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ACE LIMITED v. CAPITAL RE CORP.

No. 17,488
Court of Chanceryof the State of Delaware,New Castle
October 25, 1999
Revised October 28, 1999
Plaintiff has filed a motion requesting a temporary restraining order
against defendant. Plaintiff requests an order restraining defendant from
taking any action to terminate the June 10, 1999 agreement and the plan of
a merger between and among plaintiff, defendant, and a third party.
Defendanfs board of directors wishes to terminate the merger agreement
and accept an all cash, all shares bid that it believed is financially superior
to the merger agreement. Plaintiff contends that defendant cannot, under
the merger agreements no-talk and termination provisions, validly
terminate the merger agreement.
The court of chancery, per Vice-Chancellor Strine, denied plaintiffs
motion, because defendant's argument that termination is permitted by the
merger agreement was more plausible; plaintiffs contrary construction, if
correct, suggests that the merger agreement's no-talk provision is likely
invalid; and because the risk of harm to defendant stockholders outweighed
the need to protect plaintiff from irreparable injury.
1.

Corporations
Injunction Cft

O
1,9, 138

510

The factors relevant to determine whether to issue a TRO are similar
to those of a preliminary injunction, but the factors are given different
weight in the TRO context.
2.

Corporations
Injunction

O

C,
14

510

The issuance of a TRO concentrates on whether the absence of a
TRO will permit imminent, irreparable injury to occur to the applicant and
whether that possibility of injury outweighs the injury that the TRO itself
might inflict on the defendants.
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Injunction

O
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510

14, 22

Where the balance of factors for a TRO tilts in favor of the applicant
and where a responsible consideration of the merits cannot be had, the
court will issue a TRO even though the applicant has only raised claims
that are colorable, litigable, or raise questions that deserve serious
attention.
4.

Corporations
Injunction

O

@
1, 9

510

In issuing a TRO, there is no hard and fast rule governing the extent
to which a court may feel able to delve into the merits on such an
application.
5.

Corporations
Injunction

G

Q
1, 9

510

Where circumstances permit the parties and the court to responsibly
make a more informed judgment concerning the merits of the claim for a
TRO, the court may pay greater attention to the first element such that the
standard more closely resembles that for a preliminary injunction.
6.

Contracts

Ozn 1, 10(1), 275, 138(1)

The factors to determine whether the other party to the contract can
enforce its contractual rights include: whether the other party had reason
to know that the trustee or agent was making promises beyond her legal
authority; whether the contract is executory or consummated; whether the
trustee's or agent's ultravires promise implicates public policy concerns or
great importance; and the extent to which the other party has properly
relied upon the contract.
7.

Contracts

1, 10(1), 275

Where the other party had reason to know that the trustee or agent
was on thin ice, where the trustee's or agents breach has seriously negative
consequences for her ward, and where the contract is as yet still
unperformed, the law will not enforce the contract but may award reliance
damages to the other party if that party is sufficiently non-culpable for the
trustee's or agenfs breach.

2000]
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Contracts

C2=

138(1)

Restatement (Second) of Contracts§ 193 provides that a promise by
a fiduciary to violate his fiduciary duty or a promise that tends to induce
such a violation is unenforceable on public policy grounds.
9.

Corporations

1

182, 182.4(1), 182.4(2), 585, 587

The Delaware law of mergers and acquisitions has given primacy to
the interests of stockholders in being free to maximize value from their
ownership of stock without improper compulsion from executory contracts
entered into by boards.
10.

Corporations

ON

585

A suitor seeking to lock up a change-of-control transaction with
another corporation is deemed to know the legal environment in which it
is operating.
11.

Corporations

I

585

A suitor cannot importune a target board into entering into a deal
that effectively prevents the emergence of a more valuable transaction or
that disables the target board from exercising its fiduciary responsibilities;
if it does, it obtains nothing.
12.

Contracts
Corporations

C0

138(.5), 138(1)
C
307, 310(1), 316(1)

To the extent that a conjtract, or a provision thereof, purports to
require a board to act or not to act in such a fashion as to limit the exercise
of fiduciary duties, it is invalid and unenforceable.
13.

Contracts
Corporations

ON

138(.5), 138(1)
r
307, 310(1)

A sophisticated party with experienced legal and financial advisors,
who argued for unreasonable features in a stock option agreement, cannot
later be heard to argue that it obtained vested contract rights by negotiating
and obtaining contractual provisions from a board acting in violation of its
fiduciary duties.
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182, 182.4(1), 585

A stock-for-stock merger in which stockholders are required to
exchange their existing property for another form of property is an
ownership issue.
15.

Contracts
Corporations

Q:' 138(.5), 138(1)
307, 310(1), 316(1)
C

The factors to determine whether to enforce a contract that contains
provisions that are fiduciarily improper are: (1) whether the acquiror knew,
or should have known, of the target board's breach of fiduciary duty; (2)
whether the transaction remains pending or is already consummated at the
time judicial intervention is sought; (3) whether the board's violation of
fiduciary duty relates to policy concerns that are especially significant; and
(4) whether the acquiror's reliance interest under the challenged agreement
merits protection in the event the court were to declare the agreement
unenforceable.
16.

585

Corporations

The law is not that a board can, in all circumstances, continue to
support a merger agreement not involving a change of control when: (1)
the board negotiated a merger agreement that was tied to voting agreements
ensuring consummation if the board does not terminate the agreement; (2)
the board no longer believes that the merger is a good transaction for the
stockholders; and (3) the board believes that another available transaction
is more favorable to the stockholders.
17.

Corporations

0

182.4(1), 182.4(2),
310(1), 310(2)

197, 307,

Where the board is making a critical decision affecting stockholder
ownership and voting rights, it is especially important that the board
negotiate with care and retain sufficient flexibility to ensure that the
stockholders are not coerced into accepting a less than optimal exchange
for their shares.
0
138(.5), 138(1)
18. Contracts
Corporations

0

307, 310(1), 585

No-talk provisions prevent a board from meeting its duty to make an
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informed judgment with respect to even considering whether to negotiate
with a third party.
19.

m 324,329
Oz
189, 189(.5), 189(1)

Contracts
Corporations

If the stockholder makes his claim before the transaction is
consummated, the court may enjoin the transaction.
20.

Contracts
Corporations
Damages

324, 329
Ce= 189, 189(1)
Om 2, 5
C=-

If the plaintiff waits until the transaction is consummated to assert
his claim, the equities usually weigh against undoing the transaction, and
the plaintiff is left to the remedy of damages (if available).
21.

0

Corporations

307, 310, 310(1)

Delaware law invests a substantial amount of authority in corporate
boards to manage the affairs of corporations, this investment of authority
is dependent on the corresponding responsibility of corporate boards to
exercise this authority in a careful and loyal manner.
22.

C

Corporations

307, 310(1), 585

Because fiduciary responsibilities are of special importance in
situations where a board is entering into a transaction as significant as a
merger, Delaware law has subordinated the contract rights of third party
suitors to stockholders' interests in not being improperly subjected to a
fundamental corporate transaction as a result of a fiduciary breach by their
board.
23.

Injunction

C

9, 14

The loss of a unique acquisition opportunity may constitute an
irreparable injury.
24.

Injunction

U

9, 14

Irreparable injury is the essential predicate for issuance of a TRO.
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Gregory P. Williams, Esquire, Robert J. Steam, Jr., Esquire, and Megan
Semple Greenberg, Esquire, of Richards, Layton & Finger, Wilmington,
Delaware, for plaintiffs.
Kenneth J. Nachbar, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware, for defendants.
STRNE,

Vice-Chancellor

Plaintiff ACE Limited ("ACE") has filed a motion requesting a
temporary restraining order ("TRO") against defendant Capital Re
Corporation ("Capital Re"). ACE requests that I issue an order that
restrains Capital Re from taking any action to terminate the June 10, 1999
Agreement and Plan of Merger between and among ACE, Capital Re, and
CapRe Acquisition Corporation (the "Merger Agreement"). Capital Re's
board of directors wishes to terminate the Merger Agreement and accept
an all cash, all shares bid that it believes is financially superior to the
Merger Agreement. ACE contends that Capital Re cannot, under the
Merger Agreements no-talk and termination provisions, validly terminate
the Merger Agreement.
Because Capital Re's argument that termination is permitted by the
Merger Agreement is the more plausible one; because ACE's contrary
construction, if correct, suggests that the Merger Agreement's "no-talk"
provision is likely invalid; and because the risk of harm to Capital Re
stockholders outweighs the need to protect ACE from irreparable injury, I
deny ACE's motion.

I. Eacal
A. ACE and Capital Re Enter Into A Mergoer Agreement
Capital Re, a Delaware corporation, is a specialty reinsurance
corporation in the business of municipal and non-municipal guaranty
reinsurance, mortgage guaranty reinsurance, title reinsurance, and trade
credit reinsurance. ACE is a Cayman Islands holding company that,
through subsidiaries, engages in the insurance and reinsurance industries
internationally.
According to ACE, Capital Re was in a capital crunch earlier this
year. Although Capital Re does not admit that this was the reason, it says
that for more than a year it has been exploring a possible business
combination or capital infusion. During this exploration, Capital Re
engaged ACE in discussions about strategic options. As a result of those
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discussions, ACE provided Capital Re with a cash infusion of $75 million
in February 1999 in exchange for newly issued Capital Re shares, which
ultimately amounted to 12.3% of the company's outstanding common
shares.
This infusion was apparently insufficient to calm the markets
because in March of 1999 Moody's Investors Service, Inc. downgraded
Capital Re's financial rating from AAA to AA2. ACE contends that a
further downgrading would have seriously affected Capital Re's earnings
and that Capital Re therefore contacted ACE in May of 1999 to discuss
solutions, including a possible business combination with ACE.
Negotiations following this contact bore fruit in the form of the
binding Merger Agreement between ACE and Capital Re, which was
publicly announced on June 11, 1999. The terms of the Merger Agreement
provide for Capital Re stockholders to receive .6 of a share of ACE stock
for each share of Capital Re they hold. On June 10, 1999, the value of .6
of a share of ACE was over $17.00.'
B. The Merger Areement's "No-Talk" And "Fiduciary Out" Provisions
At the time the Capital Re board executed the Merger Agreement, it
knew that ACE, which owns 12.3% of Capital Re's stock, had stockholder
voting agreements with stockholders holding another 33.5% of Capital Re's
shares. According to ACE, "[r]epresentatives of Capital Re significantly
participated in the negotiation of, and in obtaining, the shareholder
agreements" and Capital Re encouraged the 33.5% holders to sign the
agreements.2 These agreements obligated the 33.5% holders to support the
merger ifthe CapitalRe boardof directorsdid not terminate the Merger
Agreement in accordance with its provisions. Put simply, ACE would
control nearly 46% of the vote going irito the merger vote and therefore
needed very few of the remaining votes to prevail. Thus the Capital Re
board knew when it executed the Merger Agreement that unless it terminated
the Merger Agreement, ACE would have, as a virtual certainty, the votes to
consummate the merger even if a materially more valuable transaction
became available.
Although ACE and Capital Re both agree that the merger, if
effectuated, will not result in a "change of control" of Capital Re within the
meaning of the Delaware Supreme Court's opinion in Paramount
Communicationsv. QVC,3 the merger is obviously a transaction of great

'Silver Aff., 5.
'Mears Aff., 3.
'ParamountCommunicationsInc. v. Q VC Network Inc., Del. Supr., 637 A.2d 34 (1994).
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significance for Capital Re's stockholders and for ACE. The parties
therefore bargained over the circumstances in which the Capital Re board
could consider another party's acquisition or merger proposal and/or
terminate the Merger Agreement.
For its part, ACE says it wanted the "strongest, legally binding
commitment from Capital Re, consistent with the Capital Re board's
fiduciary duties."4 This was natural given the investment ACE had made in
Capital Re and the significant resources and organizational energy necessary
to consummate the merger. Most of all, ACE viewed the merger as a unique
strategic opportunity enabling it to expand into a specialized reinsurance
market that is, in ACE's view, quite difficult to enter from scratch.
On the other hand, the Capital Re board knew that the "fiduciary out"
in the Merger Agreement was crucial if it was to protect its stockholders'
rights. Because ACE had contracts in hand guaranteeing it success in a
merger vote unless the Capital Re terminated the Merger Agreement, the
board's decision whether to terminate was determinative. Capital Re
suggests that the stockholder agreements with the 33.5% holders were tied
to this termination provision purposely, so that if there was a proposal that
the Capital Re board deemed "superior," the 33.5% holders would also be
free to consider it.5 Because the merger would be consummated even if
circumstances had greatly changed and even if a much more valuable offer
was available unless the board could validly terminate the agreement, Capital
Re claims that the board was careful to negotiate sufficient flexibility for
itself to terminate the Merger Agreement if necessary to protect the Capital
Re stockholders.
The negotiations on this issue resulted in two important sections of the
contract. The first, § 6.3 (the "no talk"), generally operates to prohibit
Capital Re and "its officers, directors, agents, representatives, advisors or
other intermediaries" from "solicit[ing], initiat[ing], encourag[ing], ... or
tak[ing] any action knowingly to facilitate the submission of any inquiries,
proposals, or offers... from any person., 6 Of most importance on this
motion, § 6.3 also restricts Capital Re from participating in discussions or
negotiations with or even providing information to a third party in
connection with an "unsolicited bona fide Transaction Proposal," unless the
following conditions are met:
Capital Re's board concludes "in good faith... based on
the advice of its outside financial advisors, that such
O

4

ACE Br. at 3.
'SilverAff., 3;.seealsoMears Aff. J3 (Capital Re involved innegotiating the stockholder
agreements).
6Merger Agreement, § 6.3.
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Transaction Proposal is reasonably likely to be or to result in
a Superior Proposal";
*
Capital Re's board concludes "in good faith... based on
the written advice ofits outside legal counsel, that participating
in such negotiations or discussions or furnishing such
information is required in order to prevent the Board of
Directors of the Company from breaching its fiduciary duties
to its stockholders under the [Delaware General Corporation
Law]";
*
the competing offeror enters into a confidentiality
agreement no less favorable to Capital Re than its
confidentiality agreement with ACE, a copy of which must be
provided to ACE; and
*
the company's directors provide ACE with
contemporaneous notice of their intent to negotiate or furnish
information with the competing offeror.'
Section 6.3 is therefore the logical gateway through which the Capital Re
board must pass in order to position themselves to terminate the Merger
Agreement under § 8.3.' Section 8.3 of the Merger Agreement, in turn,
enables the Capital Re board to terminate the Merger Agreement only if,
among other things:
•
Capital Re "is not in material breach of any of the terms
of [the] Agreement";
•
the Capital Re board "authorizes [Capital Re]... to
enter into a binding written agreement concerning atransaction
that constitutes a Superior Proposal and [Capital Re] notifies
[ACE] in writing that it intends to enter into such an
agreement, attaching the most current version of such
agreement to such notice";
*
ACE "does not make, prior to five business days after
receipt of [Capital Re's] written notification.., an offer that

Merger Agreement, § 6.3.
'hatathird party would consummate a superiorproposal under § 8.3 withoutnegotiations
with or material information from Capital Re strikes me as highly implausible.
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the [Capital Re] Board... determines, in good faith after
consultation with its financial advisors, is at least as favorable,
as the Superior Proposal, taking into account the long term
prospects and interests of [Capital Re] and its stockholders;
0

Capital Re, prior to such termination, pays ACE a $25

million termination fee.9
C. ACE's Stock Takes A Beating
Since the merger was announced on June 11, 1999, ACE has seen the
price of its stock fall significantly. As a result, the value ofthe consideration
the marketplace deemed Capital Re stockholders to be receiving in the
merger dropped precipitously to less than $10 a share on October 6, 1999.10
It was under these less than auspicious economic circumstances that
the merger headed for an October 7, 1996 vote.
D. XL Capital Limited Makes An Unsolicited Higher Bid
And Capital Re Decides To Terminate The Mrger Agreement
On October 6, 1999 - a day before the stockholder vote on the
merger - Capital Re's board of directors received an offer from XL Capital
Ltd., a Bermuda-based insurer, to purchase 100% ofthe company's stock for
$12.50 a share. Based on the price of ACE's stock that day, the market
considered the merger significantly less valuable for Capital Re stockholders
than the XL Capital offer.
In the face of this offer, the Capital Re board immediately convened
an emergency meeting. At that meeting, the board received written advice
from their outside counsel, Michael . Silver of Hogan & Hartson, that
entering into discussions with XL Capital was "consistent with" their
fiduciary duties." The written advice did not say that the board was
"required to" discuss the XL Capital offer in order to fulfill their fiduciary
duties. But Silver gave oral advice at the meeting that was stronger and that
reflected the general tenor of advice he had earlier given in a lengthy May
1999 memorandum explaining to the board its fiduciary obligations in the
context of entering the Merger Agreement with ACE. The minutes of the
meeting state:

9Merger Agreement, §§ 8.3, 8.5.
"The Merger Agreement has an upper "collar" but no lower one.
"Silver Aff., Ex. B.
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Mr. Silver stated that the ACE transaction was originally
viewed by the Board as a strategic merger not involving a sale
of control; accordingly, the Board was not required to accept
a cash offer even if its current value was nominally higher than
the value of the ACE shares received in the merger. However,
he notedthatthe MergerAgreement specifically contemplated
consideration of certain competing offers and that it was
appropriate, if the Board considered the XL offer to be
reasonably likely to result in a Superior Proposal,for the
Board to conclude that consideration of the XL offer is
required in order to satisfy its fiduciary obligations to
stockholders.2
In an affidavit, Silver explains that his hastily prepared (given the
exigencies) and more equivocal letter opinion reflected his judgment that
whether the board was required to explore the XL Capital offer hinged on
its business judgment that the XL Capital offer was attainable and likely to
yield a higher value than the merger. Until this judgment was made, he
could not opine that such exploration was required. 3 By his letter opinion,
Silver claims, he was opining that ifthe board made such a judgment, then
a decision by the board that discussions with XL Capital were required was
an appropriate one under Delaware law."'
After considering Silver's advice, the board determined that the value
of the XL Capital offer was so substantially superior to the merger that it was
duty-bound to enter discussions with XL Capital."5 As a result of those
discussions, XL Capital raised its bid to $13.00 on October 10, 1999. That
same day, the Capital Re board met and received presentations from its
investment banker, Goldman Sachs, and its legal advisors. The Capital Re
board concluded that the XL Capital offer was more advantageous to Capital
Re than the merger. As a result, Capital Re sent written notice to ACE that
it considered the $13.00 offer a "superior proposal" within the meaning of
the Merger Agreement and that it intended to terminate the Merger
Agreement pursuant to § 8.3 unless ACE increased the merger consideration
within five business days.
ACE claims that in the spirit of compromise and despite what it
regarded as a clear breach of contract by Capital Re, it offered on October 14
to increase the merger consideration so that Capital Re stockholders would
receive a combination of ACE stock and cash with a value at least equal to
"Silver Aff., Ex. A.
"Silver Aft., 12.
14Id.

15ld., Ex. A.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 25

$13.00 a share and in some instances yielding a value somewhat higher.
ACE apparently formalized that bid on October 18, 1999.
That same day, XL Capital increased its all cash, all shares bid to
$14.00. This resulted in Capital Re sending another termination notice to
ACE, giving ACE five days to match XL Capital's offer. The deadline for
ACE to match that offer expires today, October 25, 1999.
Rather than match the latest XL Capital offer, ACE filed this action
on October 21, 1999 seeking to enjoin Capital Re from terminating the
Merger Agreement. Argument on this motion was held earlier today.
II. The Contentions Of The Parties
ACE argues that Capital Re has violated the plain language of the
Merger Agreement. Its major claim is that Capital Re was forbidden to
engage in discussions with XL Capital unless it received written legal advice
from outside counsel opining that the board's fiduciary duties mandated such
discussions. Because the board did not receive such advice, its decision to

enter negotiations with XL Capital and to start a bidding war between ACE
and XL Capital is, in ACE's view, a clear breach of contract.

ACE further contends that the only appropriate remedy for this breach
is an injunction against termination of the Merger Agreement. Because its
contracts with the 33.5% holders are binding only so long as the Capital Re
board does not terminate the Merger Agreement in accordance with § 8.3,
ACE fears that it will never be able, as a practical matter, to bind the 33.5%
holders to their contract even if I later find that Capital Re breached § 6.3
of the Merger Agreement and therefore had no right to terminate under

§ 8.3.
As a matter of black letter law, ACE points out that the opportunity
to merge with or acquire another corporation is a sufficiently unique one,
which, if wrongfully denied, gives rise to harm not easily quantifiable in
monetary damages. Put another way, ACE faces irreparable harm if Capital
Re terminates. These principles apply with full force here, ACE says,
because Capital Re is one of only two highly rated specialty reinsurers in the
United States, and the specialty reinsurance industry is difficult to enter.
Moreover, ACE argues that it will be placed in a maddening situation
without an injunction. If Capital Re can terminate, ACE contends, then
ACE will face a Hobson's choice. If ACE decides to bid in an auction for
Capital Re and prevails, it will obviously be able to reap the benefits of its
win. But it will never be able to recover monetary damages for breach of the
Merger Agreement in that circumstance because, by its acquisition of Capital
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Re, its only source of damages would be from itself. 6 On the other hand, if
ACE stays out of an auction, it will be forced to accept the inadequate
remedy ofmonetary damages andwill lose the unique opportunity to acquire
Capital Re.
Finally, ACE submits that it is critical for this court to act because of
Capital Re's financial condition. As ACE puts it:
At present, the ratings agencies remain concerned about

Capital Re's financial strength because of the uncertainty and
delay created by the auction process. Capital Re also has just
announced another significant loss which should heighten the
concern of the rating agencies. A further downgrade would
negatively impact [sic] Capital Re's revenues, business
opportunities, and ultimately the value and the viability of the
Company....
If Capital Re experiences any additional downgrades in its
ratings, Capital Re will suffer further catastrophic injuries.

Thus, if the Merger is allowed to be terminated - even if it is
reinstated after trial - or if there is any further delay in the
consummation of the merger, the resulting downgrade would
result in ACE receiving "damaged goods. 17
Capital Re, of course, takes a quite different view. It argues that §6.3
of the Merger Agreement leaves the determination of whether the board
must enter discussions with another offeror to the board'.s own good faith
judgment. Although the board is required to consider the written advice of
outside counsel in that process, the board must ultimately make its own
decision. According. to Capital Re, its board did just that because the
economic disparity between the value ofthe merger and the XL Capital offer
was so great that the board could not, in good conscience, fail to consider it.
In so determining, the board was conscious that ifit did not consider the XL
Capital offer, it could never go on to consider whether to terminate the
6

In this regard, I note that ACE seems to implicitly acknowledge the theoretical
impossibility of bringing a suit, 4 l the famous or infamous (depending on your point of view)
Pennzoilcase, againstXL Capital fortortious interference with the MergerAgreement See Texaco,
Inc. v. Pennzoil Co., 729 S.W.2d 768 (Tex. CL App. 1987). The Merger Agreement is governed
by Delaware law. Because the Merger Agreement specifically contemplates that Capital Re could

entertain other offers and in some circumstances could validly discuss such offers and abandon the
Merger Agreement if such an offer were "superior" and unmatched by ACE, a claim that XL
Capital was legally forbidden from making such an offer seems far-fetched, ifnot outrageous. If
such a claim is plausible, then the fiduciary out in the contract is, of course, useless.
'ACE Br. at 16-17 (citations omitted).
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Merger Agreement in accordance with § 8.3. Without such a termination,
the board knew that ACE would have the voting power to consummate the
merger even if the merger was no longer in the best interests of Capital Re's
other stockholders. Moreover, Capital Re asserts, the totality of the legal
advice given to the board by Silver supported a good-faith determination that
consideration of the XL Capital offer was required.
Capital Re also contends the balance of the equities tilts heavily in its
favor. Ifatemporary restraining order issues, the court will chill an ongoing
auction and potentially deprive the Capital Re stockholders of the
opportunity to take advantage of an offer significantly more valuable than
the merger. Furthermore, given the financial difficulties Capital Re has
experienced, the delay could result in the bidding going in the other direction
or in XL Capital walking away. By its own terms, the XL Capital offer
expires on October 27, 1999 at 5:00 p.m. If XL Capital walks away because
a TRO is in place, Capital Re fears that its stockholders could be stuck with
the merger and lose the opportunity for the nearly $125 million, or 38%, in
additional value available under the XL Capital offer.
III. Standard Of Review
[1] This matter comes before me on ACE's motion for a temporary
restraining order. A TRO is an injunction, and the factors relevant to
determining whether to issue a TRO are similar to those relevant when
determining whether to grant a preliminary injunction. But these factors are
ordinarily given different weight in the TRO context.
[2-3] This stems from the fact that when this court determines whether to
grant a TRO, it usually has little time to digest the merits. It therefore rightly
concentrates on whether the absence of a TRO will permit imminent,
irreparable injury to occur to the applicant and whether that possibility of
injury outweighs the injury that the TRO itself might inflict on the
defendants. 8 In a case where this balance tilts in favor of the applicant and
where a responsible consideration ofthe merits cannot be had, this court will
issue a TRO even though the applicant has only raised claims that "are
colorable, litigable, or... raise questions that deserve serious attention."' 9
[4-5] Even so, there is "[n]o hard and fast rule governing the extent to
which a court may feel able to delve into the merits on such an
application."2 Where circumstances permit the parties and the court "to
responsibly make a more informed judgment concerning the merits of the
"Cottle v. Carr,Del. Ch., CA. No. 9612, mean.op. at 5-7,1988 WL 10415, at *2-3, Allen,
C. (Feb. 9, 1988).
"Id., mem. op. at 8, 1988 WL 10415, at *3.
2
1d. mem. op. at 7, 1988 WL 10415 at *3.
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claim," the court may pay greater attention to the first element such that the
standard more closely resembles that for a preliminary injunction. 1
In this case, it is difficult to put aside the merits when analyzing
whether the equities, on balance, support the issuance of the order ACE
seeks. Capital Re fears that if a TRO issues, XL Capital may walk away, as
it has the right to do, on October 27. According to ACE itself, time is ofthe
essence, because Capital Re may soon announce or experience adverse
financial results that will materially affect its value. These possibilities mean
that the issuance of the TRO could pose a threat of real harm to Capital Re's
stockholders..
The risks attendant to ajudicial delay of the fluid negotiation process
now being managed by the Capital Re board should occur only if there is a
real likelihood that, after considering the evidence developed by the parties
during expedited discovery, I would continue the delay through the issuance
of a preliminary injunction. If the court is already in a good position to make
a reasoned assessment of the merits and the equities, then it seems
irresponsible to expose the parties to the substantial risks that would flow
from a TRO.
Here, the parties agree about most of the material facts and disagree
primarily about what the language of the contract means. Even in this
expedited context, the record is well developed enough to permit a
responsible, if necessarily tentative, consideration of the merits.' Perhaps
most important, the record is sufficiently developed for the court to assess
the probable balance of the equities that would be struck at a hypothetical
preliminary injunction hearing at which ACE is assumed to have
demonstrated a "reasonable probability of success" on its claim that Capital
Re breached its contract by negotiating with XL Capital about its offer.
For these reasons, I will give more weight to the merits than is
traditionally the case on a motion for a TRO.
IV. Legal Analysis
A. ACE's Merits Showing Weighs Against Issuance Of The TRO
In analyzing the merits, it is useful to break down the analysis into two
parts. First, I will discuss what is in my view the probable better
interpretation of the contract. Second, I will discuss the implications of
reading the contract the way ACE contends it should be read.
"Newman v. Warren, Del. Ch., 684 A.2d 1239, 1244 (1986); see also Insituform

Technologies, Inc. v.Ins itu Inc., Del. Ch., CA. No. 17013, 1999 WL 240347, at *7,Strine, V.C.
(Apr. 19, 1999).
'Newman, 684 A.2d at 1244.
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1. The Probable Better Inter retation Of The Merger Agreement
Is That Capital Re's Discussions With XL Capital Were Proper
Under § 6.3
Although perhaps not so clear as to preclude another interpretation,
§ 6.3 of the Agreement is on its face better read as leaving the ultimate
"good faith" judgment about whether the board's fiduciary duties required
it to enter discussions with XL Capital to the board itself. Though the board
must "base" its judgment on the "written advice" of outside counsel, the
language of the contract does not preclude the board from concluding, even
if its outside counsel equivocates (as lawyers sometimes tend to do) as to
whether such negotiations are fiduciarily mandated.
Here, the Capital Re board had good economic reason to believe that
consummation ofthe merger in the face of the XL Capital offer was adverse
to the interests of the Capital Re stockholders. The board knew that if it did
not explore the XL Capital offer, the Capital Re stockholders - including
the 33.5% holders - would be forced into the merger even though the
merger's value had plummeted since June 10, 1999 and even though the XL
Capital offer was more valuable. Given these circumstances, it seems likely
that in the end a fact-finder will conclude that the board had a good faith
basis for determining that it must talk with XL Capital and not simply let the
Capital Re stockholders ride the merger barrel over the financial falls.
Furthermore, even if the contract is read as ACE wishes, Silver's written
legal advice, when taken as a totality, coupled with his oral advice, and
viewed in light of the necessarily hurried deliberative process undertaken by
the Capital Re board on October 6, 1999, might well be found to be a
sufficient basis for a good faith decision by the board.
2. If ACE's Interpretation Of The Merger Apgreement Is Correct
§ 6.3 Is Likely Invalid And ACE Has Little Chance
Of Prevailing On The Merits
But ACE, of course, contends that it specifically bargained for the
language requiring the Capital Re board to "base" its judgment on the
"written advice" of outside counsel so as to lock up the merger as tightly as
legally permissible. At this stage, it would be presumptuous to contend that
the contract is not susceptible of this reading. Moreover, although Silver's
affidavit plausibly explains his rather equivocal October 6 written advice, the
inference ACE advocates - that Silver did not have a sufficient good faith

belief that discussions with XL Capital were legally mandated to issue a
written opinion to that effect correct.

is one that might ultimately be proven
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Therefore, it is important that I consider that ACE's interpretation of
the contract and the facts may be the best one and determine whether the
TRO should issue in that light. Looked at even in that way, however, ACE
is not in any better position to obtain a TRO, for reasons I now explain.
In an article soon to be published in the Cardozo Law Review,
Professor Paul Regan has carefully considered the contract, agency, and trust
law principles that provide guidance to help courts determine when it is
appropriate to decline to enforce a contract between one party and another.'
As Professor Regan points out, there are many circumstances in which the
high priority our society places on the enforcement of contracts between
private parties gives way to even more important concerns.
[6-7] One such circumstance is when the trustee or agent of certain parties
enters into a contract containing provisions that exceed the trustee's or
agent's authority. In such a circumstance, the law looks to a number of
factors to determine whether the other party to the contract can enforce its
contractual rights. These factors include: whether the other party had reason
to know that the trustee or agent was making promises beyond her legal
authority; whether the contract is executory or consummated; whether the
trustee's or agents ultravires promise implicates public policy concerns of
great importance; and the extent to which the other party has properly relied
upon the contract. 4 Generally, where the other party had reason to know
that the trustee or agent was on thin ice, where the trustee's or agents breach
has seriously negative consequences for her ward, and where the contract is
as yet still unperformed, the law will not enforce the contract but may award
reliance damages to the other party if that party is sufficiently non-culpable
for the trustee's or agents breach.'
[8-9] Indeed, Restatement (Second) of Contracts § 193 explicitly provides
that a "promise by a fiduciary to violate his fiduciary duty or apromisethat
tends to induce such a violation is unenforceable on public policy
grounds."' The comments to that section indicate that "[d]irectors and other
officials of a corporation act in a fiduciary capacity and are subject to the
rule in this Section."' It is therefore perhaps unsurprising that the Delaware
law of mergers and acquisitions has given primacy to the interests of
stockholders in being free to maximize value from their ownership of stock
without improper compulsion from executory contracts entered into by
boards - that is, from contracts that essentially disable the board and the

"Paul L. Regan, GreatExpectations? A ContractLawAnalysisForPreclusiveCorporate

Lock-Ups, 21 Cardozo Law Rev. 1 (Oct 1999) (forthcoming).
'See generallyid
25M1

'Restatement (Second) of Contracts § 193 (1981) (emphasis added).
27

1d, cmt.a.
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stockholders from doing anything other than accepting the contract even if

another much more valuable opportunity comes along.
But our case law does not do much to articulate an explicit
[10-11]
rationale for this emphasis on the rights of the target stockholders over the
contract rights of the suitor. The Delaware Supreme Court's opinion in
Paramountv. QVC comes closest in that respect. That case emphasizes that
a suitor seeking to "lock up" a change-of-control transaction with another
corporation is deemed to know the legal environment in which it is
operating. Such a suitor cannot importune a target board into entering into
a deal that effectively prevents the emergence of a more valuable transaction
or that disables the target board from exercising its fiduciary responsibilities.
If it does, it obtains nothing.
[12] For example, in response to Viacom's argument that it had vested
contract rights in the no-shop provision in the Viacom-Paramount Merger
Agreement, the Supreme Court stated:
The No-Shop Provision could not validly define or limit the
fiduciary duties of the Paramount directors. To the extent that
a contract, or a provision thereof, purports to require a board to
act or not to act in such a fashion as to limit the exercise of
fiduciary duties, it is invalid and unenforceable. Despite the
arguments of Paramount and Viacom to the contrary, the
Paramount directors could not contract away their fiduciary
obligations. Since the No-Shop Provision was invalid, Viacom
never had any vested contract rights in the provision."
[13] As to another invalid feature of the contract, the Court explained why
this result was, in its view, an equitable one:
Viacom, a sophisticated party with experienced legal and
financial advisors, knew of (and in fact demanded) the
unreasonable features of the Stock Option Agreement. It
cannot be now heard to argue that it obtain vested contract
rights by negotiating and obtaining contractual provisions from
a board acting in violation of its fiduciary duties.... Likewise,
we reject Viacom's arguments and hold that its fate must rise
or fall, and in this instance fall, with the determination that the
actions of the Paramount Board were invalid.29

28QVC, 637 A.2d at 51 (citation omitted).
29Id.
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[14] In his article, Professor Regan persuasively articulates how QVC can
be explained in view of the major factors traditionally applied in contract,
agency, and trust law to determine whether to enforce a contract that
contains provisions that are fiduciarily improper or that result from a
fiduciary breach. He recommends that courts consider four factors when
examining whether an acquirer's or merger partner's contract rights should
give way to the need to protect the target company's stockholders from a
fiduciary breach. Although Professor Regan concentrates on the application
of this analysis in the specific context ofa corporate change of control where
so-called Revlon duties are implicated, the logical force of his analysis is
appropriately brought to bear in this context, which although not so clearly
as a change of control transaction an "ownership" rather than an "enterprise"
issue, certainly implicates many of the same policy concerns ° As a literal
matter, a stock-for-stock merger in which stockholders are required to
exchange their existing property for another form of property would seem to
be an "ownership" issue.
[15] The factors Professor Regan identifies are: "(1) whether the acquirer
knew, or should have known, of the target board's breach of fiduciary duty;
(2) whether the... transaction remains pending or is already consummated
at the time judicial intervention is sought; (3) whether the board's violation
of fiduciary duty relates to policy concerns that are especially significant;
and (4) whether the acquirer's reliance interest under the challenged
agreement merits protection in the event the court were to declare the
agreement unenforceable."3 The first three of these factors commend
themselves to me as a sensible framework for weighing the equities in this
context, and their application supports my conclusion that ACE is unlikely
to prevail on the merits even if ACE is correct about what the Merger
Agreement means 2
First, consideration of whether ACE should have known that § 6.3
was so restrictive that the Capital Re board could not properly agree to it
necessarily requires an examination of its actual operative effect. If §6.3 of
the Merger Agreement in fact required the Capital Re board to eschew even
discussing another offer unless it received an opinion of counsel stating that
"I'ad
at 91-98 (discussing the difference between enterprise issues (e.g., what product to
manufacture) and more fundamental ownership issues affecting stockholder property rights).
31GreatExpectations,at 115.
"Professor Regan's fourth factor does not bear one way or the other on whether the TRO
should be granted. That factor only goes to whether ACE should, upon a final determination that

Capital Re breached § 6.3, at least receive reliance damages. Because ACE demanded § 6.3 and
knew of its possible, ifnot likely, invalidity, this would cut against ACE's claim. Inany event, the
Merger Agreement already provides ACE with a $25 million payment in the event of termination.

Thus the only question inthe end will be whether the court should go further and award additional
damages.
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such discussions were required, and if ACE demanded such a provision, it
is likely that § 6.3 will ultimately be found invalid. It is one thing for a
board of directors to agree not to play footsie with other potential bidders or
to stir up an auction. That type of restriction is perfectly understandable, if
not necessary, if good faith business transactions are to be encouraged. It is
quite another thing for a board of directors to enter into a merger agreement
that precludes the board from considering any other offers unless a lawyer
is willing to sign an opinion indicating that his client board is "required" to
consider that offer in the less than precise corporate law context of a merger
agreement that does not implicate Revlon but may preclude other
transactions in a manner that raises eyebrows under Unocal.3 Such a
contractual commitment is particularly suspect when a failure to consider
other offers guarantees the consummation of the original transaction,
however more valuable an alternative transaction may be and however less
valuable the original transaction may have become since the merger
agreement was signed.34
In one sense, such a provision seems innocuous. I mean, can't the
board find someone willing to give the opinion? What is wrong with a
contract that simply limits a board from discussing another offer unless the
board's lawyers are prepared to opine that such discussions are required?
But in another sense, the provision is much more pernicious in that it
involves an abdication by the board of its duty to determine what its own
fiduciary obligations require at precisely that time in the life of the company
when the board's own judgment is most important 5 In the typical case, one
must remember, the target board is defending the original deal in the face of
an arguably more valuable transaction. In that context, does it make sense
for the board to be able to hide behind their lawyers?
More fundamentally, one would think that there would be limited
circumstances in which a board could prudently place itself in the position
of not being able to entertain and consider a superior proposal to a
"Unocal Corp. v. Mesa Petroleum Co., Del. Supr., 493 A.2d 946 (1985).
'It may well be a different matter for a board to agree to put a merger agreement to a vote
ifthere are no other provisions tied to the agreement that operate to preclude the stockholders from
freely voting down the merger and accepting another deal or opting for no deal at all. In this regard,
§ 251(c) enabling a board to agree to put a merger to a vote
see the recent amendment to 8 d
even where its recommendation about the merger has changed.
3"Cf 8 gL § 141(a) (unless statute or corporation's certificate ofincorporation provides
otherwise, corporation's business and affairs mustbe managed by orunderthe direction ofthe board
of directors); see also Jackson v. Turnbull, Del. Ch., C.A. No. 13042, mem. op. at 10, 1994 WL
174668, at *5, Berger, V.C. (Feb. 8,1994) (finding that board ofdirectors impermissibly delegated
to a third party their statutory responsibility to determine the appropriate consideration in a merger
transaction), affd, Del. Supr., 653 A.2d 306 (1994); Fieldv. CarlisleCorp., Del. Ch., 68 A.2d 817,
820 (1949) (board of directors may not delegate, except as may be explicitly authorized by statute,
the duty to determine the value ofthe property acquired as consideration for the issuance of stock).
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transaction dependent on a stockholder vote. 6 The circumstances in this
case would not seem to be of that nature, because the board's inability to
consider another offer in effect precludes the stockholders (including the
33.5% holders) from accepting anotheroffer. Forthe superior proposal "out"
in §§6.3 and 8.3 of the Merger Agreement to mean anything, the board must
be free to explore such a proposal in good faith. A ban on considering such
a proposal, even one with an exception where legal counsel opines in writing
that such consideration is "required," comes close to self-disablement by the
board. Our case law takes a rather dim view of restrictions that tend to
produce such a result.37
Indeed, ACE admits that it pushed Capital Re to the outer limits of
propriety, but it claims to have stopped short of pushing Capital Re beyond
that limit. But as I read ACE's view of what § 6.3 means in the context of
this Merger 8Agreement, ACE comes close to saying that §6.3 provides no
"out" at all According to ACE, it is now clear, per QVC, that a board need
not obtain the highest value reasonably available unless it decides to engage
in a change of control transaction.39 The ACE-Capital Re merger is not a
change of control. Therefore, this syllogism goes, there is no circumstance
in which the Capital Re board must consider another higher offer to fulfill
its fiduciary duties.4 Thus Capital Re could not get its outside counsel to
issue such an opinion, and the board's contraryjudgment of its duties could
not have been in good faith.4" QVC, Q.E.D.
There at least two problems with such logic. As an initial matter, this
interpretation renders §6.3 meaningless, a result that as a matter of contract
construction is disfavored and lends support to my conclusion that Capital
Re's construction is the better one.
[16] As a matter of corporate law, QVC does not say that directors have no

fiduciary duties when they are not in "Revlon-land." QVC simply defines
when a board enters Revlon-land and is required to seek the highest available
value. But QVC does not say that a board can, without exercising due care,
'One legitimate circumstance may be where a board has actively canvassed the market,
negotiated with various bidders in a competitive environment, and believes that the necessity to close
a transaction requires thatthe sales contest end. Butwhere aboard has notexplored the marketplace
with confidence and is negotiating a deal that requires stockholder approval and would result in a
change in stockholder ownership interests, a board's decision to preclude itself-and therefore the
stockholders - from entertaining other offers is less justifiable.
7
See, e.g., QVC, 637 A.2d at 51; cf Quickturn DesignSystems, Inc. v. Shapiro,DeL Supr.,
721 A.2d 1281 (1998) (poison pill that could notbe redeemed by newboard ofdirectors was invalid
because it improperly divested the board oftheir statutory authority and duty to manage the affairs
of the corporation).
38ACE Br. at 9-10.
391d
401d.
41id.
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enter into a non-change of control transaction affecting stockholder
ownership rights and embed in that agreement provisions guaranteeing that
the transaction will occur and that therefore absolutely preclude stockholders
from receiving another offer that even the board deems more favorable to
them. Put somewhat differently, QVC does not say that a board can, in all
circumstances, continue to support a merger agreement not involving a
change of control when: (1) the board negotiated a merger agreement that
was tied to voting agreements ensuring consummation if the board does not
terminate the agreement; (2) the board no longer believes that the merger is
a good transaction for the stockholders; and (3) the board believes that
another available transaction is more favorable to the stockholders. The fact
that the board has no Revlon duties does not mean that it can contractually
bind itself to sit idly by and allow an unfavorable and preclusive transaction
to occur that its own actions have brought about. The logic of QVC itself
casts doubt on the validity of such a contract.
In this necessarily hurried posture, it is impossible to examine in depth
the appropriate doctrinal prism through which to evaluate the "no-talk"
provision in the Merger Agreement. In the wake of QYC, parties have
tended to embed provisions!2 in stock-for-stock mergers that are intentionally
designed to prevent another bidder, through a tender offer or rival
stock-for-stock bid, from preventing the consummation of a transaction.43
When corporate boards assent to provisions in merger agreements that have
the primary purpose of acting as a defensive barrier to other transactions not
sought out by the board, some of the policy concerns that animate the
Unocal standard of review might be implicated. In this case, for example,
if § 6.3 is read as precluding board consideration of alternative offers - no
matter how much more favorable - in this non-change of control context,
the Capital Re board's approval of the Merger Agreement is as formidable
a barrier to another offer as a non-redeemable poison pill. Absent an escape
clause, the Merger Agreement guarantees the success ofthe merger vote and
precludes any other alternative, no matter how much more lucrative to the
Capital Re stockholders and no matter whether the Capital Re board itself
prefers the other alternative." As a practical matter, it might therefore be
possible to construct a plausible argument that a no-escape merger
agreement that locks up the necessary votes constitutes an unreasonable
preclusive and coercive defensive obstacle within the meaning of Unocal.5

42

Such as no-shops, cross-stock options, and termination fees.

"3Corporate boards may also seek outastock-for-stocktransaction precisely forthe purpose
of fending off possible cash offers. That is, the entire transaction may have a defensive motive.
"That is, it could be said that there is in the board's view no "threat" against which
legitimate defensive barriers are needed.
"'UnocalCorp.v. Mesa Petroleum,493 A2d 946 (1985); Unitrin,Inc. v. AmericaGeneral
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[17-18]
But Unocalto one side, one can state with much more doctrinal
certainty that the Capital Re board was still required to exercise its bedrock
duties of care and loyalty when it entered the Merger Agreement." If the
board mistakenly entered into a merger agreement believing erroneouslythat
it had negotiated an effective out giving it the ability to consider more
favorable offers, its mistake might well be found to be a breach of its duty
of care. In this context where the board is making a critical decision
affecting stockholder ownership and voting rights, it is especially important
that the board negotiate with care and retain sufficient flexibility to ensure
that the stockholders are not unfairly coerced into accepting a less than
optimal exchange for their shares. As Chancellor Chandler recently noted,
'No-talk provisions... are troubling precisely because they prevent a board
from meeting its duty to make an informed judgment with respect to even
considering whether to negotiate with a third party."4
Examined under either doctrinal rubric, § 6.3 as construed by ACE is
of quite dubious validity. As a sophisticated party who bargained for, nay
demanded, § 6.3 of the Merger Agreement, ACE was on notice of its
possible invalidity. This factor therefore cuts against its claim that its
contract rights should take precedence over the interests of the Capital Re
stockholders who could be harmed by enforcement of § 6.34 For all these
reasons, the first factor identified by Professor Regan as relevant to
determining whether § 6.3 would be enforceable weighs heavily against
ACE and undercuts the probability that it could enforce the provision against
Capital Re.
[19-20]
The second factor - timing - also weighs against ACE. The
merger has not closed, the eggs have not been "scrambled," and the court
would not be in the position of unscrambling them. Put another way, the
transaction has not gotten to the point where ACE's investment and settled
expectations in the deal are so substantial that it is unfair for ACE's contract
rights to give way to the interests of Capital Re's stockholders. In this sense,
this factor operates not unlike the distinction Delaware law makes between
the relief available to a stockholder plaintiff who proves that a transaction is

Corp., Del. Supr., 651 A.2d 1361, 1387-88 (1995) (a defensive measure that is preclusive and
coercive in relation to a threat is invalid).
"'PhelpsDodge Corp. v. Cyprus Amax Minerals Co., Del. Ch., C.A. No. 17398, tr. at
99-100, Chandler, C. (Sept. 27,1999) (ruling atpreliminary injunction hearingthat although targets
board ofdirectors had no duty to negotiate in atransaction not involving a change ofcontrol or sale
of the company, "[e]ven the decision not to negotiate ...must be an informed one" and that the

board "should not have completely foreclosed the opportunity" to negotiate with a third party
through a "no-talk" provision and that such foreclosure may constitute a breach of a board's duty of
care). 47
IdL at 99.
48
QVC, 637 A.2d at 51; Great Expectations, 21 Cardozo L. Rev. at 76-81.
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tainted by breaches of fiduciary duty by the board. 49 If the stockholder
makes his claim before the transaction is consummated, the court may enjoin
the transaction."0 If the plaintiff waits until the transaction is consummated
to assert his claim, the equities usually weigh against undoing the
transaction, and the plaintiff is left to the remedy of damages (if available)."
[21-22]
The third factor -the importance ofthe public policy interest
at stake - also cuts against enforcement of §6.3, if read as ACE claims it
should be. Delaware law invests a substantial amount of authority in
corporate boards to manage the affairs of corporations. But this investment
of authority is dependent on the corresponding responsibility of corporate
boards to exercise this authority in a careful and loyal manner. These
fiduciary responsibilities are of special importance in situations where a
board is entering into a transaction as significant as a merger affecting
stockholder ownership rights. For that (sometimes unspoken) reason, our
law has subordinated the contract rights ofthird party suitors to stockholders'
interests in not being improperly subjected to a fundamental corporate
transaction as a result of a fiduciary breach by their board.52
For all these reasons, I conclude that ACE is unlikely to be able to
convince a court on final hearing that Capital Re breached a valid
contractual provision by entering into discussions with XL Capital.
B. ACE Faces Sufficient Irreparable Harm
To Justif An "unction
[23-24]
ACE has made a sufficient showing to demonstrate that, absent
a TRO, it may lose a unique opportunity to acquire Capital Re at a favorable
price. This court has recognized that the loss of a "unique acquisition
opportunity" may constitute an irreparable injury. 3 Although ACE's
49

GreatExpectations,21 Cardozo L. Rev. at 79-81 (pointing out this analogy and citing to

Arnoldv. Societyfor SavingsBancorp,Inc., Del. Supr., 678 A.2d 533 (1996) as well explaining the
logic for this distinction).
"Id.

mIa

"IIn this regard, one additional reason why the law might also give precedence to
stockholders' interests over those of acquirers is that the acquirer has the (at least theoretical)
opportunity -through a tender offer orelection contest-to deal directly with the "principals" i.e., the stockholders -rather than the "agents" -i.e., the board. If an acquirer wishes to reduce
the riskthatthe agentwill exceed its authority, ithas options fordirectdealing (subjectto reasonable
defensive measures by the target board). Where a sophisticated acquirer chooses to deal with the

directors-agents only and to enter an agreement that arguably precludes the stockholders-principals
from any meaningful choice in the matter, the would-be acquirer's expectation rights in its contract
are less compelling than the need to protect the stockholder-principals from improper action by the
directors-agents.
"See, e.g., True North Communications,Inc. v. Publicis, SA., Del. Ch., 711 A.2d at 34,
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stockholder agreements can be read as binding the 33.5% stockholders if this
court later finds that Capital Re did not properly terminate the Merger
Agreement, it will be very difficult in this context for ACE to actually
enforce those agreements in as timely a manner as is necessary to foreclose
the possibility that someone other than ACE could obtain control of Capital
Re. Thus ACE has demonstrated the existence of imminent, irreparable
injury, which is the "essential predicate" for issuance of the remedy sought.'
On the other hand, the denial of a TRO does not leave ACE with no
relief to salve its wounds. Under the Merger Agreement, it will receive $25
million upon termination. If it continues to bid for Capital Re against XL
Capital, that fee in essence gives ACE a $25 million bidding advantage.
Coupled with its right to match any offer, ACE will still have substantial
rights as a result of the Merger Agreement.
C. The Potential Harm To Capital Re Stockholders
If The TRO Issues Is Too Substantial To Risk
Even though ACE faces irreparable harm, that threat does not justify
the award of a TRO. As explained earlier, ACE is relying on a highly
problematic contractual provision it specifically demanded. It has not
claimed that Capital Re's board went out and solicited XL Capital to make
a bid or engaged in other conduct that would have implicated ACE's clearly
legitimate contractual expectations from its merger contract.
Instead, ACE presses a TRO application premised largely on the
proposition that § 6.3 means virtually nothing and the Merger Agreement
has no out at all. Although this arguably goes only to the merits, the
issuance of an injunction has profound implications for matters of substance
and requires more than a rote application of a standard of review without
concern for the actual effect ofthe decision on real parties with real interests.
ACE is not asking for the opportunity to place the Merger Agreement
before the Capital Re electorate in an election whose outcome is uncertain
and in which the Capital Re stockholders could decide to take the bird in
hand (the merger) or opt for a deal with XL Capital or choose no deal at all.55
44-45 (1997) (describing loss of merger opportunity that plaintiff sought to preserve as "damage"
that "cannot be quantified'); see alsoRevlon, Inc. v. Macndrews & ForbesHoldings, Inc., Del.
Supr. 506 A.2d 173, 184 (1986) (affirming Court of Chancery ruling that plaintiff demonstrated
irreparable harm by, interalia,showing that its opportunity to bid for Revlon would be lost absent
injunction of the lock-up and other aspects of the agreement between Revlon and Forstmann).
'Cottle, mem. op. at 6, 1988 WL 10415, at *3, Allen C. (Feb. 9, 1988).
'As noted, the recent amendments to 8 Del,C.§ 251 open up the possibility for a board
to put amerger to avote even where the board's view ofthe matter has changed. IfCapital Re takes
that route in this case, the result of the vote is foreordained because ACE will no doubt prevail
absent an out for the 33.5% holders, which is a matter solely within the discretion ofthe Capital Re
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Because ACE has the votes if the Merger Agreement is not terminated, what
it ultimately seeks is an injunction from this court that will result in the
consummation of a transaction far less valuable to the Capital Re
stockholders than the XL Capital offer.56
This is not a scenario that I am inclined to risk possibly bringing about
by an exercise of compulsion of Capital Re's board."' XL Capital may
decide that it does not wish to stick around and await this court's
determination (in two or three weeks) of whether Capital Re will be
preliminarily enjoined from terminating the Merger Agreement. ACE itself
impresses upon me the vulnerability of Capital Re to market forces, and the
need for Capital Re to engage in a strategic transaction rapidly. Delay could
thus result in a situation where the "auction" price starts to spiral down,
rather than up.
Moreover, it is extremely unlikely that my assessment of the equities
will change if this matter is set down for a preliminary injunction. Thus the
issuance of a TRO would in these circumstances involve the judicial
imposition of risk on Capital Re without the upside of any likely prospect of
providing ultimate comfort to ACE. In this respect, I do no favor to ACE to
be less than candid about its prospects in prevailing on a motion for a
preliminary injunction. It has much at stake here and should know whether
the pursuit of a preliminary injunction is likely to be a possible avenue for
successfully acquiring Capital Re so that it can chart its own course.
V. Conclusion
For all the foregoing reasons, ACE's motion for a TRO is denied. IT
IS SO ORDERED.58
board. Because the issuance ofthe TRO will not result in a free choice for Capital Re stockholders
between the merger and the XL Capital offer, orbetween the merger and no transaction at all, ACE's
citation to Vice Chancellor Steele!s oral opinion in Kontrabecki Group,Inc. v. TriadPark,LLC,
Del. Ch., CA. No. 16256, tr. ruling, Steele, V.C. (Mar. 17,1998) is inapposite. In that case, Vice
Chancellor Steele's opinion left the issue to the voters in a context in which rejection of the deal
management originally agreed to was possible and the voters could choose the other deal. That is
not the case here.
'At oral argument, counsel for ACE said that ACEwould stick by its recent higher bid.
I trust his word. ACE's moving papers, however, suggested an intention to seek specific
performance of the Merger Agreement
'TSee, e.g., RJ.R. Nabisco,Inc. ShareholdersLitigation,Del. Ch., Consolidated CA. No.
10389, mem. op. at 31, 1989 WL 7036, at* 12, Allen, C. (Jan. 31, 1989) ("the court must be alert
to the legitimate interests of the public or innocent third parties whose property rights or other

legitimate interests might be affected by the issuance of the remedy").

'As a post-script,the reader may be interested to know that after the courts decision ACE

submitted anew bid to the Capital Re board. On October 26,1999, the Capital Re board concluded

that the new ACE offer - a blended stock and cash offer designed to guarantee $14.00 a share in
value-

matched (or was preferable to) XL Capital's latest offer. The same day the two companies
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ACTIVE ASSET RECOVERY, INC. v. REAL ESTATE
ASSET RECOVERY SERVICES, INC.
No. 15,478
Court of Chancery of the State of Delaware,New Castle
September 10, 1999
Plaintiff and defendant agreed to form ajoint venture, that became a
Delaware limited partnership. For five or so years, the limited partnership
operated as a business despite the fact that the two parties never reached
accord on a written partnership agreement. This partnership came to an end
and the former partners fought over what remained of the partnership in a
dissolution proceeding before the court pursuant to section 17-802. The
general partner, a wholly-owned subsidiary of plaintiff, was the plaintiff in
this action. After the dissolution decree was issued by the court on
January 21, 1998, the case evolved into an argument over the assets of the
partnership.
The court of chancery, per Vice-Chancellor Strine, concluded that (1)
the partnership was dissolved on January 23, 1997, when plaintiff first gave
express notice of dissolution to defendant; (2) plaintiff improperly charged
the partnership overhead for the salary costs of plaintiffs media department;
(3) plaintiff inappropriately calculated the profits on certain partnership
contracts by allocating to itself a preferred return for contracts not subject to
such returns and by denying defendant a reciprocal preferred return on
certain contracts referred by the partnership to plaintiff; (4) plaintiff
improperly advanced to itself and its officers certain litigation expenses; and
(5) there was no quantifiable goodwill to be distributed in winding up the
partnership.

apparently executed a revised merger agreement incorporating these new terms. The new merger
agreement is subject to approval by the Capital Re stockholders. As of October 28, 1999, it is
uncertain whether XL Capital will make yet another offer.
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139, 140

The Delaware Revised Uniform Limited Partnership Act (DRULPA)
is designed to provide contracting parties with the maximum level of
contracting freedom. DEL. CODE ANN. tit. 6, § 1101(c) (1999).
2.

Partnership 02=

349, 366, 370

Delaware law permits partners of a limited partnership to operate their
business as they choose, insofar as their actions do not conflict with specific
commands of public policy.
3.

Partnership

(

2, 102

Where the DRULPA does not provide guidance, the court looks to the
Delaware Uniform Partnership Act (DUPA) and the rules of law and equity.
DEL. CODE ANN. tit. 6, § 17-1005 (1999).
4.

Partnership

0:

70, 71, 94, 139, 140

In accordance with its emphasis on contractual freedom, the DRULPA
enables the traditional fiduciary duties among and between partners to be
modified by partnership agreements.
5.

Partnership

G

70, 349,366, 370

In the absence of a partnership agreement making plain the parties'
intention to preempt the fundamental fiduciary duties of loyalty and care, a
general partner remains obligated to act fairly toward the limited partners
and to prove fairness when it makes self-interested decisions.
6.

Partnership

02-

314

A limited partnership is dissolved and its affairs shall be wound up
upon the first to occur of five statutorily specified events. DEL. CODE ANN.
tit. 6, § 17-801 (1999).
7.

Partnership

@

276,330,344

A limited partnership is dissolvea when the court issues a decree of
judicial dissolution. DEL. CODE ANN. tit. 6, § 17-801(5) (1998).
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Partnership

m

261

Dissolution of a limited partnership can occur at the time or upon the
happening of events specified in the partnership agreement. DEL. CODE
ANN. tit. 6, § 17-801(1) (1999).
9.

Partnership

2

313, 329

As a general matter, the courts power to dissolve a partnership where
events have made it reasonably impractical for the partnership to continue
in accordance with the partnership agreement is a limited one and should be
exercised with corresponding care.
10.

Partnership

g

204,205,288

Notice oftermination of a partnership was given when a written notice
stating that the general partner was terminating the partnership was sent to
the corporate address and the registered agent for the other partner.
11.

Partnership

*=

259.5,288

Either partner has the right to dissolve the partnership by giving
express notice of dissolution to the other partner.
12.

Partnership

ON

277, 326

In the absence of an agreement limiting their dissolution rights, the
partners retain such walk-away rights.
13.

Partnership

m=

259.5, 262

Delaware public policy, as reflected in the DUPA, indicates that
general partnerships are dissolvable by the express will of any partner,
absent agreement to the contrary. DEL. CODE ANN. tit. 6, § 1531(2) (1999).
14.

Partnership

u

376

Where the partners of a limited partnership fail to reach a precise
accord, the partners of a limited partnership implicitly agree to retain this
dissolution right. DEL. CODE ANN. tit. 6, § 17-1105 (1999).
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306

A former partner is entitled to share, according to his interest, in the
profits earned on business pending at dissolution; and the dissolution date
is the reference point for determining what amounts, if any, the partners are
owed.
16.

Partnership

284,285

A partnership may commit to new contracts during the wind-up period
if necessary or advantageous to the partners' economic interests.
17.

Partnership

IM' 284, 285

Under the rule of expressio unius est exclusio alteris,if one subject
is specifically named, or if several subjects of a larger class are specifically
enumerated, and there are no general words to show that other subjects of
that class are included, it may reasonably be inferred that the subjects not
specifically named were intended to be excluded.
18.

Partnership

*=-

366, 370

A general partner has managerial authority over a limited partnership,
absent a contrary provision in the partnership agreement.
19.

Partnership

0!

70, 366

Nothing in the DRULPA divests a corporate general partner of its
fiduciary obligations.
20.

Partnership

0z:

307

A surviving partner is entitled to reasonable compensation for his
services in winding up the partnership affairs. DEL. CODE ANN. tit. 6,
§ 1581(6) (1999).
21.

Partnership

C

370, 371,375

Subject to such standards and restrictions, if any, as are set forth in its
partnership agreement, a limited partnership may, and shall have the power
to indemnify and hold harmless any partner or other person from and against
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any and all claims and demands whatsoever. DEL. CODE ANN. tit. 6, § 17108 (1999).
22.

Partnership

-

U"

139,376

Section 17-708, like the rest ofthe DRULPA, is broadly empowering
and deferential to the contracting parties' wishes regarding indemnification
and advancement. DEL. CODE ANN. tit. 6, § 17-708 (1999).
23.

Partnership

Umm 74, 75, 139

Section 17-108 defers completely to the contracting parties to create
and delimit rights and obligations with respect to indemnification and
advancement of expenses. DEL. CODE ANN. tit. 6, § 17-108 (1999).
24.

Partnership

C2-

351,366,370,371,375,376

The best reading of section 17-108 is that it permits a limited
partnership to indemnify a partner or other person even in the absence of a
provision in the partnership agreement contemplating that result. DEL. CODE
ANN. tit. 6, § 17-108 (1999).
25.

Partnership

:=*

85, 192

Section 1518(2), the DUPA general partnership indemnification
provision, provides for mandatory indemnification in a narrower set of cases
than section 17-108. DEL. CODE ANN. tit. 6, § 1518(2) (1991).
26.

Partnership

m

85, 192, 371

Section 1518(2)s requirement that general partnership must
indemnify in certain situations is substantively different in approach than
section 17-108 (limited partnership may indemnify), and the DRULPA's
drafters appear to have declined to adopt the more prescriptive method ofthe
DUPA. DEL. CODE ANN. tit. 6, § 1518(2) (1991); DEL. CODE ANN. tit. 6,
§ 17-108 (1999).
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416

If a person receiving advancement either repays the funds or is
ultimately entitled to indemnify, the decision to extend advancement rights
should ultimately give rise to no net liability on the corporation's part.
28.

Partnership

0

74, 75, 304

The public policy of Delaware is to allow advancement, if the
partnership agreement so provides, even in cases in which the plaintiff is a
limited partner and the claims are for breach of fiduciary duty.
29.

Partnership

'

74, 75, 304

The right to advancement exists only if it is provided for in the
partnership.
30.

Partnership

20, 70, 166, 351

Section 17-403(a) of the DRULPA provides that a general partner of
a limited partnership has the rights of a partner in a general partnership
unless a provision in the DRULPA or the partnership agreement provides to
the contrary. DEL. CODE ANN. tit. 6, § 403(a) (1999).
31.

Partnership

:

307

Section 1518(6) of the DUPA provides that a partner who winds up
a general partnership has the right to receive reasonable compensation for
that task. DEL. CODEANN. tit. 6, § 1518(6) (1999).
32.

Partnership

0=

307

General partner could not call every penny it had spent in litigation,
a wind up expense.
33.

Partnership

349, 366, 370

The DRULPA permits a limited partnership to indemnify and advance
expenses to a general partner even in the absence of an agreement to that
effect, but the general partner remains bound by its fiduciary duties of care
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and loyalty, and it cannot advance fees to or indemnify itself or its affiliates
unless it demonstrates that it is fair for it to do so.
34.

Partnership

C

349,366,370

The general partner of a limited partnership cannot claim protection
of the business judgment rule if the general partner was on both sides of the
transaction or was uninformed, nor does the business judgment rule apply
in a self-interested decision and if the general partner did not act in an
informed manner.
35.

Partnership

Zm

349, 366, 370

Even though a general partner may recover reasonable winding-up
expenses, the general partner must prove the fairness of any such expenses
it pays to itself.
36.

Partnership

C

149, 223

Because a partner brings the action for his own personal benefit rather
than for the preservation of the partnership business or property as section
1518(2) requires, a partner should bear his own litigation costs. DEL. CODE
ANN. tit. 6, § 1518(2) (1991).
37.

Corporations

I

310, 310(1), 416

Under the Delaware General Corporation Law (DGCL), a corporation
must obtain from the party seeking advancement an undertaking requiring
repayment in the event that it is ultimately determined that the party is not
entitled to indemnity. DEL. CODE ANN. tit. 8, § 145(e) (1999).
38.

Corporations

0=

310, 310(1), 416

Under the DGCL, a corporation indemnifying a party must approve
such indemnity through a vote of the non-interested directors, by approval
by independent legal counsel in a written opinion, or by a stockholder vote.
DEL. CODE ANN. tit. 8, § 145(d) (1999).
39.

Corporations

Ow 310, 310(1), 416

Such indemnity is available only if the approving authority determines
that the party seeking indemnity acted in good faith and in a manner the
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person reasonably believed to be in or not opposed to the best interests of the
corporation. DEL. CODE ANN. tit. 8, § 145(a) (1999).
40.

Corporations

0

310, 310(1),416

In cases where the person seeking indemnity has been held liable to
the corporation, even stricter conditions are placed on the right of the
corporation to indemnify under the statute. DEL.CODEANN. tit. 8, § 145(b)
(1999).
41.

Partnership

177, 183(2), 184

Section 17-804 of the DRULPA provides that the assets of the
partnership must be distributed among the partners. DEL. CODE ANN. tit. 6,

§ 17-804 (1999).
42.

Partnership

'

229,257, 310

Goodwill refers to the value of such intangible assets as employee
morale, customer relations, and reputation that may cause an enterprise's fair
market value as a going concern to exceed the aggregate value of its other
assets; thus, goodwill can be an asset distributable in a partnership
accounting.
Alan J. Stone, Esquire, David J. Teklits, Esquire, and Stephanie L. Nagel,
Esquire, of Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware, for
plaintiff.
David J. Margules, Esquire, of Bouchard Margules Friedlander &
Maloneyhuss, Wilmington, Delaware; and James P. Donohue, Jr., Esquire,
of Gilbride, Tusa, Last & Spellane, New York, New York, of counsel, for
defendant.
STRJNE, Vice-Chancellor
In 1991, Active Media Services, Inc. ("AMS"), through its
president, Al Elkin, and Real Estate Asset Recovery Services, Inc.
("REARS" or the "Limited Partnership"), through its founders and
co-owners Albert Holland and Mark Holod, agreed to form a joint venture,
which became Active Asset Recovery, L.P. (the "Partnership"), a Delaware
limited partnership. The two companies (the "Partners") were in the
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business of bartering media trade credits for unwanted corporate assets, in
particular corporate real estate.
For five or so years, the Partnership operated as a business even
though AMS and REARS never reached accord on a written partnership
-agreement. The two companies did business as partners while fighting over
the basic, material terms of their economic relationship.
Unsurprisingly, this ad hoc, common law marriage came to an end,
and the former partners are now before me fighting over what remains of the
Partnership in this dissolution proceeding pursuant to 6 Del. C. § 17-802.
The general partner, Active Asset Recovery, Inc. ("AAR"), is the plaintiff
in this action. AAR is a wholly-owned subsidiary of AMS. Because AMS
and AAR essentially functioned as the same entity without observing
corporate distinctions and because the two corporations' economic interests
in this litigation are perfectly aligned, I refer to both as "AMS" or the
"General Partner."
On January 21, 1998, this court issued a decree of dissolution of the
Partnership (the "Dissolution Decree"). After the Dissolution Decree, the
case became a fight over the size of the Partnership pie. REARS, the
Limited Partner, will gain ifthe pie is found to be larger in size. The reverse
is true for AMS, the General Partner.
In this post-trial opinion, I find that the Partnership pie is larger than
AMS says it is in its proposed accounting (the "Proposed Accounting"), but
smaller than REARS claims. Specifically, I conclude that: the Partnership
was dissolved January 23, 1997, when AMS first gave express notice of
dissolution to REARS; AMS improperly charged the Partnership overhead
for the salary costs of AMS's media department; AMS inappropriately
calculated the profits on certain Partnership contracts by allocating to itself
a "preferred return" for contracts not subject to such returns and by denying
REARS a reciprocal preferred return on certain contracts referred by the
Partnership to AMS; AMS improperly advanced to itself and its officers
certain litigation expenses; and there is no quantifiable "good will" to be
distributed in winding up the Partnership.
I. Factual Background
A. The Creation of the Partnership
Alan Elkin and Arthur Wagner have operated AMS since the early
1980s. AMS specializes in the media trade credit barter business, which
involves the exchange of media trade credits for unwanted corporate assets.
Put simply, a typical AMS deal works in the following way. Assume
a corporation has 500,000 "Cheap Trick Live At Buddakan" compact discs
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it wants to unload. AMS would place a value on that unwanted inventory

and offer to pay for it using media credits. A dollar of media credits, in turn,
enables the holder to purchase a dollar of print, radio, or television
advertising media. In the standard AMS deal, AMS would purchase the
Cheap Trick CDS in a contract enabling the selling corporation to purchase
a pre-set amount of media for some combination of media credits and cash.
In such a deal, AMS essentially bets that it will get more value from the
combination of the Cheap Trick CDS and the cash component of the clients
media purchases than it costs AMS to place the media. AMS's client bets
that AMS's media purchasing skills and volume leverage will enable AMS
to get good value for the clients media dollars and obtain a solid return for
unwanted assets unlikely to yield a satisfactory price on a straight cash basis.
Both Elkin and Wagner were experienced players in the media
industry. Applying their expertise to the barter business, they made AMS
successful at obtaining contracts with corporations seeking to get rid of
inventory. AMS was less successful, however, when the unwanted corporate
assets in question consisted of real estate. Eliin's and Wagner's efforts to
convince corporate America to trade real estate holdings for media trade
credits had not borne fruit.
In 1991, Elkin was introduced to Albert Holland, who had recently
become unemployed from a position in the securities industry and who was
working as a consultant. Elkin and Holland began discussing ajoint venture
whereby Holland and a friend of Holland's, Mark Holod, would work with
AMS to develop its media barter business, focusing primarily on corporate
real estate and financial assets. Such a joint venture would marry
complementary strengths. Holland and Holod seemed to have substantial
experience in the real estate and investment banking fields as well as good
contacts in the relevant departments of some large corporations. Holland
and Holod therefore had the potential to open new markets and clients to
AMS. In return, AMS had the existing infrastructure for redeeming the
media trade credits to be provided to the joint venture's clients.
On August 1, 1991, Elkin, on behalf ofAMS, and Holod and Holland
executed a short document stating:
This is to advise you Active Media Services, Inc., Al Holland,
Mark Holod, will enter into an agreement to form a corporation
which will be named at a later date. The object of this
company will be to sell barter through the use ofreal estate and
other unwanted assets.
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The company shares will be split 1/3 Al Holland and Mark
Holod and 2/3 Active Media Services. Under separate cover
a more definitive agreement will be forwarded.
PX 18 (hereinafter the "Agreement in Principle"). Some time thereafter,
Holod and Holland decided to call their corporate vehicle for the joint
venture "REARS" and formed a Delaware corporation in that name in which
each held a 50% share.
After reaching this sketchy agreement, AMS and REARS proceeded
on a two-track course. The first was to start doing business as ajoint venture
without entering into a formal agreement constituting the joint venture. In
late 1991, Holland and Holod started searching for new business for thejoint
venture. In January 1992, they officially began working for thejoint venture
in office space provided by AMS and receiving a draw against future profits
but no salaries.
The second track was to formalize the terms of the joint venture. For
purposes of this opinion, the second track is more significant and will be
reviewed in some detail after a brief discussion of the Partnership's focus and
a history of its short existence.
B. The Focus of the Partnership's Business
During this litigation, the Partners have sparred over the focus of the
Partnership. Although they have kicked up a lot of dust, the Partnership's
focus is apparent.
AMS's specialty was trading media credits for inventory. AMS's
interest in investing in the Partnership stemmed from Elkin's belief that
Holod and Holland had the ability to generate more lucrative barter deals
involving the exchange of a variety of unwanted real estate or financial
assets. Real estate and financial assets were defined broadly by AMS and
REARS and included such property interests as cash, leases, debt securities,
and accounts receivables. They did not extend, however, to plain vanilla
"inventory" such as excess Cheap Trick CDS.
That is, it was not expected that the Partnership would do straight
"inventory" for media credit deals. If the Partnership developed a
relationship with a client who ultimately decided to trade inventory rather
than real estate or financial assets, the Partnership would turn that deal over
to AMS for closure. In such a circumstance, appropriate compensation
would go to REARS in the form of a preferred return, as discussed below,
but not necessarily at the same level as when the Partnership itself closed the
deal.
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C. The Partnership's Rock Business History
As in retrospect might have been expected, the Partnership took some
time to get rolling. Eventually, however, Holod's and Holland's sales efforts,
along with the substantial assistance of AMS and its staff, led the
Partnership to close some contracts. From 1993 to 1995, the Partnership's
gross profits grew from $1.7 million to $3 million. During that period the
Partnership did business with such well-known companies as Texaco,
Discover Card, Citibank, and Cigna.
Even so, business was uneven and tensions ran high among Holod,
Holland, and Elkin. None of them dispute that their relations were quite
emotional at times, although this was apparently not unusual at AMS. By
late 1995, Elkin was displeased by the performance of the Partnership and
felt that Holod's and Holland's difficulty in working together accounted for
the Partnership's failure to produce results Elkin deemed satisfactory.
According to Elkin, Holod and Holland went through periods of not
speaking to one another, which deprived the Partnership of the benefits of
their collaborative thinking and efforts. While not particularly relevant to
this proceeding, it is only fair to note that Holod and Holland did not share
Elkin's perception, either of their relationship or of the performance of the
Partnership.'
Regardless, Elkin was the head of AMS, the General Partner, and he
exercised firm control over the Partnership. After failing (in his mind) to
correct the relationship between Holod and Holland, Elkin in December
1995 assigned them and the other Partnership employees to work alongside
AMS's sales staff. Elkin announced this move as a realignment of the
Partnership and AMS, whereby the two entities would work together "to set
a unified course for success." PX 66. When this realignment did not satisfy
Elkin's expectations, Elkin fired Holod in March of 1996. He then told
Holland that Holland could work as a member of the AMS sales staff under
compensation provisions similar to those given other AMS sales staff.
When Elkin fired Holod, Elkin did not give Holod notice that he
intended to terminate the Partnership. Nor did he notify Holland to that
effect. Most important, no formal termination notice was sent to REARS.
Indeed, the Partnership employees were paid by checks from the
Partnership until the end of 1996 calendar year. A voluminous exhibit of
"ADP" records shows that the Partnership continued to receive regular
'Although Holod and Holland admit that at times they fought and did not speak, each
believed himself capable of working with the other and that the Partnership had the potential for
future growth and prosperity. Moreover, they questioned several of Elkin's business decisions,
including his October 1995 decision to have the Partnership hire an old friend at a six-figure salary
when Elkin allegedly believed the Partnership to be sinking.
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payroll reports detailing the salaries, benefits, and payroll taxes paid by the
Partnership on behalf of its employees. Thus the Partnership continued to
carry employees on its payroll, and those employees believed themselves to
be still working for the Partnership.2 The Partnership employees continued
as a separate work unit until early 1997, at which time they were disbanded
and assigned to AMS. This led the employees to believe that the Partnership
terminated at that time.
In the late spring of 1996, AMS's General Counsel, Eric Weiss
("Weiss"), met with Holod. The purpose of the meeting was for Weiss to
find out what Holod wanted in exchange for his agreement to a dissolution
of the Partnership. Later in 1996, Holod's counsel wrote AMS and indicated
that Holod would seek ajudicial dissolution and accounting unless an accord
was reached. Although AMS expressed continued interest in a settlement,
it does not appear that AMS pressed hard to achieve such a result. Instead,
the parties found themselves in litigation. On January 23, 1997, AMS gave
REARS formal notice that it was dissolving the Partnership and filed this
action (the "Delaware Action") seeking ajudicial dissolution. AMS's notice
apparently crossed in the mail with a letter from REARS's counsel
complaining about in action on the settlement front and reiterating REARS's
willingness to pursue its legal remedies.
On April 11, 1997, REARS filed its own action in New York State
(the 'New York Action") seeking ajudicial dissolution and accounting of the
Partnership. In the New York Action, REARS also asserted claims of
breach of fiduciary duty, breach of contract, and fraud against AMS and
several of its officers and directors (the "Affiliate Defendants").
Since that time, AMS has continued to pursue barter contracts
involving real estate and financial assets and has pursued contracts with
former Partnership clients. Holland continues to work for AMS. Holod has
returned to the world of corporate real estate.

'Meparties have left me befuddled regarding whether the Partnership or AMS initially paid
the employees' salaries for the period July 1, 1996 until December 31, 1996. It is undisputed that
the Partnership paid the salaries until June 30, 1996, which was the end of all the fiscal years for
AMS affiliates. After that point, it is not clear whether the Partnership paid the salaries first and
then was paid back by AMS after December 31, 1996 or whether Partnership employees were
continuing to receiving Partnership checks during that period which were paid for
contemporaneously by AMS. The general ledger on which these salaries appears, which was
published well after the end of calendar year 1996, is unclear, as is the basis for the testimony of
AMS's expert that AMS funded the salaries contemporaneously with their payment. It appears
plausible that the employees were paid by the Partnership originally and that the charges for those
payments were later reversed and made payable by AMS through some sort of inter-company
transfer. And even if AMS did reverse the salary payments, it apparently never reversed certain
payroll expensesthePartnershippaiditsemployees (e.g., 401(k)matching contributions) during this
period.
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D. The Partners, Failure to Reach a Written
PartesipAgreernent
From the August 1991 Agreement in Principle through 1996, AMS
and REARS attempted to hammer out a final agreement. During the course
of these negotiations they agreed to form a Delaware limited partnership
through which to conduct their business. At one point AMS and REARS
executed a written partnership agreement (the "Revoked Agreement") solely
for the purposes of obtaining a contract from a corporate client who insisted
on such an agreement before doing business with the Partnership. Because
the Agreement was presented to REARS without negotiations with REARS's
counsel, REARS was given the right to revoke it. REARS exercised this
right after the Agreement served its business-getting purpose.
Despite years of sporadic negotiations, the Partners failed to ever
negotiate a definitive, written partnership agreement. In the Dissolution
Decree, Vice Chancellor Balick concluded that the Partners had done
business through the Partnership as a Delaware limited partnership
"governed by an oral partnership agreement of the parties." Dkt. 36, T 2. In
light of the parties' failure to reach a written accord, it remains for me to
ascertain with greater precision several terms of this oral agreement.
I. Framework for Legal Analysis
At this stage of the AMS-REARS litigation, the key issues requiring
judicial resolution are:
o

the precise point at which the Partnership was dissolved;

o

whether AMS and REARS reached an agreement that
AMS would receive 66% of Partnership profits after
receiving full compensation for its "overhead" costs in
placing media required pursuant to Partnership
contracts;

3

Earlier in this litigation, REARS disputed that the Partners agreed to conduct all oftheir
business through the Delaware limited partnership, arguing instead that the Partners had a much
larger joint venture that could conduct business through different entities. REARS does not press
this contention before me in this Action, however, and appears to argue merely that any transactions

it views as 'joint venture transactions" should be accounted for as part of the winding-up of the
Partnership.
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whether AMS and REARS reached an agreement that
a "preferred return" should be paid to AMS, REARS, or
the Partnership on certain contracts;

"

whether AMS acted properly in causing the Partnership
to pay its expenses in this Action as well as those of
itself and its Affiliate Defendants in the New York
Action; and

*

whether the assets of the Partnership to be distributed
include any quantifiable goodwill.

[1] The Delaware Revised Uniform Limited Partnership Act
("DRULPA") is designed to provide contracting parties with the maximum
level of contracting freedom. 6 Del, C. § 17-1101(c). This case presents the
uncommon situation where a limited partnership has no written agreement
and where the court must make sense of the muddle created by that void.
[2] In the absence of a written accord, I will do my best to discern and
implement the oral understandings of the Partners. This process will
inevitably lead to conclusions with which reasonable minds could differ,
given that the Partners themselves were never able to achieve a level of
harmony sufficient to reduce their understandings to writing. Delaware law
permits partners of a limited partnership to operate their business as they
choose, insofar as their actions do not conflict with specific commands of
public policy. I will therefore attempt to give effect to such bottom-line
agreements between the Partners as I can reasonably glean from the Partners'
bargaining history and conduct.
[3] Where no understanding existed, I will draw on the relevant
provisions of the DRULPA. Where the DRULPA does not provide
guidance, I will look to the Delaware Uniform Partnership Act ("DUPA")
and the "rules of law and equity"for guidance. 6 Del. C. § 17-1005.
[4-5] Perhaps most important, I will measure the conduct of AMS against
its fiduciary obligations as the Partnership's General Partner. In accordance
with its emphasis on contractual freedom, the DRULPA enables "'the
traditional fiduciary duties among and between partners [to] ... be modified

by partnership agreements."' Sonet v. Timber Co., Del. Ch., 722 A.2d 319,
322 (1998) (quotingKahn v. Icahn, Del. Ch., C.A. No. 15916, 1998 Del.
Ch. LEXIS 223, at *8, Chandler, C. (Nov. 12, 1998)). But in the absence
ofa partnership agreement making plain the parties! intention to preempt the
fundamental fiduciary duties of loyalty and care, a general partner remains
obligated to act fairly toward the limited partners and to prove fairness when
it makes self-interested decisions. Seaford Funding, L.P. v. M&M

