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I

In 2003, Zubin Mehta and Gregory Shalov formedgEmLakes Capital
Partners as an investment vehicle to own sevesbktipg companies. Mehta and
Shalov contacted Lyrical Partners L.P. to partitgpa their venture. Lyrical was
the money partner, and Mehta and Shalov would nelag investments. The
parties signed a term sheet covering their oveedditionship, as well as topics
relating to two specific investments. On the adw counsel, Finger Lakes held
each of its portfolio companies as separate limiliedility companies with
separate operating agreements. As is oftenade when things start out friendly,
the parties’ financial relationship was less tharfgctly documented.

Over the course of a decade, the portfolio comgsanid not perform as
expected. Finger Lakes’ need for additional cpram Lyrical grew, and thus
the parties agreed to allow Lyrical to “clawbacks investment money as added
protection for its continued investment in the eprtise.

Only one investment performed well and generatedbstantial return when
it was sold. The others failed or incurred sulisdhfosses. The parties disagreed
about how the proceeds from the one profitable stnaent should be distributed
under the network of agreements governing theimiess relationship. It then fell

to the Court of Chancery to sort things out amdreguvarious agreements.



In an October 26, 2015 post-trial decision, then€of Chancery held that
the proceeds should be distributed first in acaoedavith the operating agreement
governing the investment in the profitable portfaiompany. The term sheet and
clawback agreement would then be applied to reatothe distribution under their
terms. The effect of the court’'s ruling was totulsite substantially all of the
profits from the one successful portfolio compamy.yrical.

Finger Lakes argues on appeal that the profitablestment entity’s
operating agreement superseded the overarching tdreet and clawback
agreement; even if the clawback agreement was wmoé¢rseded, the Court of
Chancery applied it incorrectly; Lyrical cannotoger its unpaid management fees
through a setoff or recoupment; and, the Court bar€ery improperly limited
Finger Lakes’ indemnification to expenses incurnacktil Finger Lakes was
awarded a partial judgment on the pleadings, idstdaawarding indemnification
for all expenses related to these proceedings.

With one exception, we affirm the Court of Chayteijudgment for the
reasons stated in its decisions. The court cdyrdutld that the operating
agreement did not supersede the term sheet or athwdgreement, because the
parties intended that both agreements would gotieeir overall relationship,
whereas the portfolio company operating agreengoierned only the particular

investment. In other words, the operating agreémeas intended to govern the



distribution from that investment entity, but thestdbution from the specific
investment entity would then be subject to the araring term sheet and
clawback agreement. Further, the Court of Chargapplication of the clawback
agreement, although contrary to the position Lyricek at trial, was supported by
the record and will not be disturbed on appeale Gburt also correctly interpreted
the operating agreement to limit Finger Lakes’ mdédication rights to expenses
incurred up until the point that it obtained a @rjudgment on the pleadings.
After that point, the proceedings did not relatétager Lakes’ status as a member
in that company and thus did not permit furtheemaification.

But, for the reasons set forth below, the CourCbancery erred when it
held that Lyrical could use setoff or recoupment recover time-barred
management fees. Delaware statutory lawD&D C. 8§ 8120, precludes setoff for
amounts owed outside the statute of limitationsrttter, Lyrical cannot assert its
time-barred claims by way of recoupment becaused#fensive claims did not
arise from the same transaction as Finger Lakaghsl.

We therefore affirm in part and reverse in paet jidgment of the Court of
Chancery, and remand to the court to amend itsyaahg in conformance with this

opinion.



.

The Court of Chancery set forth the extensivesféizat bear on this dispute.
Relevant to the one issue we address on appealinttied liability companies
holding each portfolio company paid management fe¢snger Lakes. The term
sheet signed by Mehta, Shalov and Lyrical requihean to split the management
fees at the Finger Lakes’ level in an amount depethdn the source of the fees.
After relations soured and Mehta and Shalov filaidl, £yrical filed a counterclaim
seeking to recover not only its share of managerfessg within the three years
prior to filing its August 15, 2014 counterclaimytalso fees that were due more
than three years before Lyrical filed its countairo—what the Court of Chancery
called the “earlier amounts.”

Finger Lakes argued that laches barred recovetlyeoéarlier amounts. The
Court of Chancery rejected this argument, and irdtkad that “Lyrical can rely
on the earlier amounts, which total $2,509,88%upport its affirmative defenses
of recoupment and setoff, to which laches doesapply.” The court reasoned
that the statute of limitations does not apply hese affirmative defenses. On

appeal, we review the Court of Chancery’s conchsiof lawde novo®

! Finger Lakes Capital Partners, LLC v. Honeoye La#auisition, LLC 2015 WL 6455367
(Del. Ch. Oct. 26, 2015).

“1d. at *21.

33V Inv. Partners, LLC v. ThoughtWorks, Ji&7 A.3d 205, 209-10 (Del. 2011).



Setoff and recoupment are related but differefeértkes. “Set-off is a mode
of defense by which the defendant acknowledgesjubice of the plaintiff's
demand, but sets up a defense of his own agaiagilémntiff, to counterbalance it
either in whole or in part?” Recoupment, on the other hand, “is a species of
defense somewhat analogous to set-off in its chamathe chief distinction,
however, being that the defense of set-off arisgban independent transaction,
but the defense of recoupment goes to the reduofitine plaintiff's damages for
the reason that he, himself, has not complied thth cross obligations arising
under the same contract.”

By statute, setoff is subject to a three yeawugtadf limitations, and cannot
be used to raise from the dead the earlier amufitsis makes sense, as a claim

unrelated to the suit brought by the plaintiff sldonot gain new life from the

* 1 Victor B. Woolley,Practice in Civil Actions And Proceedings in theaL&ourts of the State
of Delaware§ 492 (1906).

°Id. § 503.

® 10 Del. C. § 8120 (“This chapter shall apply to any debt gett by way of setoff or
counterclaim on the part of a defendant. The tifaratation of such debt shall be computed in
like manner as if an action therefor had been conued at the time when the plaintiff's action
commenced.”). Lyrical argues that the Court of I@fgay’s opinion irDelaware Chems., Inc. v.
Reichhold Chems., Incl21 A.2d 913, 918 (Del. Ch. 1956) suggests thahian for setoff is not
subject to statutes of limitations. But the couritem in that case arose from the same
transaction as the plaintiff's claim. Thus, if tdefendant did seek leave to replead his claim
defensively, as the Chancellor indicated he cohbld,claim would have been a recoupment
claim, and therefore, would not have been timeduarSee NVF Co. v. New Castle Cn®376
B.R. 340, 353 (D. Del. 20023ff'd, 61 Fed.Appx. 778, 2003 WL 328428 (3d Cir. Jan.ZD3)
(Table) (noting thabelaware Chemicalswvolves recoupment and not setoff).



happenstance of the plaintiff having sued the diahon an unrelated matter.
Thus, Lyrical cannot rely on setoff to pursue thdier amounts.

Although Lyrical did not raise recoupment as dirmftive defensé time-
barred claims can be considered for recoupment ey arise out of the same
factually-related transaction as the plaintiff'sioch? But the Court of Chancery’s
decision inTIFD 1lI-X LLC v. Fruehauf Production Co., L.LCexplains why
great care should be used before allowing a pargssert a stale claim as a basis
to reduce its liability for a judgment in a suibbght by a party asserting timely
claims. The Court of Chancery explained that:

[W]lhere the plaintiff's claim and the defendant'siefense” are

factually unrelated, the defendant should not benpted to assert

that defense under the rubric of recoupment. Td btherwise would

permit defendants to avoid statutes of limitatigncoeative pleading

without serving the efficiency concerns underlythg doctrine, and

would turn a narrow equitable doctrine designegdomit a summing

up of liabilities in a tightly connected factualsdute into a wide-

ranging license to revive a relationship’s worthstéle grievances,
which long predate the fresh dispute that brings ghrties to court.

" SeeApp. to Opening Br. at 355:
Defendants’ right to set off bars all or part ofaitiffs claims because of
Plaintiff's failure to acknowledge and abide by ttentractual obligations to
Defendants arising under the Clawback AgreementAdiodation Agreement, as
well as potential non-compliance with its obligatounder the HLA Agreement.
8 TIFD 11I-X LLC v. Fruehauf Prod. Co., L.L.(883 A.2d 854, 859 (Del. Ch. 2004) (citing 80
C.J.S. &T1-OFF AND COUNTERCLAIM § 37 (2000))Edgemoor Iron Co. v. Brown Hoisting Mach.
Co, 62 A. 1054, 1055 (1906) (“Recoupment rests orptineciple of the desirability of avoiding
circuity and multiplicity of actions by allowing ¢hdefendant, at his election, to give in evidence
matters growing out of the same transaction by efajefense. . . .”).
9883 A.2d 854 (Del. Ch. 2004).



To sanction such inefficiency and inequity in tleane of recoupment
is inadvisable?

In the TIFD IlI-X LLC case, the plaintiff sought a declaration for the
interpretation of a distribution provision of a pearship agreement following the
partnership’s dissolution, and in response, themtint asserted stale recoupment
claims based on the plaintiff's alleged breachethefpartnership agreement over
the life of the partnershifd. The Court of Chancery refused to allow considenat
of the stale recoupment claims that would havectdtithe final distribution to the
parties, holding that the plaintiff's claim and tthefendant’s recoupment “defense”
were not factually related and thus did not arisead the same transactiéh.That
reticence was sound, and suggests Thab I1I-X LLC should be read, as we do,
to require the transactional nexus requirement umedeoupment to be tightly
constrained.

Here, we do not view as factually related Lyrisadtale defense attempting
to use the earlier amounts arising from the managémf multiple portfolio
companies, and Finger Lakes’ claim for a distriatof the proceeds from the sale
of the portfolio company. Like the Court of Chance reasoning why the specific

investment company agreements did not deal withsthgect matter of the term

101d. at 865.
11d. at 855-65.
1214,



sheet and clawback agreement, we do not view tmBegacontest over the
distribution of profit from the sale of one invegmt under the specific operating
agreement, term sheet, and clawback agreementcamlfg related to Lyrical's
alleged failure to receive management fees owetunder the term sheet, which
Lyrical had a right to receive “no less often ttemually” from 2004 to 201%.
Because the two issues are factually unrelatedcélycan only assert the earlier
amounts as a setoff, which, as explained previgouslyme-barred.

Therefore, we affirm in part, and reverse in ptrg judgment of the Court
of Chancery. On remand, the January 22, 2016 Birder and Judgment of the
Court of Chancery shall be amended to delete papagr5.e. and 6. Jurisdiction is

not retained.

13 App. to Opening Br. at 330.



