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that "[i]n the course of negotiations prior to the execution of the Partnership
Agreement, Vivendi rejected plaintiffs' demand for a so-called tax 'grossup' provision with respect to plaintiffs' proposed preferred interests in
VUE, ''s6 or that "[d]uring the negotiation of the transaction, Vivendi
unequivocally communicated its refusal to accede to that demand,""7 are of
no consequence in determining whether a specific prior agreement, and
therefore a claim for mistake, has been pleaded. Simply put, there is no
allegation by Vivendi of a prior agreement of any kind on the tax
distributions, much less that there was an agreement that tax distributions
would be made based on allocations of income to the holders of the
Common Interests, but not on allocations of income to the holders of the
Preferred Interests. 5
4.

Other "Facts" Pleaded By Vivendi Do Not Support The
Assertion That There Was A Specific Prior Agreement

Vivendi argues that the court may utilize parol evidence to piece
together a pleading of a prior specific agreement. While the nature of
mistake claims allows parol evidence to be used asproofofamistake at the
summary judgment or trial stage, it is unclear whether such evidence, when
properly before the court at the pleadings stage, may be used to discern an
allegation of a specific prior agreement in the absence of an explicit
allegation. If such evidence were permitted at this stage to discern a
pleading, it would necessitate the court finding whether or not there is
enough proof of an allegation to survive a motion to dismiss on the
pleadings. This is not the type of inquiry a motion on the pleadings
typically invites.
Regardless, the parol evidence introduced by
Vivendi-the Proxy Statement filed by USA disclosing the consideration
it would receive as part of the VUE transaction (the "Proxy Statement") 9
unreasonable.
86Defs.'

87

Id.

Br. at 12.

See Jefferson Chem. Co. v. Mobay Chem. Co., 253 A.2d 512, 516 (Del. Ch. 1969)
("The difficulty here is that Jefferson has not alleged any'facts' in support of its allegation seeking
reformation. It states merely that the 'intent of the parties' when they made the contract was
something different than what Mobay now contends that it is."). Butsee Petition for Reformation
at 10, 11, Joyce,2003 WL 21517864 (No. 1962 1-NC) (pleading that a disputed issue hadbeen
resolved as the petitioner claimed and alleging the specific terms that would have appeared in a
contract but for a mistake); Compl. at IN 26-30, 37, Universal;Compression,Inc. v. Tidewater,
Inc., 2000 WL 1597895 (Del. Ch. Oct. 19, 2000) (No. 17774-NC) (same). The court takes
judicial notice
of these public filings.
89
A court may consider proxy statements at the pleadings stage to consider what
information is disclosed in the proxy statement when such statements are incorporated by
reference into the pleadings. See In re Santa Fe Pac. Corp. S'holder Litig., 669 A.2d at 69-70.
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and the teleconference announcing the transaction 9 -both of which are
properly before the court at this stage--do not point to a specific prior
agreement.
a.

Proxy Statement

Vivendi first argues that USA must have known (and therefore
agreed) that it is not entitled to tax distributions based on Preferred Interest
holdings because if it were entitled to such distribution "the value of [the
Preferred Interests] far exceeds the value disclosed by [USA] in its SEC
filings and Proxy Statement, which as a mater of law was required to fully
and accurately disclose all material information."'" In furtherance of this
argument, Vivendi points to the facts that (1) the Proxy Statement does not
mention that the Preferred Interests are entitled to a tax-exempt yield; (2)
the value of that yield would exceed $600 million (which would make it
material); (3) the Proxy Statement contains pro forma financials showing
that taxes are owed on the Preferred Interests without showing any
offsetting tax distributions; (4) the Proxy Statement values the A Interests
using a pre-tax discount rate instead of an after-tax discount rate (which,
Vivendi argues, USA would have used if it believed it was entitled to the
distributions); (5) the Proxy Statement states that Bear Steams valued the
A Interests using a 9% to 9.85% discount rate instead of a lower range of
discount rates (which, again, Vivendi argues should have been used if USA
were entitled to the tax distributions); (6) the Proxy Statement states that
Allen & Co. valued the Preferred Interests using pre-tax discount rates of
7% to 8% instead of valuing those interests on an after-tax basis; and (7)
the Proxy Statement includes statements in the pro forma financials that
underestimate the value of the A Interests because that value was derived
using a pre-tax discount rate.
The Proxy Statement, however, plainly states that "VUE will make
mandatory tax distributions to cover taxes allocable to USA and its
subsidiaries, Universal or Diller with respect to VUE's taxable income."92

9
The text of this teleconference is provided in Vivendi's counterclaims, and a transcript
of the teleconference is provided to the court in the Affidavit of Jon E. Abramczyk ("Abramczyk
Aft."), Ex. I.
91
Defs.' Br. at 11.
92
Proxy Statement at 63 (submitted to the court in Transmittal Declaration of Candice
M. Toll, Esq.). Vivendi argues that this "language refers to nothing other than the tax distributions
to the Common Interests holders." Defs.' Br. at 11-12 n.8. Specifically, it states that because the
provision refers not only to USA, but also Universal and Diller (who do not hold Preferred
Interests), it only contemplates tax distributions to Common Interest holders. That argument is
unsupported by any language in the Proxy Statement.
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USA initially valued the A Interests on an after-tax basis ($750
million).93 In a responsive letter to the SEC during the review-andcomment process, USA revised its valuation to reflect the value of those
interests on a pre-tax basis ($540 million). In a letter to the SEC, USA
wrote:
The Company's initial [$750 million] valuation took into
consideration certain tax distributions of the partnership. In
the revised valuation, the Company used the valuation
methodology and resulting range of values estimated by Allen
& Co., because it was advised that valuation of such
instruments are more typically performed on a pre-tax basis
rather than the Company's valuation methodology for valuing
this security.94
Thus this correspondence, which was shared with Vivendi and Cravath,95
explains that the Proxy Statement reflects Allen & Co.'s analysis, which
utilizes a pre-tax methodology, simply because that is how it is "more
typically performed." Given the totality of USA's correspondence with the
SEC, it is clear that the decision to use a pre-tax, as opposed to an after-tax,
analysis does not reflect a prior agreement that tax distributions would not
be made to account for allocations of income to holders of the Preferred
Interests; it merely reflects a decision that the information in the Proxy
Statement should reflect industry standard."
Moreover, the Proxy
Statement itself reinforces that the parties contemplated tax distributions
based on allocations of income to holders of the A Interests:
Allen & Co. valued the [Preferred Interests] in VUE using a
range of pre-tax discount rates of 7% to 8%... (on an aftertax basis the preferred interests received by USA would be
valued significantly in excess of the values Allen & Co. used
in this analysis).9 7

93

This valuation was represented in a letter from USA to the SEC. Correspondence
between the SEC and USA was pleaded in the Complaint. Vivendi, while neither admitting nor
denying the contents of the letters, referred the court to them for their contents. The letters are
thus incorporated by reference into the pleadings and are properly considered at this stage. USA's
initial valuation is submitted in Abramczyk Aff. Ex. G, p. 11.
94
Abramczyk Aff. Ex. H.
95
Answer p. 8, 3 1.
"Accordingly, Vivendi's argument in regard to the Bear Steams valuation of the A
Interests does
not show a prior agreement.
97
Proxy Statement at 41.
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Notwithstanding Vivendi's argument that this language "simply helps the
reader understand the implications of the numbers on the page,""8 the clear
meaning of this passage is that USA contemplated receiving tax
distributions based on its holdings of the Preferred Interests.
Finally, the pro forma financial statements in the Proxy Statement
show taxes due, but do not reflect countervailing tax distributions as
income. This is consistent with the workings of the partnership, in which
income is allocated only in accordance with Section 7.02. Tellingly, the
pro formas not only do not show tax distributions as income in respect of
the Preferred Interests, but also do not show tax distributions as income in
respect of the Common Interests-interests which USA claims are entitled
to receive the tax distributions.
b.

Conference Call

Vivendi has pleaded that:
[A]t a December 17, 2001, analysts' conference, USA
Interactive's Vice-Chairman Victor Kaufman stated that "USA
will receive enough cash dividends relating to the preferred
stocks that we're receiving to more than cover all of the
deferred taxes on the transaction, which become due 15 or 20
years out with respect to the cash and securities." He further
confirmed that "the cash dividends that we're receiving start
at over $60 million a year and actually get up to over $100
million a year towards the end, so that the aggregate sum well
exceeds the tax that we're going to pay on all of the
instruments."99
Vivendi argues that this statement, without an accompanying reference to
the annual tax distributions on the Preferred Interests, is evidence of a prior
agreement that those tax distributions would not be made. This statement,
however, explicitly refers to deferredtaxes-notto taxation on the year-toyear partnership income allocated under Section 7.02.
In sum, neither the conference call nor the contents of the Proxy
Statement support an allegation of a prior specific agreement between USA
and Vivendi to form the basis of a mistake claim. Because the pleadings

9

Defs.' Br., at 11-12 n.8.
"Answer, pp. 14-15, 13.
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of Vivendi are entirely devoid of such an allegation, Vivendi's mistake
claims-mutual and unilateral- fail as a matter of law.'
V.
The pleadings show a contract that is unambiguous on its face and
the product of long negotiation between sophisticated parties supported by
some of the world's most well-regarded investment banks and law firms.
USA is not seeking a "double dip" as Vivendi alleges, but merely what it
contracted for. For the foregoing reasons, the plaintiffs' motion for
judgment on the pleadings is granted. The parties shall confer and submit
a conforming order within ten days of the issuance of this memorandum
opinion.

JONES APPAREL GROUP, INC. v. MAXWELL SHOE CO.
No. 365-N
Court of Chancery of the State of Delaware,New Castle
May 27, 2004
Jesse A. Finkelstein, Esquire, Raymond J. DiCamillo, Esquire, and Brock
E. Czeschin, Esquire, of Richards, Layton & Finger, P.A., Wilmington,
Delaware; and Paul C. Saunders, Esquire, Timothy G. Cameron, Esquire,
and Andrew B. Kratenstein, Esquire, of Cravath, Swaine & Moore LLP,
New York, New York, of counsel, for plaintiffs.

"WInaddition to stating a prior specific agreement between the parties, to state a claim
for mutual mistake a party must allege execution of a writing that was intended, but failed, to
incorporate the terms of that prior agreement; and that the parties had a mutual but mistaken belief
that the writing reflected their true agreement. Cerberus Int'l Ltd., 794 A.2d at 1152. The
elements of unilateral mistake are the same as mutual mistake save that unilateral mistake requires
a mistaken belief by only one party, coupled with the other party's knowing silence. Id. at 115 1.
Because Vivendi has failed to prove the bedrock element for either form of mistake-a prior
specific agreement-the court does not reach the other elements of mistake.
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William M. Lafferty, Esquire, Frederick H. Alexander, Esquire, David J.
Teklits, Esquire, Patricia R. Uhlenbrock, Esquire, and James D. Honaker,
Esquire, of Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware; and
Adam H. Offerhartz, Esquire, Jennifer H. Rearden, Esquire, and Robert E.
Malchman, Esquire, Gibson, Dunn & Crutcher LLP, New York, New York,
of counsel, for defendants.
STRINE, Vice Chancellor

This expedited case centers on the validity of a charter provision of
Maxwell Shoe Company, Inc. By its plain terms, that provision establishes
that the record date for any consent solicitation of Maxwell's stockholders
shall be the date on which the first consent is delivered to the company. In
so providing, the charter adopts one of the default rules set forth in 8 Del.
C. § 213(b), a default rule that governs when no prior board action is
required to take the corporate action at issue and the board of directors does
not exercise its discretion, within the statutory boundaries, to set a record
date itself.
Here, a consent solicitation was announced by a hostile bidder, Jones
Apparel Group, Inc., to remove the Maxwell board. Jones initiated this
litigation to, among other things, obtain a ruling that the record date for its
solicitation was the date the first consent was delivered to Maxwell, per the
charter provision. For its part, Maxwell's board has taken the view that its
own charter should not be interpreted in accordance with its plain meaning
or, in the alternative, should be declared invalid. It has taken that position
to validate its own decision to set an earlier record date.
In this decision, I conclude that the Maxwell charter provision is
valid and that its plain terms establish the record date for Jones's consent
solicitation. Both § 102(b)(1) and § 141(a) of the Delaware General
Corporation Law ("DGCL") provide authority for charter provisions to
restrict the authority that directors have to manage firms, unless those
restrictions are "contrary to the laws of this State." These statutory
provisions, I find, are important expressions of the wide room for private
ordering authorized by the DGCL, when such private ordering is reflected
in the corporate charter. The Maxwell charter provision is a valid exercise
of authority under those sections and is not contrary to law, in the sense
that our courts have interpreted that phrase. A consideration of § 213(b)'s
terms and legislative history, as well as of the related statutory section
governing consent solicitations, § 228, reveals that no public policy set
forth in the DGCL (or in our common law of corporations) is contravened
by the Maxwell charter provision at issue. Given the absence of any
conflict with a mandatory aspect of Delaware corporate law, the Maxwell
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charter provision's restriction on the board's authority to set a record date
is valid.
I. Factual Background
Plaintiff Jones is a Pennsylvania corporation that formed plaintiff
MSC Acquisition Corp., an indirect subsidiary of Jones,' for the purpose
of acquiring defendant Maxwell, a Delaware corporation. Jones is a
designer and marketer of branded apparel, footwear and accessories, whose
stock trades on the NYSE. Maxwell is in the business of designing,
developing, and marketing casual and dress footwear for women and
children. Its stock trades on the Nasdaq.
In November 2003, Jones approached Maxwell about the possibility
of a negotiated acquisition of Maxwell. Informal negotiations ensued, but
never resulted in a formal offer. On February 25, 2004, Jones publicly
announced that it had made a proposal to acquire all of Maxwell's shares
at a price of $20 per share. On March 12, 2004, Maxwell announced that
its board had unanimously deemed that offer inadequate.
On March 23,2004, Jones filed its federal Schedule TO commencing
a tender offer to acquire, among other Maxwell securities, all the
outstanding shares of Maxwell's Class A Common Stock at $20 per share
in cash, and also filed a preliminary consent solicitation statement on
Schedule 14A stating that Jones was considering proposing the removal of
Maxwell's directors who would be elected at Maxwell's 2004 annual
meeting on April 8, 2004. Yes, that is correct. Jones was considering
proposing to seek consents to remove the yet-to-be elected management
slate that was then seeking election at the annual meeting. In essence,
Jones had missed the annual meeting deadline and was therefore
considering using a consent solicitation to remove the board. By April 19,
2004-the time the offer was scheduled to expire-only 2% of Maxwell's
shares had tendered into the offer, and Jones therefore extended its offer
until May 17, 2004.
On March 25, 2004, Maxwell announced that its board had "set a
record date of March 25, 2004 in connection with Jones Apparel Group,
Inc.'s consent solicitation" and that "[o]nly stockholders of record as of the
close of business on [March 25, 2004] will be entitled to execute, withhold,
or revoke consents." The announcement was silent as to whether Maxwell
had received any signed written consent in connection with Jones's consent

'I will refer to Jones and MSC Acquisition Corp. collectively as "Jones."
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solicitation. The reason this silence is critical is that Article VII of
Maxwell's charter, central to the present dispute, provides in relevant part:
Any election of directors or other action by the stockholders
may be effected at an annual or special meeting of
stockholders or by written consent in lieu of such a meeting.
The record date with respect to the determination of
stockholders entitledto consent in writingto any action shall
be the first date on which a signed written consent setting
forth the action to be taken or proposed to be taken is
delivered to the corporation by delivery to its registered
office in Delaware, its principal place of business, or an
officer or agent of the Corporation having custody of the book
in which proceedings of meetings of stockholders are
recorded. 2
This provision was included in Maxwell's original certificate of
incorporation, filed on January 27, 1994, as well as its amended and
restated certificate of incorporation, filed on April 12, 1999.
On March 26,2004, Jones sent a letter to Maxwell's CEO demanding
to inspect certain books and records relating to, among other things, the
setting of the record date, pursuant to § 220 of the DGCL. One of the
matters Maxwell wished to look into was whether Maxwell had received
any written consent from any stockholder in connection with Jones's
consent solicitation at the time Maxwell's board set the record date. Jones
feared that the Maxwell board had obtained a consent simply to accelerate
the setting of a record date and effectively shorten the 60-day period for
consideration of Jones's solicitation materials, which under § 228(c) would
begin on the day the earliest consent was properly delivered to the
corporation. Maxwell refused Jones's demand for information about that
issue, and on March 30, 2004, Jones filed a § 220 action in this court.
Jones then filed this suit on March 31, 2004, alleging, among other
things, that the Maxwell board's decision to set the record date before it had
received any written consent in connection with Jones's consent solicitation
violated Article VII of Maxwell's charter. One of Jones's alternative claims
was that if the Maxwell board had procured a consent to trigger an early
record date, then the earlier record date was ineffective because of the
board's inequitable conduct.

2

Certificate of Incorporation, Art. VII (emphasis added).
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On April 7,2004, hours before a scheduled teleconference, Maxwell
wrote to the court and stated that they had not received any written consent,
but had set the March 25, 2004 record date pursuant to 8 Del. C. § 213(b),
which they contended granted the board the authority to set the record date
in connection with any written consent solicitation whether or not the
Maxwell charter purported to deprive the board of that authority. Section
213(b) provides:
In order that the corporation may determine the stockholders
entitled to consent to corporate action in writing without a
meeting, the boardof directors mayfix a recorddate, which
record date shall not precede the date upon which the
resolution fixing the record date is adopted by the board of
directors, and which date shall not be more than 10 days after
the date upon which the resolution fixing the record date is
adopted by the board of directors. If no record date has been
fixed by the board of directors, the record date for
determining stockholders entitled to consent to corporate
action in writing without a meeting, when no prior action by
the board of directors is required by this chapter, shall be the
first date on which a signed written consent setting forth the
action taken or proposed to be taken is delivered to the
corporation .... If no record date has been fixed by the board
of directors and prior action by the board of directors is
required by this chapter, the record date for determining
stockholders entitled to consent to corporate action in writing
without a meeting shall be at the close of business on the day
on which the board of directors adopts the resolution taking
such prior action.'
Stated in its simplest form, Maxwell's argument is that § 213(b) gives
its board the statutory power to set the record date in connection with any
consent solicitation, and that 1) Article VII can and should be read so as to
permit its board to retain that power, and 2) if Article VII cannot be so read,
then it is invalid because it purports to divest the board of the statutory
power granted to it by § 213(b).
In order to resolve this narrow statutory argument on an expedited
basis, Jones agreed to dismiss, without prejudice, its § 220 action as well
as all of its claims in this action other than Count II of the complaint, which

'8 Del. C. § 213(b).
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alleges that Maxwell's board violated Article VII of Maxwell's charter by
setting the March 25, 2004 record date in the absence of receipt of a valid
written stockholder consent. Maxwell has filed a motion to dismiss under
Rule 12(b)(6) and Jones has filed a motion for summary judgment under
Rule 56(c), and Count II is the sole Count at issue on those motions. Jones
has since delivered an executed written consent to Maxwell on April 21,
2004, and contends that this is the record date for purposes of Jones's
consent solicitation.
II. Legal Analysis
In assessing Maxwell's motion to dismiss Jones's complaint under
Rule 12(b)(6), I must assume the truth of the well-pleaded facts in the
complaint and draw all reasonable inferences in Jones's favor and may
grant that motion only if I determine with "reasonable certainty" that Jones
4
can prevail on no set of facts that can be inferred from the complaint. By
contrast, in reviewing Jones's motion for summary judgment under Rule
56(c), I must draw all reasonable inferences from the record in Maxwell's
favor and may grant that motion only if Jones demonstrates that there is no
genuine issue of material fact that precludes the entry of judgment as a
matter of law in its favor.5 Here, there are no factual disputes regarding the
allegations of the complaint or the summary judgment record. Rather, the
motions at issue present two narrow legal questions for decision: First, does
Article VII of Maxwell's charter preclude Maxwell's board from setting the
record date in connection with Jones's consent solicitation? Second, if it
does so preclude Maxwell's board, is that preclusion valid under the DGCL,
or is it in irreconcilable conflict with § 213(b) of that law and therefore
invalid? I will address those issues in turn.
A. Has Maxwell's Board Violated The Unambiguous Terms
Of Article VII?
The first issue-the proper interpretation of Article VII ofMaxwell's
charter-is easy to resolve. By its terms, Article VII states that the record
date in connection with any consent solicitation "shallbe the first date on
which a signed written consent setting forth the action to be taken or
proposed to be taken is delivered to the corporation." This language is
plainly mandatory and does not admit of any exception that would permit

4

See, e.g., Solomon v. PatheCommunications Corp., 672 A.2d 35, 38 (Del. 1996).
See, e.g., Goodwin v. Live Entm't, Inc., 1999 WL 64265, at * 5 (Del. Ch. Jan. 25,
1999), affd, 741 A.2d 16 (Del. 1999).
5
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the record date to be set by any other method, including by a decision of
Maxwell's board.
Nonetheless, Maxwell suggests that Article VII can be interpreted to
permit its board to set the record date in this case. Specifically, Maxwell
argues that Article VII can be read to apply only where the board has
already abdicated its authority to set the record date. That is, Article VII
should be read to include an unexpressed proviso, such that the provision
would effectively read:
[Unless the board has set the record date before a signed
written consent is received by the corporation,] [t]he record
date with respect to the determination of stockholders entitled
to consent in writing to any action shall be the first date on
which a signed written consent setting forth the action to be
taken or proposed to be taken is delivered to the corporation
The difficulty with this interpretation is that it is plainly inconsistent
with the clear terms of Article VII. Article VII simply does not include the
proviso that Maxwell wishes to read into it. That Article does not merely
address itself to situations where the board has failed to set a record date,
but rather by its unambiguous terms lays out the exclusive method by which
the record date "shall be" set in connection with "any action" by written
consent.
The failure of the drafters of Article VII to include any provision
expressly authorizing the board to set the record date is all the more striking
in light of the fact that they were not writing on a blank slate. Section
213(b) of the DGCL specifies a method by which the record date for a
consent solicitation may be set, expressly providing that the board "may"
set the record date, and that if the board does not, then the record date shall
be set by one of two "alternative" means depending on whether the action
to be taken by written consent requires prior board action. Where prior
board action is required-such as in the context of mergers 6 or charter
amendments 7 -the record date is the date that the board adopts the
resolution taking that action. But, where no prior board action is
required-such as in the amendment of bylaws8 or, as here, the removal of

68 Del. C. §

251 (b) (providing that board "shall adopt a resolution" concerning a merger

agreement).
'8 Del. C. § 242(b)(1) (providing that board "shall adopt a resolution" regarding a
proposed charter amendment).
88 Del. C § 109(a) (granting stockholders the right to adopt, amend or repeal bylaws).
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directors 9 -the record date is the date that the first signed written consent
is delivered to the corporation.
The drafters of Article VII, for reasons not reflected in the record,
eschewed the procedure laid out in § 213(b) in favor of a system by which
the record date in all cases is set upon the delivery of a written consent to
the corporation. The question of whether the statutory method may be
altered by charter will be discussed later in the opinion, but what is
important for purposes of interpreting Article VII is the fact that the
drafters could have simply tracked the language of the statute, but did not.
That choice cannot be seen as anything other than intentional, reinforcing
the conclusion that to read a proviso back into Article VII allowing the
board to set the record date would contravene the plain meaning of that
provision.
Nor does 8 Del. C. § 394, which provides that "[t]his chapter and all
amendments thereof shall be a part of the charter or certificate of
incorporation of every corporation,"' 0 support Maxwell's attempt to read
ambiguity into Article VII. The substantive effect of § 394 is to engraft the
statutory rules provided in the DGCL onto every charter, to relieve drafters
of charters of the burden of explicitly specifying every single one of those
rules that they wish to adopt. Thus, had Maxwell's charter not included any
provision at all governing the setting of record dates for consent
solicitations, § 394 would incorporate the terms of§ 213(b) into the charter.
But, Article VII does provide a method for setting the record date. Section
394 does not create ambiguity where there is none, and does not
incorporate statutory terms back into a charter provision when the drafters
have chosen to deviate from those terms.
Finally, contrary to Maxwell's contention, enforcing the plain terms
of Article VII would not lead to an "illogical result" of any kind. Maxwell
argues that it "makes no sense" to divest the board of authority to set the
record date even in connection with actions that require board approval,
such as mergers. I fail to see the absurdity. For example, if the board
adopts a resolution approving a merger and the first written consent is
delivered to the corporation several days later, that later date would be the
record date under Article VII. If a written consent is delivered before the
board resolution is adopted, then the written consent is altogether invalid
because the board's statutorily required approval has not yet been granted
and no record date would be set by that delivery. There is nothing illogical
in this scheme.

'8 Del. C. § 141(k) (permitting stockholders to remove directors).
108 DeL C. § 394.
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More generally, it is rational for directors and stockholders to choose
a clear rule-indeed, one endorsed by statute-to govern an area like
record dates. They might well prefer a certain rule over having the matter
left to the directors' discretionary choice, even within the statutory mandate.
This clarity sets clear rules of the game for stockholders and directors;
moreover, it avoids the need for the board to enmesh itself in a record-date
setting process that can give rise-as the earlier claims in this case
show-to equitable claims under Schnell" and its important progeny,
Blasius. 2
B. Is Article VII Invalid Under The DGCL?
Because the plain terms of Article VII of Maxwell's charter require
that the record date in connection with any consent solicitation be the first
date that a written consent is delivered to the corporation, the Maxwell
board's decision to set the record date as March 25, 2004 before any written
consent had been received was invalid unless Article VII is itself invalid.
That is, if Article VII is authorized by the DGCL, then the board had no
authority to set the record date, and the record date in connection with
Jones's consent solicitation is April 21, 2004, the first day that Maxwell
received a valid written consent in connection with that consent
solicitation. If Article VII is unauthorized by the DGCL, then the board
retained the authority to set the record date under § 213(b), and March 25,
2004 is the record date.
Jones argues that two separate statutory provisions of the DGCL
authorize Article VII: 8 Del. C. § 102(b)(1) and 8 Del. C. § 141(a).
Because there is a relationship between the arguments involving both of
these statutory provisions, I treat them together.
Section 102(b)(1) of the DGCL provides that a certificate of
incorporation may contain:
Any provision for the management of the business and for the
conduct of the affairs of the corporation, and any provision
creating, defining, limiting and regulating the powers of the
corporation, the directors, and the stockholders, or any class

"Schnell
v. Chris-CraftIndus., Inc., 285 A.2d 437 (Del. 1971).
12
Blasius Indus., Inc. v. Atlas Corp., 564 A.2d 651 (Del. Ch. 1988). As a recent

decision of this court shows, a concern with avoiding equitable claims challenging board actions
in setting the record date would not be an irrational one. See In re The MONY Group Inc.
S'holderLitig., 2004 WL 769817 (Del. Ch. Apr. 14, 2004) (evaluating claim that board acted
inequitably and for purpose of frustrating shareholder franchise in setting record date for purpose
of determining stockholders entitled to vote on approval of merger agreement).
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of the stockholders, or the members of a nonstock
corporation; ifsuchprovisions are not contrary to the laws of
this State. 3
Jones contends that § 102(b)(1) is a provision of broad import that
must be given real meaning by our judiciary, as it expresses the
fundamental commitment that Delaware has to flexibility in corporate
governance, when that flexibility is expressed through a charter provision
that, by definition, had support from not only the stockholders, but also the
managers. While Jones acknowledges that § 102(b)(1)'s reach is not
unlimited, it argues that the proviso in § 102(b)(1) that precludes charter
provisions that are "contrary to the laws of this State" has a narrow and
historically accepted meaning. That meaning, as articulated in prior cases
like Sterlingv. Mayflower Hotel Corp., invalidates those charter provisions
that "transgress a statutory enactment or a public policy settled by the
4
common law or implicit in the General Corporation itself." As Jones
reads Sterling, the real question in this case is whether Article VII is
contrary to this State's public policy, in the sense that it clashes with
fundamental policy priorities that clearly emerge from the DGCL or our
common law of corporations. In this case, says Jones, no public policy
clash exists between Article VII of the Maxwell charter and any important
public policy manifested in the DGCL or our common law. Therefore,
Jones contends that Article VII constitutes a valid exercise of authority
under § 102(b)(1) and should be sustained.
Likewise, Jones points to 8 Del. C. § 141(a), which reads as follows:
The business and affairs of every corporation organized under
this chapter shall be managed by or under the direction of a
board of directors, except as may be otherwiseprovided in
this chapter or in its certificateof incorporation. If any such
provision is made in the certificate of incorporation, the
powers and duties conferred or imposed upon the board of
directors by this chapter shall be exercised or performed to
such extent and by such person or persons as shall be
5
provided in the certificate of incorporation.
Jones says that this provision buttresses its construction of § 102(b)(1)
because it makes clear that the drafters of the DGCL understood that the
"38Del. C. § 102(b)(1) (emphasis added).
1493 A.2d 107, 118 (Del. 1952).
58 DeL C. § 141(a) (emphasis added).
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powers of the board could be altered by charter provisions and therefore
undercuts the notion that Article VII is somehow contrary to Delaware
public policy.
By direct contrast, Maxwell argues that Article VII is contrary to
law, in the sense that it conflicts with what Maxwell contends is § 213(b)'s
clear empowerment of boards to set record dates. In support of this
argument, Maxwell focuses on a feature of the DGCL. Currently, our
corporate code contains 48 separate provisions expressly referring to the
variation of a statutory rule by charter. 6 Those provisions generally lay out
various statutory rules, but include prefatory language such as "unless
otherwise provided in the certificate of incorporation." 7 Section 213(b) is
not one of the statutes that contain language of that kind. Maxwell argues
that the failure to include such language in § 213(b) was not unintentional,
and that the General Assembly therefore did not intend to permit a charter
provision eliminating the board's authority to set the record date. Thus, in
Maxwell's view, § 102(b)(1) does not permit Article VII of the charter,
because, although that statute authorizes charter provisions "creating,
defining, limiting and regulating the powers of... the directors," such
provisions may not be "contrary to the laws of this State." A charter
provision effectively stating that the board "may not" set the record date
when § 213(b) states that the board "may" do so therefore runs afoul of that
statutory limitation. Although Maxwell concedes that prior case law
permits charter provisions that condition a board's exercise of power on the
assent of stockholders through a vote,18 it contends that there is a bright line
between conditioning a board's power on stockholder approval and
eliminating the board's exercise of discretionary authority altogether.
Furthermore, Maxwell contends that § 141(a) does not permit a
charter to eliminate a statutory grant of power to a board. Rather, § 141 (a)
only permits that power to be delegated to others (e.g., officers or a

6

See 2 Rodman Ward, Jr. et al., Folk on the Delaware General Corporation Law App.
II, at GCL-App. 11-1 (4th ed. 2004) (listing "Schedule of Statutory Provisions Expressly Subject
to Variation or Control by the Certificate of Incorporation").
"7 See, e.g., 8 Del. C. § 170(a) ("The directors of every corporation, subject to any
restrictionscontainedin its certificateof incorporation,may declare and pay dividends upon the
shares of its capital stock .... " (emphasis added)); 8 Del. C. § 223(a) (setting out rules that
govern vacancies and newly created directorships "[u]nless otherwise provided in the certificate
of incorporation or bylaws").
8
See Stroudv. Grace, 1990 WL 176803, at * 11-* 12 (Del. Ch. Dec. 11, 1990) (holding
that § 102(b)(1) authorized a charter provision requiring a 75% stockholder vote to approve
issuance of company stock under § 161, notwithstanding absence of any explicit indication in
§ 161 that that statutory provision may be modified by charter), affd in part, rev'd in part on
othergrounds, 606 A.2d 75 (Del. 1992).
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management company) who would then exercise that power and themselves
be subject to fiduciary duties. Maxwell focuses on the second sentence of
§ 141(a), which states that where the charter contains a provision for the
management of the corporation "otherwise" than by the board, the "powers
and duties conferred or imposed upon the board of directors by this chapter
shall be exercised or performed to such extent and by such person or
persons as shall be provided in the certificate of incorporation."19
In support of these conflicting arguments, the parties expansively
cover the vast terrain of the DGCL, seeking to support their primary
arguments with a host of subsidiary ones. Rather than burden the reader
with a recitation of all the arguments of the parties, I choose instead to
explain why I believe that Jones has the better of the arguments and why
Article VII is valid.
First, I begin by noting that Delaware's corporate statute is widely
regarded as the most flexible in the nation because it leaves the parties to
the corporate contract (managers and stockholders) with great leeway to
structure their relations, subject to relatively loose statutory constraints and
to the policing of director misconduct through equitable review. As
Professor Folk noted in his comments on the 1969 amendments to the
DGCL, and particularly on the enabling feature of § 141 (a), "the Delaware
corporation enjoys the broadest grant of power in the English-speaking
world to establish the most appropriate internal organization and structure
for the enterprise. 20 Sections 102(b)(l) and 14 1(a) are therefore logically
read as important provisions that embody Delaware's commitment to
private ordering in the charter. By their plain terms, they are sections of
broad effect, which apply to a myriad of issues involving the exercise of
corporate power.
In this connection, the approach of Sterling in defining the words
"contrary to the laws of this State" has much to commend it. 21 That

98 Del. C. § 141(a).

20

ERNEST L. FOLK, III, AMENDMENTS TOTHE DELAWARE GENERALCORPORATION LAW

5(1969).

2

'Notably, Sterling interpreted the predecessor to § 102(b)(1), which, like the present
statute, contained a proviso prohibiting certificate provisions that are "contrary to the laws of this
State." See Sterling v. Mayflower Hotel Corp., 93 A.2d 107, 117 (Del. 1952) (quoting paragraph
8 of section 5 of General Corporation Law). By reenacting that statute with similar language
when the DGCL was revised in 1967, the General Assembly can be presumed to have adopted
judicial interpretations of that language. Moreover, Sterling has been followed by decisions of
this court. See Seibert v. Gulton Indus., Inc., 1979 WL 2710, at *4 (Del. Ch. June 21, 1979)
(quoting Sterling and upholding certificate provision because "[p]laintiff has failed to cite any
statute or case precedent which is done violence by the [certificate] provision [and] has [not] been
able to point convincingly to any public policy against the [certificate provision]"); Frankel v.
Donovan, 120 A.2d 311, 316 (Del. Ch. 1956) (citing § 102(b)(1) and Sterling and stating that
"charter provisions which facilitate corporate action and to which a stockholder assents by
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approach is a cautious one, which does not lightly find that certificate
provisions are unlawful. Although Sterling dealt with a supposed conflict
between a charter provision and a common law rule, its approach is equally
valid where, as here, the "law" to which the charter provision is assertedly
contrary is a statute. In that situation, the court must first apply settled
rules of statutory construction to determine whether the provision violates
the statute, and, if those rules do not yield a clear result, the court must next
carefully consider the statutory text at issue and the policy values at stake
as reflected not only in the DGCL but also in our common law, and only
invalidate a certificate provision if it "transgress[es]" - i.e., vitiates or
contravenes - a mandatory rule of our corporate code or common law.
Although the identification of what is mandatory might at times be difficult,
the Sterlingapproach leaves the space for private ordering that the General
Assembly's adoption of §§ 102(b)(1) and 141(a) clearly contemplated.2 2
Second, as skilled as the drafters of the DGCL are, I will not pretend
that the DGCL is a model of drafting consistency and that there are not
ambiguities within it. To demonstrate this point, it is sufficient to point to
the ongoing scholarly debate about the interplay of § 109(b), which
provides that "[t]he bylaws may contain any provision, not inconsistent
with law or with the certificate of incorporation, relating to the business of
the corporation, the conduct of its affairs, and its rights or powers or the
rights or powers of its stockholders, directors, officers or employees,"23 and
§ 141(a), which provides that "[t]he business and affairs of every
corporation organized under this chapter shall be managed by or under the
direction of a board of directors, except as may be otherwise provided in
this chapter or in its certificate of incorporation. 2 4 These provisions have
been said to create a "recursive loop," and arguably to make it impossible
to resolve the question of when a bylaw may restrict board authority solely
by reference to the text of the DGCL, requiring courts to resort to their
understanding of the most important policy values at stake in that debate as
a method to resolve that question.
Given that the DGCL, like any

becoming a stockholder are normally upheld by the court unless they contravene a principle

implicit in statutory or settled decisional law governing corporate management").
22
Although § 141 (a) does not explicitly prohibit charter provisions affecting the board's
authority that are "contrary to the laws of this State," a fair reading of that statute in conjunction
with § 102(b)(1), as well as the fact that privately adopted charter provisions are by definition
hierarchically inferior to mandatory aspects of the positive law of the State, make it clear that the
ability to adopt charter provisions is not unlimited.
238 Del. C. § 109(b).
248 Del. C. § 141(a).
25
See Jeffrey N. Gordon, "Just Say Never?" Poison Pills, Deadhand Pills, and
Shareholder-AdoptedBylaws: An Essay for Warren Buffet, 19 CARDOzO L. REV. 511, 546-47
(1997) (noting the problem ofthe "recursive loop"). Professor Hamermesh, although arguing that
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complex statute, is not perfectly consistent, this counsels in favor of
approaching decisions like this one with some modesty, being careful to
deal with the precise question at issue without pretending to have answered
other questions not before the court.
Third, the text and legislative history of § 213(b) and more generally
of the 1967 and 1969 amendments to the DGCL do not do much to resolve
the question before me. Maxwell has shown what is obvious about the
current form of § 213(b), which is that it was adopted to give boards the
power in the first instance to set record dates within certain limits, with
certain default procedures coming into play if boards do not exercise that
discretion. 26 But what Maxwell has not demonstrated is that the adoption
of § 213(b) involved a decision by the General Assembly that the discretion
given to boards under § 213(b) could not be eliminated by a charter
provision.

"sections 109(b) and 141 (a) may not be as opaque or circular as Gordon suggests," Lawrence A.
Hamermesh, CorporateDemocracy andStockholder-AdoptedBylaws: Taking Back the Street?,

73 TUL. L. REv. 409, 430 (1998), summarizes Professor Gordon's purported "recursive loop"
dilemma as follows:
[S]ection 141 (a) permits limitations on director authority to be established
*'as provided under this chapter," with "this chapter" assertedly being a
reference to the entirety of the Delaware General Corporation Law,
including section 109(b). Section 109(b), in turn, authorizes by-laws "not
inconsistent with law or with the certificate of incorporation." The section,
however, requires that any by-law "not [be] inconsistent with law,"
including, presumably, section 141 (a)'s mandate of director management.
Id.at 429-30.
26
As Maxwell notes, before the 1967 amendments to our General Corporation Law,
§ 213 permitted (in lieu of the directors closing the stock transfer books) the bylaws (including
stockholder-adopted bylaws) to fix or authorize the directors to fix record dates, see 8 Del. C.
§ 213 (1953), and the General Assembly adopted Professor Folk's draft revision of § 213 which
made the record-date technique exclusive and "directly empower[ed] the directors to set the record
date" without requiring bylaw authorization, and which did not authorize any alternative method
for setting a record date through the bylaws. See ERNEST L. FOLK, III, THE DELAWARE
CORPORATION LAW: A STUDY OF THE STATUTE WITH RECOMMENDED REVISIONS 121 (1964); see

also 8 Del. C. § 213 (1968). The revised version also provided that where the directors do not set
a record date, the record date "for any ... purpose" other than determining stockholders entitled
to notice of or to vote at a stockholder meeting - such as the determination of stockholders
entitled to express written consent to corporate action - would be "the day on which the board
ofdirectors adopts the resolution relating thereto." 8 Del. C. § 213(b)(2) (1968). But, the revised
version contained a "narrow gap": "It contained no provision for a record date, in the absence of
one being fixed by the directors, for determining the stockholders entitled to express written
consent to corporate action when no prior action of the board was necessary under the statute."
S. SAMUEL ARSHT & WALTER K. STAPLETON, THE 1969 AMENDMENTS TO THE DELAWARE

CORPORATION LAW 352 (1969). Section 213 was therefore further amended in 1969 to "specify[]
that the record date in such instances shall be the day on which the first written consent is
expressed." Id.; see also 8 Del. C. § 213(b)(2) (1969).
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The primary argument that Maxwell advances in this regard is based
on the absence of any specific language in § 213(b) indicating that the
power of a board to set the record date was subject to alteration by a charter
provision. In essence, Maxwell contends that unless a DGCL provision
granting certain powers to a board contains the magic words "unless
otherwise provided in the certificate of incorporation," then neither
§ 102(b)(1) nor § 141(a) permit a certificate provision to deprive a board
of the authority granted. Why? Because the unqualified grant of board
authority in the specific statute would be overridden by the certificate
provision, rendering that provision contrary to law. In support of that
argument, Maxwell cites to Professor Folk's treatise in which he lists those
statutory rules that may be altered by certificate provision, generally
utilizing as his guide the list of statutes that contain the magic words
"unless otherwise provided in the certificate."
Frankly, I find this line of argument unconvincing. For starters,
Professor Folk's own treatise is ambiguous on this point because he
includes § 102(b)(1) within those "provisions authorizing the certificate of
incorporation to vary a statutory rule."27 That is, the list of 48 statutory
provisions authorizing variation in the charter not only includes those that
expressly contain the "magic words" that Maxwell contends are so critical,
but also contains § 102(b)(1) itself, suggesting that § 102(b)(1) may be
applied to vary statutory rules found outside the remaining 47 provisions
on that list. Moreover, Professor Folk's writings never directly indicate any
views on the question of whether §§ 102(b)(1) and 141(a) can be used as
authority to alter a grant of power given by a statute - like § 213(b) - that
does not include the magic words upon which Maxwell's argument
depends.
More fundamentally, Maxwell's argument is unconvincing to me
because it leaves little room for §§ 102(b)(1) and 141(a) to operate, despite
their obvious status as general provisions of broad application. If
§ 102(b)(1) may be utilized only when the specific statute granting the
board authority contains the magic words, then there is no independent
utility to § 102(b)(l). The magic words themselves would be what
authorized the restriction on board authority, not § 102(b)(1).
As important, Maxwell's reading of the magic words ignores a more
obvious and rational meaning for them. The use of the words "unless
otherwise provided in the certificate of incorporation" can be read as a

272

Rodman Ward, Jr. et al., Folk on the Delaware General Corporation Law App. II,

at GCL-App. II-I
(4th ed. 2004); see also Ernest L. Folk, III, The Delaware General Corporation
Law App. Ill, at 614 (1st ed. 1972) (same appendix in first edition of Folk's treatise also listing
§ 102(b)(1) as a provision "authorizing the certificate of incorporation to vary a statutory rule").
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"bylaw excluder," in the sense that those words make clear that the specific
grant of authority in that particular statute is one that can be varied only by
charter and therefore indisputably not one that can be altered by a § 109(b)
bylaw.2 ' Given the strenuous, ongoing arguments about whether, and, if so,
to what extent, bylaws can restrict certain aspects of board power, there is
an evident reason for making clear by the magic words that certain powers
are not subject to modification by bylaw. Importantly, reading the magic
words in this manner gives meaning to them and to §§ 102(b)(1) and
141(a). By contrast, Maxwell's reading of the magic words deprives
§§ 102(b)(1) and 141(a) of any real force.
Fourth, Maxwell falls back on the argument that a ruling against it
will start a parade of horribles, giving life to an unholy host of certificate
provisions that will deprive boards of their fundamental statutory duties, to
the detriment of stockholders. As an initial reaction to this argument, I note
my doubt that certificate writers will begin crafting certificates that deprive
boards of the power, for example, to adopt merger agreements. Absent any
rational economic basis for certificate provisions of this ilk, certificate
writers are unlikely to write them.
Even if they were, to rule for Jones in this situation does not mean
that every statutory grant of authority to directors or stockholders may be
altered by charter. Rather, it is to say that the court must determine, based
on a careful, context-specific review in keeping with Sterling, whether a
particular certificate provision contravenes Delaware public policy, i.e., our
law, whether it be in the form of statutory or common law. For example,
in a prior case, this court held that a certificate could not contain a
provision eliminating the annual meeting requirement and purporting to
give directors on a non-staggered board three-year terms.29 Although not
discussing Sterling, this court reviewed the relevant statutory provisions
and determined that those particular certificate provisions were contrary to
our public policy and therefore violative of the limitation in § 102(b)(1).
The extent to which a certificate provision could deviate from the default
standard of one-year terms for directors was itself set by statute, which
limited the deviation to the adoption of a staggered board with members
whose three-year terms expire on a rotating basis. Therefore, to permit a
deviation beyond that expressly permitted by the statute would contravene
Delaware public policy.3"
28

They would also exclude any attempted variation by board resolution.
See Rohe v. Reliance TrainingNetwork, Inc., 2000 WL 1038190, at *10-*l I (Del.
Ch. July 21, 2000).
29

3

This approach is also consistent with another case in which this court held invalid a

charter provision modifying a statutory rule. In Loews Theatres,Inc. v. Commercial Credit Co.,
243 A.2d 78 (Del. Ch. 1968), this court held, without reference to § 102(b)(l), that a charter
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Here, by contrast, § 213(b) simply gives a board the power to set a
record date. All Article VII does is eliminate that power and put in its
place a rule set forth in § 213(b) itself as one of the default rules that
govern when the board does not exercise that power. By its plain terms,
§ 213(b) does not in any way indicate that its grant of authority may not be
altered by a certificate provision. And § 213(b) also enables stockholders
filing consents as to subjects not requiring prior board action - such as
Jones's consent solicitation to remove directors - to preempt the board's
discretion simply by filing a one-share consent. As a result, the argument
that § 213(b) constitutes a legislative determination that the setting of
record dates for consent solicitations is a fundamental, inalienable board
power is strained.3 '
Making that argument even more strained is an acknowledgement of
§ 228, which permits a certificate provision to altogether deny stockholders
the right to act by written consent. It is odd to think that the General
Assembly believed that the right to act by written consent could be
eliminated by charter, but that if that right was not eliminated, then a
charter provision could not divest the board of its discretionary power to set
provision limiting the right to inspect the corporation's books and records to only those
stockholders who held 25% of the corporation's stock violated 8 Del. C. § 220, which gives that
right to "any" stockholder. Plainly, the right of stockholders to inspect books and records is one
that is necessary to allow stockholders- the owners of Delaware corporations- to monitor their
fiduciaries' discharge of management duties. Section 220 therefore codifies the important public
policy that "any" stockholder must be permitted to obtain corporate information so long as she can
demonstrate "any proper purpose, and a charter provision that divests all but the most significant
stockholders of that right is one that is contrary to the laws of this State as expressed through the
policy reflected in § 220 and the decisional law emphasizing the fundamental importance of that
right.
Loew's Theatres is admittedly a case requiring more judicial judgment than Rohe;
nonetheless, it demonstrates that our judiciary can make sensible distinctions between
fundamental, mandatory aspects of our public policy and less significant areas. Given the
common law basis of much of our corporation law, the fact that my approach necessarily entails
that the judiciary will at times make difficult judgments about the relative importance of various
statutory powers hardly makes it unprecedented.
3
'Nor do the cases cited by Maxwell support its position that § 213(b) may not be
modified by charter. Each of those cases noted that the board has "traditional and primary
authority" to fix record dates, see Empire of Carolina,Inc. v. Deltona Corp., 514 A.2d 1091,
1097 (Del. 1986); Edelman v. Authorized Dist.Network, Inc., 1989 WL 133625, at *5 (Del. Ch.
Oct. 27, 1989), but they did not even address § 102(b)(1) and do not stand for the proposition that
this authority may not be eliminated by charter.
It is worth noting that in Edelman, this court held that the stockholders' ability to set
the record date by delivering a written consent could be qualified by a board-adopted bylaw
amendment requiring any stockholder wishing to solicit written consents to request that the board
fix a record date. This intrusion on the stockholders' statutory power to set the record date by
delivering a valid written consent to the corporation before the directors had set a record date was
not thought sufficiently intrusive to be invalid despite the fact that it was implemented by a bylaw
amendment and not by a charter amendment.
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the record date for a consent solicitation. In view of these considerations
and the fact that Article VII merely adopted one of the statutory default
rules as Maxwell's record-date provision, I find it difficult to perceive how
Article VII is contrary to our law.
This difficulty is compounded by a consideration of prior case law.
In Stroudv. Grace,32 then-Vice Chancellor Hartnett considered and rejected
Maxwell's very argument in upholding a charter provision requiring a 75%
vote of stockholders to approve the issuance of company stock under 8 Del.
C. § 161, notwithstanding the fact that § 161 does not contain any "magic
words" expressly authorizing such provisions.33 In his view, § 102(b)(1)
authorized the charter provision because § 161 did not contain any
language stating that the powers granted in it could not be altered by a
certificate provision.3 4
In fact, prior cases like Stroud suggest that the outcome in this case
that would be most unsettling to Delaware corporations would be a ruling
for Maxwell. As Jones indicates, certificate provisions limiting the
exercise of corporate power set forth in specific sections of the DGCL are
hardly unprecedented. To adopt Maxwell's magic-words approach would
be to threaten the ability of managers and stockholders to engage in private
ordering through the certificate. For example, Maxwell's position would
call into question a provision that restricted a corporation's ability to
repurchase its own stock, because § 160(a), which authorizes corporations
to do so, does not contain "magic words" permitting such provisions. 35 So
too would it be questionable for a certificate provision to limit a
corporation's ability to lend money to officers and employees, given that

321990 WL 176803 (Del. Ch. Dec. 11, 1990), affd in part, rev'd in part on other
A.2d 75 (Del. 1992).
grounds, 606
33
Section 161 provides:
The directors may, at any time and from time to time, if all of the shares of
capital stock which the corporation is authorized by its certificate of
incorporation to issue have not been issued, subscribed for, or otherwise
committed to be issued, issue or take subscriptions for additional shares of
its capital stock up to the amount authorized in its certificate of
incorporation.
8 Del. C. §3 4161.
Maxwell attempts to downplay the significance of Strouds interpretation of
§ 102(b)(1) by arguing that the court should have held that other statutory provisions, namely
§ 102(b)(4) and § 151(a), authorized the certificate provision at issue in that case. Not only is
Maxwell's interpretation of those other provisions questionable, but Strouddid not even address
them and I decline to strip that case of the precedential value it deserves merely because Maxwell
does not like its express holding.
35See 8 Del. C. § 160(a) ("Every corporation may purchase, redeem, receive, take or
otherwise acquire, own and hold, sell, lend, exchange, transfer or otherwise dispose of, pledge,
use and otherwise deal in and with its own shares .... ").

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 30

§ 143 does not contain any clause expressly permitting modification of that
power.36 Maxwell argues strenuously that such charter provisions would
likely be authorized by other sections of the DGCL, but those arguments
are strained.37 It would also be doubtful whether a certificate provision
could set a minimum notice requirement for stockholder meetings that was
greater than the minimum of the range mandated by § 222(b), because it
would thereby deprive the board of its statutory power to decide on the
necessary notice within the statutory guidelines. 3t
36

See 8 Del. C. § 143 ("Any corporation may lend money to, or guarantee any
obligation of, or otherwise assist any officer or other employee of the corporation or of its
subsidiary, including any officer or employee who is a director of the corporation or its subsidiary,
whenever, in the judgment of the directors, such loan, guaranty or assistance may reasonably be
expected to benefit the corporation."). In its arguments, Maxwell suggests that there is more
leeway to restrict corporate powers by charter under § 102(b)(1) than board powers. That
argument is not only inconsistent with § 102(b)(1) itself, which treats restrictions on board and
corporate powers equally, but also ignores the fact that corporate power, as a default matter, is
exercised through the board. Restrictions on the exercise of the statutory authority contained in
§§ 143 and 160, for example, clearly restrict the managerial power of the board.
37
Maxwell seems to rely primarily on § 102(a)(3), which provides that the certificate
may state "that the purpose of the corporation is to engage in any lawful act or activity... and by
such statement all lawful acts and activities shall be within the purposes of the corporation, except
for express limitations, if any." 8 Del. C. § 102(a)(3) (emphasis added). Maxwell seizes on the
reference to "express limitations" in § 102(a)(3) and argues that this section therefore authorizes
the charter to contain any limitation on "corporate" power, even one that is "contrary to the laws
of this State," because § 102(a)(3), unlike § 102(b)(1), does not have such a restraint on the types
of "limitations" that may be included in the charter. That is, notwithstanding the fact that
§ 102(b)(1) itself specifically permits charter provisions affecting "the powers of the corporation,
the directors, and the stockholders" but prohibits provisions "contrary to the laws of this State,"
§ 102(a)(3) somehow exempts charter provisions affecting "corporate power" from the proviso
that such provisions cannot be contrary to law. Thus, Maxwell contends, § 102(a)(3) authorizes
a charter provision that says that the business of this corporation is to make widgets but not to
repurchase its own stock or to make loans to its officers and employees even though neither § 160
nor § 143 contain any magic words expressly authorizing such a limitation in the charter, and
therefore such a charter provision would, under Maxwell's view, be "contrary to the laws of this
State."
If this is the meaning of§ 102(a)(3), I can simply read Article VII as a statement that
the business of Maxwell will involve any lawful purpose but shall not involve the discretionary
setting of record dates by the directors of the corporation. If, as Maxwell contends, § 102(a)(3)
authorizes a charter provision eliminating the ability of the corporation to loan money to officers
and employees - notwithstanding the fact that corporations, by definition, can only act through
human beings such as board members, a fact that § 143 recognizes by providing that the
corporation may lend money whenever "in the judgment of the directors" such a loan would
benefit the corporation- then § 102(a)(3) effectively authorizes any limit on board power. More
sensibly and traditionally read, § 102(a)(3) deals with constraining the line of substantive
economic business that a firm will undertake.
388 Del. C. § 222(b) states, "[u]nless otherwise provided in this chapter, the written
notice of any meeting shall be given not less than 10 nor more than 60 days before the date of the
meeting to each stockholder entitled to vote at such meeting." Under the DGCL, it is the directors
who in the first instance must decide when to give notice, since it is they who, under § 141 (a),
manage the business and affairs of the corporation. Under Maxwell's reading of § 102(b)(1), a
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This is not to indicate that difficult questions will not arise in the
future about whether restrictions on board power contained in certificates
are contrary to our public policy. As Maxwell notes, §§ 242(b)(1) and 251
do not contain the magic words and they deal respectively with the
fundamental subjects of certificate amendments and mergers. Can a
certificate provision divest a board of its statutory power to approve a
merger? Or to approve a certificate amendment? Without answering those
questions, I think it fair to say that those questions inarguably involve far
more serious intrusions on core director duties than does Article VII. I also
think that the use by our judiciary of a more context- and statute-specific
approach to police "horribles" is preferable to a sweeping rule that denudes
§ 102(b)(1) of its utility and thereby greatly restricts the room for private
ordering under the DGCL.
Finally, Maxwell's argument also involves an extremely narrow
reading of § 141(a), which by its own clear terms authorizes certificate
provisions that restrict managerial powers otherwise vested in the board of
directors. By reference to ambiguous legislative history and commentators
discussing § 141(a), Maxwell contends that that statute only permits a
board power governing corporate procedures to be delegated to some other
entity or person who would then exercise that power and be subject to
fiduciary duties but does not permit that power to be eliminated by a
certificate provision that sets the procedural rule. But I do not see in the
plain language of § 141 (a) any basis for this narrow reading, which strikes
me as at best giving effect to one of the purposes of § 141(a), and to
frustrate another obvious purpose, which is to permit (absent some conflict
with Delaware public policy) certificate provisions to withdraw authority
from the board.39 Indeed, § 141(a) itself states that when management

charter provision requiring the board to give, for example, at least 45 but not more than 60 days
notice before a meeting would be invalid because it eliminated the board's "discretionary
authority" to give between 10 and 45 days notice. Maxwell's suggestion that such a provision
would be authorized by § § 102(a)(4) and 151 because the "right to notice of a meeting" is a "stock
right" that may be specified in the certificate under those statutory provisions is altogether
unconvincing. If that is a "stock right," then the right to have the record date set in accordance
with a procedure specified in the charter is similarly a stock right authorized by those same
statutory provisions.
39
Although most of Professor Folk's writings admittedly focus on the ability to use
§ 141 (a) to delegate board powers, they never explicitly state that that is the statute's sole purpose.
Indeed, a close reading of one of his works supports the opposite view. As Maxwell notes,
§ 141(a), as adopted in 1967, consisted of only the first sentence, which was carried over from
the pre- 1967 version. In 1969, the statute was amended to add the second sentence. Commenting
on this legislative history, Professor Folk wrote:
[One exception to the requirement of board management] derives from
§ 141(a)'s own language: "... expect as may be otherwise provided in the
certificate of incorporation." This was carried over from the pre-1967
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authority is delegated to "persons" other than the board, those "persons"
shall exercise that authority only "to such extent" as provided in the charter,
suggesting that the statute contemplates at least some elimination of board
authority. Certainly, the narrow reading that Maxwell advances is contrary
to the understanding of § 141 (a) expressed by our Supreme Court and this
court in important decisions like Quickturn Design Systems, Inc. v.
Shapiro4" and Carmody v. Toll Bros., Inc.,41 both of which reasoned that
provisions limiting the ability of the board to redeem a rights plan were
invalid in part because they were limitations on the authority of the board
to manage the business and affairs of the corporation that were not set forth
in the certificate of incorporation, as § 141(a) requires.4 2 Although

version of the statute. The 1969 amendments also stated the major
consequences of"otherwise provid[ing]" forcorporate management, namely
that the ordinary powers of the directors shall be exercised by the person or
persons vested with managerial power, and the duties, including fiduciary
duties, of directors are imposed upon such persons. Thepre-1967Delaware
cases hadnot determinedgenerallyhowfar the certificateofincorporation
could go in restrictingboardpowers or vesting managerialfunctionsin a
single managingdirector,a management corporation,or a stockholderor
other controlperson.
Ernest L. Folk, III, The Delaware Corporation Law: A Commentary and Analysis 53 (1972)
(emphasis added).
40721 A.2d 1281 (Del. 1998).
4'723 A.2d 1180 (Del. Ch. 1998).
42
In Quickturn, the Supreme Court stated that "Section 141(a) requires that any
limitation on the board's authority be set out in the certificate of incorporation," 721 A.2d at 1291,
but Quickturn's certificate of incorporation contained no such provision. Because the delayed
redemption provision at issue in that case purported to limit the board's authority to manage and
direct the business and affairs of the corporation, it therefore violated § 141(a). Id. at 1292.
Nothing in the Supreme Court's discussion suggests that if the delayed redemption provision was
in the certificate itself, the Supreme Court would nonetheless have struck it down because it was
a "limitation" rather than a "delegation" of board authority, and Maxwell's reading of Quickturn
as involving restrictions on the power of the "corporation" to redeem a rights plan rather than the
directors' authority must be rejected for the reasons discussed in notes 36 & 37, supra.
In Carmody, this court summarized one of the plaintiffs statutory claims against a
"dead hand" pill as follows: "Under 8 Del. C. §§ 14 1(a) .... any [restrictions on board authority]
must be stated in the certificate of incorporation. The complaint alleges that because those
restrictions are not stated in the Toll Brothers charter, the 'dead hand' provision of the Rights Plan
is ultra vires and, consequently, invalid on its face." 723 A.2d at 1189. The court went on to hold
that "the complaint states a claim that the 'dead hand' provision would impermissibly interfere
with the directors' statutory power to manage the business and affairs of the corporation." Id. at
1191 (quoting 8 Del. C. § 14 1(a) and emphasizing clause stating that the board shall manage a
corporation "except as may be otherwise provided in this chapter or in its certificate of
incorporation"). Moreover, although the court declined to address the a that the dead hand pill
would be statutorily invalid even if it was in the charter because that argument was not fairly
raised, the court noted that "[i]mplicit in that argument is the proposition that our corporation
statute deprives the shareholders of the power to contract for that particular kind of restriction on
directorial power." Id. at 1189 n.28.
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Maxwell attempts to denigrate the Supreme Court's reasoning in Quickturn
as mere dictum, the Supreme Court expressed itself in the midst of the
explanation of its rationale in a very important case with obvious relevance
to the § 109(b) versus § 141(a) debate then occupying the time of corporate
practitioners and scholars.
In this respect, Maxwell's argument turns on fine distinctions that do
not seem to make much policy sense. By its own admission, Maxwell
concedes that § 141(a) permits a certificate to delegate the right to set a
record date to the stupid nephew of the company's founder, so long as he
assumes fiduciary responsibility. Maxwell also relatedly concedes that
§ 102(b)(1) would permit a certificate provision, per Stroud, to require that
stockholders approve any exercise of board power by a 75% (or even
greater) vote. But what Maxwell says is forbidden and unauthorized by
§ 141(a) (or § 102(b)(1)) is to, by certificate, simply adopt one of the
default rules in § 213(b) as the record-date procedure for Maxwell in
consent solicitations. In other words, Maxwell concedes that a board can
have its powers, for all practical purposes, impaired by the certificate but
that it cannot have them supplanted by a certificate rule. Because this
distinction is not one that has much logic behind it, I am unwilling to
embrace it when nothing in the language of § 141 (a) or § 102(b)(1) requires
such a crabbed construction.
III. Conclusion
For all these reasons, therefore, I conclude that Article VII is valid
and that its plain terms set the record date for Jones's consent solicitation
at the date on which the first consent was submitted - April 21, 2004.
Jones's motion for summary judgment is hereby GRANTED. Maxwell's
motion to dismiss is hereby DENIED. The record date for Jones's consent
solicitation shall be set in accordance with Article VII of the Maxwell
certificate as herein interpreted. IT IS SO ORDERED.
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IN RE NEW VALLEY CORP. DERIVATIVE LITIGATION
No. 17,649-NC (Consolidated)
Court of Chancery of the State of Delaware,New Castle
June 28, 2004
Jay W. Eisenhofer, Esquire, and John C. Kairis, Esquire, of Grant &
Eisenhofer, P.A., Wilmington, Delaware; Norman M. Monhait, Esquire, of
Rosenthal Monhait Gross & Goddess, P.A., Wilmington, Delaware; and
Judith L. Spanier, Esquire, of Abbey Gardy, LLP, New York, New York,
of counsel, for plaintiffs.
Michael D. Goldman, Esquire, Peter J. Walsh, Jr., Esquire, and Brian C.
Ralston, Esquire, of Potter Anderson & Corroon LLP, Wilmington,
Delaware; and Michael L. Hirschfeld, Esquire, of Milbank, Tweed, Hadley
& McCloy LLP, New York, New York, of counsel, for defendants.
CHANDLER, Chancellor

This derivative action stems from the purchase by New Valley
Corporation of 99.1% of the common stock of BrookeMil Ltd., a subsidiary
of Brooke Group, Ltd. (the "Transaction"). Pending before the Court is
defendants' motion for summary judgment against plaintiff Richard C.
Goodwin on the ground that he lacks standing because he does not satisfy
the contemporaneous ownership requirement for derivative actions. For the
reasons set forth in this Memorandum Opinion, defendants' motion is
granted.
I. RELEVANT FACTS'
A.

ProceduralHistory

Discussions regarding the Transaction began in 1997. The
Transaction was presented at a special meeting of New Valley's board of

'Because this Memorandum Opinion involves a very narrow issue of law-the
requirements of contemporaneous ownership in derivative litigation-only those facts relevant
to resolve that issue are presented. For a more thorough description of the Transaction and the
parties' arguments, see In re New Valley Corp. Deriv. Litig, 2001 WL 50212 (Del. Ch. Jan. 11,

2001).
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directors on January 8, 1997. Following several meetings, Brooke publicly
announced the Transaction.
Plaintiff Richard Fuss filed a derivative action on behalf of New
Valley in March 1997 to recover damages allegedly caused by breaches of
fiduciary duty by defendants 2 in their approval of the Transaction.
In late November 1998, Goodwin served a demand letter on New
Valley pursuant to section 220 of the General Corporation Law (the
"DGCL")3 seeking to inspect New Valley's books and records relating to
the Transaction. On December 11, 1998, Goodwin filed a complaint in this
4
Court pursuant to DGCL § 220(c) to enforce his rights of inspection.
Settlement in that action was reached and, on December 9, 1999, Goodwin
filed a derivative action similar to that filed by Fuss almost two years
earlier.
On February 7, 2000, this Court ordered the two actions
consolidated, with Goodwin's complaint serving as the operative complaint
for purposes of the consolidated action.5 In the Order, the Court designated
Grant & Eisenhofer, P.A. and Abbey Gardy & Squitieri LLP (currently
called Abbey Gardy, LLP) as plaintiffs' Committee of the Whole.
Rosenthal Monhait Gross & Goddess, P.A. and Grant & Eisenhofer were
designated as Delaware Co-Liaison Counsel for plaintiffs.6
An amended derivative complaint was filed on February 28, 2000
and defendants moved to dismiss the amended complaint on March 13,
2000 on several grounds. On January 11, 2001, this Court denied
defendants' motion to dismiss in its entirety.7
Defendants' current motion for summaryjudgment is directed solely
at Goodwin and alleges that Goodwin lacks standing to serve as lead

2

Defendants include Brooke (a Delaware corporation with its principal place of
business in Miami, Florida), Bennett S. LeBow, Howard M. Lorber, Arnold I. Burns, Ronald J.
Kramer, Richard J. Lampen, Henry C. Beinstein, Barry W. Ridings, Richard S. Ressler and Victor
M. Rivas. New Valley is named as nominal defendant.
3
Section 220 allows a stockholder to inspect a corporation's books and records so long
as the stockholder complies with certain formalities and states a proper purpose. See 8 Del. C.
§ 220.
,8 Del. C. § 220(c) provides:
If the corporation . . . refuses to permit an inspection sought by a
stockholder... or does not reply to the demand within 5 business days after
the demand has been made, the stockholder may apply to the Court of
Chancery for an order to compel such inspection.
5
Decl. of John C. Kairis in Supp. of Pls.' Resp. to Defs.' Mot. for Summ. J. (Apr. 8,
Decl."), at Ex. E (Consol. Order).
2004) ("Kairis
6
1d.
7
1n re New Valley Corp. Deriv. Litig., 2001 WL 50212.
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plaintiff due to a lapse in ownership of New Valley stock by Goodwin
during the months of October 2000 through March 2001.8
B.

New Valley's Equity Structure,Its RecapitalizationPlan,
and Warrants IssuedPursuantto the RecapitalizationPlan

At the time of the Transaction, New Valley had three classes of
outstanding stock: New Valley Common Stock ("Old Common Shares"),
$15.00 Class A Increasing Rate Cumulative Senior Preferred Shares ("A
Shares"), and Class B Cumulative Convertible Preferred Shares ("B
Shares").
Pursuant to a May 1999 recapitalization plan (the
"Recapitalization"), 9 each A Share was converted into twenty common
shares ("New Common Shares") and one warrant to purchase a New
Common Share (a "Warrant" or "Warrants"); each B Share was converted
into one third of a New Common Share and five Warrants, and each
outstanding Old Common Share was converted into one tenth of a New
Common Share and three tenths of a Warrant. Further, the number of
authorized common shares was reduced from 850,000,000 to
100,000,000.10
The terms of the Warrants are set forth in a warrant agreement, dated
June 4, 1999, and attached as Exhibit 4(c) to New Valley's April 14
prospectus issued in connection with the Recapitalization (the "Warrant
Agreement")."
The Warrant Agreement entitles Warrant holders to
purchase one New Common Share of New Valley for each Warrant held.' 2
The exercise period of the Warrants begins on the effective date of New
Valley's registration statement covering the shares underlying the Warrants
and ends five years from that date. 3 The original exercise price of the
Warrants is $12.50, but the Warrant Agreement allows for adjustments. 4

'Defendants also argue that if Goodwin is found not to have standing, the Court should
sever the Fuss action and remove Goodwin's counsel from the plaintiffs' committee and as coliaison counsel. This argument is addressed in Part IV of this Memorandum Opinion, at pages 1719.
9

Goodwin did not vote any of his shares in favor of the Recapitalization. Kairis Decl.

Ex. R (Decl. Of Richard C. Goodwin in Supp. of Pls.' Resp. to Defs.' Motion for Summ. J.
(Apr. 5, 2004) ("Goodwin Decl.")).
'0Aff. of Karen A. Rose in Supp. of Defs.' Mot. for Summ. J. (Oct. 3, 2003) ("Rose
Aff."), at Ex. 5 (April 14, 1999 prospectus).
"Rose
Aff. Ex. 6.
' 21d. § 6(c). The New Common Shares purchasable by warrant holders are referred to
in the Warrant
Agreement as "Warrant Shares."
3

' 1d. § 6(a).
1Id. § 6(c).
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Importantly, section 6 of the Warrant Agreement, which provides,
among other things, the rights of Warrant holders, states:
(d)
No Warrant holder,as such, shall be entitledto
vote or to receive dividends or shall otherwise be deemed to
be the holder of Common Sharesfor any purpose, nor shall
anything contained herein or in any Warrant Certificate be
construedto confer upon any Warrantholder, as such, any of
the rights of a stockholderof the Company or any right to vote
upon or give or withhold consent to any action of the
Company (whether upon any reorganization, issuance of
securities, reclassification or conversion of Common Shares,
consolidation, merger, sale, lease, conveyance, or otherwise),
receive notice of meetings or other action affecting
stockholders (except for notices expressly provided for in this
Agreement) or receive dividends or subscription rights, until
such Warrant Certificate shall have been surrendered for
exercise accompanied by full and proper payment of the
Exercise Price as provided in this Agreement and the Warrant
Shares thereunder shall have become issuable and until such
person shall have been deemed to have become a holder of
record of such Warrant Shares. 5
C.

Goodwin's (Changing)Stake in New Valley

Goodwin has invested in various New Valley securities since 1996,
holding New Valley stock through a personal account at the Pennsylvania
Merchant Group (the "Personal Account"), an IRA account with the
Pennsylvania Merchant Group (the "IRA Account"), the Goodwin
Foundation, and the Goodwin Trust.
At the time of the Transaction, Goodwin was the beneficial owner
of 11,700 B Shares.' 6 By October 1998, Goodwin owned 1,600 A Shares
and over 73,000 B Shares.' 7 In November 1998, Goodwin purchased an
additional 1,000 A Shares and by April 1999, Goodwin had increased his
holdings of B Shares to over 106,000.18 Following the Recapitalization,

5
1d. § 6(d) (emphasis added).
16Goodwin Decl. 2.

"Id. 3.
18d.
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Goodwin held over 57,000 New Common Shares and more than 500,000
Warrants.' 9
Goodwin began to divest his holdings in New Valley in June 2000.20
By June 30,2000, Goodwin had sold all of his New Common Shares in the
Personal Account, 2' as well as all of his New Common Shares in his IRA
Account.2 2 Moreover, by October 2000, Goodwin disposed of all of the
New Common Shares in the Goodwin Foundation account. 23 Between
October 2000 and March 2001, Goodwin's holdings in New Valley
consisted only of Warrants. 24 He owned no stock during that time.
On March 23,2001, Goodwin purchased 100 New Common Shares
$340.50.25
for
II. STANDARD
Court of Chancery Rule 56 is the basis for summary judgment
motions. A motion for summary judgment is granted "if the pleadings,
depositions, answers to interrogatories and admissions on file, together
with the affidavits, if any, show that there is no genuine issue as to any
material fact and that the moving party is entitled to a judgment as a matter
of law. 2 6 In considering the motion, the Court must view the facts in the
manner most favorable to the nonmoving party, and make all factual
inferences in favor of the nonmoving party.27
Here, there are no factual disputes. The parties agree that Goodwin
did not hold New Common Shares from October 2000 through March 2001.
They agree that aside from this time period, Goodwin has continuously
owned shares of New Valley from 1996 through the present. Finally, both
agree that during the October 2000 through March 2001 time period,
Goodwin held Warrants. The question of law that this Court must decide
is whether such facts satisfy the continuous ownership requirement.

19
Id.
2

5.
°See Rose Aff. Ex. 7 (Personal Account Statement) (showing sale transactions
beginning on June 15, 2000).
21

1d. (showing only Warrants in portfolio holdings).

22

1d. Ex. 8 (IRA Account Statement) (showing only Warrants in portfolio holdings).

23

1d. Ex. 9 (Goodwin Foundation Account Statement) (showing only Warrants in

portfolio holdings).
24
25Goodwin Decl. 1 5.
Rose Aft. Ex. 10 p. 5 (Personal Account Statement).
26
Ct. Ch. R. 56(c).
27
iudah v. Del. Trust Co., 378 A.2d 624, 632 (Del. 1977).
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III. ANALYSIS
A.

The Continuous Ownership Requirement

Section 327 of the DGCL forms the basis of the continuous
ownership requirement. It provides:
In any derivative suit instituted by a stockholder of a
corporation, it shall be averred in the complaint that the
plaintiff was a stockholder of the corporation at the time of
the transaction of which such stockholder complains or that
such stockholder's stock thereafter devolved upon such
stockholder by operation of law.2"
Although section 327 does not explicitly require continuous stock
ownership to maintain a derivative action, that requirement has been a
staple of Delaware law for over two decades. In Lewis v. Anderson, the
Supreme Court wrote:
We conclude that 8 Del. C. §§ 259, 261 and 327, read
individually and collectively, permit one result which is not
only consistent but sound: A plaintiff who ceases to be a
shareholder, whether by reason of a merger or for any other
reason, loses standing to continue a derivative suit.29
This rule, recently reaffirmed by the Supreme Court in Bradley v. First
Interstate Bancorp,30 has become a bedrock tenet of Delaware law and is
adhered to closely. 3' Warrants aside, had Goodwin not purchased the New

288 Del. C. § 327. Court of Chancery Rule 23.1 contains an analogous requirement:

In a derivative action brought by I or more shareholders or members to
enforce a right of a corporation or of an unincorporated association, the

corporation or association having failed to enforce a right which may
properly be asserted by it, the complaint shall allege that the plaintiff was
a shareholder or member at the time ofthe transaction of which the plaintiff
complains or that the plaintiffs share or membership thereafter devolved on
the plaintiff by operation of law.
Ct. Ch. Rule 23.1.
29477 A.2d 1040, 1049 (Del. 1984).
30748 A.2d 913 (Del. 2000) (mem.), affg In re First Interstate Bancorp Consol.
S'holder Litig., 729 A.2d 851, 867-68 (Del. Ch. 1998).
3
See Ash v. McCall, 2000 WL 1370341, at *12 (Del. Ch. Sept. 15, 2000) (describing

the continuous ownership requirement as "iron-clad").
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Common Shares in March 2001, there would be no question that he would
have no standing to pursue a derivative claim on behalf of New Valley.
Goodwin argues that because he has generally been a long-term
holder of New Valley stock, including at the time of the Transaction, when
the derivative action was filed, and the present time, the policy behind the
continuous ownership requirement, which is to "eliminate abuses
associated with a derivative suit,"32 would not be served by finding a lack
of standing. Essentially, he argues that his subsequent purchase or stock
bookends a short time span of not holding stock punctuating continuous
ownership by a long-term investor.
To allow the subsequent purchase to complete the story, however,
would essentially allow Goodwin to "buy back" into the litigation. Such an
action, even though by a formerly long-term stockholder as opposed to a
new investor, is exactly the type of action the continuous ownership
requirement is designed to prevent. Just as Goodwin could not have bought
his way into a derivative suit at its outset, so too can he not buy his way
back into such a suit after losing his standing.
Goodwin has stated that he "did not realize that [his] sale of New
Valley stock while still retaining New Valley warrants might affect [his]
standing as a plaintiff in this case."33 The continuous ownership
requirement, however, has been held applicable even in situations where
individuals' stock ownership has been involuntarily terminated in, for
example, cash-out mergers.34 Here, Goodwin voluntarily sold his shares.
Again, warrants aside, once he did so, he lost standing to pursue this
derivative litigation as lead plaintiff.
Moreover, merely because Goodwin loses his standing as lead
plaintiff, he does not lose his right to be represented in the derivative action
filed by Fuss. As a holder of New Valley common stock, he will be
represented in the continuing litigation; he merely will not be able to lead
it. There is no wrong that will be left unremedied.3 5
As such, the continuous ownership requirement is applicable and
Goodwin's status as a long-term investor in New Valley does not lead the
Court to conclude otherwise. The question remains, then: Is Goodwin's
ownership of Warrants sufficient to meet the requirement?

32

Lewis, 477 A.2d at 1046.
Decl. 5.
E.g., Kramer v. W. Pac. Indus., Inc., 546 A.2d 348 (Del. 1988); Penn Mart Realty
Co. v. Perelman, 1987 WL 10018 (Del. Ch. Apr. 15, 1987). Indeed, Lewis v. Anderson, the very
case that initially recognized the continuous ownership requirement, involved the involuntary loss
of stock in the nominal defendant due to a merger. See Lewis, 477 A.2d 1042-43 (discussing how
plaintiff shareholders lost their shares).
35Lewis, 477 A.2d at 1050.
33
Goodwin
34
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B.

The Warrants Are Not Sufficient To Satisfy
the Continuous Ownership Requirement

A warrant is generally "[a] certificate entitling the owner to buy a
36
specified number of shares at a specified time(s) for a specified price."
Essentially, a warrant is a contract that locks in terms by which the holder
may buy stock in a company. A warrant holder is not, however, a
stockholder; she has not yet made an investment in the company entitling
and exposing her to the benefits and risks of stock ownership.
Such characteristics are similar to other convertible securities that
have been found insufficient to satisfy the standing requirement of § 327.
In Harff v. Kerkorian, this Court held that "[d]ebenture holders are not
stockholders and their rights are determined by their contracts," and that
"[t]he holder of an option to purchase stock is not an equitable stockholder
In reaffirming that a convertible debenture holder
of the corporation.'
does not have standing to bring a derivative action, the Supreme Court
referred to the logic in Harff
"That a bond is convertible at the sole option of its holder into
stock should no more affect its essential quality of being a
bond than should the fact that cash is convertible into stock
affect the nature of cash. Any bond, or any property, for that
matter, is convertible into 8stock through the intermediate step
of converting it to cash."0
This logic holds true for warrants as well. Warrants are contractual
entitlements. They provide the right, and the means by which, to exchange
an asset (presumably cash) for stock at specified terms. Only by taking the
"intermediate step" noted in Harff-investing something of value (i.e.,
meeting the exercise terms of the warrant) in the issuing company-does
a warrant holder become a stockholder. As with convertible debentures,
the "convertibility" feature of warrants "does not impart an equity element
until conversion occurs.""9 Or, as the United States Supreme Court has

36

CLYDE P. STICKNEY & ROMAN L. WEIL, FINANCIALACCOUNTING: AN INTRODUCTION
TO CONCEPTS, METHODS, AND USES, at G-96 (8th ed. 1997).

37324 A.2d 215, 219 (Del. Ch. 1974), affd in part and rev'd in part on other grounds,
(Del. 1975).
347 A.2d 133
38
Simons v. Cogan, 549 A.2d 300, 303 (Del. 1988) (quoting Harff,324 A.2d at 220
(quoting In re Will ofMigel, 336 N.Y.S.2d 376, 379 (N.Y. Sur. 1972))). Although Simons did
not address section 327, but rather whether there is a fiduciary duty owed to holders of convertible
debentures,39the same principles underlying it apply here.
1d
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described, a warrant holder's "rights are wholly contractual" and a warrant
holder "does not become a stockholder, by his contract, in equity any more
than at law."4
Moreover, the very language of the Warrant Agreement supports this
notion. The Warrant Agreement states that nothing "contained [in the
agreement] or in any Warrant Certificate [should] be construed to confer
upon any Warrant holder, as such, any of the rights of a stockholder of the
Company... until such Warrant Certificate shall have been" exercised and
converted into stock." The contractual language authorizing the Warrants
is clear and unambiguous that Warrant ownership is not intended to be
construed as providing any of the rights that stock ownership does.
The caselaw cited by Goodwin is inapposite. Goodwin states, "like
the contracts in Pennington [v. Neukomm42 ] and Jones v. [Taylor,43 ]
Goodwin's warrants are contracts entitling him to shares of New Valley
common stock at a set price."" Contrary to Goodwin's characterization,
neither of those cases involved contracts entitling the holder to shares at a
set price.
In both Pennington and Jones, the contracts were
memorializations of the purchase of the stock itself.4 5
In Pennington, a separation agreement required the defendant to
transfer certain stock to his wife at the end of a six-year period. If he were
to sell or dispose of the stock before the expiration of that period, then a
portion of the value received would be substituted for the stock. The
plaintiff brought a derivative suit on behalf of the corporation prior to the
expiration of the six-year period. Despite that the plaintiff might never
have received the stock, the court found she had a sufficient equitable
interest in the stock so as to have standing to bring such a suit. In so
holding, the court stated, "in one sense of the word [plaintiff] has already
purchased the stock by entering into the separation and property settlement
agreement with [defendant]."46

40

Helveringv. S. W. Consol. Corp., 315 U.S. 194,200-01 (1942) (citations and internal
quotations 4omitted).
1
Rose Aff. Ex. 6, § 6(d).
421973 WL 463 (Del. Ch. Oct. 7, 1973), affd, 344 A.2d 386 (Del.
1975) (mem.).
4'348 A.2d 188 (Del. Ch. 1975).
'4PIs.' Resp. to Defs.' Mot. for Summ. J., at 16 (April 8, 2004).
4"Goodwin also cites to Shaev v. Wyly, 1998 WL 13858 (Del. Ch. Jan. 6, 1998), affd,
719 A.2d 490 (Del. 1998) (mem.), and Helfand v. Gambee, 136 A.2d 558 (Del. Ch. 1957), for
the notion that the fact that he was only a prospective shareholder of New Valley does not mean
he should not be deemed to meet the continuous ownership requirement. These cases, however,
involve corporate reorganizations and spin-offs of wholly owned subsidiaries by corporations in
which the plaintiff held stock, and are not analogous to one involving a plaintiff whose only
interest in a corporation is a warrant.
46Pennington, 1973 WL 463, at *3.
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Similarly, in Jones, the plaintiff had already purchased the stock in
the corporation in whose name she brought a derivative suit. In Jones, the
plaintiff entered into a contract by which she released all possessory
interest in the stock of a corporation to her mother. In return, the mother
promised to execute a will bequeathing the plaintiff one-half of the stock
of the corporation at the time of the mother's death. Here, again, the court
found that the plaintiff "qualifie[d] as [having] the necessary equitable
interest to maintain a derivative suit." And, once again, the basis of that
holding was that the plaintiff had already "bargained for the eventual
ownership of the stock."47 The "mother's death, though uncertain..., was
an inevitable event and plaintiffs interest was enforceable after the mother's
death.

48

Pennington and Jones both involved situations where the plaintiff
had already given consideration for stock; no intermediate step was
necessary and there was no "convertibility" feature. Whereas warrant
holders have paid for an option to obtain stock of a corporation in the
future, the plaintiffs in Pennington and Jones had paid for the stock
already. Warrant holders have a choice whether to take an investment risk
or not; the contracts in Penningtonand Jones represented terms on which
that choice was already made.
To put it in the language of Harff, for the Warrants to convert to
stock involves an "intermediate step"49 to be taken by the Warrant holders.
No such intermediate step was needed in Penningtonor Jones.50 Further,
Pennington and Jones were decisions relying in large part on contract
language. The language of the Warrants (which are a form of contract) is
clear as day. They do not confer an interest that may be said to satisfy the
continuous ownership requirement.
Finally, the policy of the continuous ownership requirement is
furthered by this outcome. Contrary to Goodwin's argument, the policy
behind the rule is not solely to prevent strike suits. As set out in Lewis, the
purpose of the rule is "to eliminate abuses associated with a derivative

47

Jones, 348 A.2d at 192.
4Sld.
49
Harff,324 A.2d at 220.
5I recognize that the plaintiffs interest in Penningtonwas subject to divestiture if the
defendant sold the stock before the expiration of the six-year term. This does not defeat the
central characteristic of the contract at issue in that case, by which the plaintiff invested in the
stock or the proceeds from its sale. Merely because a stock interest is subject to involuntary
divestiture does not lead to the conclusion that the holder of such interest fails to meet the
requirement of continuous ownership. If that were the case, no stockholder would meet the

continuous ownership requirement since all corporations are entitled to engage in cash-for-stock
mergers pursuant to 8 Del. C. § 251, with those objecting (generally) entitled only to the appraisal
remedy.
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suit." Strike suits are the most cognizable form of abuse and caselaw
focuses on preventing them. But this focus does not imply that strike suits
are the only form of abuse of the derivative suit. 2
As discussed, Warrant holders have not taken an investment risk in
a company. Rather, they have paid for an option to take an investment risk
in a company. To allow Warrant holders' standing to bring suit would be
to unfairly allow those who have not taken an investment risk to use a
procedure designed to protect those who have taken such a risk. This
would certainly be an abuse of the derivative suit.
Moreover, one can certainly foresee a situation, based on an opposite
outcome in this case, where warrant holders would initiate a derivative
action and then come to this Court asking it to reform their warrants so as
to extend a contractual expiration date through the resolution of the
derivative action they bring. Such an opportunity seems to logically flow
from the opposite outcome of this case, and would certainly seem to lead
to more potential for abuse of derivative litigation.
For all of the above reasons, I conclude that the Warrants in this
matter are not a sufficient basis for satisfaction of the continuous ownership
requirement. Because Goodwin does not satisfy the continuous ownership
requirement, defendants' motion for summary judgment as to Goodwin's
standing is granted.
IV. GRANT & EISENHOFER SHOULD NOT BE DISMISSED
Since defendants' motion for summary judgment as to Goodwin's
standing has been granted, the Court now addresses defendants' argument
that because Goodwin is no longer a lead plaintiff, Grant & Eisenhofer
should be removed as Delaware Co-Liaison Counsel and as part of
plaintiffs' Committee of the Whole.
Defendants argue that since Goodwin selected Grant & Eisenhofer,
and Goodwin has been dismissed as a lead plaintiff, Grant & Eisenhofer
should not be allowed to continue in this action. They frame Grant &
Eisenhofer's ability to remain in the action as an "important policy
question: whether an attorney without a client should be permitted to
continue to prosecute a derivative case.""
5

Lewis, 477 A.2d at 1046.
See Jones, 348 A.2d at 191 ("Turning to the policy behind § 327, it is well recognized
that the section was enacted to eliminate strike suits and other abuses which developed along with
52

the derivative suit.").
53

Modified Reply Mem. of Law In Supp. of Defs.' Mot. for Summ. J., at 2-3 (May 12,
2004). Defendants initially appeared to seek dismissal based on alleged misconduct by Grant &
Eisenhofer during the course of discovery. However, while defendants address the alleged

2005]

UNREPORTED CASES

This policy question, however, is not implicated.54 A derivative
action is brought on behalf of, and to benefit, not simply the lead plaintiff
in the action. Rather, derivative actions are brought for the benefit of the
company and its stockholders. This Court's order of consolidation named
Grant & Eisenhofer as part of plaintiffs' Committee of the Whole and
Delaware Co-Liaison Counsel for plaintiffs. In that capacity, Grant &
Eisenhofer represents New Valley's stockholders. The order of
consolidation did not place Grant & Eisenhofer in that capacity as a
representative of Goodwin alone.
Defendants' counsel have no standing to select who represents the
plaintiffs in this action. Plaintiffs are entitled to retain the counsel of their
choice." Importantly, neither Fuss nor any other stockholder has raised
concerns regarding Grant & Eisenhofer's representation. For these reasons,
defendants' motion to dismiss Grant & Eisenhofer as part of plaintiffs'
Committee of the Whole and Delaware Co-Liaison Counsel for plaintiffs
is denied.
V. CONCLUSION
For the foregoing reasons, Goodwin is removed as co-lead plaintiff
in this case. Grant & Eisenhofer will remain in their capacity as counsel.
The amended derivative complaint filed on February 28, 2000, will remain
the operative complaint in this action. The parties shall confer as to a
timetable for completion of discovery and promptly submit to the Court

misconduct in their reply brief, id at I 1-12, they state that "[t]he issue is not, as Plaintiff would
have the Court believe, one of attorney disqualification for misconduct." Id. at 2. Regardless, as
this Court has stated in denying a disqualification motion, "the litigant moving for disqualification
will be called upon to show how its rights may have been prejudiced." Benchmark Capital
PartnersIV, L.P. v. Vague, 2002 WL 31057462, at *4 n.23 (Del. Ch. Sept. 3, 2002). Any
theoretical prejudice caused by the alleged actions is remedied in this Memorandum Opinion by
the dismissal of Goodwin as a lead plaintiff. Grant & Eisenhofer may still represent the viable
plaintiff (Fuss) on behalf of the company and its stockholders.
54
Defendants, in their opening brief, stated "if Goodwin's counsel are allowed to
participate after Goodwin's dismissal, it would create a precedent that would allow counsel to
maneuver himself into derivative litigation using a plaintiff who has no intention of remaining a
stockholder, and then continue on his own behalf after the disappearance or dismissal of his
erstwhile client." Mem. of Law in Supp. of Defs.' Mot. for Summ. J., at 16 (Oct. 3, 2003).
Defendants do not raise this policy issue again in their reply brief; however, I pause to note that
no allegation has been made that Grant & Eisenhofer acted in such fashion, and that hypothetical
fact pattern is not addressed in this Memorandum Opinion.
55See Deptula v. Steiner, 2003 WL 23274846, at *1 (Del. Super. Dec. 15, 2003) ("A
litigant should, absent a genuine conflict of interest, be able to choose his counsel."); see also
Unanue v. Unanue, 2004 WL 602096, at *2 (Del. Ch. Mar. 25, 2004) (presenting standard for
disqualification).
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either a proposed pretrial scheduling order or proposed date for pretrial
conference.
IT IS SO ORDERED.

TIFD III-X LLC v. FRUEHAUF PRODUCTION CO.
No. 20,488-NC
Court of Chancery of the State of Delaware,New Castle
June 28, 2004
Srinivas M. Raju, Esquire, Jeffrey L. Moyer, Esquire, Candice M. Toll,
Esquire, and Elizabeth C. Tucker, Esquire, of Richards Layton & Finger,
P.A., Wilmington, Delaware, for plaintiff and counterclaim defendant.
Vernon R. Proctor, Esquire, and Patricia L. Enerio, Esquire, of The Bayard
Firm, Wilmington, Delaware; and Jay Horowitz, Esquire, and Peter Forbes,
Esquire, of Horowitz Wake & Forbes, Denver, Colorado, of counsel, for
defendants and counterclaim plaintiffs.
STRINE, Vice Chancellor
This case involves an interesting question regarding the doctrine of
recoupment. A limited partnership agreement contains provisions
governing the distribution of the partnership's economic benefits to its
equity holders. Those provisions grant 1% of the profits to the general
partner until a certain calculation comparing the sole limited partner's
capital contributions to the economic benefits it receives from the
partnership yields a positive balance, and then increases to 25% after that
time. The limited partner has exercised its right to cause dissolution and
has sought a declaration regarding the proper interpretation and application
of the distributional provisions of the agreement.
As one of its responses, the general partner filed a recoupment claim
alleging that the limited partner breached the partnership agreement in
several respects many years ago, to the economic detriment of the
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partnership--i.e., the general partner has pled a recoupment claim based on
time-barred derivative claims belonging to the partnership itself. In that
vein, the general partner says that the partnership would have reaped
greater profits had the limited partner not breached the partnership
agreement, profits that, if reaped, would bring the parties much closer to the
point at which the upward change from 1%to 25% in the general partner's
share of profits occurs. Thus, the general partner says that in the
liquidation the partnership's books and records should reflect the value of
the recoupment claim, allowing the general partner to receive a greater
share of the remaining assets of the partnership.
In this opinion, I address the limited partner's motion for judgment
on the pleadings against the recoupment claim. I find that the general
partner's authority to act as liquidator does not include the unilateral right
to itself determine the value of its recoupment claim. More importantly, the
general partner cannot revive stale derivative claims belonging to the
partnership under the guise of recoupment. In this case, the limited partner
has sought declaratory relief seeking an interpretation and application of
the distributional provisions of the partnership agreement. The general
partner argues that the required transactional nexus exists between its
recoupment claim and the interpretative claim because if the partnership
had not been injured by the limited partner, it would have been more
profitable and the 25% payout percentage would apply to a larger portion
of the assets in the liquidation. That is, under the general partner's
reasoning, whenever the percentage to be paid to the different equity
holders of a business entity is influenced by the value of the entity, and one
equity holder seeks a determination of how the entity's proceeds are to be
distributed, such as in the context of a liquidation, time-barred derivative
claims spring back alive as recoupment claims. In essence, the general
partner contends that any value-affecting claim of breach of a business
entity's governing instrument (such as a partnership agreement or certificate
of incorporation) that arises at any time during the life of a business entity
is transactionally related to any claim for an interpretation and application
of the payout provisions of the entity's governing instrument, at least so
long as a determination of the claim of breach would affect the
distributional split of the entity's proceeds.
For a variety of reasons set forth in the opinion, I conclude that this
reasoning is flawed and leads to inefficient and inequitable results.
Investors of capital ought to be able to exercise their contractual and
statutory rights to dissolve or liquidate business entities without fear that
every derivative (or other internal affairs-related) damage claim that ever
arose during the life of the entity will thereby be resuscitated for the
purpose of ascertaining who gets what's left of the entity's assets. Delaware
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public policy is to the contrary and encourages the timely assertion of
claims involving the internal affairs of business entities, providing certainty
to investors and fair treatment of fiduciaries who would otherwise be
forced to defend claims at a time when exculpatory evidence and accurate
memories may well be gone. Therefore, I grant the limited partner's motion
for judgment on the pleadings.
I also address the general partner's motion to dismiss the limited
partner's claim requesting an application of the partnership agreement's
payout provisions and to dismiss the general partner's own recoupment
claim, which is premised on the argument that those claims are not
justiciable because they are not ripe. I find that this argument is based on
a misreading of the limited partner's complaint and otherwise lacks merit,
and therefore deny that motion.
I. Factual Background
TIFD III-X LLC ("TIFD") is a Delaware limited liability company
that is the sole limited partner of Fruehauf Antrim Limited Partnership (the
"Partnership"), also a Delaware entity. Fruehauf Production Company,
LLC ("Fruehauf"), a Michigan limited liability company, is the general
partner of the Partnership. The Partnership, formed by a partnership
agreement between TIFD and Fruehauf executed in 1996 (as amended, the
"Partnership Agreement"), is in the business of developing natural gas
wells in Michigan.
When the Partnership was formed, TIEFD, which is wholly owned by
a division of General Electric Corporation, contributed 99% of the funding
for the Partnership. Fruehauf, which (either itself or through affiliated
entities) has operated natural gas wells in Michigan since 1940 and owned
interests in and operated over 100 wells in Michigan, contributed only 1%,
but as general partner it was given responsibility over the day-to-day
management of the Partnership.
The Partnership Agreement's allocation ofthe economic benefits and
burdens generated by the Partnership to TIFD and Fruehauf, as equity
owners of the Partnership, is determined by a contractual formula whose
meaning is disputed in this lawsuit. Its precise mechanics are unimportant
for purposes of the present motions, but its general terms are relevant. To
simplify, the allocation differs depending on whether the Partnership is in
the "Phase I Period" or "Phase II Period." During the Phase I Period, the
"LP Sharing Percentage" (or TIFD's share) is 99% and the "GP Sharing
Percentage" (or Fruehauf s share) is 1%, while during the Phase II Period,
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the LP Sharing Percentage is 75% and the GP Sharing Percentage is 25%.'
The "flip" from Phase I to Phase II occurs at "the end of the first month in
which Cumulative Payout is greater than or equal to zero."2 "Cumulative
Payout," in turn, means "with respect to each month, the sum of such
month's Monthly Payout [to TIFD] plus all previous months' Monthly
Payouts minus the Capital Contributions made by the Limited Partner
pursuant to the terms thereof times the Discount Factor."3 The meaning of
Cumulative Payout is the central question in this litigation.
The parties have not always seen eye-to-eye on the management of
the Partnership. In 2002, TIFD wished to explore a sale of assets of the
Partnership, but Fruehauf resisted. Most pertinently, around that time a
dispute arose regarding the manner in which Cumulative Payout is
calculated, with Fruehauf asserting a method that differed materially from
that historically used by the parties and that substantially affected the
economics of the Partnership Agreement. Under the previously used
method, which TIFD asserted was the correct one, the calculation of
Cumulative Payout as of August 2002 yielded a net balance of $30 million
in Monthly Payouts that still needed to be made to TIFD before the flip
from Phase I to Phase II occurred. Under Fruehaufs interpretation, the
balance was approximately $7 million.
On August 13, 2003, TIFD initiated this litigation seeking a
declaratory judgment that the Partnership Agreement requires that TIFD
receive an 8.50% after-tax return on its capital contributions to the
Partnership in order for "Cumulative Payout" to be greater than or equal to
zero and the flip from Phase I to Phase II to occur (defined by TIFD in the
complaint as the "Reversion Point"). In its second ad damnum clause
seeking relief, TIFD also sought to have the court "determin[e] the
appropriate Reversion Point and Cumulative Payout pursuant to the
Partnership Agreement."4 That same day, TIFD provided Fruehauf with
notice that it was exercising its right under § 10.1(g) of the Partnership
Agreement to cause dissolution any time after December 31, 2002.
Fruehauf filed its answer and a counterclaim on September 15, 2003,
seeking a declaratory judgment concerning its rights as liquidator of the
Partnership pursuant to the Partnership Agreement. On March 19, 2004,
TIFD amended its complaint to add a count seeking reformation of the
Partnership Agreement if the court determined that Fruehauf's

'Agreement at 7, 9.
1d. at 11.
3
1d. at 5. The Discount Factor for any particular month is found on a table appended
to the Agreement.
2

4

Am. Compl. at 9

b.
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interpretation of Cumulative Payout was correct. When Fruehauf filed its
amended complaint and counterclaim in response, it raised, less than three
months before trial was scheduled, a claim of recoupment against TIFD
based on numerous alleged breaches of the Partnership Agreement over the
life of the Partnership (the "Recoupment Claim"). Fruehauf asserted the
Recoupment Claim both as an affirmative defense and as a separate
counterclaim, and requested, among other things, a declaratory judgment
that
In liquidating the Partnership and determining the parties'
relative distributive shares, Fruehauf is entitled to determine
the extent of any losses of revenue and/or tax credits suffered
by virtue of TIFD's breaches of the Partnership Agreement,
and to subject any asserted entitlement by TIFD to proceeds
from the liquidation and winding up of the Partnership to
claims in the nature of recoupment to the extent of those
losses, which are estimated to exceed $10,000,000 and which
may well exceed $20,000,000, including the consideration of
the extent of those losses in calculating the revenues the
Partnership should be deemed to have received for purposes
of calculating Cumulative Payout, regardless of which party's
interpretation of the Cumulative Payout provisions of the
Partnership Agreement ultimately prevails[.]5
TIFD has moved for partial judgment on the pleadings under Rule
12(c), arguing that Fruehaufs Recoupment Claim fails as a matter of law.
Fruehauf opposes that motion and has itself filed a motion to dismiss,
without prejudice, the claim in the second ad damnum clause of TIFD's
complaint, contending that that claim (as Fruehauf understands it) is not
ripe and therefore not justiciable. Moreover, because, according to
Fruehauf, the Recoupment Claim is responsive to the claim in the second
addamnumclause, Fruehaufargues that its own Recoupment Claim should
be dismissed without prejudice as unripe.
This is the court's disposition of both of those motions.

5

Am. Countercl. T 46(d).
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II. Legal Analysis
A. Freuhauf s Rule 12(c) Motion
Under Court of Chancery Rule 12(c), the court must accept as true
all of the nonmoving party's well-pleaded factual allegations and draw all
reasonable inferences in favor of the nonmoving party, and may grant a
motion for judgment on the pleadings where "there is no material fact in
dispute and the moving party is entitled to judgment as a matter of law."6
Here, there are no factual disputes and the parties' disputes are purely legal.
The central legal dispute between the parties concerns whether
Fruehauf's Recoupment Claim based on TIFD's alleged breaches of the
Partnership Agreement is valid. "Recoupment is a common-law, equitable
doctrine that permits a defendant to assert a defensive claim aimed at
reducing the amount of damages recoverable by a plaintiff."7 To be
understated about it, the equitable doctrine of recoupment is not a precisely
defined one, either in Delaware or in other jurisdictions. Unsurprisingly,
TIFD and Fruehauftherefore each read the relevant authorities to define the
contours of that doctrine somewhat differently. But, for purposes of the
pending motions, the parties agree on the core requirements of the doctrine
that determine whether the Recoupment Claim is sustainable.
"[T]o prevail on a recoupment claim, the defendant must show
[among other things] that.., the recoupment claim arises out of the same
transaction or occurrence as the plaintiffs suit [and] the claim is purely a
defensive set-off and does not seek an affirmative recovery from the
claim and [the] claim
plaintiff."' Moreover, "[b]oth the primary damages
9
in recoupment must involve the same litigants."
Here, I conclude that Fruehauf's Recoupment Claim fails to satisfy
the required elements. Most critically, I conclude that the Recoupment
Claim clearly does not arise out of the same transaction as TIFD's claims
and that it therefore must be dismissed.
As a starting point to explaining why, some general observations
about Fruehaufs Recoupment Claim are in order. First, it is critical to note
that the claims that undergird the Recoupment Claim belong to the
Partnership, not Fruehauf, because they involve harms that fell, in the first
instance, on the Partnership as a whole and only affected Fruehauf

6

Desert Equities, Inc. v. Morgan Stanley Leveraged Equity FundII, L.P., 1992 WL
181718, at *1 (Del. Ch. July 28, 1992), rev'don othergrounds, 624 A.2d 1199 (Del. 1993).
'80 C.J.S. Set-offand Counterclaim § 2 (2000).
'Id. § 37.
91d. § 66.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 30

indirectly, as a consequence of its ownership interest in the Partnership.
The primary basis for the Recoupment Claim is that TIFD violated § 7.2(a)
and (b) of the Partnership Agreement, which provide that "[t]he Limited
Partner shall not: (a) be permitted to take part in the business or control of
the business or affairs of the Partnership, [or] (b) have any voice in the
management or operation of any Partnership property."' The harm that
these violations caused was not to Fruehauf directly, however. Rather,
TIFD's alleged "pervasive" interference with the Partnership's operations,
in contravention of these provisions, caused the Partnership to be less
profitable than it would have been had Fruehauf had its way." The fact
that only TIFD and Fruehauf, and not the Partnership itself, are the parties
to the Partnership Agreement does not transform any breach of the
Agreement by one party into a direct harm to the other; if Fruehauf sought
an affirmative damage award from TIFD to remedy the harm caused by the
alleged breaches (which it purportedly does not), that would be a derivative
claim because any harm suffered was to the Partnership as a whole, and any
recovery would go to the Partnership. 12 Fruehauf acknowledges the
essentially derivative nature of these harms when it alleges that the "actions
and breaches by TIFD caused the Partnershipto lose revenues and/or tax
credits well in
excess of $10,000,000 and likely in excess of
13
$20,000,000."'

Second, Fruehauf admits that the wrongdoing alleged in its
Recoupment Claim occurred at the latest in the late 1990s. Counsel for
Fruehauf conceded at oral argument that any affirmative request for
damages based on TIFD's alleged breaches of contract would therefore be
time-barred, as the three-year statute of limitations in 10 Del. C. § 8106 has
long since expired.
These two important facts-that Fruehauf s Recoupment Claim
raises claims that 1) belong to the Partnership and 2) are timebarred-explain why Fruehauf has taken its current course of relying upon
the doctrine of recoupment. To proceed in the expected fashion by filing
affirmative claims, Fruehauf would face the insuperable bar erected by its
own torpor because it had full notice of these claims within the expected
time for suit. Indeed, it is for this reason that Fruehauf has attempted to
assert these breach of contract claims in the form of the Recoupment Claim:
1010 Agreement § 7.2(a)-(b).
"See Am. Countercl.
39-40.
12See Tooley v. Donaldson, Lulkin & Jenrette,Inc., 845 A.2d 1031 (Del. 2004).
3
S Am. Countercl. 40 (emphasis added). IfTIFD caused the Partnership to forego such
large amounts of revenue, such a course of conduct would appear, at first blush, economically
irrational given that at the time T[FD purportedly engaged in such actions it had a claim to 99%
of the Partnership's revenues.
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To the extent that a valid recoupment claim is asserted defensively, it is not
subject to statutes of limitations. 4
Furthermore, the requirements of the doctrine of recoupment have
also shaped Fruehauf s strategy. It disclaims any intention to hold TIFD
liable to the Partnership for breach of the Partnership Agreement via the
doctrine of recoupment because that doctrine does not permit the defendant
to obtain affirmative relief. 5
In light of these concerns, Fruehauf has eschewed a claim for
damages for the losses to the Partnership supposedly caused by TIFD's
breaches. Instead, it seeks only the right to "consider" the extent of those
losses in calculating Cumulative Payout. In its most aggressive stance,
Fruehauf asserts that, as liquidator of the Partnership's assets, it has the
contractual right under the Partnership Agreement to itself determine the
extent to which those losses to the Partnership caused a delay in the point
at which the "flip" from Phase I to Phase II otherwise would have occurred.
An example should illustrate the curious form of relief that Fruehauf seeks.
Assume that the calculation of Cumulative Payout as of a recent date (under
whatever method) results in a balance of $30 million in payments that must
be made to TIFD under the Phase I allocation ratio before the "flip" to
Phase II occurs and Fruehauf begins collecting 25% rather than 1% of the
Partnership's payouts. Assume further that the Partnership immediately
ceases all operations and that the total assets that will ultimately be
distributed to the partners have a value of $40 million, but Fruehauf
believes that TIFD's breaches resulted in losses of, say, $10 million to the
Partnership.
Under these assumed figures, without the Recoupment Claim,
Fruehauf would be obligated to distribute $30 million to TIFD (and
$300,000 to itself) before the flip to Phase Hwould occur, leaving Fruehauf
with a 25% claim only with respect to the $9.7 million that remained after
these payments were made. What Fruehauf really is asking for in its
Recoupment Claim, then, is the authority to 1) hypothetically (but not
actually) increase the Partnership's balance sheet by $10 million up to $50
million to take account of that Claim, 2) hypothetically (again, not actually)
pay $9.9 million out to TIFD and $100,000 to Fruehauf according to the
Phase I ratio, and then 3) actually distribute the existing $40 million corpus
of the Partnership as if the hypothetical payments had been made, such that
4

See PNC Bank v. Turner, 659 A.2d 222, 225 (Del. Super. 1995).
See MCI Telecomm. Corp.v. Wanzer, 1990 WL 91100, at *13 (Del. Super. June 19,
1990); Floydv. Ballenger,258 A.2d 911,913 (Del. Super. 1969); 20 Am. Jur. 2d Counterclaim,
Recoupment, and Setoff § 5 (1995) ("As a defense, recoupment cannot be used to obtain
affirmative relief Recoupment applies only by way of reduction, mitigation, or abatement of
damages claimed by the plaintiff and is not an independent action.").
5
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TIFD would receive only $20.1 million (i.e., $30 million minus $9.9
million in hypothetical payments) before the flip to Phase II occurred, and
Fruehauf could take 25% of the nearly $20 million that remained.
Throughout this process, Fruehaufs determination of the value of the socalled Recoupment Claim would be bound only by its fiduciary duties, and
perhaps a requirement of reasonableness and good faith, or so it says.
The problem with Fruehauf claiming this sort of authority is that it
finds no support in the terms of the Partnership Agreement or the Delaware
Revised Uniform Limited Partnership Act ("DRULPA"). There is no
provision in that Agreement or the DRULPA allowing Fruehauf, as general
partner, to determine unilaterally that the financial data from which
Cumulative Payout is calculated should include a hypothetical adjustment
based on what Fruehauf believes the Partnership's balance sheet would
have looked like had TIFD not taken certain actions. On the contrary, the
Partnership Agreement constrains how the general partner calculates
Cumulative Payout. During the life of the Partnership, Fruehauf is
obligated to prepare quarterly financial statements "including a balance
sheet and statements of income, Partners' equity, status of Cumulative
Payout and cash flows, preparedin accordance with generally accepted
6 When annual financial statements are prepared,
accountingprinciples.""
those must be accompanied by a report by independent certified public
accountants.
Similarly, the general partner's responsibility to calculate Cumulative
Payout when the Partnership is in liquidation does not bestow unlimited
authority as to how that calculation is performed. In acting as liquidator,
the general partner must, after dissolution and again after final liquidation,
"cause a proper accounting to be made by the Partnership's independent
accountants of the Partnership's assets, liabilities and operations through
the last day of the month in which the dissolution occurs or the final
liquidation is completed." 7 Then, after paying or providing for the
Partnership's debts or liabilities, the general partner must adjust the
partners' capital accounts by performing a deemed sale: It must 1) assume
the sale of the Partnership's assets for cash at fair market value (as
determined by an appraiser selected by the limited partner); 2) assume the
distribution of such cash according to the percentages required under the
Partnership Agreement, "taking into account whether Cumulative Payout
has occurred or would occur as a result of such distribution"; and 3) debit
or credit the partners' capital accounts with their respective shares of the
hypothetical gains or losses resulting from the assumed sales in the same
6
Agreement
7

§ 8.2(e) (emphasis added).
1d. § 10.3(a).
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manner as the accounts would be debited or credited for gains or losses on
actual sales. The general partner must then "distribute to the Partners such
amounts as are required to pay the positive balances of their respective
capital accounts."'"
Nowhere in this scheme does the Partnership Agreement give
Fruehauf the capacious authority it claims, which is to itself determine the
extent to which any losses caused by TIFD's breaches caused the running
balance of Cumulative Payout to be lower than it otherwise should have
been. Cumulative Payout is a formula applied to "Monthly Payouts" and
"Capital Contributions," defined terms under the Partnership Agreement
based on actual revenues and costs and other financial data. When the
result of that formula is positive, the allocation of economic benefits under
the Partnership Agreement changes. The general partner's authority to
perform that calculation requires that it (and, on an annual basis, the
Partnership's independent accountants) apply "generally accepted
accounting principles" during the life of the Partnership and perform the
deemed sale called for during the liquidation process based on the fair
market value of the Partnership's assets as determined by an appraiser
selected by the limited partner. The value of the asset that Fruehauf seeks
to include on the Partnership's balance sheet for purposes of calculating
Cumulative Payout-i.e., any claim that the Partnership might have had
against TIFD for breaches of the Partnership Agreement-would almost
certainly be appraised at zero because Fruehauf admits that the claims are
time-barred. Therefore no court would award the Partnership-the entity
supposedly injured by TIFD's actions-a single penny from TIFD on such
a claim. But Fruehauf somehow escapes the consequences of that fact
because it gets to construct its own counterfactual world based on its own
judgment about how big the Partnership pie should have been and then slice
up the actual assets and remaining revenues as if that world were reality.
Not only is that inconsistent with the terms of the Partnership
Agreement, but it demonstrates that the so-called Recoupment Claim is not
a recoupment claim at all. Fruehauf does not seek to have a court mitigate
a potential monetary award against it by taking into account damages that
it itself suffered at the hands of the plaintiff. Rather, Fruehauf seeks a
declaratory judgment that the responsibility vested in it by the Partnership
Agreement to calculate Cumulative Payout carries with it the authority to
act as the arbiter of disputes between the parties regarding their adherence
to the terms of the Partnership Agreement and their fiduciary duties without
regard to the legal and equitable rules normally governing claims, including

'Id. § 10.3(b).
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statutes of limitations and laches. Put simply, rather than using recoupment
to play on-the-court defense, Fruehauf seeks to use it to play off-the-court
offense: It seeks the broad power to determine, by fiat, the value of the
Recoupment Claim and its impact on Cumulative Payout-that is, to
calculate Cumulative Payout as if the Partnership had received a damages
award-and distribute the Partnership's assets accordingly. After Fruehauf
exercised that power, TIFD's only remedy would be to sue Fruehauf yet
again and claim that Fruehaufs valuation of the Recoupment Claim was
wrongful.
At oral argument, counsel for Fruehauf appeared to back off from
this aggressive claim and suggested that it could be the court, and not
Fruehauf, that determines the value of the Recoupment Claim and how it
affected Cumulative Payout. In any event, the Recoupment Claim still does
not satisfy the requirements of the recoupment doctrine. Fruehauf s use of
the recoupment doctrine is novel and complicates the ability to make the
determination of whether the Recoupment Claim involves the "same
parties" as TIEFD's primary claims. In this case, TIFD is not alleging that
Fruehauf owes it damages. TIEFD simply wants to have the payout formula
of the Partnership Agreement interpreted and applied in a manner that will
maximize its, rather than Fruehaufs, share of the Partnerships liquidating
assets. That is, TIFD has sued Fruehauf primarily to determine which
party's interpretation of the Partnership Agreement is correct. The
Recoupment Claim, if sustained, would not offset directly any payment
owed by Fruehauf to TIFD. Rather, it would accelerate the change from
Phase I to Phase II, having the indirect effect of increasing Fruehauf s share
of the liquidating assets and decreasing TIFD's share. This is far afield
from the straightforward offset typically resulting when recoupment applies
and suggests that the "same parties" requirement is unsatisfied. 9

' 9Moreover, certain authorities suggest that even where the plaintiffs primary claim is
a damages claim asserted against an equity holder in her individual capacity, she cannot assert the
entity's derivative claims as a recoupment defense, because the same parties requirement would
be unsatisfied. Cf 80 C.J.S. Set-off and Counterclaim § 72 (2000) ("In accordance with the
general rules requiring mutuality of the debts or demands, ordinarily a claim against the plaintiff
in a representative capacity cannot be set off in a suit brought in his or her individual capacity,
and vice versa, and an individual demand against the plaintiff suing in a representative capacity
cannot be counterclaimed. Thus, the director of a corporation, sued in an individual capacity,
cannot assert a derivative claim that could only be asserted by the corporation, itself, as a
counterclaim." (footnotes omitted)); Id. § 81 ("Ordinarily, in an action against one partner for a
debt due by him or her, a debt due to the partnership cannot be pleaded by way of set-off or
counterclaim."); 20 Am. Jur. 2d Counterclaim,Recoupment, and Setoff § 75 (1995) ("In the
absence of a statute or a specific agreement between the parties, an individual partner sued for his
or her individual debt or claim cannot set off a partnership claim.").
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I need not and do not rest my decision on that ground, however. As
noted above, another requirement of the recoupment doctrine is that the
defendant's claim must arise out of the same transaction as the plaintiffs
claim.2° Here, neither TIEFD's primary claim, which involves the method by
which Cumulative Payout is calculated under the Partnership Agreement,
nor its request that the court determine the "appropriate" Cumulative
Payout as of a recent date, has anything to do with TIFD's alleged breaches
of the Partnership Agreement. To the extent that TIFD's claims arise out
of any "transaction" at all, that transaction was the dispute between the
parties regarding the interpretation of Cumulative Payout and the ensuing
decision by TIFD to dissolve the Partnership, a "transaction" to which
TIFD's alleged past breaches of the Partnership Agreement are unrelated.
In response to this line of argument, Fruehauf cites isolated
statements in various cases and authorities suggesting that, in contract
cases, a defendant may assert a recoupment defense so long as the alleged
breach underlying that defense arises under the same contract as the
plaintiffs claim. 2' But, TIFD cites authorities suggesting otherwise, to wit,
that the fact that a single contract is involved does not suffice to
demonstrate that the necessary transactional nexus exists.22 More
importantly, most of the authorities cited by Fruehauf address contracts
involving one-off transactions, such as loans or sales of goods or services,
in which it is sensible to consider the plaintiffs own performance under the
contract in evaluating its claim for damages against the defendant,23 and
counsel for Fruehauf readily admitted that he could find no case addressing
a recoupment claim similar to the one involved here, where a party to a
partnership agreement or other organizational document (e.g., a certificate
of incorporation) establishing a long-term, ongoing relationship countered
a plaintiffs claim under that agreement made at the end of the
2
See MCI Telecomm. Corp., 1990 WL 91100, at *13; Floyd v. Ballenger,258 A.2d
911, 913 (Del. Super. 1969).
21
See, e.g., NVF Co. v. New Castle County, 276 B.R. 340, 353 (D. Del. 2002) (citing
Black's Law Dictionary 1275 (6th ed. 1990), which defines "recoupment" as the "right of the
defendant to have a deduction from the amount of the plaintiffs damages, for the reason that the
plaintiff has not complied with the cross-obligations or independent covenants arising under the
same contract."), affd, 2003 WL 328428 (3d Cir. Jan. 21, 2003).
2280 C.J.S. Set-off and Counterclaim § 37 (2000) ("[O]ne contract alone is not
sufficient to establish a'single transaction,' for purposes of the requirement under the recoupment
doctrine that countervailing demands of parties arise from the same transaction, since separate
transactions23 may occur within the confines of the contract.").
See, e.g., Boone v. Nat'l Sav. & L. Ass'n, F.A. v. Crouch, 47 S.W.3d 371 (Mo. 2001)
(where lender sued loan guarantor to enforce guaranty, guarantor could assert that lender's alleged
violation of Equal Credit Opportunity Act ("ECOA") rendered the guaranty unenforceable as a
recoupment defense to lender's claim even though statute of limitations on affirmative ECOA
claim had already run).
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organization's life by seeking to resuscitate stale claims that the plaintiff
long ago breached the agreement in a manner that is entirely unrelated to
the plaintiffs present claims.
All this is to say that the authorities discussing recoupment do not
provide me with much aid in determining whether the Recoupment Claim
satisfies the requirement of a transactional nexus to TIFD's claims.
Fundamentally, however, that requirement must be interpreted with an eye
towards the central purpose of recoupment, which is to "avoid needless
delay and unnecessary litigation" by permitting a defendant to assert in one
action any defenses she may have arising out of the same factual core as the
plaintiffs claims.24 Indeed, a fair reading of the authorities suggests that it
is the existence of this common factual core that justifies disregarding
statutes of limitation when recoupment claims are asserted defensively.2 5
Thus, where the plaintiffs claim and the defendant's "defense" are factually
unrelated, the defendant should not be permitted to assert that defense
under the rubric of recoupment. To hold otherwise would permit
defendants to avoid statutes of limitation by creative pleading without
serving the efficiency concerns underlying the doctrine, and would turn a
narrow equitable doctrine designed to permit a summing up of liabilities in
a tightly connected factual dispute into a wide-ranging license to revive a
relationship's worth of stale grievances, which long predate the fresh
dispute that brings the parties to court. To sanction such inefficiency and
inequity in the name of recoupment is inadvisable. Put simply, it makes
little sense as a matter of policy to interpret the transactional nexus
requirement so broadly as to permit a party to sit on its contractual rights
and wait until dissolution to assert its claims. By that time, much of the
evidence pertinent to those claims, such as testimony of employees
involved in the relevant events who have long-since left the enterprise,
might be unavailable or less reliable, and the plaintiff might be unable to
mount a successful defense. Moreover, when a significant amount of time
passes after a dispute arises and no claim is ever filed against a party, that
party tends to assume that the dispute has been laid to rest. If parties

24

20 Am. Jur. 2d Counterclaim,Recoupment, andSetoff§ 75 (1995); see also 80 C.J.S.

Set-off and Counterclaim § 14 (1995) ("In general, the common object of the various forms of
cross demand, such as recoupment, set-off, counterclaim, and the like ... is to avoid and prevent
circuity of action and multiplicity of suits by allowing the entire controversy between the parties
to be litigated and finally determined in one action, allowing disposition of all claims at once,

wherever this
can be done with entire justice to all parties before the court.").
25
See, e.g., Luckenbach S.S. Co. v. U.S., 312 F.2d 545, 549 n.3 (2d Cir. 1963) ("The
defense of recoupment, which arises out of the same transaction as plaintiffs claim, survives as
long as the cause of action upon the claim exists." (quoting PennsylvaniaR. Co. v. Miller, 124
F.2d 160, 162 (5th Cir. 1941))).
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entering into long-term relationships with one another can never be assured
that they can move along in their relationship without remaining exposed
to potential liability for events in the distant past, not only will the repose
considerations embodied in statutes of limitations and the doctrine of laches
be subverted, but the risk created by this uncertainty will make
businesspersons less willing to commit capital to profit-generating
enterprises such as partnerships for fear that every action or inaction they
take during the life of the partnership might come back to haunt them at the
relationship's end.
I therefore reject the public policy-based argument raised by counsel
for Fruehauf for the first time at oral argument. Although he conceded that
Fruehauf had the legal ability to bring its breach of contract claims on
behalf of the Partnership when they arose, he contended that it makes
policy sense for partners who sign partnership agreements containing
payout provisions like the Cumulative Payout provision, in which the
allocation of benefits to partners is not based on a simple pro rata
distribution, to be able to use the doctrine of recoupment to argue at the
time of liquidation that they are in fact entitled to a larger share of the
remaining partnership pie than a strict application of the partnership
agreement warrants because one or more of the other partners breached the
agreement at some time and that breach caused a loss to the partnership that
in effect gave the breaching partners a larger share of the pie than they
deserved. The reason why this should be so is that if partners are required
to duke it out over disagreements about alleged breaches of duty as they
arise (or, more precisely, before the statute of limitations has expired), that
will interfere with the effective functioning of partnerships, which requires
that partners maintain amicable relations. In support of this argument,
counsel for Fruehauf argued that under earlier common law, partners could
bring actions for breach of fiduciary duty against their partners only after
triggering dissolution, and so it would not be unreasonable to have partners
wait until that time to bring certain claims involving conduct that occurred
26
during the life of the partnership, no matter when that conduct occurred.
I find this line of argument unpersuasive, for the reasons I have
stated, as it injects inefficient and inequitable uncertainties into the internal
affairs of businesses. No doubt because of those considerations, the old
common law rule that Fruehauf claims existed, to the extent it was ever an
accurate description of the law, does not currently apply to Delaware

26

Apparently, counsel was referring to the old common law rule which required that
actions for partnership accounting be brought post-dissolution. See Fike v. Ruger, 754 A.2d 254,
262-65 (Del. Ch. 1999) (discussing development of common law and statutory law governing
ability of partners to bring claims during life of partnership), affd, 752 A.2d 112 (Del. 2000).

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 30

limited partnerships. Indeed, that rule was explicitly overridden by the
General Assembly. 7 Our state's public policy therefore rejects the very
premise of Fruehauf s argument, as this court lucidly explained in Fike v.
Ruger,28 and instead encourages the timely prosecution of claims involving
the internal affairs of business entities. For all these reasons, I decline to
warp the doctrine of recoupment to permit Fruehauf to assert time-barred
breach of contract claims as either a counterclaim or a defense to TIFD's
unrelated requests for relief. I therefore grant TIFD's motion for judgment
on the pleadings and dismiss the Recoupment Claim in its entirety.
B.

Fruehaufs Motion To Dismiss Certain Claims As Unripe

I now turn to Fruehaufs motion to dismiss, which is based on the
theory that the entire preceding analysis was pointless because its own
Recoupment Claim and one of TIFD's requests for relief are not ripe for
27See 6 Del. C. § 15-405 (providing that a partnership may sue a partner for breach of
the partnership agreement or violation of duty to the partnership and a partner may sue another
partner to enforce its rights under the partnership agreement, but stating that "[tihe accrual of, and
any time limitation on, a right of action for a remedy under this section is governed by other law.
A right to an accountingupon a dissolutionand winding up does not revive a claim barredby
law." (emphasis added)).
2
In Fike, Vice Chancellor Lamb addressed the analogous argument that the defenses
of statutes of limitations and laches did not apply to plaintiff-joint venturers' claims challenging
loan agreements between a joint venture and certain of its members because those claims were
really ones for settlement of partnership accounts upon dissolution. That argument was based on
§ 1543 of the Delaware Uniform Partnership Law (the "DUPL"), then in effect, which stated that
"[t]he right to an account of his interest shall accrue to any partner... at the date of dissolution
in the absence of any agreement to the contrary." 6 Del. C. § 1543 (1999). The court first noted
that the plaintiffs had the express right under the joint venture agreement ("JVA") to a resolution
at any time via arbitration ofany claims arising under the JVA, including the claims involving the
loan agreements. He then stated that "[i]n the circumstances, little or no purpose would be served
by adopting a rule that allows [the] joint venturers to sleep on their rights until an event of
dissolution or termination occurs and the default provisions of the partnership statute give them
a right to an accounting." Fike, 754 A.2d at 263. Then, after considering how partnership law
had developed from the old general common law rule "that actions for accounting should be
brought post-dissolution," id., through the DUPL, which included a provision authorizing
accounting actions prior to dissolution, see 6 Del. C. § 1522 (1999), and up to § 405(c) of the
Revised Uniform Partnership Act-later codified in Delaware at 6 Del. C. § 15-405, quoted
above, see supranote 27-the court concluded that the plaintiffs' "right to bring an action under
6 Del. C. § 1522 created an obligationto do so in a timely manner, or else to risk forfeiture of
their claims, even in a post-dissolution accounting under 6 Del. C. § 1543." Fike, 754 A.2d at
264. The Delaware Supreme Court affirmed Vice Chancellor Lamb's decision. Fike v. Ruger,
752 A.2d 112 (Del. 2000).
This case, of course, does not directly involve either an action for accounting or any of
the statutory provisions governing general partnerships. Nonetheless, Vice Chancellor Lamb's
reasoning in Fike is applicable here. Fruehauf had the right to bring breach of contract claims
against TIFD on the Partnership's behalf when those claims arose, and the doctrine of recoupment
cannot excuse its failure to do so in a timely manner.
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decision. As Fruehauf itself ultimately conceded, that theory is based on
the mistaken (albeit not unjustifiable) assumption that by asking the court
to "determin[e] the appropriate Reversion Point and Cumulative Payout
9
pursuant to the Partnership Agreement"2 in the second ad damnum clause
of its complaint, TIFD was requesting that the court determine thepoint in
time at which Cumulative Payout would be greater than or equal to zero and
the flip from Phase I to Phase II would occur.
Laboring under this misunderstanding, Fruehaufthus argued that this
request was not yet ripe, because such a determination would necessarily
depend on uncertain factors influencing the future revenues and costs of the
Partnership, such as the volumes of gas that will be sold and the prices at
which they will be sold. Moreover, because the Recoupment Claim was
supposedly asserted in response to this particular claim as Fruehauf
understood it-i.e., because a consideration of the amount of revenues that
the Partnership lost due to TIFD's breaches would affect the running
balance of Cumulative Payout and therefore would affect "when" the flip
would occur-the Recoupment Claim itself was assertedly also not yet ripe.
Thus, Fruehauf sought dismissal without prejudice of both TIFD's request
in the second ad damnum clause and the Recoupment Claim.
In response to Fruehaufs motion, TIFD clarified that it never
intended to ask the court to determine "when" the Reversion Point would
occur. Rather, it simply wanted the court, once having decided on the
appropriate method for calculating Cumulative Payout, to perform that
calculation as of a recent month in the past for which complete past
financial data was available. Such a calculation would involve no
speculation, since it would depend entirely on matters that have already
occurred, i.e., the Monthly Payouts and Capital Contributions that have
been made as of that month. Moreover, calculating Cumulative Payout as
of a recent month will be useful for the parties going forward, as it would
settle any disagreement as to how past events figure into the current
running balance, so that when the Partnership's affairs are completely
wound up and the final liquidating payments are made, calculating
Cumulative Payout will involve only an adjustment of that balance taking
into account the limited financial data involving events that occur between
the month for which Cumulative Payout was calculated by the court and the
time of the final payment.
Thus clarified, it is clear that both TIFD's claim in the second ad
damnum clause and the Recoupment Claim are ripe for decision. TIFD
seeks a calculation of the running balance under the Cumulative Payout

29

Am. Compi. at 9

b.
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provision. Fruehauf concedes that in performing that calculation, the court
must, at the very least, determine whether the Recoupment Claim may be
validly asserted in response to TIEFD's claim. Moreover, if that Claim may
be asserted, then the court would have to determine 1) whether TIFD
breached the Partnership Agreement, and if so, 2) whether those breaches
caused a loss in revenues to the Partnership. There is no question that an
actual case or controversy exists between the parties with respect to each
and every one of these questions, and that no speculation regarding future
events is necessary to answer them.
Nonetheless, Fruehauf argues that I should neither calculate
Cumulative Payout as of a recent month nor even determine the initial
question of the Recoupment Claim's sustainability, because other disputes
regarding the winding up and liquidation process may arise in the future,
such as disputes over the amount of reserves to establish for contingent
liabilities, and therefore these issues should be put off until such disputes
come to fruition. I fail to see how the mere possibility that the parties
might have more arguments in the future affects the court's authority to
decide actual arguments that they are having now. If bones of contention
surface later, the parties can then decide whether to seek judicial resolution;
counsel for Fruehauf himself stated that if Fruehauf wins on the primary
issue in this case-how Cumulative Payout is calculated-that will be such
a significant victory that it might render all other disputes immaterial.
Finally, Fruehaufs argument that its own Recoupment Claim is
unripe comes with little grace. By its own admission, Fruehauf
intends-absent ajudicial order precluding it from doing so-to grant itself
its Recoupment Claim as liquidator and force TIFD to sue at an even staler
time claiming that it did not commit wrongdoing in the late 1990s. In this
case, Fruehaufthreatened TIFD with time-barred allegations of wrongdoing
and obtained a trial continuance so the court could rationally address the
sustainability ofthose allegations. For it now to argue that the Recoupment
Claim is not ripe is not the most edifying example of American gumption.
For these reasons, TIFD's request for a declaration concerning the
"appropriate Reversion Point and Cumulative Payout pursuant to the
Partnership Agreement" as of a recent month for which financial data is
available is ripe, and Fruehaufs motion to dismiss that claim, as well as its
own Recoupment Claim, is denied.
III. Conclusion
Fruehaufs motion to dismiss, without prejudice, the second ad
damnum clause of TIEFD's complaint and its own Recoupment Claim is
denied. TIFD's Rule 12(c) motion for judgment on the pleadings is granted
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and Fruehauf s Recoupment Claim is dismissed, with prejudice, in its
entirety.
IT IS SO ORDERED.

