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IN RE DELTA HOLDINGS, INC.
No. 18,604
Courtof Chancery of the State of Delaware,New Castle
July 26, 2004
William J. Wade, Esquire, and Thomas A. Beck, Esquire, of Richards,
Layton & Finger, Wilmington, Delaware; and Joseph P. Dailey, Esquire,
and Loren F. Selznick, Esquire, of Dailey & Selznick, New York, New
York, of counsel, for Robert E. Norton, Hugh C. Brewer III, and James D.
McGurty.
Robert K. Payson, Esquire, and Kevin R. Shannon, Esquire, of Potter
Anderson and Corroon LLP, Wilmington, Delaware; Kaye Scholer LLP,
New York, New York, of counsel, for Carl R. Pingel, Receiver for Delta
Holdings, Inc.
CHANDLER, Chancellor

The Receiver of Delta Holdings, Inc., a Delaware corporation which
has dissolved in accordance with the Delaware General Corporate Law (the
"DGCL"), seeks Court approval of a plan of distribution to the
corporation's stockholders. This plan involves the purchase of a directors'
and officers' insurance policy (the "D&O Policy") for former directors and
officers of a wholly owned subsidiary of Delta Holdings and the payment
of certain other professional expenses. The three former directors and
officers that the D&O Policy is intended to cover (the "Objectors") object
to the plan of distribution on the ground that the plan does not make
"reasonable provision" to cover their claims under Delta Holdings'
indemnification provision. In this Opinion, the Court holds that the
Objectors' claims under Delta Holdings' indemnification provision are
present contingent contractual claims known to Delta Holdings requiring
Delta Holdings to make reasonable provision for them under Section
281(b)(i) of the DGCL. The Court finds that Delta Holdings has failed to
meet this requirement and, therefore, declines to approve the proposed plan
of distribution.

235
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I. BACKGROUND
A.

The Parties

Delta Holdings is a Delaware insurance holding company
incorporated in 1982 for the purpose of forming, acquiring, and holding
insurance and reinsurance companies. In furtherance of that purpose, Delta
Holdings acquired the Elkhom Re Insurance Company, a Kentucky
property and casualty reinsurer engaged in the treaty reinsurance business,
from Millennium Petrochemicals, Inc. That transaction was consummated
on September 30, 1983, and was valued at $18 million. Elkhorn was
subsequently renamed "Delta Re."
Before this transaction, the Objectors-Robert E. Norton, Hugh C.
Brewer, III, and James D. McGurty-were employees of Millennium. All
three Objectors accepted offers to work for Delta Re, beginning October 1,
1983, with Norton serving as director and President, Brewer as director and
Vice President, and McGurty as Controller.' Less than two years following
the transaction, on September 15, 1985, the Kentucky Insurance
Commissioner placed Delta Re in liquidation.2 The Kentucky Insurance
3
Commissioner was appointed as the "Liquidator.
Delta Holdings, pursuant to DGCL Section 275, was voluntarily
dissolved on October 7, 1997. Following the expiration of the three-year
winding-up period prescribed by Section 278 of the DGCL, this Court,
pursuant to DGCL Section 279, issued an Order appointing Carl R. Pingel
as Receiver.
B.

Overview of ReinsuranceIndustry

Because of the complexity of the reinsurance business, and its
centrality to the current dispute, a brief introduction to the nature of the
business and its terminology may be helpful. Delta Re was engaged
primarily in the treaty reinsurance business. Reinsurance is "[i]nsurance
of all or part of one insurer's risk by a second insurer.' 4 Essentially, a
primary insurer issues an insurance policy to an insured. In order to spread
the risk of loss, the primary insurer then seeks what is, in all effects,
insurance on the insurance policy it issued. Known as the "ceding
'Delta Holdings confirmed these appointments at a special meeting of its stockholders
held on October 27, 1983. Aff. of Loren F. Selznick in Opp'n to Mot. to Distribute Assets
("Selznik Aff.") Ex. 6.
2
Selznik Aff. Ex. 9 (the "Liquidation Order").
3
1d. 4.
4
BLACK'S LAW DICTIONARY 1290 (7th ed. 1999).
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company," the primary insurer "cedes" a portion of the original premium
to the secondary insurer, or reinsurer. The reinsurer, in turn, accepts a
portion of the risk of loss originally borne by the ceding insurer.
Treaty reinsurance is "[r]einsurance under a broad agreement of all
risks in a given class as soon as they are insured by the direct insurer."5 Its
defining characteristic is that it paints in broad strokes, providing coverage
for a general risk. Reinsurance companies in this business enter into
"treaties," contracts where 20 or more reinsurers assume a group of risks
underwritten by a primary insurer.' In addition to entering into treaties,
Delta Re also provided reinsurance through facultative contracts.
Facultative contracts reinsure specific risks.7
The risks Delta Re reinsured included property and casualty risks.
Although property loss by, for example, fire, is rapidly reported up the
chain of insurers, casualty loss can take quite some time to be reported.
Casualty insurance, generally, involves an "agreement to indemnify against
any loss resulting from a broad group of causes such as legal liability, theft,
accident, property damage, and workers' compensation."8 Casualty
insurance insures against third-party liability (including medical
malpractice), which by its nature, involves substantial delays in discovering
and reporting claims.9 These delays can last up to fifteen or twenty years.'0
Under generally accepted accounting principles ("GAAP"),
reinsurers must establish provisions on their balance sheet for liability on
claims under their insurance policies." First, they must provide for "due
and owing" claims-claims that a ceding company has paid to the primary
insured. While due and owing claims are the only claims for which a
reinsurer is currently liable to a ceding company, reinsurers must also make
provisions in their financial statements for liabilities on future unpaid
claims. There are two forms of future unpaid claims. Known claims are
claims that have been made, but for which the definitive loss amount is not
currently known. Funds set aside to provide for estimated losses arising out
of known claims are called "case reserves." Incurred-but-not-reported
("IBNR") claims are claims which have not been reported, but which must
be estimated so that the company can pay future claims. Funds set aside to

5

1d. at 1291.
Mem. of Law in Opp'n to Mot. to Distribute Assets 3.

6

7

1d.

8

BLACK'S LAW DICTIONARY 803 (7th ed. 1999).
DeltaHoldings, Inc. v. Nat'l Distillers& Chem. Corp., 945 F.2d 1226, 1229 (2d. Cir.

9

1991).

,Old.

"Information on forms of reinsurance claims and reserves is taken from the United
States Court of Appeals for the Second Circuit's discussion in Delta Holdings. Id.
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provide for IBNR claims are, predictably, called "IBNR reserves." Case
reserves and IBNR reserves, together, are labeled "loss reserves." Due to
the long reporting delays involved in casualty insurance, IBNR reserves for
companies engaged in reinsuring that form of risk are generally much larger
than case reserves.
C.

Delta Re Liquidation

As will be discussed in more detail below, any claim under Delta
Holdings' indemnification provision that the Objectors have will vest if
they are made party to a proceeding by reason of the fact that they were
directors and officers of Delta Re. As such, a discussion of potential
liabilities and their relationship to Delta Re's liquidation is necessary.
1.

Liabilities Going Into Liquidation

The liquidation of Delta Re has spanned almost twenty years and is
expected to conclude in late 2004.12 During the liquidation, the Liquidator
retained the actuarial firm of Tillinghast, Towers Perrin ("Tillinghast") to
determine the liabilities of Delta Re. The last Tillinghast report for the
1984 underwriting year, 3 prepared as of December 31, 1998 (the
"Tillinghast Report"), showed $127.874 million in due and owing claims,
$17.372 million in reported but unpaid claims, and $59.248 million in
IBNR claims.' 4 The IBNR numbers are based on four categories of losses:
nontoxic; asbestos; breast implants; and pollution.
2.

The Liquidation Order and
Creditors Dividend Payment Plan

The Liquidation Order required "formal notice of the making and
entry of th[e] Order" to be given to all policyholders, creditors, and "all
other persons ... having any unsatisfied claim or demand of any character
against Delta Re."' 5 It provided that "all outstanding policy and other
insurance obligations of Delta Re terminate and all liability thereunder

12Selznick Aff.

32.
The Objectors state that "Delta Holdings is only required to indemnify" them "for
claims relating to the 1984 underwriting year." Mem. Of Law in Opp'n to Mot. to Distribute
Assets 8 n.22.
3

Aff. Ex. 13, at Ex.1, Sheet 1.
"Liquidation Order 5.
14Selznick
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cease and be fixed as of 12:01 a.m.... on October 1,1985."'" The Order
also permanently enjoined:
[t]he officers, directors, trustees, policyholders, agents and
employees of Delta Re and all other persons, including but not
limited to claimants, plaintiffs and petitioners who have
claims against Delta Re . . . from bringing or further
prosecuting any action at law, suit in equity, special or other
proceeding against [Delta Re] . . . , or the Commissioner and
his successors in office, as Liquidator thereof, or from making
or executing any levy upon the property or estate of [Delta
Re], or from in any way interfering with the Commissioner,
or any successor in office, in his possession, or in the
discharge of his duties as Liquidator thereof, or in the
liquidation of the business of [Delta Re].' 7
The Creditors Dividend Payment Plan (the "Plan"), approved by the
Kentucky Liquidation Court, recounted that the Fixing of Rights
Date-"the date that all of Delta's reinsurance contracts in force were
terminated and the rights of creditors were fixed"-was October 1, 1985.18
The Claims Bar Date-the date for ceding companies and other creditors
to update their existing proof of claims-was set for December 2, 1996.
The Plan defined three forms of claims. "Absolute Claims" include
due and owing claims, and known claims. 9 "Liquidated Claims" include
due and owing claims and known claims multiplied by a present value
discount factor.2" "Contingent Claims" include claims "for which liability
has not become absolute and liquidated" as of the Claims Record
Date-essentially, IBNR claims.2 ' The Plan allowed Liquidated Claims,
but disallowed IBNR claims. 22
To the extent a claimant failed to timely file a claim, the Plan
deemed it "to have waived any claim against Delta [Re] notwithstanding
any previously filed proof of claim."2 3 Finally, the Plan states,

6

1 1d.

11.

"ld. 17.
"Selznick Aft. Ex. 32 ("Creditors Dividend Payment Plan") at § III(A)(l).
' 91d. § III(A)(4).
2
Id.§ III(A)(5). Liquidated Claims thus overlap with Absolute Claims.
2
Id.§ IlI(A)(6).
22
Id.§ III(B)(2).
23
Id.§ IV(A)(6).
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The failure of a claimant to avail itself of the procedures set
forth in this Plan with respect to its claim shall be deemed an
acceptance of and waiver of any objection or challenge to the
Liquidator's determination of liability, and a full and complete
release and discharge of Delta [Re], the past, present, and
future Liquidator, his staff, and all attorneys, accountants and
consultants employed by any of them, of any and all claims of
any kind or description whatsoever, whether in law or equity,
known or unknown, arising out of or relating to the subject
claim, these proceedings and this Plan.24
Although the Liquidation Order terminates all insurance obligations and
liabilities of Delta Re, the Plan does not authorize or provide for payments
for IBNR liabilities. It is this gap that troubles the Objectors. The Plan
addresses this lack of provision:
Claims against Delta [Re] include significant contingent
claims under reinsurance contracts which, if permitted to
develop in the ordinary course, could take many years to
mature. As a result, without this Plan the liquidation of Delta
[Re] could continue well into the next century. The
Liquidator believes the interests of Delta [Re's] creditors and
the orderly administration of the estate are best served by a
plan that does not await the eventual maturation of all of the
claims against the estate.25
Although addressing its reasoning for not making provision for the IBNR
claims, the Plan has the unfortunate characteristic of not explicitly stating
what appears implicitly obvious: Although the Plan does not provide for
IBNR claims, those claims, pursuant to the Liquidation order, are
terminated.
3.

Litigation Arising From the Liquidation

The insolvency of Delta Re led to a plethora of lawsuits. The first
of such suits was a 1985 suit filed by Delta Holdings, bringing claims of
breach of contract and common law fraud and alleging that Elkhorn was
insolvent at the time of the sale due to a deficiency in loss reserves and that
Norton was aware of the deficiency but concealed it from Delta Holdings
24

1d. § IV(D)(3).
1d. § I.

25
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prior to the sale. Following a trial court's decision in favor of Delta
Holdings, the Second Circuit found that Norton acted in good faith and
exercised reasonable care in connection with the sale.26 In addition to this
suit, the Liquidator brought suits in Kentucky and New York, charging that
various parties, including Norton and Brewer, mismanaged Elkhom (and
subsequently) Delta Re. All such actions were settled by 2001 .27 The cost
of defending the former directors and officers in those suits exceeded $30
million. In addition, the Liquidator sued certain stockholders of Delta
Holdings who became reinsurers of Delta Re 28 for reinsurance recoverables.
All such suits were settled by 2003.29
In 1990, a group of ceding companies commenced a direct action
against Norton and Millennium based on the fraud finding of the District
Court in the DeltaHoldings case (the "1990 Suit"). The Liquidator moved
the Kentucky Liquidation Court to enjoin that action due to the Liquidator's
exclusive right to bring such actions. The action was held in abeyance and
later voluntarily dismissed.3 °
The cost for defending the former directors and officers in all suits
was approximately $32,074,734."' An initial suit for indemnity under Delta
Holdings' indemnity provisions was settled on October 2, 2003.32
D. Delta Holdings' Indemnification Provision
Delta Holdings' indemnification provision is found in its certificate
of incorporation. It provides, "[t]he corporation shall, to the full extent
permitted by Section 145 of the Delaware General Corporation Law, as
amended, from time to time, indemnify all persons whom it may indemnify
pursuant thereto. 3 3 This mandatory provision is extremely broad. Section
145 of the DGCL, if invoked to its fullest in a mandatory contract
provision, requires a corporation to indemnify any person who "is a party
or is threatened to be made a party to any threatened, pending or completed
action, suit or proceeding, whether civil, criminal, administrative or
investigative ... by reason of the fact that the person is or was... serving
at the request of the corporation as a director, [or] officer ... of another

26

Delta Holdings, Inc., 945 F.2d 1226.
"Selznick Aff. 21.
"Reinsurers of Reinsurers are known as "Retrocessionaires."
29
Selznick Aft. 22.
3
Id. 23.
31
1d. 25.
32

1d. 3 1.

33

1d. Ex. 1, at DH-05709.
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corporation."34 This indemnity, in such a provision, must extend to
"expenses (including attorneys' fees), judgments, fines and amounts paid
in settlement actually and reasonably incurred by the person in connection
with such action, suit or proceeding."3 5 The only express limitation in such
a provision is that the indemnified party must have "act[ed] in good faith
and in a manner which the person reasonably believed to be in or not
opposed to the best interests of the corporation."3 6
Moreover, subsection (e) of Section 145 of the DGCL provides for
the advancement of expenses incurred in such proceedings. The only
express limitation on advancement in the broad form of provision contained
in Delta Holdings' certificate of incorporation is that the advanced funds
must be paid back if the party receiving advancement "is not entitled to be
indemnified by the corporation,"3 " as provided in subsection (a). In certain
circumstances, an unsecured undertaking must be provided before funds are
required to be advanced.
The Objectors, who served as directors and officers of Delta Re at
the request of Delta Holdings, are covered under Delta Holdings'
indemnification provision. Should they be made party to a proceeding by
reason of their status as former directors and officers of Delta Re, Delta
Holdings would be required to advance legal fees and, under proper
circumstances, fully indemnify them. The Objectors, then, take the form
of corporate creditors.3"
E.

Receiver's Motion ForApproval of
Distributionand Objectors' Objections

On January 16, 2004, the Receiver moved for Court approval of the
distribution of Delta Holdings' assets to stockholders, the purchase of the
D&O Policy, the payment of certain professional expenses, and the
discharge of the Receiver. According to the Receiver's motion, Delta
Holdings has $10,599,615 million in gross assets, and approximately $9.57
million in net liquid assets.39 Of the net liquid assets, the Receiver
proposes to reserve $205,000. Of this amount, $124,000 would be used to

DeL C § 145(a)
35id.
36
Id.
378 DeL C. § 145(e).
"See In re RegO Co., 623 A.2d 92, 105 (Del. Ch. 1992) (describing future claimants
as corporate claimants, and giving the two sets of claimants equal priority in determining
reasonableness of a pre-distribution provision).
"Receiver's Mot. for Approval of Distribution of Assets, Purchase of Insurance,
Payment of Expenses and Discharge of Receiver ("Receivers Mot.") IN 1, 5 & Ex. D.
148
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pay additional expenses or liabilities incurred by or billed to Delta
Holdings after the distribution would be made, and approximately $81,000
would be used to purchase the D&O Policy." The remaining $9.365
million would then be distributed to the Delta Holdings stockholders within
20 days of court approval.4
The D&O Policy is sought so as to provide for indemnity claims of
the Objectors. The policy procured by the $81,000 premium provides $1
million in coverage for a period of six years after distribution of assets to
the stockholders.
The Objectors argue that the proposed D&O Policy does not
reasonably provide for the amounts that they may be entitled to under Delta
Holdings' indemnification provision. They ask the Court to require an
updated actuarial estimate of the IBNR claims and to require the Receiver
to procure an insurance policy with enough coverage to protect against that
estimate. They further ask that the stockholders be required to post a bond
or irrevocable letter of credit in the amount of their distributions to pay for
additional coverage if needed.42
II. ISSUES PRESENTED
The Objectors' briefs present two key questions. First, the Court
must determine whether the indemnity claim of the Objectors is a present,
contingent contractual claim or whether it is not a present claim, but one
that may arise in the future. If the former, Delta Holdings must make
reasonable provision for it regardless of how likely the claim is to vest. If
the latter, Delta Holdings only must make reasonable provision for it if it
is "likely" to arise. 3
Since the Court finds that the Objectors' claim is a present,
contingent contractual claim, it moves to the second key issue: the
reasonableness of the provision that Delta Holdings has made for that
claim-the D&O Policy. In assessing the reasonableness of the D&O
Policy, the Court evaluates the probability of such a claim vesting.
Specifically, the Court looks at whether the liquidation of Delta Re

40
1d.
4

6.
d. 7. The Receiver also requests approval to pay $83,302.47 in professional fees
for the year ending June 30, 2003. Although the Court Order establishing receivership only
allowed the incurrence of up to $75,000 in expenses a year, the Receiver states he needed to incur
such fees to42 pursue settlement agreements in proceedings lodged against Delta Holdings.
Mem. Of Law in Opp'n to Mot. to Distribute Assets 15.
43
0f course, even if a present, contingent claim, likelihood of the claim vesting, as will
be explained in further detail below, is to be taken into consideration in determining
"reasonableness" of Delta Holdings' provision.
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eliminated the threat of suit by ceding companies with unpaid IBNR claims
and whether future claims against the Objectors would be barred by the
statute of limitations.
III. ANALYSIS
A.

The Potential Claimsfor Indemnification
Are Present, Contingent ContractualClaims

Although the DGCL provides alternative schemes for dissolution,
"Section 281(b) is a default provision that governs every corporation in
dissolution that does not elect to pursue the elective procedure set forth in
Sections 280 and 281(a)."' Delta Holdings did not elect to pursue the
elective procedure. Thus, Section 28 l(b) governs. That section provides:
(b) A dissolved corporation or successor entity which has not
followed the procedures described in § 280 of this title shall,
prior to the expiration of the period described in § 278 of this
title, adopt a plan of distribution pursuant to which the
dissolved corporation or successor entity (i) shall pay or make
reasonable provision to pay all claims and obligations,
including all contingent, conditional or unmatured contractual
claims known to the corporation or such successor entity, (ii)
shall make such provision as will be reasonably likely to be
sufficient to provide compensation for any claim against the
corporation which is the subject of a pending action, suit or
proceeding to which the corporation is a party and (iii) shall
make such provision as will be reasonably likely to be
sufficient to provide compensation for claims that have not
been made known to the corporation or that have not arisen
but that, based on facts known to the corporation or successor
entity, are likely to arise or to become known to the
corporation or successor entity within 10 years after the date
of dissolution.4 5
After making such provision (as required by the statute), the remaining
assets are to be "distributed to the stockholders of the dissolved
corporation.""

44In re RegO Co., 623 A.2d at 97.

4'8 Del.C. § 281(b).
4Id. As former-Chancellor Allen noted, directors ofa dissolved corporation, which has
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Section 281(b), then, requires reasonable provision be made for three
types of claims before assets may be distributed to stockholders. The first
form of claim is a present claim, including contingent contractual claims.
The second is for claims against the corporation that are the subject of
pending proceedings. Finally, the corporation must make reasonable
provision for claims that have not arisen, but "arelikely to arise ... within
10 years after the date of dissolution."47
The first and third forms of claims present an interesting comparison:
present but contingent claims, and claims not present, but likely to arise.
All present claims, regardless of whether they are contingent, must be
reasonably provided for, but only those nonpresent claims that are likely to
arise must be reasonably provided for.
In the context of this case, the Receiver argues that even if the
Objectors' indemnification rights may be triggered based on IBNR claims,
such a scenario is unlikely. Thus, he argues, because the indemnification
rights are not present and not likely to arise, no provision must be made for
them, and the D&O Policy was procured not out of legal duty, but out of an
overabundance of caution. In contrast, the Objectors argue that their
indemnification rights are present and contingent only on an underlying
proceeding triggering those rights; and, therefore, consideration of the
likelihood of an underlying proceeding is only appropriate in determining
the reasonableness of the provision.
Indemnification rights (including the right to advancement) that are
contained in a mandatory, expansive indemnification provision, are present
contractual rights, contingent only on meeting the requirements of Section
145." 8 Claims arising under the express terms of a certificate of

not complied with this Section by not making reasonable provisions, may be personally liable to
corporate creditors. In re RegO Co., 623 A.2d at 97. Thus, the statutory scheme allows for the
alternative dissolution procedure, set out in 8 Del. C. §§ 281(a) and 280. The alternative
procedure allows for ex ante judicial determination as to whether the reasonableness standard is
met.
Because Delta Holdings did not elect the alternate procedure set out in Sections 281 (a)
and 280, the statute itself does not provide for ex ante Court approval. However, the Court Order
appointing the Receiver, except in limited circumstances, limited the Receiver from making
distributions of Delta Holdings' assets without Court permission. See Order Appointing Receiver
I (submitted as Exhibit A to Receiver's Mot.). The Court will not grant such distributions unless
Delta Holdings is in compliance with the DGCL. Thus, the Court's ex ante review of the
reasonableness of Delta Holdings' provisions is premised not on the DGCL itself, but on the Court

Order.

4'8 Del. C. § 281(b)(iii) (emphasis added).
48
For general indemnification, these requirements include: (1) a threatened, pending
or completed action, suit or proceeding; (2) to which the party seeking indemnification is a party
by reason of the fact of, in this case, his position as a former director or officer of Delta Re; and
that (3) the party seeking indemnity acted "in good faith and in a manner which [he] reasonably
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incorporation are contract-based claims.4 9 Here, the certificate of
incorporation contained an indemnification provision. The indemnification
provision, in a nutshell, says that if certain events occur, the corporation
shall provide funds to those covered under the provision. This is the very
definition of a contingent claim, which is "[a] claim that has not yet accrued
and is dependent on some future event that may never happen."5
On the contrary, claims that are not present but may arise go beyond
contractual claims. These include tort claims based on injuries by
"defective products or by undiscoverable and actionable environmental
injury."'" Admittedly, these are the very claims that underlie the need for
INBR loss reserves. But the claims underlying the need for INBR loss
reserves are not those that, at this initial Section 281(b) claim-defining
stage, concern the Court. Rather, it is the nature of the former directors'
and officers' indemnification claims that are initially at issue before the
Court and the Court concludes that these claims were present (albeit
contingent) from the time the Objectors took their positions at Delta Re.
Having made this determination, I now turn to whether Delta
Holdings has met the requirements of 8 Del. C. § 281 (b)(i).
B.

Reasonableness of Delta Holdings'ProposedD&O Policy

Holding that indemnification rights of former officers and directors
fall within subparagraph (i), as opposed to subparagraph (iii) of Section
28 1(b), however, does not mean that the corporation should not take into
account the likelihood of a triggering event in determining what is a
reasonable provision. Indeed, one could foresee many cases where the
likelihood of a triggering event at the time of distribution approaches zero,
leading to the logical conclusion that no provision for future
indemnification claims is reasonable.52

believed to be in or not opposed to the best interests of the corporation." 8 Del. C. § 145(a). For
advancement of funds, a determination as to the third requirement is made in an ex post
indemnification proceeding. Parties seeking advancement, however, may be required to provide
an unsecured
undertaking. See 8 Del. C. § 145(e).
49
SeeIn reAquila,Inc. S'holders Litig., 805 A.2d 184, 192 (Del. Ch. 2002) (describing

a plaintiffs certificate-of-incorporation-based claim as a contract-based claim); see also Stifel
Fin. Corp. v. Cochran, 809 A.2d 555, 559 (Del. 2002) ("[I]ndemnification is a right conferred
by contract, under statutory auspice ....
").
50
BLACK'S LAW DICTIONARY 241 (7th ed. 1999).
51

In re RegO Co., 623 A.2d at 96.

52

Thus, the Receiver's reasoning that because claims under indemnification provisions
fall under Section 281(b)(i), as opposed to 281(b)(iii), "no Delaware corporation could be
liquidated because of its present and former directors and officers' 'indemnification rights,' is
incorrect.
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In determining the reasonableness of the Receiver's proposed D&O
Policy, the Court follows the teachings of Boesky v. CXPartners,L.P.:
[A] liquidating trustee's judgment as to what constitutes
adequate security, even when made in good faith and
advisedly, is not entitled to the powerful effects of the
business judgment rule;... in such a setting, it is inescapably
the function of the court that supervises the liquidation to
make an independent judgment of the adequacy of such
security when it is challenged.54
The Court, in reviewing the proposed D&O Policy, will take into account
the likelihood of the contractual indemnification claim vesting, the likely
value of that claim, and the financial condition of the distributing
company.55 The likelihood of the indemnification claim vesting rests
(assuming the other requirements of the Section 145 are met) entirely on
the likelihood of a triggering event-the commencement of a proceeding
against one of the Objectors by reason of the fact of their position at Delta
56
Re.
The Objectors seem to take the position that they would somehow be
personally liable for the obligations of Delta Re under its insurance policies

" 1988 WL 42250 (Del. Ch. Apr. 28, 1988).
"Id. at *16. Although Boesky involved a proposed partial liquidating distribution of
a limited partnership, former-Chancellor Allen discussed this standard in light of the 1987
amendments to the DGCL, which began crafting the dissolution provisions as they exist today.
The same considerations guiding the Court in that decision-the protection of creditors in the endgame of an entitys existence--guide the Court here. Moreover, the Boesky statement comports
with the form of review former-Chancellor Allen performed in In re RegO.
"The Court also notes the following passage from Boesky:
When claims are contingent, such a judgment will inevitably present a task
that requires much thought. Obviously, the most conservative technique in
that regard would be to set aside the full amount of the claim, at least
assuming that it appears to be a litigable claim. To discount the claim by a
probability of its success and to reserve only the discounted value might
work in the rare instance in which there were a sufficiently large number of
similar claims so that statistical techniques might apply. Where, however,
there are few claims or each is quite different, such a technique obviously
raises a danger to those who ultimately do prove a contested claim.
1988 WL 42250, at * 16. The Court in Boesky, however, was not considering contingent Section
145-based indemnification claims. Such indemnification claims are unique in that while present
and contingent, events triggering them often are of the form of claims limited by the "likely to
arise" standard of future, yet unknown tort claims. To address this apparent incongruity, the Court
must discount the amount required to reasonably provide for contingent indemnification claims
by the likelihood of such underlying claims arising.
"For advancement claims, this statement holds stronger because funds are advanced
subject to a later determination of ultimate entitlement to indemnification.
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under a common law indemnification theory. I cannot see how this would
be possible. 7 As directors and officers of a reinsurer, it is unlikely they
would be personally liable for the obligations of that reinsurer based on
treaties to which they are nonsignatories 8 Moreover, although the
Creditors Dividend Plan did not explicitly state that any IBNR claims
would formally terminate, the Liquidation Order stated, "all outstanding
policy and other insurance obligations of Delta Re terminate and all
liability thereunder [will] cease."5 9 It is difficult to view the Plan, simply
by not making payments for the IBNR claims, to somehow change what
seems obvious under the Liquidation Order: that no liability under Delta
Re's insurance contracts survived liquidation.
The Objectors next contend that to the extent IBNR claimants find
no relief under contract law, they are apt to commence proceedings against
the Objectors based on tort theory (e.g., fraud in the inducement; negligent
misrepresentation). The Objectors present several facts in support of this
notion. First, they cite the Tillinghast Report to show that as of
December 31, 1998, there were approximately $59 million in IBNR claims
for the 1984 underwriting year, which, according to the Report, will
gradually mature into due and owing claims through at least 2021 6° In
addition, they argue that the concentrated nature of the IBNR claims, in the
hands of only a few number of firms, would eliminate economic constraints
to litigation. The Objectors note that twenty ceding companies account for
approximately 70% of the IBNR claims and that ten firms account for over
50% of those claims. 6 Finally, the Objectors point to the 1990 Suit
discussed above as an illustration of the potential form of lawsuit against
them.
The Receiver argues, however, that the Liquidation Order gave the
Liquidator exclusive standing to bring suit against the Objectors. It points
to language from Corcoran v. Hall,6 2 a New York case,63 which provides,
57

Although, for purposes ofdetermining "reasonable provision," I must makejudgments

as to the probability of success of potential triggering proceedings, I do so without the benefit of
full briefing as to those proceedings from any potential interested parties to potential proceedings.
Thus, discussion of the likelihood of success of these proceedings should not be taken to have any
weight in potential subsequent proceedings.
5
"This Court has recognized the 'generalprinciple of contract law that only a party
to a contract may be sued for breach of that contract.' Izquierdo v. Sills, C.A. No. 15505, Slip.
Op. at 16 (Del. Ch. June 29, 2004) (quoting Wallace v. Wood, 752 A.2d 1175, 1180 (Del. Ch.
1999)) (emphasis added).
9
Liquidation Order 11.
6OSelznick Aff. 17. According to a deposition of the actuary who prepared the Report,
the last such payment would occur in 2049. Id.Ex. 12.
61
1d. 15 & Ex. 14.
62545 N.Y.S.2d 278 (N.Y. App. Div. 1989).
63
New York liquidation statutes are similar to those of Kentucky.
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"[p]ublic policy and judicial economy are considerations which also impel
the conclusion that the [Liquidator] have such exclusive standing to assert
claims on behalf of not only [the liquidating insurer], but also its
policyholders and creditors."' That court went on to say, however, that
any tort claims that at the time of liquidation would interfere with the
liquidator's duties would only be stayed pending the end of the liquidator's
work.65 It appears then, that the independent claims of creditors against the
Objectors in their individual capacity would survive the Liquidation.
The Receiver next argues that any such tort claim would be barred
by other states' relevant statutes of limitations. He argues that such a claim
would accrue at the time of the wrongful act-for tort purposes, 1984-and
that the Liquidation Order would not have tolled any statute of limitations.
The Objectors assert that such a claim would be tolled by the Liquidation
Orders permanently enjoining suits by creditors that would interfere with
the conduct of litigation.66
As former-Chancellor Allen held in RegO,
Where as here the corporation has reason to know that claims
will arise but cannot know the jurisdictions in which such
claims may arise and thus cannot know what statute of
limitations will apply to the claims or when, under applicable
law that statute may be tolled, the limitation provision of
Section 280(c), in effect, provides no limitation for planning
purposes.

...

67

Although discussing statutes of limitations in the context of claims
"reasonably likely to arise," the reasoning in RegO applies with equal effect
here. The triggering events that would cause the Objectors' contingent
claim to vest-and that are the object of the Court's current scrutiny-are
the types of claims contemplated by the statement above.
The Receiver has not provided the Court with a list of jurisdictions
in which such tort actions may arise, those jurisdictions' statutes of
limitations, or applicable tolling principles. The Receiver cannot be said,
6
then, to meet his burden, as the party seeking to make the distribution, of
64

Corcoran,545 N.Y.S.2d at 282.

65

1d. at 285.

66

The Receiver argues such a claim against the Objectors would not be tolled because
it would not violate an injunction preventing suits brought against Delta Re. It is unclear,
however, how certainjurisdictions would view the injunction's prohibition of suits interfering with
work.
the Liquidator's
67
1n re RegO Co., 623 A.2d at 102 n. 27.
68
Cf Boesky, 1988 WL 42250, at * 17 ("[W] here a liquidating trustee elects to distribute
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convincing the Court that the proposed D&O Policy is sufficient to comply
with DGCL Section 28 1(b)(i).
That said, the Court once again returns to the "reasonableness"
standard of DGCL Section 281 (b)(i). The Objectors retain no contractbased liability arising from their status as former directors and officers of
Delta Re that would trigger the indemnification claim. Moreover, although
the Receiver has not convinced the Court of the impossibility of a
successful tort-based claim, the Court nonetheless believes that the
probability of such a suit surviving any jurisdiction's statute of limitations
is quite low. To the extent that the Objectors would be found liable for
tortious conduct, they would then have to persuade the Court that despite
engaging in such tortious conduct, they were acting "in good faith and in
a manner which [they] reasonably believed to be in or not opposed to the
best interests of' Delta Re6 9 in order to have entitlement to indemnification
for such amounts (or to keep funds advanced to them). The Court, then,
does not believe that setting aside enough money to cover the value of all
potential IBNR claims is required to meet Section 281(b)(i)'s
reasonableness standard.7" As such, the Court also does not believe that
stockholders to whom such distributions would be made need post any
bond to provide for additional coverage.
The Tillinghast Report, however, does estimate that IBNR claims
may arise many decades from now. Those claims may cause some ceding
companies to attempt individual tort suits against the Objectors in the same
form as the 1990 Suit and the Receiver has failed to show adequately that
these suits would have no merit. The Objectors would endure some
expense in defending these suits, even if not likely proceeding beyond the
pleadings stage. Thus, some form of insurance policy must be procured.
The Court, then, must evaluate the proposed D&O Policy with this prospect
in mind.
The proposed D&O Policy extends $1 million in coverage for a
period of 6 years. Its $81,000 premium is .76% of Delta Holdings' gross
assets and .85% of its net liquid assets. An alternative policy, which would

assets to partners in respect of the partnership interest before either all creditors have been paid,
or actually funded ...and segregated reserves for their claims have been established, it is the
burden of such liquidating agency to persuade a court that adequate security for the payment of
such claims has been provided.").
698 Del C. § 145(a).
7
Moreover, the only claims that appear viable against the Objectors are tort-based
claims. Damages that may be awarded in tort (including punitive damages) would be based on
alleged misconduct of the Objectors, and not necessarily on the value associated with the contractbased IBNR claims. This cuts against the notion of tying reasonableness of provision to potential
IBNR claims based on policies and/or treaties entered into by Delta Re.
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increase coverage to $5 million and extend the term to 20 years, would
have cost $200,500. That is 1.9% of gross assets and 2.1% of net liquid
assets. Given the availability of this alternative policy, which would satisfy
the Court's concerns, and the fact that such a policy would amount to a
negligible percentage of the corporation's assets, and in light of evidence
presented to the Court of the potential for at least defending suits in the
distant future, I cannot agree that the Receiver's proposed plan complies
with the provisions of DGCL Section 281(b)(i).
For the foregoing reasons, the Receiver's motion is denied. The
Receiver shall procure a suitable D&O Policy, which would account for the
necessity to defend against such suits for a number of years. The coverage
limit of such policy need not reach the potential value of IBNR claims.
IT IS SO ORDERED

INTERACTIVECORP (f/k/a USA INTERACTIVE)
v. VIVENDI UNIVERSAL, S.A.
No. 20,260
Court of Chancery of the State of Delaware,New Castle
June 30, 2004
Revised July 6, 2004
Kenneth J. Nachbar, Esquire, and Jon E. Abramczyk, Esquire, of Morris,
Nichols, Arsht & Tunnell, Wilmington, Delaware; and Theodore N. Mirvis,
Esquire, Paul K. Rowe, Esquire, and William Savitt, Esquire, of Wachtell,
Lipton, Rosen & Katz, New York, New York, of counsel, for plaintiffs.
Jesse A. Finkelstein, Esquire, and Candice M. Toll, Esquire, of Richards,
Layton & Finger, Wilmington, Delaware; Irwin H. Warren, Esquire, Paul
Dutka, Esquire, and Geoffrey D. Berman, Esquire, of Weil, Gotshal &
Manges LLP, New York, New York, of counsel; and Paul C. Saunders,
Esquire, and Daniel Slifkin, Esquire, of Cravath, Swaine & Moore LLP,
New York, New York, of counsel for defendants.

DELAWARE JOURNAL OF CORPORATE LAW

LAMB,

[Vol. 30

Vice Chancellor
I.

In furtherance of an effort to create a global media and entertainment
business, defendant Vivendi Universal, S.A. sought to acquire the
entertainment assets of plaintiff USA Interactive' After three months of
negotiation, Vivendi and USA entered into a transaction (the
"Transaction") which created a joint venture between them, with USA
contributing its entertainment assets and Vivendi contributing the
entertainment assets of Universal Studios, Inc. ("Universal"). 2
In order to effect the Transaction, a limited liability limited
partnership was created to which the entertainment assets would be
contributed. The agreement creating this partnership provides for USA to
receive certain preferred interests. The current litigation requires the court
to determine whether that agreement as memorialized requires the
partnership to make certain tax distributions to USA as the holder of those
preferred interests. If so, the court must then determine whether the
obligation to do so is the result of a mistake.
On a motion for judgment on the pleadings, the court holds that the
plain meaning of the partnership agreement is to require the partnership to
make those tax distributions. Further, the court finds that the defendants
have not adequately pleaded the elements of either mutual or unilateral
mistake.
II. 3

A.

The Parties

USA is a publicly traded Delaware corporation that "via the internet,
television, and the telephone engages in the worldwide business of
interactivity through electronic retailing, travel services, ticketing services,
personal services, local information services and teleservices."4 Plaintiff

'USA Interactive is currently known as Interactive Corp. (hereinafter referred to as
"USA").

2

Vivendi owned Universal's assets. Vivendi itself was created out of a 2000 merger of
Vivendi, S.A. Seagrams (which owned Universal Studios), and the French cable provider/movie
studio Canal Plus, S.A.
3
All facts herein are taken from the well-pleaded facts contained in the answer, those
facts contained in the complaint and admitted in the answer, and the contents of documents
specifically referred to by the answer.
4Compl. 7.
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USANI Sub LLC ("USANI") is a Delaware limited liability company and
wholly owned subsidiary of USA. USA and USANI (together referred to
as "USA" or the "plaintiffs") are limited partners of defendant Vivendi
Universal Entertainment LLLP ("VUE").
Defendant Vivendi is a socigtg anonyme incorporated under the laws
of France whose shares trade on the Paris Bourse and whose American
Depository Receipts trade on the New York Stock Exchange. Vivendi
operates businesses in telecommunications, music, television, and film.
Defendant USI Entertainment, Inc. (referred to jointly with Vivendi simply
as "Vivendi," and jointly with Vivendi and VUE as the "defendants"), a
Delaware corporation, is a subsidiary of Vivendi and the general partner of
VUE. VUE is the Delaware limited liability limited partnership created to
effect the Transaction.
B.

General Negotiations Leading To The Transaction Agreement

In late 2001, Vivendi and USA began holding informal discussions
regarding a potential strategic transaction between the two companies,
focusing on the entertainment assets of USA and Universal. As discussions
continued, Vivendi hired Cravath, Swaine & Moore LLP as legal advisor
and Goldman, Sachs & Co. as financial advisor; USA hired Wachtell,
Lipton, Rosen & Katz and Allen & Co. in the same capacities. In the first
week of December 2001, USA's board of directors appointed a special
committee of independent directors (the "Special Committee") to work
toward and evaluate such a transaction. The Special Committee retained
Morris, Nichols, Arsht & Tunell as legal counsel and Bear Steams as
financial advisor.
Throughout December, negotiations continued and drafts of
transaction documents were exchanged. On December 16,2001, following
approval by the USA board and the Special Committee, the parties entered
into the Amended and Restated Transaction Agreement (the "Transaction
Agreement"). 5 Under the terms of the Transaction Agreement, USA
contributed to VUE various entertainment-related assets valued at
approximately $11.7 billion. In return, USA received certain interests in
VUE (described below), approximately $1.62 billion in cash, and the
retirement of securities of a USA subsidiary held by Vivendi that were
exchangeable for approximately 321 million shares of USA common stock

5
The Transaction Agreement is among USA, Vivendi, Universal, USANI, and Liberty
Media Corp., and is dated as of December 16, 2001. The transactions contemplated by the
Transaction Agreement closed on May 7, 2002. The answer refers to the Transaction Agreement

for its contents.
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with a public market value of $7 billion.
C.

The Partnership Agreement

An Amended and Restated Limited Liability Limited Partnership
Agreement (the "Partnership Agreement")6 setting up VUE was attached as
Annex A to the Transaction Agreement. In exchange for the contributions
made by it under the Transaction Agreement,7 USA s received both common
and preferred interests in VUE.
1.

Common Interests

The "Common Interests" are the equity interests by which VUE is
controlled. Section 6.01' sets forth the participation percentage of each
partner's Common Interest. According to this provision, USA holds a
5.44% Common Interest in VUE. This interest is, subject to certain
limitations, callable by Universal after five years and puttable to Universal
after eight years.' ° The put and call, if exercised, are to be exercised

6

The Partnership Agreement is dated as of May 7, 2002 and is entered into by USI
Entertainment, Inc.; USANI Holding XX, Inc.; Universal Pictures International Holdings BV;
Universal Pictures International Holdings 2 BV; NYCSPIRIT Corp. II; USA; USANI; New-U
Studios Holdings, Inc.; and Barry Diller. The Partnership Agreement is attached as Exhibit A to
the complaint and the answer refers to the Partnership Agreement for its contents.
The Partnership Agreement contains an integration clause. Partnership Agreement
§ 14.04. The Partnership Agreement is governed by, and is to be construed in accordance with,
Delaware law, id.
§ 14.08, and the signatories have consented to the jurisdiction of the Delaware
courts, id.§ 14.09.
The court notes that jurisdiction in this case arises under 6 Del. C. § 17-111, which
states "[a]ny action to interpret, apply or enforce the provisions of a partnership agreement...
may be brought in the Court of Chancery."
7
Section 3.01 (b) ofthe Partnership Agreement provides that "[iln return for such initial
Capital Contributions, Common Interests and/or Preferred Interests shall be issued to the Partners
as provided in Articles V and VI hereof."
'For simplicity, references to USA include certain USA affiliates (e.g., New-U
Studios). 9
When this memorandum opinion refers simply to Section numbers, it is referring to
sections of the Partnership Agreement.
"0 Partnership Agreement § 10.03. The limitation provided for in Section 10.03 states:
[F]or so long as USAi or its Affiliates shall be the holder of any Preferred
Interests, at the election of USANi Sub, any Call or Put under this section
10.03(a) shall only be applicable to a portion of the Common Interests of
USANi Sub and its Affiliates such that upon the consummation of the
applicable purchase and sale USAi and its Affiliates would retain a
Participation Percentage of 1%, and in such event the determination of
Appraised Value shall only apply to the portion of the Common Interests of
USAi and its Affiliates subject to such Call or Put.
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through either Vivendi stock or cash, at Universal's election."
Of the remaining Common Interests, Vivendi holds 93.06%, and
Barry Diller, the USA principal, holds 1.5%. By virtue of its majority
equity stake in VUE, Vivendi essentially exercises control over it, subject
only to certain consent and veto rights of USA.
Preferred Interests

2.

USA also received two forms of preferred interests (the "Preferred
Interests") in VUE initially totaling $2.5 billion at face value. USA (or
more specifically USANI) is the only holder of these Preferred Interests.
The Class A Preferred Interests (the "A Interests") had an initial face
value of $750 million.' 2 The face value of the A Interests accretes at a rate
of 5% per annum.13 Importantly, this face-value accretion is mandatory; it
occurs regardless of partnership income.' 4 On May 7, 2022 (twenty years
from the closing date), these A Interests mature and will be redeemed by
VUE through a cash distribution equal to the face value of those interests.' 5
At such time, the A Interests will cease to exist.'6 Further, if VUE should
liquidate, the A Interests have a preferred position, receiving proceeds of
the liquidation after creditors of VUE, but before the holders of Common
Interests. 17
The Class B Preferred Interests (the "B Interests") USA receives
under the Partnership Agreement have distinct characteristics from those
of the A Interests. The initial face value of the B Interests was $1.75
billion,' 8 which accretes at a 1.4% rate per annum.' 9 As is true of the A
Interests' face-value accretion, this 1.4% face-value accretion occurs
without regard to partnership income.20 While the B Interests have the
same liquidation preference as the A Interests, 2 ' they also have an
additional ongoing distribution preference. This preference requires VUE

"Id.
§ 10.03(e).
2
1 Id.§ 5.01(a).

'31d. § 5.03.

'4See id.§ 5.03(a) ("The Face Value of the Class A Preferred Interests shall accrete at

a rate...") (emphasis added).
5
1d. § 8.06. Face value will include accretion through and including the date of
redemption.6
' 1d.
7
1d § 13.02(b)(ii).
8

1d. § 5.01(b).

9

'1d.§ 5.03.
20

Id.§ 5.03(b) ("[T]he Face Value of the Class B Preferred Interests shall accrete at a

rate of 1.4%
2 per annum,.. .") (emphasis added).
Id.§ 13.02(b)(ii).
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to make cumulative preferential distributions to the holders of the B
Interests at a 3.6% rate per annum of the face value of the B Interests.22
These distributions are to be made quarterly and in cash. 3 Like the
mandatory face-value accretion of the A and B Interests, the cash
distributions the B Interest holders receive are on their face
entitlements-they are not tied to partnership income. 4 Unlike the A
Interests, the B Interests have no maturity date-they are perpetual.
However, the B Interests are callable by and puttable to Universal after 20
years, at the lesser of their then-face value or the then-value of
25
approximately 56.6 million USA common shares.
3.

Allocation Of Partnership Income

Section 7.02 of the Partnership Agreement sets forth the order for
allocating VUE income among the holders of all interests of VUE and is
central to the current dispute. It provides:
SECTION 7.02. Allocation of Net Income and Net Loss.
(a) General. (i) Except as otherwise provided in this Section
7.02, Net Income shall be allocated to the extent therof:
(A) first, if any Net Loss has been allocated to the
holders of Preferred Interests under Section 7.02 (a)(ii)(B), to
the holders of Preferred Interests pro rata in proportion to the
amount of Net Loss so allocated until the aggregate Net
Income allocated under this paragraph (A) shall equal the
aggregate amount of such Net Loss;
(B) second, to the holders of Preferred Interests pro
rata until the aggregate amount allocated under this paragraph
(B) equals a return of 5% per annum on the Face Value of
their Preferred Interests;
(C) third, if any Net Loss has been allocated to the
holders of Common Interests under Section 7.02(a)(ii)(A) or
(C), to the holders of Common Interests pro rata in proportion

22
23

1d. § 8.01.

1d"
24

See id. § 8.01 (a) ("The Partnership shall make cumulative preferential distributions
(emphasis
.)
added).
25
1d. § 8.07.
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to the amount of Net Loss so allocated until the aggregate Net
Income allocated under this paragraph (C) shall equal the
aggregate amount of such Net Loss; and
(D) fourth, to the Partners in accordance with their
Participation Percentages.
The key paragraph in this Section is paragraph (B). It allocates VUE
income to the holders of the Preferred Interests in an amount that equals a
return of 5% per annum on the face value of those interests. As will be
discussed below, what is crucial is that the capital accounts of each partner
of VUE are increased by allocations of income under this Section.
Tax Distributions

4.

This case centers on the tax distribution provisions of the Partnership
Agreement and thus a brief discussion of the nature of tax distributions and
of the negotiation history of this particular tax distribution provision is
warranted.
At the outset, a "partnership distribution" is the "payment of cash or
property to a partner out of earnings or as an advance against future
earnings, or a payment of the partners' capital in partial or complete
liquidation of the partner's interest."26 Because partnerships are generally
considered flow-through entities-the income of the partnership "flows
through" to the individual partners (here based on the allocation provisions
of Section 7.02) and is not taxed at the partnership level-allocations of
income to a partner not accompanied by a distribution can result in a tax
liability to be paid by a partner without a concomitant receipt of cash from
the partnership. To remedy this, some partnerships provide for certain
"tax" distributions to ensure that the partners have enough liquidity to make
tax payments on their allocated share of the partnership income.
The tax distribution provision ultimately set forth in Section 8.02
was the subject of much negotiation. The first draft of the tax distribution
provision, prepared by Cravath and dated December 6, 2001, provided for
discretionary tax distributions and limited such distributions to those
by the terms of any loan agreement or indenture to which VUE
permitted 27
is a party:

26

BLACK'S LAW DICTIONARY 488 (7th ed. 1999).
"The answer refers the court to the drafts for their contents. Ans.

25, 26.
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SECTION 8.02. Tax Distributions. To the extent permitted
by the terms of any loan agreement or indenture to which the
Partnership is a party, the Partnership may, at the discretion
of the General Partner, as soon as practicable after the close
of each taxable year, make cash distributions to each Partner
in an amount equal to the product of(i) the amount of taxable
income allocated to such Partner for such taxable year
pursuant to section 7.02

. .

.and (ii) the highest aggregate

marginal statutory Federal, state, local and foreign income tax
rate ....
Following receipt of this draft, USA's vice chairman, Victor
Kaufman, and Vivendi's then-CFO, Guillaume Hannezo, had a
conversation. During this conversation, Hannezo rejected Kaufman's
demand for a mandatory tax distribution provision with respect to the
Preferred Interests. This conversation is the only negotiation history
alleged in the pleadings that occurred between the principals to the
transaction. The remaining negotiation history contained in the pleadings
is simply draft provisions exchanged between Cravath and Wachtell, with
Cravath holding the pen throughout negotiations.
Attorneys at Wachtell prepared a mark-up of the December 6 draft,
dated December 8, 2001. This mark-up would have made the tax
distributions mandatory and eliminated the compliance limitations (changes
notated by strikethrough or in brackets):
SECTION 8.02. Tax Distributions. To the extenhlt peinfiited
by the KtILILs of any luau agir.eun.tut ot inide1tmi t- which thePatunetshlip isa party, [T]he Partnership [shall] may,-atthe
discrtinofte,
x
a!,
ler,
P..nan
at
as soon as practicable after
1

the close of each taxable year, make cash distributions to each
Partner in an amount equal to the product of(i) the amount of
taxable income allocated to such Partner for such taxable year
pursuant to section 7.02 ... and (ii) the highest aggregate

marginal statutory Federal, state, local and foreign income tax
rate ....
Cravath's second draft of the Partnership Agreement, dated December 11,
2001, acceded to making the distributions mandatory, but rejected
Wachtell's elimination of the compliance limitations:
SECTION 8.02. Tax Distributions. [To the extent permitted
by the terms of any loan agreement or indenture to which the
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-i
Partnership is a party,] the Partnership tnay, at the disc...
P .r... [shall], as soon as practicable after the
of t.... 6...
close of each taxable year, make cash distributions to each
Partner in an amount equal to the product of(i) the amount of
taxable income allocated to such Partner for such taxable year
pursuant to section 7.02 ... and (ii) the highest aggregate
marginal statutory Federal, state, local and foreign income tax
rate ....
Wachtell's markup of the December 11, 2001 draft again eliminated the
compliance limitations. The third Cravath draft, dated December 13, 2001,
accepted and incorporated this change:
SECTION 8.02. Tax Distributions. [To the ex.,ut p

,,tte.,

is a aty] th. The Partnership mayat-P........
al PaftneL[ shall], as soon as
......
disctetion of the
practicable after the close of each taxable year, make cash
distributions to each Partner in an amount equal to the product
of (i) the amount of taxable income allocated to such Partner
for such taxable year pursuant to section 7.02... and (ii) the
highest aggregate marginal statutory Federal, state, local and
foreign income tax rate ....
The executed Partnership Agreement reflects the December 13, 2001 draft
and incorporates all of Wachtell's proposed changes to this section:
SECTION 8.02. Tax Distributions. The Partnership shall, as
soon as practicable after the close of each taxable year, make
cash distributions to each Partner in an amount equal to the
product of(a) the amount of taxable income allocated to such
Partner for such taxable year pursuant to Section 7.02... and
(b) the highest aggregate marginal statutory Federal, state,
local and foreign income tax rate ....
Thus Section 8.02, working in conjunction with Section 7.02, provides for
mandatory annual tax distributions equal to allocations of taxable income
as provided for under Section 7.02 multiplied by a statutory tax rate. There
are no compliance limitations.
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Effect Of Distributions And Allocations Of Income On
Capital Accounts

Each partner has a separate capital account for each form of VUE
interest (Common, A, or B) it holds.2" Central to the functioning of the
Partnership Agreement is how distributions and allocations of income made
under that agreement affect these capital accounts. The key section 7.01,
which provides:
SECTION 7.01. Capital Accounts. (a) The Partnership shall
establish a separate capital account (a "Capital Account") in
respect of each Common Interest and Preferred Interest held
by each Partner on the books of the Partnership. The Capital
Account of a Partner shall be increased by (i) the amount of
money contributed by that Partner to the Partnership, (ii) the
fair market value of property contributed by that Partner to the
Partnership (net of liabilities related to such contributed
property that the Partnership is considered to assume or take
subject to under Section 752 of the Code) and (iii) allocations
to that Partner pursuant to Section 7.02 of profit, income and
gain (or items thereof). The Capital Account of a Partner
shall be decreased by (i) the amount of money distributed to
that Partner by the Partnership, (ii) the fair market value of
property distributed to that Partner by the Partnership (net of
liabilities related to such distributed property that such Partner
is considered to assume or take subject to under Section 752
of the Code) and (iii) allocations to that Partner pursuant to
Section 7.02 of loss, expense and deduction (or items thereof).
Capital contributions attributable to each partner at the outset were set out
in Schedule B to the Partnership Agreement.29 Other than cash and
property contributed to VUE (and the "bump up" provision described in
detail below), a partner's capital accounts increase solely based on
allocations of income pursuant to Section 7.02(a).3" Capital accounts are
decreased by allocations of loss under that Section, and by the amount of
2

Partnership Agreement § 7.01. When referring generally to these accounts, the term
is used in its plural form. When referring to a specific interest or specific affect, the singular
"capital account" is used.
29
See Id. § 3.01(b) ("Schedule B indicates the amount of Capital Contributions
attributable to Common Interests and Preferred Interests, respectively, for each Partner.").
3
°Sections 7.02(b)-(f) also allocate income if necessary to comply with certain tax

regulations not at issue in this memorandum opinion.
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cash or the fair market value of property distributed to a partner (including
tax distributions under Section 8.02 and annual cash distributions under
Section 8.01).
Under this structure, the annual allocation of income (up to 5% of
the face value of each of the Preferred Interests) pursuant to Section
7.02(a)(i)(B) increases USA's capital accounts. For the A Interests, Section
7.02(a)(i)(B) would allocate income (to the extent there is income) to
USA's capital account to directly reflect the 5% face-value accretion
mandated by Section 5.03. For the B Interests, Section 7.02(a)(i)(B) would
(again, to the extent there is income) increase USA's capital account by 5%
of the face value of the B Interests. Because capital accounts are decreased
by the amount of money distributed by VUE to a partner, the mandatory
3.6% cash distribution tied to the B Interests would decrease USA's capital
account by that amount. The resultant difference between the initial 5%
allocation (and concomitant increase in capital account) contemplated by
Section 7.02(a)(i)(B) and the 3.6% cash distribution (and concomitant
decrease in capital account) contemplated by Section 8.01 is a 1.4%
increase in capital account equal to Section 5.03(b)'s contemplated facevalue accretion of the B Interests. Thus, to the extent enough income is
available to affect the allocations called for under Section 7.02(a)(i)(B),
that Section, along with Sections 8.01 and 5.03, working together and in a
vacuum ensure that yearly capital accounts increases reflect exactly the
mandatory yearly face-value accretion of both classes of the Preferred
Interests.
However, these Sections do not operate in a vacuum; other
provisions in the Partnership Agreement also affect the capital accounts.
Specifically, since capital accounts are decreased by any distribution made
by VUE to a partner, if tax distributions pursuant to Section 8.02 are made,
the capital account balances would decrease and be lower than the
Preferred Interests' face value. Similarly, if VUE did not have enough
income to allocate the full amount called for under Section 7.02(a)(i)(B),
capital accounts would not reflect the face value of the Preferred Interests.
6.

Capital Accounts And Liquidation

Although the Partnership Agreement allows liquidation in extremely
narrow circumstances, it has detailed provisions as to preferences in
liquidation. Section 13.02(b) provides:
(b) The proceeds of the liquidation of the Partnership
shall be distributed in the following order and priority:
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(i)
first, to the creditors (including any
Partners or their respective Affiliates that are creditors) of the
Partnership in satisfaction of all of the Partnership's liabilities
(whether by payment or by making reasonable provision for
payment thereof, including the setting up of any reserves
which are, in the judgment of the liquidator, reasonably
necessary therefor);
(ii) second to the PartnersholdingPreferred
Interestspro rataup to the amount of the Face Value of such
PreferredInterests;
(iii) thiLd, to the Partners holding Common
Interests pro rata based on the amount of Capital
Contributions attributable thereto, up to the amount of such
Capital Contributions; and
(iv) fourth, to the Partners holding Common
Interests pro rata in accordance with their respective
31
Participation Percentages;
Thus, after creditors, the Preferred Interest holders are in a preferred
position, and USA (as the holder of those interests) will receive face value
for its interests upon liquidation. There is a proviso (the "Liquidation
Preference Proviso") to this preference schedule, however. It ties payments
in liquidation directly to the balances of the capital accounts:
provided, however, that in the event that distributions
pursuant to clauses (ii) through (iv) above would not
otherwise be identical to distribution in accordance with the
positive balances in the Partners' Capital Accounts, such
distributions shall instead be made in accordance with such
positive balances; .... 32
Thus, to the extent there is a lack of income to make sufficient allocations
under Section 7.02(a)(i)(B) to allow capital account balances to keep pace
with the face-value accretions of the Preferred Interests, or to the extent tax
distributions are made, the amount paid out upon liquidation of VUE will
likely be less than the face value of the Preferred Interests. For this reason,
31

Partnership Agreement § 13.02(b) (emphasis added).

32

Id.
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the face value of the Preferred Interests is tied directly to the balances of
up"
the capital accounts unless the difference is made up by the "bump
provision described below.
The Capital Account Bump Up

7.

Notwithstanding the Liquidation Preference Proviso, there is a
provision (the "Bump Up Provision") in the Partnership Agreement which
tends to negate to a certain extent the effect of the proviso. Section 7.02(g)
provides:
Allocations in Liquidation and upon Maturity of
(g)
Interests. Upon a dissolution of the
Preferred
A
Class
Partnership in accordance with Article XIII, the Net Income
or Net Loss (or items of profit, income, gain, loss, deduction
and expense) of the Partnership shall be allocated to the
Partners so that the balance in each Partner's Capital Account
as of the date of dissolution shall equal the amount
distributable to such Partner pursuant to Section 13.02(b)(ii)
through (iv) (determined without regard to the provisos
thereto); ....
This provision acts as a supplement to the basic Section 7.02(a) income
allocation provision. According to it, if the capital accounts do not equal
the face value of the Preferred Interests upon liquidation, net income of
VUE will be allocated to the respective capital accounts until the balances
of the capital accounts equal the face value of the Preferred Interests. Net
income, however, is a defined term and is limited.33 Net income during the
33

Specifically, Net Income is defined as:
[F]or any period, the taxable income ... of the Partnership for such period
for Federal income tax purposes, taking into account any separately stated
tax items and increased by the amount of any tax-exempt income of the
Partnership during such period and decreased by the amount of any Section
705(a)(2)(B) expenditures (within the meaning of Treasury Regulation
Section 1.704- 1(b)(2)(iv)(i)) of the Partnership; provid, however, thatNet
Income ... of the Partnership shall be computed without regard to the

amount of any items of gross income, gain, loss or deduction that are

specially allocated pursuant to Section 7.02(c), (d) or (e). With respect to
any property contributed to the Partnership at a time when its adjusted tax

basis differs from its fair market value, and with respect to all Partnership
property after any adjustment to the Capital Accounts pursuant to Section
7.01 (c), the Net Income... of the Partnership (and the constituent items of
income, gain, loss and deduction) shall be computed in accordance with the
principles of Treasury Regulation Section 1.704-1(b)(2)(iv)(g).
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period preceding liquidation (or, when dealing with the A Interests, during
the period proceeding maturity) may not be enough to make up for
shortfalls between capital account balances and face value of the Preferred
Interests that build up over the life of the partnership. In this event, USA
would not receive the face value of the Preferred Interests.
D.

Vivendi Takes The Position That VUE Is Not Required To Make
Tax Distributions With Respect To The Preferred Interests And
Subsequent Litigation

In the fall of 2002, Vivendi informed USA that it did not believe that
VUE was obligated to pay tax distributions with respect to the Preferred
Interests, but rather only with respect to the Common Interests. This
position was reasserted in a written memorandum prepared by attorneys at
Cravath dated November 13, 2002, and a letter dated December 13, 2002
and prepared by Mr. Jean-Bernard Levy of Vivendi.
In a January 30, 2003, letter, VUE was instructed by USI
Entertainment, Inc. (a subsidiary of Vivendi) not to make distributions
pursuant to Section 8.02. Further, in its form 6-K filed with the SEC on
March 28, 2003, VUE states that "it does not intend to make such [tax]
distributions [on the Preferred Interests] for such taxable year" because it
"believes that USAi's position is without merit."34
USA filed a complaint in this court on April 14, 2003, seeking
specific performance of the Partnership Agreement, as well as a declaratory
judgment regarding the interpretation of Sections 7.02 and 8.02. Vivendi
filed an answer on June 30, 2003, containing eight affirmative defenses and
three counterclaims. The affirmative defenses are that USA has failed to
state a claim; amounts due under Section 8.02 were already satisfied by
previous distributions to USA by VUE; waiver; estoppel; unclean hands;
mutual mistake; unilateral mistake; and the reservation of the right to raise
further affirmative defenses as might arise through discovery. Vivendi's
counterclaims seek a declaratory judgment that the plain meaning of the
Partnership Agreement does not require VUE to make tax distributions
based on the Preferred Interests, and for reformation based on the theories
of mutual or unilateral mistake. USA replied to these counterclaims on
July 21, 2003, and, on January 30, 2004, moved for judgment on the
pleadings. Following briefing and oral argument, this is the court's opinion
on that motion.

Id.§ 1.01.

4

These documents were referred to for their contents in the answer.
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III.
Court of Chancery Rule 12(c) provides for motions forjudgment on
the pleadings: "After the pleadings are closed but within such time as not
to delay the trial, any party may move for judgment on the pleadings." The
standard utilized to determine such a motion is generally the same as the
standard utilized to determine motions filed pursuant to Court of Chancery
Rule 12(b)(6). Judgment on the pleadings should be granted only when,
accepting as true all of the nonmoving party's well-pleaded factual
allegations, "there is no material fact in dispute and the moving party is
entitled to judgment as a matter of law."35 Any inferences that may be
drawn from the pleadings are drawn in favor of the nonmoving party.36
The court, however, is not required to accept conclusory allegations
as true.3 v Moreover, "[a] trial court need not blindly accept as true all
allegations, nor must it draw all inferences from them in [the nonmoving
party's] favor unless they are reasonable inferences." 38
While courts generally do not look beyond the pleadings in deciding
motions for judgment on the pleadings, "[i]n particular instances and for
carefully limited purposes," considering documents referred to in the
pleadings of the nonmoving party "may be an appropriate practice."39 This
is particularly true when "the document is integral to [the nonmoving
party's] claim and incorporated in" that party's pleadings.4"
IV.
A.

Interpretation Of The Partnership Agreement

The principles of contract interpretation in Delaware are well settled.
In deciding a contract interpretation dispute, the court will first "examine
35

DesertEquities, Inc. v. Morgan Stanley LeveragedEquity Fundl, L.P., 1992 WL
181718, at36*1 (Del. Ch.July 28, 1992), rev'd on othergrounds, 624 A.2d 1119 (Del. 1993).
1d. The court notes that to the extent Vivendi seeks reformation of the Partnership
Agreement based on a theory of either unilateral or mutual mistake, the standard at trial would be
the "clear and convincing evidence" standard. See Brandywine Dev. Group, L.L.C. v. Alpha
Trust, 2003 WL 241727, at *6 (Del. Ch. Jan. 30, 2003) (stating that the clear and convincing
evidence standard is the appropriate standard when deciding whether to reform a contract based
on the doctrine of mutual mistake). This standard of proof is not implicated here. Decisions on
motions for judgment on the pleadings assume as true the well-pleaded allegations of the
nonmoving party.
37Orman v. Cullman, 794 A.2d 5, 15 (Del. Ch. 2002).
38
Grobow v. Perot, 539 A.2d 180, 187 n.6 (Del. 1988), quoted in Werner v. Miller
Tech. Mgmt., L.P., 831 A.2d 318, 327 (Del. Ch.2003).
39
S'holder Litig., 669 A.2d 59, 69 (Del. 1995).
401n re Santa Fe Pac. Corp.
1d.
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the entire agreement to determine whether the parties' intent can be
discerned from the express words used or, alternatively, whether its terms
are ambiguous."'" If the contract is clear on its face, the court will rely
solely on the clear, literal meaning of those words.42 The court will not
consider extrinsic evidence when a contract is unambiguous and will not
attempt to discern the intent of the parties.43 If the contract appears
ambiguous, or "fairly susceptible of different interpretations," the court will
consider extrinsic evidence, including evidence of intent, in order to uphold
the "reasonable shared expectations of the parties at the time of
contracting."'
Here, the meaning of Section 8.02, standing alone, is clear as day.
Annual cash distributions are to be made in an amount equal to the product
of"the amount of taxable income allocated to such Partner for such taxable
year pursuant to Section 7.02... and ... the highest aggregate marginal

statutory" tax rate.45
Section 7.02 not only provides for Preferred Interest holders to be
allocated income, it gives them a preference in regard to income allocation
ahead of the Common Interest holders.46 Both Section 8.02 and Section
7.02 are mandatory provisions. Nowhere in the text of either provision is
there any carve out of Preferred Interests or a discussion of the Common
Interests separate from the Preferred Interests. Had the parties intended to
limit tax distributions to be made solely on allocations of income based on
holdings of the Common Interests, or to make distributions under Section
8.02 discretionary, they could have easily done so. They did not. The
meaning of the language they adopted is plain on its face.
Vivendi, notwithstanding the crystal clear meaning of Section 8.02,
argues that such a meaning would render that Section in conflict with other
Sections of the Partnership Agreement. Noting the mandate that courts
should construe contracts so as to give effect to all of their provisions,47
41

Comrie v. Enterasys Networks, Inc., 837 A.2d 1, 13 (Del. Ch. 2003).
See Demetree v. Commonwealth Trust Co., 1996 WL 494910, at *4 (Del. Ch.
Aug. 27, 1996), afid, 647 A.2d 382 (Del. 1994) (unpublished table decision) ("Under the plain
meaning rule of contract construction, if a contract is clear on its face, the Court should rely solely
on the clear,
literal meaning of the words.").
43
See StarCellular Telephone Co., Inc. v. Baton Rouge CGSA, Inc., 1993 WL 294847,
at *4 (Del. Ch. Aug. 2, 1993) (noting that if the court determines a contract has a plain meaning,
"then no other evidence need be considered").
"Comrie,
837 A.2d at 13.
45
Partnership Agreement § 8.02 (emphasis added).
461d. § 7.02. Specifically, Section 7.02 provides for allocation "second, to the holders
of Preferred Interests pro rata until the aggregate amount allocated under this paragraph (B) equals
a return of475% per annum on the Face Value of their Preferred Interests."
See Council ofDorset Condo. Apartments v. Gordon, 801 A.2d 1, 7 (Del. 2002) ("A
court must interpret contractual provisions in a way that gives effect to every term of the
42
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Vivendi points to several sections of the Partnership Agreement that it says,
when read in connection with Section 8.02, make Section 8.02 ambiguous.
These arguments are addressed in turn.
1.

Section 5.01 Does Not Conflict With The Plain Meaning Of
Section 8.02

Vivendi argues that, since Section 5.01 "specifically identifies, by
Section numbers, the distributions on the Preferred Interests," but does not
"mention[] the extremely material tax gross-up distributions that [USA]
claims that it is entitled to under Section 8.02, ''48 allowing tax distributions
to the holders of Preferred Interests based on the provisions of Section 8.02
would be contradictory.
This argument fails. First, Section 5.01 itself only purports to list
"preference[s]with respect to distributions... and liquidation '49 that are
conferred on the Preferred Interests; it does not purport to list all
distributions associated with the Preferred Interests. Second, Section 6.01,
which provides the basic characteristics of the Common Interests, does not
discuss the tax distribution. If Vivendi's theory were true, the tax
distributions would be included in Section 6.01 as well as Section 5.01.
There is simply no conflict between the plain language of Section
8.02 and that of Section 5.01.
2.

Internal Revenue Code-Based Arguments

As discussed above, partnerships are flow-through entities. The
partnership does not pay tax on partnership income at the partnership level;
rather, partnership income, once calculated, is allocated among individual
partners, who are "liable for income tax only in their separate or individual
capacities."5
In determining the amount of partnership income to report on their
individual income tax returns, each partner of a partnership must "take into
account separately his distributive share of the partnership's" gains and
losses.5 1 Section 704 of the Internal Revenue Code (the "IRC") provides
how to determine a partner's distributive share of partnership income. At

instrument, and that, if possible, reconciles all of the provisions of the instrument when read as
a whole."). 48
Defs.' Mem. of Law in Opp'n to Pls.' Mot. for J. on the Pleadings ("Defs.' Br.") at 3334.
49
Partnership Agreement § 5.01(a), (b) (emphasis added).
' 0 .R.C. § 701.
5
Id.§ 702 (emphasis added).
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first, it leaves such determination to the partnership agreement.5"
Notwithstanding that allowance, if "the allocation to a partner under the
agreement of income, gain, loss, deduction, or credit (or item therof) does
not have substantial economic effect," the partner's distributive share will
not be determined in accordance with the partnership agreement, but rather
in accordance with her interest in the partnership. 3
Moreover, certain payments made to individual partners, for
purposes of calculating gross income and business expenses that qualify as
a deduction on partnership income, are specifically defined not to be
allocations of partnership income under the IRC. These payments, called
"guaranteed payments," are defined as payments "to a partner for services
or the use of capital," to the extent they are "determined without regard to
the income of the partnership." 54 When calculating gross income and
business expenses that qualify as deductions on partnership income, these
payments are to be considered as payments made "to one who is not a
member of the partnership."" A determination of status as a "guaranteed
payment" affects the calculation of gross income at the partnership level
(by, for example, allowing for a deduction of a business expense).
Vivendi makes two arguments relating to this general code-defined
tax structure. Generally, the first argument is that, although Section 7.02
textually purports to allocate partnership income, it is really only
representative of"guaranteed payments" made by the partnership to certain
of its partners (the B Interest holders)-payments which are specifically
defined not to be allocations of partnership income under the IRC for
purposes of determining gross (and subsequently taxable) partnership
income. The second argument is that, to the extent it does allocate
partnership income, allocations made under Section 7.02 do not have
"substantial economic effect," and so that Section does not follow the
mandates of IRC section 704(b).
a.

Section 7.02 Allocates Taxable Income

Section 8.02 of the Partnership Agreement allows distributions equal
to the product of "the amount of taxable income allocated.., pursuant to
Section 7.02" and a specified tax rate. Vivendi argues that Section
7.02(a)(i)(B) merely represents annual payments made to the holders of the

"Id.§ 704(a) ("A partner's distributive share of income, gain, loss, deduction, or credit
shall, except as otherwise provided in this chapter, be determined by a partnership agreement.").
"Id. § 704(b).
54
1d. § 707(c).
551d
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B Interests56 in the form of cash distributions to the holders of the B
Interests (pursuant to Section 8.01) and face-value accretions of the B
Interests (pursuant to Section 5.03). Section 7.02, Vivendi argues, is not
really allocating partnership income, but only recounting that B Interest
holders have received the payments. Thus, the argument goes, to the extent
these payments are guaranteed payments, Section 7.02 is not allocating
"taxable income," and Section 8.02 becomes ambiguous.
Vivendi argues that the court should ignore Section 7.02(a)(i)(B)'s
clear text-which expressly provides that B Interest holders are allocated
partnership income and equally as clearly does not reference the annual
face-value accretion of B Interests and cash distributions to B Interest
holders provided for elsewhere in the Partnership Agreement-because to
not do so would be to transform what are economically guaranteed
payments into allocated shares of partnership income. 7 Vivendi asserts
that recognizing the 5% income allocation in addition to the 3.6% cash
distribution to the holders of the B Interests and the 1.4% face-value
accretion of the B Interests would result in a 10% return to the B Interest
holders. This assertion is based on an incomplete reading of the
Partnership Agreement. As discussed more fully below, the cash
distributions and face-value accretions are not worth their nominal amounts
if not accompanied by an allocation of partnership income under Section
7.02; indeed, it is the allocation of income under Section 7.02 that gives
true value to the distributions and face-value accretions provided for
elsewhere in the Partnership Agreement.
Even accepting Vivendi's argument, the payments that Section
7.02(a)(i)(B) would be recounting are not guaranteed payments. According
to IRC section 707(c), the key trait of guaranteed payments is that they are
determined without regardto the income of the partnership.5" This trait is
not a trait of either the cash distributions to holders of the B Interests or the
face-value accretion of the B Interests.
Although the cash distributions under Section 8.01 are required to be
made to holders of B Interests regardless of VUE's income, Section 7.01 (a)
requires that capital accounts be decreased by "the amount of money
distributed to" a partner by VUE. Thus, the cash distributions result in a

56

Vivendi does not make such an allegation with regard to the A Interests.
See Defs.' Br. at 36-37 ("Although [USA] may argue that the language of the
Partnership Agreement says that [USA] would be allocated income under Section 7.02 in amount
of a 5% return, that phrasing cannot trump the tax law and transform what are economically
guaranteed payments into allocated shares of partnership income.").
58
See also Treas. Reg. § 1.707-4 ("The term guaranteed payment for capital means any
payment to a partner by a partnership that is determined without regard to partnership income and
is for the use of that partner's capital.").
7

1
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decrease in the capital account. Given that, as discussed in parts II.C.6-7
of this opinion, the true value of the Preferred Interests in liquidation is tied
directly to capital accounts, and not to the nominal face value of those
interests, the 3.6% distributions reduce, dollar-for-dollar, the amount that
the holders of the B Interests will receive in liquidation unless the
distribution is offset by a corresponding allocation of income under Section
7.02(a)(i)(B). Because the allocation of income under Section 7.02(a)(i)(B)
would serve to replenish the capital account following a mandatory cash
distribution, the true value of that cash distribution is dependent on the
partnership's net income. That is to say, if a cash distribution decreases the
liquidation value of the B Interests, its true worth is not the 3.6% of the
face value of the B Interests the Partnership Agreement nominally accords
it if that distribution is not accompanied by a concomitant allocation of
partnership income.
Similarly, the 1.4%-face-value accretion of B Interest value is
required regardless of VUE's income. But, as discussed above, the actual
liquidation value of the Preferred Interests, regardless of how much face
value is said to "accrete," is tied directly to the capital accounts. To the
extent VUE does not have enough income in any given year to allocate the
full 5% of face value according to Section 7.02(a)(i)(B), the face-value
accretion contemplated by Section 5.03 is accretion in name only. Facevalue accretion, then is tied directly to VUE's income and the allocations
provided for in Section 7.02(a)(i)(B) 9
Moreover, a term defined in Treasury Regulation 1.707-4,
promulgated under IRC section 707, more aptly describes transactions
under Sections 8.01 and 5.03 of the Partnership Agreement. A "preferred
return," is "a preferential distribution of partnership cash flow to a partner
with respect to capital contributed to the partnership by the partner that will
be matched, to the extent available, by an allocation of income or gain."6
Rather than being made without regard to the income of the partnership,
payments under Sections 8.01 and 5.03 are distributions matched by the
allocations of income, to the extent available, under Section 7.02;
allocations which give the distributions their true value.

59

Vivendi argues that the Bump Up Provision would serve to nullify the effects of the
Liquidation Preference Proviso. But, as discussed above, the Bump Up Provision is tied directly

to Net Income, as that term is defined and temporally limited in the Partnership Agreement, and
to the extent VUE cannot allocate enough Net Income to replenish the capital accounts to an
amount equal to face value of the B Interests, the B Interest holders will not receive B Interest face
value.
'°Treas. Reg. 1.707-4(a)(2).
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What both sides label a "leading treatise" on tax, William S. McKee's
Federal Taxation of Partnership and Partners, discusses the differences
between guaranteed payments and preferred returns:
If a partner's right to receive amounts from his partnership is
fixed and certain, or "guaranteed" in some sense, it may be
difficult to determine whether the amounts are § 707(c)
guaranteed payments or § 731 distributions [i.e. , preferred
returns]. The touchstone for this determination should be the
effect on the recipient's capital account .... If the amounts
received do not result in a charge to the recipient's capital
account or otherwise reduce his rights to other partnership
distributions, then the amount should be treated as § 707(c)
guaranteed payments. Conversely, if the recipient's capital
account is charged, or his rights to future distributions are
reduced, the amounts should generally be treated as § 731
distributions.6
It is clear that the cash distribution and face-value accretion of the B
Interests do result in a form of charge to the holder's capital account in that
they work (whether by increasing nominal face value of the B Interests or
by decreasing the balance of the capital accounts) to decrease the capital
account's value in relation to the face value of the B Interests (which
represents the value both parties anticipated in determining consideration
for Vivendi's assets). Thus they are preferred returns, not guaranteed
payments under the IRC.62 Similarly, Section 7.02 allocates taxable income
to the individual partners and Section 8.02, which references such an
allocation, is not ambiguous.
b.

63
Section 8.02 Does Not Conflict With Section 7.01(e)

Section 7.01 (e) requires the Partnership Agreement to be "interpreted
and applied in a manner consistent with" the "Treasury Regulations
promulgated under Section 704(b)" of the IRC.

611 William S. McKee et al., FEDERAL TAXATION OF PARTNERSHIPS AND PARTNERS

at 13-42.
13.03[I][b],
62
Vivendi has already treated the cash distribution as allocated income for purposes of
its federal income taxes. Without reaching a theory of estoppel, and notwithstanding Vivendi's
statement that "VUE will make all corrections to that return which are legally required and is
reviewing the need to amend the return," Defs.' Br. at 36 n.23, the court simply notes this as an

offshoot of63the clear meaning of Sections 7.02 and 8.02.

Again, Vivendi's argument extends only to the B Interests.
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These promulgated regulations extrapolate on the IRC's requirement
that an allocation of income under a partnership agreement's allocation
provisions have "substantial economic effect" in order for those provisions
to be upheld. As Vivendi describes, "[i]n order to comply with [IRC]
§ 704(b), Section 7.02's 5% nominal income allocation on the [B Interests]
must affect, dollar for dollar, the amount that [USA] will receive under the
'
Partnership Agreement from [VUE], for its [B Interests]." 64
Or, as the
Treasury Regulations provide:
(ii) Economic effect -- (a) Fundamental principles. In order
for an allocation to have economic effect, it must be
consistent with the underlying economic arrangement of the
partners. This means that in the event there is an economic
benefit or economic burden that corresponds to an allocation,
the partner to whom the allocation is made must receive such
economic benefit or bear such economic burden.65
The McKee treatise sums this test as:
An allocation has economic effect only if the economic
benefit or burden of the allocation has a dollar-for-dollar
impact on the net aggregate amounts of money that the
partners will ultimately receive over the life of the
partnership.6 6
As set forth throughout this opinion, the Section 7.02 income
allocation provision is one part of an intricately designed structure of
payments, distributions, accretions and allocations, all working in harmony.
The cash distributions to the B Interest holders and the face-value accretion
on the B Interests each year clearly have a substantial economic effect in
liquidation. The income allocation provision's substantial economic effect
is clear-it counterbalances the effect of the cash distribution and facevalue accretion provisions. The Bump Up Provision does not nullify the
importance of this substantial economic effect because it may not replenish
the capital accounts to the extent they do not match the face value of the B
Interests due to distributions or a lack of income allocable in previous
years. To quote Vivendi, "Section 7.02's 5% nominal income allocation on
the [B Interests]" do "affect, dollar for dollar, the amount that [USA] will

'Defs.'
Br. at 38.
65

Treas. Reg. § 1.704-1(b)(2)(ii).
'McKee, at I 10.02[2][a][i], at 10-14.
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receive under the Partnership Agreement from [VUE], for its [B
Interests]. '6 7
Vivendi argues that notwithstanding that capital accounts may not
equal the face value of the B Interests upon liquidation, "[t]he possibility
that the Partnership may be liquidated is ... a remote contingency that
cannot change the illusory nature of the nominal income allocation to the
holder of the [B Interests]. ' 8 It further argues that the put/call options tied
to the B Interests are "substantially certain to be exercised,"'69 and so the
court should not look to the function of the capital accounts in liquidation.
A "virtual certainty" does not mean that a court should ignore a possibility
in interpreting a contract. This is especially true when the clear language
of the contract provision at issue is completely unambiguous, and the court
is merely ensuring that such a reading can be made consistently with other
provisions of the contract. Moreover, Treasury Regulation 1.7041(b)(2)(ii)(b) provides that IRC § 704(b) is not violated:
if all or part of the partnership interest of one or more partners
is purchased (other than in connection with the liquidation of
the partnership) by the partnership or by one or more partners
...pursuant to an agreement negotiated at arm's length by
persons who at the time such agreement is entered into have
materially adverse interests and if a principal purpose of such
purchase and sale is not to avoid the principles of [IRC
§ 704(b)].
The put/call options described above are contained in the Partnership
Agreement. That Agreement was negotiated at arm's length by parties who
had materially adverse interests. Vivendi has not pleaded that the principal
purpose of the put/call options is to avoid the substantial economic effect
principle. Thus, the existence of the put/call options contained in the
Partnership Agreement do not serve to prevent Section 7.02's income
allocations from otherwise meeting the requirements of IRC § 704(b).
For these reasons, Section 7.02 does not conflict with Section
7.01(e).

67

Defs.' Br. at 38.
1d. at 42.
69
1d. at 41.
6
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Tax Distributions Under Section 8.02 Will Not Conflict With
Section 8.06 In Calendar Year 202370

Vivendi also argues that because the final tax distributions based
upon income allocable to the A Interests under Section 7.02(a)(i)(B) would
be made after the A Interests cease to exist, reading Section 8.02 to allow
tax distributions on the A Interests would put it in conflict with Section
8.06. Section 8.06 provides for maturity of the A Interests 20 years from
the closing date of the Transaction, in 2022. At that time, Section 8.06
states, the A Interests "shall cease to be outstanding and all rights of the
holders thereof shall cease." However, Section 8.02 allows for the tax
distribution based on income allocable to the A Interests before they are
redeemed in 2022, to be made at the close of that taxable year (in 2023).
Vivendi argues this illustrates a conflict between Sections 8.02 and 8.06.
This argument simply does not hold water. The economic facts that
determine the amount of the final 2023 tax distribution-the income
allocable to the A Interest holders for VUE fiscal year 2022-will be fixed
at redemption. That the rights associated with holding the A Interests cease
before the final tax distribution is made is irrelevant. As such, the
probability of a final tax distribution made after the A Interests are
redeemed does not put Section 7.02(a)(i)(B) in conflict with Section 8.06.
4.

Section 8.02 Provides For Tax Distributions, Not A Tax
Indemnity

Vivendi's final argument in this regard is that "[b]ecause the cash
coupon on [the B Interest], payable under Section 8.01(a), already covers
[USA's] tax liability for its Preferred Interests, any additional distribution
essentially gives USA a tax indemnity-but the parties never bargained for,
or intended one."'" Vivendi asserts that the cash distribution on the B
Interests is intended to cover all of the tax liability incurred by holders of
Preferred Interests as a result of the allocation provision in Section 7.02.
Nowhere in the Partnership Agreement is this expressed. Rather, the
cash distribution is entirely related to the B Interests; there is no indication
it is tied in any way to the Common or A Interests. Moreover, this
argument would require that tax distributions for the Preferred Interests be
set out under a heading simply labeled "Distributions," not in the provision
dealing expressly with, and in fact labeled, "Tax Distributions." Finally,
7

°Vivendi's argument addressed in this section, converse to the previous two arguments,
deals solely with the A Interests.
7'Defs.' Br. at 43.
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although the 3.6% cash distribution may be sufficient to pay tax liabilities
based on the current maximum statutory rate, there is no guarantee that this
rate will not increase in the future so that tax liabilities based on the
allocated income would exceed the cash distributions on the B Interests.
Vivendi has provided no evidence that Section 8.02 represents a tax
indemnity. Its argument, therefore, fails.
Given that the language of Section 8.02 is unambiguous, not
susceptible of another reading, and its clear reading does not conflict with
any other provision of the Partnership Agreement, the court determines that
it provides for tax distributions to be made on both the Common and
Preferred Interests.
B.

Mistake
1.

Nature Of Mistake Claims

Having determined that Section 8.02 requires VUE to make tax
distributions to USA based on income allocations provided for under
Section 7.02(a)(i)(B), the court turns to Vivendi's affirmative defenses and
its counterclaims seeking reformation of the terms of the Partnership
Agreement. These are premised on the two theories of mistake-mutual
and unilateral.
Before turning to the claim itself, it is important to understand the
implications of finding that the elements of mistake have been adequately
pleaded. As recounted above, in order for a dispute centered on the
interpretation of a contract to move beyond the pleading stage, a court must
find that a contract's terms are ambiguous or susceptible of different
meanings. If the court finds the terms are not ambiguous, the court will
enforce those terms as written, and the case will not move to the expensive,
time-consuming stages of discovery and trial. Through this framework,
contracting parties are assured that their well-documented agreements will
be upheld without significant time-and funds expended.
Mistake is a claim that disregards this framework. One claiming
mistake assumes that the contract is clear on its face. The claimant must
argue that, notwithstanding this clarity, the court should enforce another
meaning of the contract. The argument is that the contract's "clear
meaning" is not really the meaning the parties intended.
The implications of allowing such a claim are readily apparent, and
have been highlighted in many Delaware opinions.72 To allow one party to
72

See e.g., CerberusInt'l, Ltd. v. Apollo Mgmt., L.P., 794 A.2d 1141, 1153 (Del. 2002)
(noting that the purpose of requiring clear and convincing evidence to prove mistake is to "uphold
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a contract to argue that an unambiguous writing does not reflect the parties'
real agreement deprives the other contracting party of the protections of the
framework described above. Though mistake is a necessary legal tool to
reform contracts that do not reflect the parties' intent because of problems
such as scriveners' errors, it must be applied narrowly so as to ensure to
contracting parties that in only limited circumstances will the court look
beyond the four comers of a negotiated contract.73 This is especially true
here, where the Partnership Agreement is an integrated document.74
2.

Requirements For Pleading Mistake

This caution in entertaining mistake claims is reflected in three ways.
First, our court rules require the circumstances constituting mistake to be
pleaded with particularity. 75 Second, the standard of proof required to
succeed on a mistake claim is the intermediate "clear and convincing
evidence" standard.76 Finally, and most relevant to the current litigation,

a contract as the parties' written expression of their intent"); Joyce v. RCN Corp., 2003 WL
21517864, at *3 (Del. Ch. July 1, 2003) (stating that the heightened pleading standard required
when pleading mistake serves to "preserve the integrity of written agreements by making it
difficult to re-open completed transaction"); see also RESTATEMENT (SECOND) OF CONTRACTS
§ 155 cmt. c. (1981) ("Care is all the more necessary when the asserted mistake relates to a
writing, because the law of contracts, as is indicated by the parol evidence rule and the Statute of
Frauds, attaches great weight to the written expression of an agreement."), cited in CerberusInt'l,
Ltd., 794 A.2d
at 1153 n.44.
73
Cf James River-Pennington, Inc. v. CRSS Capital,Inc., 1995 WL 106554, at *7
(Del. Ch. Mar. 6, 1995) ("Reformation is appropriate only when the contract does not represent
the parties' intent because of fraud, mutual mistake or, in exceptional cases, a unilateral mistake
coupled with the other parties' knowing silence.").
"Section 14.04 of the Partnership Agreement states:
Section 14.04. Integration. This Agreement and the Transaction
Documents constitute the entire agreement among the parties hereto
pertaining to the subject matter hereof and supercede all prior agreements
and understandings of the parties in connection herewith, and no covenant,
representation or condition not expressed in this Agreement or in any
Transaction Document shall affect, or be effective to interpret, change or
restrict, the express provisions of this Agreement. Notwithstanding the
foregoing, the parties hereto agree to be bound by the terms and provisions
of the Letter Agreement (the "Letter Agreement") dated as of the Closing
Date, by and among the Universal Partners and the USAi Limited Partners
relating to the clarification of certain matters in this Agreement, and the
terms and provisions of the Letter Agreement are hereby expressly
incorporated herein by reference.
"Ct. Ch. R. 9(b) ("In all averments of fraud or mistake, the circumstances constituting
fraud or mistake shall be stated with particularity.").
76The Supreme Court, in CerberusInternational,Ltd. v. Apollo Management,L.P., held
that trial courts must account for this standard in deciding upon motions for summary judgment.
CerberusInt'l, Ltd., 794 A.2d at 1149 ("[Tlhe trial court must determine whether the plaintiffs

2005]

UNREPORTED CASES

a substantive element of a claim of mistake-whether mutual or
unilateral-is that the parties came to a specific prior understanding that
differed materially from the written agreement. The Supreme Court, in
Cerberus International,Ltd. v. Apollo Management,L.P., highlighted this
requirement:
There are two doctrines that allow reformation. The first is
the doctrine of mutual mistake. In such a case, the plaintiff
must show that both parties were mistaken as to a material
portion of the written agreement. The second is the doctrine
of unilateral mistake. The party asserting this doctrine must
show that it was mistaken and that the other party knew of the
mistake but remained silent. Regardless of which doctrine is
used, the plaintiff must show by clear and convincing
evidence that the parties came to a specific prior
that differed materially from the written
understanding
77
agreement.
This description is important because it sets forth that no matter what
theory of mistake is used the party claiming mistake must allege a specific
prior agreement. Moreover, it demonstrates that although Court of
Chancery Rule 9(b)'s particularity requirement may heighten what is
required to plead mistake, the substance of a mistake claim-by
itself-requires the pleading of a "specific" prior agreement." While an
0
79
alleged prior agreement may be informal, oral," and not constitutive of
8 some form of specific prior agreement must be
a complete contract,

on the summary judgment record proffered evidence from which any rational trier of fact could

infer that plaintiffs have proven the elements of a prima facie case [of mistake] by clear and
convincing evidence."). This case, unlike Cerberus, is decided at the pleading stage. Thus, the
court does not apply any standard of proof; rather it simply decides whether the nonmoving party,
here Vivendi, "would ...be entitled to relief under any of the facts (or reasonable inferences
therefrom) alleged in the complaint." Joyce, 2003 WL 21517864, at *2.
77CerberusInt'l Ltd., 794 A.2d at 1151-52 (emphasis added).
78
Thus, while the Joyce opinion rejected the argument that the complaint "must refer
to the time, place, and content of the mistake," 2003 WL 21517864, at *5 (emphasis added), that
opinion went on to state, that while "it is not necessary to plead how or why the mistake
occurred," it is "essential to articulate the alleged mutual mistake," id., which would necessarily
require pleading a specific prior agreement.
79
See Hob Tea Room v. Miller, 89 A.2d 851, 856 (Del. 1952) (noting that "the clear
language of a formal instrument, duly executed... will be set aside.., where the evidence leaves
").
no serious doubt but that a specific agreement was informally made ...
8
JamesRiver-Pennington,Inc., 1995 WL 106554, at *9 (allowing mistake claimbased
on alleged prior oral agreement).
8
"Cerberus Int'l Ltd., 794 A.2d at 1152 ("Th[e prior] understanding need only be
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alleged. Furthermore, conclusory factual allegations do not suffice for a
claim of mistake to survive a motion for judgment on the pleadings. 82 In
this case, Vivendi's affirmative defenses and counterclaims contain only
conclusory allegations of a prior agreement at odds with the written
contract.
3.

Vivendi's Allegations

Nowhere in Vivendi's counterclaims is there any pleading of even an
oral, informal, or incomplete agreement. The only allegations of an
agreement between the parties in Vivendi's answer when discussing mutual
mistake are, as follows:
"

[T]he parties' agreement at the date of execution of the
Partnership Agreement, as evidenced by the history of
negotiations between them, was that Section 8.02 of
the Partnership Agreement, as a standard boilerplate
tax distribution provision, was designed to ensure only
that the holders of common interests in VUE would
have adequate liquidity to pay their respective share of
the taxes allocated under the Partnership Agreement as
they fell due.
Section 8.02 of the Partnership
Agreement was not intended to provide distributions to
the preferred shareholders in addition to the
specifically negotiated cash distributions set forth in
3
Sections 8.01(a) and 8.06;1

*

In the event that the objective terms of the Partnership
Agreement do require VUE to make tax distributions to
Counterclaim-Defendants pursuant to Section 8.02 in
the manner that they contend, then the Partnership

complete as to the issue involved. It need not constitute a complete contract in and of itself.).
82 Joyce, 2003 WL 21517864, at *2 (noting, in a decision on a motion to dismiss
pursuant to Rule 12(b)(6), "[w]here the factual allegations are conclusory in nature, they will not
be accepted as true for purposes of the motion").
Vivendi argues that the purpose of Rule 9(b)-to "giv[e] notice of the claimed ground
or mistake to the defendant," Joyce, 2003 WL 21517864, at *3-is served by its counterclaims.
The court disagrees with this assessment. Nevertheless, the court's decision is based not on the
heightened pleading requirements of Rule 9(b) but on the lack of the pleading of a specific prior
agreement. Thus, Vivendi's argument that USA waived its right to raise 9(b) concerns (which the
court also highly suspects) is irrelevant.
83
Answer, p. 11. This allegation is repeated at id. p. 14, 2.
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Agreement does not accurately reflect the parties' prior
agreement regarding that term. 4
When pleading unilateral mistake, Vivendi does not once, even in
conclusory fashion, reference a specific prior agreement. The conclusory
allegations Vivendi does plead are not sufficient to defeat a motion for
judgment on the pleadings.
Nevertheless, Vivendi argues it has adequately pleaded a specific
prior agreement. First, it refers to the point in negotiating history discussed
in Part II.C.4 hereof, during which Hannezo informed Kaufman that
Vivendi would not accede to providing mandatory tax distributions based
on allocations of income to the Preferred Interests. Alleging a prior
disagreement,however, is not a substitute for alleging a prior agreement.
The sequence of events described is that of a disagreement, followed by an
intricately documented negotiation in which several draft agreements were
exchanged, that led ultimately to the tax distribution provision
memorialized at Section 8.02.5 Thus, Vivendi's oft-repeated allegations
4

1d. p. 16, 10. Vivendi also alludes to the existence of a deal "previously agreed to
by the parties at the time of [the Partnership Agreement's] execution" when discussing the nature
of the dispute between the parties. Id.p.3, 3; id.p.4, 10.
" 5The complaint specifically states that this conversation took place after the circulation
of the December 6 draft. Compl. 25. While generally denying the allegations of paragraph 25
of the complaint, the answer goes on to reference the conversation a number of times. In a
May 26,2004, letter submitted to the court subsequent to the submission of briefs and conclusion
of oral argument, Vivendi states:
Giving defendants all required inferences, [the] conversation may prove to
have occurred after Section 8.02's drafting was concluded, with Mr.
Kaufman asking for distributions that he knew defendants had not agreed to;
Mr. Hannezo rejecting that request; and the parties then proceeding to
contract, thus showing the parties' prior agreement that was imperfectly
reflected in the Partnership Agreement.
At oral argument, however, counsel for Vivendi placed this conversation as taking place
immediately after the December 6 draft was circulated. See Tr. at 46 ("If Cravath gave this draft
of December 6th and Mr. Kaufman gets the draft and, as Vivendi pleads, calls Mr. Hannezo up
and says . . .").Further, counsel for Vivendi specifically referenced paragraph 25 of the
complaint, stating, "[t]he pleading, by [USA] as well, in 25, is that Victor Kaufman then contacts
Vivendi's then-CFO, Guillaume Hannezo." Id. at 45-46. Indeed, Vivendi asserts in its brief that
the final tax distribution provision was the result of a drafting error. See Defs.' Br. at 21 n.15
("Accordingly, Vivendi is not required to plead the details of exactly how that completely
unintentional drafting error might have occurred." Finally, Vivendi's counsel repeatedly referred
to the conversation taking place when "both sides have the first Cravath draft." See generally Tr.
at 70-80.
Moreover, this court is only required at the pleadings stage to take all reasonable
inferences from the well-pleaded facts of the nonmoving parties. To infer that the
Kaufman/Hannezo conversation took place after all drafts were exchanged would be to infer that,
following draft negotiations in which USA objectively and clearly received exactly what it
demanded, USA would call Vivendi to demand that very concession. This inference is inherently
1

