as follows:
12.9 Right to Withhold Distributions. Notwithstanding any other provision of this agreement, in the event the Liquidating Partner determines,
in good faith but in his sole discretion, based on information available
to the Partnership and the Liquidating Partner from time to time, that

the Partnership has or may have a claim, right of setoff or other defense

to payment against any partner by reason of its investment in the

Partnership, administration of Partnership affairs or other conduct as it
may affect the financial affairs of the Partnership, the Liquidating Partner
shall have the right to withhold such payment of the distributions otherwise payable to such partner under the provisions of Section 12.4 as
the Liquidating Partner determines, in good faith but in its [sic] sole
discretion, is reasonable in light of the amount and nature of the Partnership's actual or contingent claims.

1989]

UNREPORTED CASES

of any Consenting Limited Partner without the consent of such
limited partner.
II.
On March 18, 1988, Mrs. Boesky, acting on her own behalf,
and purportedly derivatively on behalf of B&K, of which she is a
limited partner, The Ivan F. Boesky Corporation and B&K brought
suit in this court asserting that the announced plan of a non-pro
rata liquidating distribution constituted a breach of fiduciary duty,
a breach of contract and a violation of the Delaware Revised
Uniform Limited Partnership Act (the "Act"). The plaintiffs immediately moved for a temporary restraining order to delay effectuation of the distribution then scheduled for no later than March
31, 1988. The parties voluntarily agreed to delay effectuation of
the distribution for a short time and on March 23, 1987, after
hearing both sides and reviewing affidavits, the court entered a
temporary restraining order and set the matter down for hearing
of an application for preliminary injunction on April 25, 1988.
Meanwhile, on March 21, 1988, Drexel Burnham had filed a
complaint seeking a declaration of its rights as a holder of the
Hudson Notes and seeking preliminary and permanent injunction
in that capacity, as well as in its capacity as an excluded limited
partner. Drexel Burnham has moved on its complaint for partial
summary judgment with respect to its declaratory claim.
[1-2] The standards governing the issuance of a preliminary
injunction are well-settled. Plaintiff must demonstrate a reasonable
probability of ultimate success at trial and a threat that irreparable
injury will occur unless the remedy is afforded. Beyond that, before
acting, a court of equity will always look to the balance of the
equities. More specifically, it will attempt to evaluate the risk to
the defendant or to others legitimately concerned with the matter
if it grants the remedy improvidently and balances that risk against
that posed to plaintiff if no injunction is awarded.
[3] The test for summary judgment is no more controversial.
Such a judgment is granted only where there is no genuine basis
in the record to dispute facts material to an asserted theory of
liability or a defense to liability and that theory provides a legal
entitlement to the movant for judgment.
For the reasons that follow, I conclude that Drexel's motion
for partial summary judgment with respect to its rights as a holder
of Hudson Notes should be granted and that the motion for a
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preliminary injunction, restraining the Liquidating Partner from
effectuating the non-pro rata liquidating distribution, as presently
proposed, must as well be granted.
As to a bond and an appropriate form of order, the parties
should confer and seek to reach agreement. In the absence of
agreement, any party may submit a form of order on notice. In
the interim, the Liquidating Partner shall continue to be subject
to the earlier order restraining the accomplishment of his proposal.
III.
Whether the distribution proposed is consistent with the command of Section 17-804 and Section 12.4(b) of the Agreement
presents novel issues of the law of limited partnerships under the
Delaware version of the Revised Uniform Limited Partnership Act.
Those questions will be touched upon below. I first turn to the
assertions of the parties in their capacities as partners of CX.3 Those
questions involve first the question whether the proposed amendment to the Agreement is authorized by that Agreement. If the
answer to that question is yes, the question then arises whether the
effectuation of that amendment by the consent of the Liquidating
Partner constitutes a breach of fiduciary duty owed to the excluded
limited partners. If the answer is no, then the question arises whether
the discriminating distribution is authorized, in these circumstances,
by the existing Agreement and the common law.
A.

The Validity of The Proposed Amendment

Section 15.3 of the Agreement of Limited Partnership provides
in part as follows:
15.3 Amendments. The terms and provisions of this agreement may be modified or amended at any time and from
time to time by the consent of the general partner and
the majority of interests of the limited partners;
The claim of plaintiffs that the proposed amendments are invalid, acknowledges that it is permissible for a partnership agreement to create a mechanism by which the agreement itself may be

3. I note in that connection that Mrs. Boesky is not a partner of CX and,
while she may have standing to assert derivatively B&K's rights as a partner,
she has, in my opinion, no rights of her own in the affairs of CX.
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amended following dissolution of the partnership. The assertion
here is that the agreement does not do so, but rather limits exercise
of the amendatory power to periods prior to dissolution. That
argument is premised upon the terms of Section 12.3, which provides in pertinent part as follows:
12.3 Winding-Up. Upon termination of the partnership,
the partnership shall liquidate in an orderly manner as
promptly as shall be practicable under the supervision and
control of (a) the general partner [or] (b) any person
designated by the general partner [the "Liquidating Partner"] ... the general partner or liquidating partner as
the case may be (as liquidating trustee for the partnership,
the partners and all others concerned), shall have all the
rights and powers over the assets and liabilities of the
partnership in connection with such liquidation which the
general partner has over the assets and liabilities of the
partnership during the terms of the partnership; provided
however that such liquidation shall proceed with reasonable
diligence.
The argument runs that since the powers of the Liquidating
Partner are limited to "all the rights and powers over the assets
and liabilities of the partnership . . . which the general partner has...
during the term of the Partnership," those powers cannot include
the power to amend the partnership's governing instrument itself.
Under no stretch of the meaning of the words "assets . . . of the
partnership," could the governing document that creates the entity
be included. Moreover, this argument is said to lead to a perfectly
sensible result. The drafters of the Agreement foresaw no need,
once the Partnership was dissolved, to amend the governing instrument itself; the business would be wound up "as promptly as
shall be practicable." The rights of the parties to participate in
liquidating distributions could not be thought to be subject to a
majority vote reallocation at that stage.
In answer to this position, the Liquidating Partner urges that
a reading of the entire Agreement leads to a contrary conclusion
and that such contrary conclusion is supported by the practical
necessity of the circumstances. Specifically, he refers to the words
of Section 15.3 that confers the power on the general partner to
consent to an amendment "at any time" and asserts (1) that the
general partner would surely have the power to consent to amendment during the liquidation phase, and (2) that under the words
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of Section 12.3, there is no basis to distinguish between the power
that the general partner has during that phase and the power
conferred upon the Liquidating Partner. The Liquidating Partner
also refers to several sections of the Agreement that, like Section
15.3, confers power only upon the general partner without mentioning a Liquidating Partner. It is asserted that it must be clear
that the Liquidating Partner would succeed to the power of the
general partner in each of those instances and that fact suggests
that the draftsman of the document considered that the Liquidating
Partner would succeed to the general partner's powers under Section
15.3, as well. The provisions referred to provide that "the general
partner shall have power to make or revoke any [tax] elections . . .";
that "the taxable year of the Partnership shall be . . . such other
date as the general partner may determine"; that "the general
partner may cause the Partnership to purchase and maintain . . .
insurance"; and that "the general partner shall keep or cause to
be kept accurate and complete records and books of account .... "
Thus, the Liquidating Partner suggests that a reading of the entire
Agreement indicates that the intent of Section 12.3 is that the
Liquidating Partner succeed to all of the rights, powers and obligations of the general partner, including the power to consent to
amendments.
As noted above, he also suggests that sheer necessity mandates
this interpretation, citing Rice & Hutchins, Inc. v. Triplex Shoe Co.,
Del. Ch., 147 A. 317 (1929), aff'd, Del. Supr., 152 A. 342 (1930).
[4] In construing the meaning of words used in a limited
partnership agreement, I am mindful of the fact that agreements
of this kind are technical documents typically drafted by sophisticated commercial practitioners. While such persons are surely capable of failing to express an intention clearly or of overlooking
an eventuality, by and large the attempt is to use language with
precision. In the long run, there is great utility in the attempt by
courts, when called upon to interpret such documents, to read the
words used precisely. Here, I cannot read the quoted sentence of
Section 12.3, which is the only sentence in the lengthy agreement
addressing the powers of the Liquidating Partner, as intending to
confer on the Liquidating Partner all of the rights, powers and
obligations held or borne by the general partner prior to dissolution
of the partnership. Sophisticated commercial lawyers would not, in
my opinion, express the power of the Liquidating Partner as the
power "over the assets and liabilities of the Partnership" if it were
intended that that person was to possess all of the prerogatives held
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by the general partner while the Partnership was in operation. Not
only would other language naturally suggest itself to one with that
intention, but the phrase actually employed-power "over the assets
and liabilities of the Partnership," which appears twice in the
sentence-is clearly a limitation. Only if one ignores these words
completely will defendants' suggested meaning emerge. In that
event, one would have the following: the Liquidating Partner "shall
have all the rights and powers . .. which the general partner has
S..
during the term of the Partnership." But to pretend that a

clause used and repeated in a sentence is not there, would, of
course, violate sound and basic rules that govern the construction
of language by courts.
Nor is defendants' argument persuasive that other provisions
suggest that it was intended that the Liquidating Partner possess
all of the powers held by the general partner while the partnership
was in business. It is correct, I think, to conclude that the draftsman
of the document would have contemplated that the Liquidating
Partner would have power to purchase insurance, to make tax
elections, to change a tax year and to keep books of account, and
it is true that each of those provisions refer only to the general
partner as having those rights or obligations. But, in my opinion,
each of those matters does relate to a "power over the assets and
liabilities of the Partnership." It is clear that powers relating to
insurance and books of record are "powers over assets" and elections concerning taxes, if not technically partnership assets, are
partnership rights or powers that can be closely analogized to partnership assets. This cannot be said with respect to the power
addressed in Section 15.3 to amend the Agreement. It clearly does
not relate to an asset or liability of the partnership, but rather to
the basic document defining the partnership itself.
[5-6] The Triplex case, supra, does not provide authority to read
the language involved any differently, nor does it recognize a supervening principle that would authorize recognition of this right
in the hands of the Liquidating Partner. Triplex, unlike the present
case, involved a continuing entity, not one whose affairs are being
wound up. In that case, the Delaware Supreme Court held that
no common stock had been validly issued when all of the common
stock that had purportedly been issued was issued without the
consideration for it having been fixed (as required by statute). In
that situation, the preferred shareholders, who did not have a right
to vote under the charter, were deemed to have the right to vote,
since legally they were the only shareholders of that continuing

DELAWARE JOURNAL

OF CORPORATE

LAW

[Vol. 14

entity. I do not read Triplex as recognizing a rule that the power
to amend a corporate charter or an agreement of limited partnership
must always be deemed to exist someplace, even when the entity
is in liquidation. Such a rule would clearly be contrary to the
principle that the partners may define the specifics of their partnership within the requirements of law. There is no necessity, legal
or practical, that requires that an agreement of limited partnership
be amendable during the winding-up phase. There is indeed some
rationality to partners restricting or eliminating that power during
that phase.
Accordingly, I decide plaintiffs' motion for preliminary injunction on the basis of a provisional conclusion that the CX
Agreement of Limited Partnership does not authorize the amend-

ment proposed to be made in connection with the non-pro rata
distribution that is proposed.

B. Does the Liquidating Partner Possess the Right Under the
Existing Agreement and the Common Law to Effectuate the
Non-Pro Rata Distribution He Proposes?
[7] The analysis of this question begins, I would think, with
a recognition that the Limited Partnership Agreement contemplates
that all limited partners would stand on the same basis with respect
to distributions of capital or of earnings. Section 12.4(d) requires
that liquidation payments to partners be "in proportion to ...
[their] Capital Accounts." And Section 5.4 provides that no priority
shall be given a partner:
5.4 Form of Distribution. No limited partner shall have the
right to . . . receive . . , priority over any other limited

partner, in return of his capital or in respect of any other
distribution.
While the proposal of a non-pro rata distribution may, if one
views simply the first distribution under the plan, be viewed as
merely calling for a different sequence in the timing of payments
to various limited partners, such a view is theoretical to the point
of fiction. The Liquidating Partner has acknowledged that CX does
not have adequate funds to return all of the capital contributions
of all the partners. In such a setting, timing may be everything.
In all events, without regard to the requirements of Section 12.4(d),
it is clear that the proposed non-pro rata distribution constitutes
the receipt of a priority on the part of the "Consenting Eligible
Limited Partners" over the excluded limited partners. It thus ap-
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pears to constitute a rather clear breach of Section 6.4. Plaintiffs,
however, are not content to leave matters thus and assert that the
Liquidating Partner owes fiduciary duties to them and that such
duties include the duty to be treated equally.
Mr. Herwitz is quick to admit that he owes fiduciary duties,
and, indeed, contends that it is his sensitivity to those very duties
that motivates his proposal. He asserts that he recognizes a duty
to promote and protect the interests of those limited partners whom
he, in good faith, believes to be innocent of wrongdoing vis-a-vis
the partnership and that he is required by that duty to refuse to
recognize the legal rights of those partners whom he has compelling
grounds to believe have actionably wronged the partnership.
The specifics are apparent from the factual recitation above.
Mr. Boesky's illegal activities have caused enormous damage, it is
said, to CX. It was required to liquidate a large portfolio of securities
without regard to whether the moment was propitious for such
action. It was required to redeem $640 million of financing only
months after it had expended large sums getting that financing in
place. It has been required to spend substantial sums in windingup the partnership affairs and it is under the threat of potential
liabilities in lawsuits. Mr. Boesky was the general partner of B&K;
he ran CX's affairs. He was the controlling person behind The
Ivan F. Boesky Corporation, from which OX acquired assets and
assumed certain liabilities. It was Mr. Boesky and those around
him that have caused this disaster to occur. (Mr. Davidoff, one of
Mr. Boesky's associates and a limited partner in CX, has also
pleaded guilty to criminal activity in this connection.) As to Drexel
Burnham, another plaintiff in this lawsuit, Mr. Herwitz understands
it to be under investigation by a grand jury and believes himself
to have good grounds to suppose that it knowingly participated in
some of these affairs of Ivan Boesky that have caused OX injury.
He has acted on this by filing suit against B&K, The Boesky
Corporation, Drexel and others. That suit has apparently, because
of the pending grand jury investigation, proceeded slowly.
In a situation of this sort, Mr. Herwitz urges that, even though
no judgment has been obtained against any of the excluded partners,
common sense and certain trust law principles that are equally
applicable to a liquidating trustee, authorize this discriminating
distribution. See, e.g., 3 Scott on Trusts, 9 251 (3d ed. 1967):
Where a beneficiary is under a liability to pay money into
the trust estate, his interest in the trust estate is subject
to a charge for the amount of his liability. This is an
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application of a broader principle that "a person entitled
to participate in a filrid and also bound to contribute to
the same fund cannot receive the benefit without discharging the obligation."
Moreover, as to the breach of contract, he asserts that it is,
after all, only a breach of contract for which money will be a
complete remedy. Since he claims that CX will be left with more
than enough money to cover any judgment that the excluded partner
might obtain if CX's claims are found to be meritless with respect
to any of them, there is no basis for the issuance of injunctive
relief.
Not surprisingly, the excluded partners are unsatisfied by that
assertion, reminding the court that while the proposed distribution
calls for 67% of the firm's assets to be distributed, it also contemplates later, unspecified non-pro rata distributions. Moreover, since
Mr. Herwitz has admitted that CX will not be in a position to
return all capital invested, 4 the excluded limited partners find cold
comfort in the prospect of a money judgment by and by.
For the reasons that follow, I conclude that, while the proposed
non-pro rata distribution probably does not represent a breach of
fiduciary duty on the part of the Liquidating Partner (because it
is proposed in good faith and in pursuit of what the Liquidating
Partner believes are the best interests of CX), that fact does not
accord him a legal right to breach the Agreement of Limited Partnership. Moreover, I conclude that relegating the excluded limited
partners to an action for damages would, in the circumstances
presented by the specific proposal made, not offer assurance of
adequate compensation for the breach proposed.
1.

The Proposed Non-Pro Rata Distribution Constitutes A
Breach of Contract Not Authorized By Fiduciary Obligations
In These Circumstances.

I do not find in the authorities cited by the Liquidating Partner
authorization for him to breach the Limited Partnership Agreement

4. In his recent letter to the limited partners, the Liquidating Partner said,
"Obviously, the Partnership does not have sufficient assets to repay the investments
made by all of the limited partners, assuming all are equally entitled to repayment
in full."
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in the way he proposes to do. As to the trust law principle cited
above (see also Restatement of Trusts (Second) Section 253 (1959)),
the cases that apply that principle tend to do so in circumstances
in which the liability of a beneficiary to the trustee has been
previously established by a judgment, 5 or in situations where such
liability is admitted. 6 They do not seem to me to go so far as to
authorize a trustee to discriminate against a beneficiary in circumstances where (1) litigation is going forward that will establish the
existence or not of a contested liability, and (2) there is a reasonable
threat that because the "trust" is winding-up or otherwise terminating, the trustee's self help, if ultimately found to be without
legal foundation, will result in injury to the cestui que trust. In the
one partnership case I have seen touching upon such an asserted
right, the appellate court indicated doubt as to the existence of
such a right. See Fretz v. Burke, Cal. Ct. of App. (1st Dist., Div.
3), 55 Cal. Rptr. 879, 882-884 (1967). ("We know of no law or
principle which allows a managing partner to withhold the periodic
share of profits from partners who seek accounting while making
disbursements to himself and to nonsuing partners.")
The Liquidating Partner also cites Unocal v. Mesa Petroleum
Corp., Del. Supr., 493 A.2d 946 (1985) for the proposition that a
corporate fiduciary may discriminate against one set of stockholders
and in favor of another where the disfavored stockholder represents
a particular threat to a corporate interest and the discriminatory
act is reasonable in relationship to that threat. Ignoring for the
moment that Unocal did not involve a breach of contract and
assuming that its principle is applicable to an entity in liquidation
(i.e., during a phase in which the entity itself-as opposed to the
various creditor and partner claimants to its assets-has no continuing interest), it nevertheless seems to me that, given (1) the
threat that the proposed plan does represent to the disfavored
partners of ultimately not having their legal rights under the Agreement effectively recognized; (2) the unresolved nature of any offsetting liabilities, that is, the asserted justification for imposing that

5. See, e.g., In re King's Estate, N.Y. Surrogate, 22 N.Y.S.2d 258 (1940);
Matter of Watson, Indiana Ct. of App. (2d Dist.), 449 N.E.2d 1156 (1983); County
National Bank and Trust Co. v. Sheppard, Cal. Dist. Ct. of App. (2d Dist., Div. 2)
288 P.2d 880 (1955); Crocker v. Dillon, Mass. Supr. Jud. Ct., 133 Mass. 91 (1882).
6. See, e.g., In re Grifenhagen's Estate, N.Y. Surrogate, 6 N.Y.S.2d 189
(1938); In re Burr's Estate, N.Y. Surrogate, 257 N.Y.S. 654, (1932), aff'd, N.Y.
Supr., App. Div. (1st Dept.), 263 N.Y.S. 945 (1933).
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risk; and (3) the availability of less intrusive means to protect OX's
interest, one would have difficulty calling this proposal, as currently
structured, reasonable in relationship to the threat posed. 7
2.

The Adequacy of the Legal Remedy for the Excluded Limited
Partners

The Liquidating Partner stresses that what is before the court
is not a series of proposed distributions, but simply the initial
distribution of some 67% of the Partnership's assets. He asserts
that the $95 million that will remain in CX after the distribution
will supply the funds necessary to satisfy any legal judgment that
the excluded partners may obtain in an action seeking to assert
their rights under the Agreement. Thus, no equitable relief is
required or justified in his view.
To this the excluded partners make essentially two responses.
The first is that they are entitled legally, under the contract, to
equal treatment and not merely to return of a certain number of
dollars. Therefore, to be relegated to a money claim to be brought
on later, after others have received distributions, does not afford
them the bargained for benefit of Section 5.4 of the Agreement.
The second assertion is that the proposed amendment to the Limited
Partnership Agreement and the plan that it reflects, contemplates
a series of distributions that would ultimately leave CX without
the funds necessary to return their investments. They cite the case
of Bayard v. Martin, Del. Supr., 101 A.2d 329 (1953), cert. denied,
74 S. Ct. 639, 347 U.S. 944, 98 L.Ed. 1092 (1954) for the proposition that it is only a money judgment that would appear to be
capable of being satisfied that will afford an adequate legal remedy
precluding equitable relief. This there can be no assurance of, they
claim, and thus equitable relief is warranted.
I am not persuaded that an effective legal remedy will be
available to remedy the rather clear breach of the Limited Partnership Agreement that is here involved. In so concluding, I put
to one side the plaintiffs' claim that there is a substantial risk that
the partnership will be emptied by the time it is established that

7. Whether one wishes to characterize this failing as a breach of fiduciary
duty, albeit an unintended one or not, seems to me largely a semantic, if not a
professionally uninteresting, problem that the present application does not afford
time to address.
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Mr. Herwitz's suspicions are ill-founded or unprovable, and that
such wronged partners would then be required to bring suits here,
there and everywhere against all of the favored partners to recover
their lawful share of distributions. Rather, I base this conclusion
on the clarity of the contract breach, see Allen v. Prime Computer,
Inc., Del. Supr., __A.2d
(April 8, 1988) slip op. at 9, and, more
importantly, upon the fact that, somewhat analogously to provisions
in the Hudson Note Agreement discussed below, Section 5.4 of the
Agreement of Limited Partnership creates a right, not to a return
of capital but rather, creates a right in each partner to be treated
pari passu with others as to distributions. This distinctive right
confers leverage and violation of it would not be adequately compensated by an order, finally, to make payments due; to measure
loss or damage for its breach would be problematic. See generally,
Farnsworth, Contracts § 12.5 at p. 823 (1982).
Therefore, concluding that the legal remedy is not fully adequate for that breach, and concluding that to give substantial weight
to any offsetting equity would require me, on no evidence, to
conclude that the plaintiffs are wrongdoers, I am inclined to issue
the injunction sought. I am not, however, insensitive to the claims
of the Liquidating Partner and the Arden Way Partners and believe
that a modification in the proposed distribution could be made that
would permit the transaction to go forward without the interjection
of a preliminary injunction.
Specifically, the claim is that the excluded partners' legal rights
ought to be ignored in this setting because it is likely, in the
judgment of the Liquidating Partner, that they are liable in some
amount to the partnership, and that they may not be in a position
to satisfy any judgment that the partnership may obtain in the
pending actions. Thus, the interest of the partnership sought to be
protected by the discriminatory element of the proposed distribution
is essentially one of security. That interest can be protected and
the legal rights of the excluded limited partners under Section 5.4
respected, by a distribution that would condition the participation
of any excluded partner" in a liquidating distribution upon such
8. More precisely, that is any partner against whom the Liquidating Partner
believes, in good faith, that the partnership may have a claim, for the payment
of which he believes, in good faith, the interests of the liquidating estate require
or warrant security, considering all of the circumstances. I take his actions to

date to evidence a judgment that such persons would include only those whom
his current proposal excludes from the initial distribution.
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excluded partner giving bond, with surety acceptable to the Liquidating Partner, which bond would assure the repayment of up
to the full amount of all distributions made to such person, in the
event that a judgment is rendered in favor of CX and against such
person or any amount is agreed to be paid by any such person to
CX in settlement of any claim that the partnership may have. So
conditioning a liquidating distribution would not, in my opinion,
constitute a "priority" under Section 5.4 of the Limited Partnership
Agreement; would accord partners their legal rights under Section
12.4(d); would be within the Liquidating Partner's powers in dealing
with the "assets and liabilities" of the partnership under Section
12.3; and, if viewed from the broad perspective of a Unocal-type
analysis of fiduciary obligations, would be the least restrictive way
to protect legitimate partnership interests while according to the
excluded limited partners their clear legal rights, as they appear at
this time.
IV.
I turn then to the claims of the various plaintiffs as creditors.
Those claims separate into two categories, each of which raise
somewhat distinct issues. I turn first to Drexel Burnham's claim
as a holder of Hudson Notes.
A.

The Defaulted Hudson Notes

Drexel Burnham claims a contract right as the holder, directly
and indirectly, of $20 million in principal amount of the Hudson
Notes that are now in default. It does not claim that the assets to
be left following the proposed distribution would not be adequate
to satisfy its claim. Rather, it claims the clear legal right to prevent
any distribution to limited partners while the Hudson Notes are in
default. This is a right, it was emphasized, that is different from
the right simply to be repaid. As to this claim, the Liquidating
Partner does not deny that the Hudson Notes are in default, nor
that the provisions governing those notes purport to preclude a
distribution to partners while the notes are in default. Rather, it
asserts that Drexel may ultimately be held to be liable to the
partnership and that if it is, this $20 million can be used as an
offset to such liability. In the meantime, it asserts that, since Drexel
concedes for purposes of this motion that the remaining Partnership
assets make adequate provision for it, there can be no doubt that
the legal remedy for this breach of contract is fully adequate.
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Again, I find myself unpersuaded by the Liquidating Partner's
position. It does not, in my opinion, appreciate the distinctive
nature of a covenant restricting distributions to other parties when
an obligation to pay money is in default. Such a provision has at
least two purposes. First, it retains assets within the debtor in order
to make ultimate recovery by the party protected by the covenant
more likely. With respect to this aspect of the covenant, assurance
that funds sufficient to pay the debt are in the debtor and will
remain there (which is actually a little more than Drexel's concession
would provide) would fully satisfy it. The negotiation of such a
covenant inevitably involves a second bargained-for benefit, however. That is leverage. Obviously, the holder of a defaulted note
is in a stronger position vis-a-vis the maker of the note if, by reason
of the default, he is empowered to prevent distributions of earnings
to the owners of the firm, whether they are stockholders or partners.
Such a power can be of material commercial advantage. When it
is bargained for, as it was in connection with the issuance and
placement of the Hudson Notes, it cannot fairly be ignored by a
court. Yet, to hold that the fact that the maker of the note retains
sufficient funds to pay the defaulted debt at some future time
precludes the granting of an injunction against a distribution that
would violate the bargained-for provision, would essentially involve
the judicial nullification of the leverage-conferring aspects of such
a provision.
Therefore, I conclude that effectuation of the proposed plan
of partial liquidation, in rather clear violation of the undertakings
of CX at the time it assumed the obligation of the maker of the
Hudson Notes, would constitute an irreparable injury to Drexel as
the holder of $20 million of those notes-in the sense that no money
damage award could reliably be calculated to compensate it for the
loss of bargained-for leverage that it would suffer. In all events,
the facts material to Drexel's declaratory judgment claim are not
in dispute, the breach of contract is all but admitted, and the
remedy of injunction is authorized by those cases that recognize
that specific performance of a contractual obligation may be ordered
when money damages will not adequately compensate for the breach.
B.

The Claims of Liquidated and Unliquidated Creditors

I turn then to the claims of The Boesky Corporation, as the
holder of a $5 million note and to Mrs. Boesky, B&K and The
Boesky Corporation under claimed rights of indemnification for
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possible future liabilities in unknown amounts that may be visited
upon them because of the activities of Ivan Boesky2 Their claim,
in essence, is that the proposed liquidating distribution does not
adequately protect creditors and is in violation of Section 17-804(1)
of the Act.
With respect to the three plaintiffs as possible future claimants
under indemnification provisions, the Liquidating Partner simply
asserts that when those claims are evaluated realistically and in
good faith, as he asserts he has done, it will be seen that there is
no basis for CX to indemnify these claimants for any losses they
may suffer-if they do suffer losses. It is, he asserts, CX that was
the victim of The Boesky Corporation (when CX purchased the
assets of that company and material facts were not disclosed) and

of B&K (when B&K managed CX's affairs and did so in a manner
that has led CX to be named a defendant in lawsuits and to suffer
losses as indicated above).
Section 17-804 of the Delaware version of the Revised Uniform
Limited Partnership Act differs from the uniform act in a particular
that is relevant to this motion. Under Section 804 of the uniform
act, upon the winding-up of a limited partnership, the assets of the
firm are to be distributed as follows:
(1) To creditors, including partners who are creditors,
to the extent permitted by law, in satisfaction of liabilities
of the Limited Partnership other than liabilities for distribution to partners under Section 601 or 604 [each of
which deals with distribution to partners qua partners]
The Delaware version of Section 804 contains some additional
language. It provides:

To creditors, including partners who are creditors, to
the extent otherwise permitted by law, in satisfaction of
liabilities of the Limited Partnership (whether by payment or

9. As to the liquidated claim arising from the $5 million note held by The
Boesky Corporation, I note two things. First, unlike Drexel Burnham, The Boesky
Corporation does not concede that the provision made for creditors in the plan
is adequate. Its claim is the contrary. Secondly, I note that the provisions governing
the $5 million note contain no provision comparable to the one relied upon by
Drexel which contractually precludes the limited partnership from making distributions to partners while the note is in default. Thus, the note held by The
Boesky Corporation stands on an entirely different footing than do the Hudson
Notes.
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by establishment of reserves) other than liabilities for distribution to partners under § 17-601 or § 17-604 of this title.
(emphasis supplied).
Thus, under the Delaware Act, it is clear that distributions of
capital and earnings to partners in respect of the partnership interest
are authorized even if all creditors have not yet been paid, providing
that an adequate reserve is established for the payment of all such
creditors.
The Boesky plaintiffs, qua creditors, first claim that Mr. Herwitz has established no reserve whatsoever for the satisfaction of
their claims. Secondly, all of these plaintiffs contend that even if
the amount left in OX following distribution was considered to be
a reserve, that amount-approximately $95 milion-would afford
inadequate provision for payment of claims asserted. Of course,
should the Liquidating Partner, in the light of what has already
been said, propose to effect a non-discriminatory distribution of the
same percentage return as is currently proposed, an additional $35
million would be paid out ($20 million to Drexel and its subsidiary,
and $15 million to excluded partners, including $9 million to B&K).
Thus, the argument of the plaintiffs qua creditors would, in that
event, become somewhat stronger.
[8-12] The terms of Section 17-804 are skeletal and starkly so
when compared with the elaborate provisions dealing with the analogous problem under the Delaware General Corporation Law. See
newly amended Sections 280-282, 8 Del. C. § § 280-282 (1987 Supp.).
In the absence of legislative history for the Delaware version of
Section 17-804, it is helpful to look to those provisions of our
corporation statute for guidance. I conclude that a person claiming
to be a creditor of a partnership in dissolution is entitled to adequate
security before distributions are made to partners under Delaware's
version of Section 804; that such security may, in appropriate cases,
be afforded by the general assets left in the partnership, even if
not set up in discrete reserve accounts; that where the claim is
unliquidated or contingent, what constitutes adequate security is a
question of judgment; that a liquidating trustee's judgment as to
what constitutes adequate security, even when made in good faith
and advisedly, is not entitled to the powerful effects of the business
judgment rule; and that in such a setting, it is inescapably the
function of the court that supervises the liquidation to make an
independent judgment of the adequacy of such security when it is
challenged. Cf. 8 Del. C. § 280(c)(1).
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When claims are contingent, such a judgment will inevitably
present a task that requires much thought. Obviously, the most
conservative technique in that regard would be to set aside the full
amount of the claim, at least assuming that it appears to be a
litigable claim. To discount the claim by a probability of its success
and to reserve only the discounted value might work in the rare
instance in which there were a sufficiently large number of similar
claims so that statistical techniques might apply. Where, however,
there are few claims or each is quite different, such a technique
obviously raises a danger to those who ultimately do prove a contested claim. The Act provides a relatively short period during
which partners to whom a liquidating distribution has been made
consistent with the partnership agreement and the Act, may be
required to return some part of the distribution. See Section 17608(a).
[13] I need not now fully address the question whether discounting is appropriate in determining whether a "reserve" is
adequate, since I further conclude that where a liquidating trustee
elects to distribute assets to partners in respect of the partnership
interest before either all creditors have been paid, or actually funded
(i.e., dollar for dollar) and segregated reserves for their claims have
been established, it is the burden of such liquidating agency to
persuade a court that adequate security for the payment of such
claims has been provided. This the Liquidating Partner has not
done. While I have no basis, for example, to believe there is a
substantial risk that the Court of Appeals for the Seventh Circuit
will reverse the dismissal of the FMC case, I cannot say that there
is no risk of that result or that, if there is a reversal, a substantial
liability to CX, directly or through indemnification claims, will not
ensue. My impression is that that is a remote prospect, but it exists.
Similarly, the Liquidating Partner has, at the behest of the favored
or innocent limited partners, moved ahead before the so-called
trading cases are fully settled. The fact that matters are not yet
resolved inescapably introduces risks into the environment. While
$95 million (or $60 million if the Hudson Notes were redeemed
and a non-discriminatory distribution made) is a great deal of
money, it could be exhausted by these claims, and if there are
valid indemnification claims (perhaps a slight risk itself), they could

not be satisfied by any assets of CX.
In these circumstances, however, adequate security for these
contingent, unliquidated claims, however, may be provided, in my
opinion, by an enforceable undertaking by those to whom early
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liquidating distributions are to be made. Such an undertaking might,
for example, require (1) that each such distributee submit to the
jurisdiction of this court for the purpose of litigating any claim
arising from the liquidation of CX, including the right of any such
person to receive such liquidating distribution as it has received,
and (2) that each return such part or all of any such distribution
to the partnership to the extent necessary to permit the partnership
to satisfy any judgment entered against it or to pay any settled
claim approved by the Liquidating Partner. In saying that, in these
circumstances, an unsecured promise to repay and a submission to
the jurisdiction of a single court presents adequate security to
contingent claimants, I have necessarily made a judgment concerning the highly contingent and contested nature of the claims
and the apparent financial soundness of the Eligible Limited Partners. 10 Such an undertaking, while similar in spirit to the provisions
of Section 17-608, has, as I view it, at least three consequences.
First, it will remove the issue under subsection (a) of Section 608
whether any distribution was in conformity with the Act and thus
subject only to a one-year period for return. Second, it will remove
the issue whether an indemnification claim, if proven, counts under
§ 608(a) as the claim of a creditor "who extendedcredit ... during
the period the contribution was held .

. . ."

Third, it will assure

a single forum in which all distributees may be sued, if necessary.
The problems that Mr. Herwitz's proposed non-pro rata liquidating distribution occasions arise fundamentally from two facts.
First, for understandable reasons, the "Eligible Limited Partners"
wish to get "their" funds out of OX as soon as possible and,
indeed, before the affairs of the partnership are fully resolved. The
second "fact" occasioning these problems is the even more understandable desire to exclude perceived wrongdoers from any meaningful participation in the liquidation of the partnership. Time would
cure these problems: in time the outcome of the FAC case will be
known; the trading cases will be settled or not; claims of indemnification will be resolved one way or the other; and whether the
excluded partners are provably wrongdoers will be litigated or
settled. But the Eligible Partners do not wish to wait, with their

10. Among the Eligible Limited Partners are insurance companies, banks,
publicly traded companies and private investors. Defendant may augment the
record on this point if he wishes.
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funds committed to Mr. Herwitz's cautious investment policy in
the interim. Their choice, adopted by the Liquidating Partner, to
move ahead now as if all of these matters had been resolved favorably
to them, however, cannot be done. It involves the clear breach of
legal rights of persons who, insofar as it now appears, have not
been proven to have any liability to CX.
A proposal that would not be enjoined is, in essence, outlined
above. If it, or something closely similar, is consistent with the
Liquidating Partner's sound judgment and is implemented, it would
permit a substantial cash distribution to be made available to all
partners now; the partners against whom CX, in good faith, believes
it has claims could be required to give a bond with surety in the
full amount distributed, to which CX could look (1) to satisfy any
judgment or settlement amount, with respect to any claim that it
asserts or (2) to satisfy a creditor's claim established to the Liquidating Partner's satisfaction, which CX could not itself pay; the
partners whom Mr. Herwitz has treated as "Eligible Partners"
could be required to submit to this court's jurisdiction and to give
an undertaking to repay amounts received if CX is found liable or
admits liability for a claim and does not have the means to pay

such claim.
Thus, each element of such a distribution to partners could
be effectively undone in the future, if need be, and no party would
bear a material risk of injury from Mr. Herwitz's attempt to
accommodate the desire of the Eligible Limited Partners to get
their money back as quickly as prudence and the law will permit.
Proposed forms of order may be submitted on notice. In the
interim, defendant will continue under the restraint earlier imposed.

CAMPBELL v. CARAVEL ACADEMY, INC.
No. 7830
Court of Chancery of the State of Delaware, New Castle

June 16, 1988
Petitioner, a former minority shareholder of respondent Caravel
Academy, Inc., seeks an appraisal of the fair value of his 49%
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interest in Caravel following Caravel's merger with Caravel Subsidiary, Inc., which eliminated petitioner's ownership interest in
Caravel. Petitioner argued that a proper valuation of Caravel Academy must be derived solely from one factor, the market price of
Caravel as if it were being sold by a willing seller to a willing
buyer. The respondent asserted that the stock of the corporation
had a nominal value of $50 per share, based on its asset value,
net income, and estimated future projections of Caravel's worth.
The court of chancery, per Vice-Chancellor Hartnett, held that
the market price of a proprietary school is an inappropriate method

of valuation. The court further held that the asset value of the
property and equipment on the date of the merger is the appropriate
method of calculating fair value. In applying this standard, the
court found the fair value of Caravel's stock at the time of the
merger was $2,168.84 per share, therefore entitling petitioner to
$106,273.16, plus interest.
1.

Corporations C

584

In an appraisal proceeding, the petitioner bears the burden of
proof. However, if the petitioner presents no credible evidence of
fair value and respondent presents evidence in line with principles
and methods of valuation that find support in Delaware law, the
court may, in its discretion, accept the respondent's evidence.
2.

Corporations

= 584

In an appraisal proceeding, a court may, in the exercise of its
discretion, weigh all the factors and disregard any shown to be
invalid in order to reach an equitable appraisal.
3.

Corporations C

584

To establish the fair value of a corporation, the parties may
utilize any generally recognized relevant economic factors and elements, including asset value, dividends, earning prospects, market
value, the nature of the enterprise, and any other facts which were

known or which could be ascertained as of the merger date and
which could throw any light on future prospects of the merged
corporation.
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4.

Corporations C
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584

In establishing the fair value of a corporation, the elements of
future value must be capable of proof as of the date of the merger.
5.

Corporations C

584

In determining value of shares of a proprietary school, the
market price is an inappropriate method of valuation.
6.

Corporations

= 584

Evidence of petitioner's self-serving $500,000 offer to purchase
a one-half interest in the corporation provides no legitimate basis
for determining fair value and is given no weight.
7.

Corporations 0

584

Fair market value should not include speculative permutations
of value for a privately-held corporation, when there is no market
for the corporation's stock.
8.

Corporations C

584

A petitioner's claim that financial statements were manipulated
to falsely present a debt-loaded corporation with negative income
and asset values lacks merit; thus, the court must give proper
deference to the figures as shown on the books of the corporation.
9.

Corporations C

584

In determining the fair value of a corporation's stock, the stock
must be valued on a going-concern basis when possible. The goingconcern basis is the value of the corporation as a viable continuous
entity.
10.

Corporations

3

584

Asset value, being a liquidation value, generally is used as a
measure of fair value when other measures are faulted or ineffectual.
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Corporations 0-

584

The fair value of a proprietary school, like other corporations
which continually reinvest in themselves, should be based primarily
on the value of the assets of the corporation.
12.

Corporations C=

584

In examining the value of the assets of a corporation, assets
which are subject to great flux and manipulation and do not accurately reflect the true value of a corporation are given little weight.
13.

Corporations 0=

584

The appraised value of a school's property and equipment
represents the real going-concern value of the property and equipment and thus is a preferable means of valuation.
Kevin P. O'Neill, Esquire, of Heyden, Kania & O'Neill, Wilmington, Delaware, for petitioner.
Edward M. McNally, Esquire, of Morris, James, Hitchens & Williams, Wilmington, Delaware, for respondent.
HARTNETT,

Vice-Chancellor

Pursuant to 8 Del. C. § 262, petitioner, James R. Campbell,
a former minority shareholder of respondent Caravel Academy,
Inc., sought an appraisal of the fair value of his 49% interest in
Caravel as of August 16, 1984, the date on which Caravel's majority
shareholder, Robert C. Peoples, caused Caravel to merge with
Caravel Subsidiary, Inc., thus eliminating Campbell's ownership
interest in Caravel. After trial I find that Mr. Campbell's share
of the corporation was worth $106,273 at the time of the cash-out
merger.

I
On or about February 12, 1979, Mr. Campbell and Mr. Peoples
formed Caravel Academy, Inc. to operate as a private proprietary
school to be located in Bear, Delaware. The corporation issued 100
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shares of no-par stock of which Mr. Peoples received 51 shares and
Mr. Campbell received 49 shares. Mr. Peoples served as President
of Caravel while Mr. Campbell acted as Vice-President and as
Headmaster of the school. Clearly, from the beginning of operations,
Mr. Campbell served as the "hands-on" manager, collecting monies
and paying the bills, recruiting students, hiring teachers, preparing
schedules, etc. Mr. Peoples acquired all the needed property and
erected buildings' and leased them to the corporation. He also
provided most of Caravel's capital needs.
The school opened its doors for students in September 1979.
There is a dispute as to the exact enrollment in the early years,
but it is clear that at least 132 students were enrolled in 1979-80,
271 in 1980-81, 404 in 1981-82, and 509 in 1982-83. Consequently,
the annual gross income during the first four years increased from
approximately $220,000 to approximately $1.3 million. Likewise,
the square footage of the buildings erected by Mr. Peoples or one
of his entities and leased to the school increased from 10,800 square
feet to 40,380 square feet, with rent payable to a Peoples' company
increasing from $30,000 during 1979-80 to $118,000 for 1982-83.
Thus, Caravel was constantly expanding, gaining space, students
and income.
The net profits of the corporation also provide an insight into
Caravel's expansion over its first four years. In 1979-80, Caravel
suffered a net loss of approximately $11,500; and in 1980-81 approximately $13,000. 1981-82 was Caravel's best year with a net
profit of approximately $51,951. In 1982-83, Caravel had a net
profit of approximately $10,815.
In 1983-84, at least 631 students enrolled in Caravel and the
square footage of the buildings increased to 58,350 square feet. In
that year, at the $3 a square foot rent being charged, Caravel paid
approximately $180,000 in rent to a Peoples' company.
After the two profitable years, Mr. Peoples fired Mr. Campbell
on December 16, 1983, in the middle of the 1983-84 school year.
Immediately thereafter, Mr. Peoples offered to redeem Mr. Campbell's 49% ownership interest for $40,000. On December 20, 1983,
Mr. Campbell rejected Mr. Peoples' offer and instead, offered to
purchase Peoples' 51% interest for $500,000. Mr. Campbell's proposal was contingent upon the granting of a ten-year lease with
two five-year options to renew at a rental of $3 a square foot,
which all agree is a low rental. Mr. Peoples quickly rejected Mr.
Campbell's proposal and on August 16, 1984, just over two weeks
before the close of the 1983-84 fiscal year, Mr. Peoples, as the
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majority shareholder, caused Caravel to merge into Caravel Subsidiary, Inc., and thus eliminate Mr. Campbell's stock interest in
Caravel Academy, Inc.
The income statement and balance sheet of Caravel for the
fiscal year ending August 31, 1984 showed:

