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.

A long-term business relationship gone sour has caused former friends and
business partners to pursue each other in litigation. This case represents a piece of
the broader disputebetween theseparties. Theformer partnersareDavidN. Sills, 1V,
sole owner of plaintiff, Daystar Construction Management, Inc. (“DCM”), and
defendant, third-party plaintiff, Bradford Mitchell. The subject of thisportion of the
parties’ disputeinvolvesDCM’seffort toenforceitsrightsagainst Mr. Mitchell under
aloan guaranty it hasreceived by assignment fromWilmington Savings Fund Soci ety
(“WSFS").

The matter was tried to the Court in a two day bench trial. Thereafter, the
Court received post-trial briefing and oral argument. This opinion represents the
Court’ sfindings of fact, conclusions of law and verdict.

I,

Mr. Sillsand Mr. Mitchell began their business partnership in 1993 or 1994.*

They formed several companies together and, through these entities, performed

various services related to the construction industry.? Mr. Sills maintained either a

ID.1.29at 50 (“D.I." shall refer to the applicable docket item.)

’D.l. 29 at 50-55; 126-138. The various companies formed by Sills and Mitchell shdl
hereafter be referred to as the “sub companies,” aterm used by the parties at trial and in post-trial
briefing.



50% or 51% ownership interest in each of the sub companies.®* Mr. Mitchell owned
the remaining shares of each sub company, dthough he was not asked to make any
initial capital investment in any of these entities at thetime of formation.* Theparties
appear to agree that Mr. Sills controlled most if not dl aspects of the finances and
operations of the sub companies.

On October 30, 2001, several of the entities owned by Mr. Sills and Mr.
Mitchell, including the sub companies, entered into business |loan agreements with
WSFS for loans totaling $6,040,000.° Both Mr. Sills and Mr. Mitchell, along with
Mr. Sills' wife and two entities owned and controlled by Mr. Sills, signed identical
personal guaranties for theWSFS|oans.” Theloan agreementsthat were the subject
of these guaranties were not introduced as exhibits at trid and are not otherwise
before the Court.

By all accounts, the sub companies did not perform well financially.®

Consequently, many of theentities frequently would reach the limit of their lines of

®ld. at 48; DX 1, Ex. A (refers to companies owned by the parties).

*D.1. 29 at 99-100.

°D.l. 29 at 53.

°D.I. 29 at 13, 51-52, 90; D.I. 27, Facts Admitted Without Formal Proof, { 1.
'D.1.27,82,12; DX 6, DX 1-3 Ex. H-J.

®D.I. 29 at 54.



credit with WSFS.® When this occurred, either Mr. Sills personally or the
construction company he owned, Daystar Sills Construction Company (“ Daystar
Sills”), would infuse cashinto the entitiesthat werestruggling so that they could meet
their expenses and service their debt® Thus, notwithstanding their financial
difficulties, all of the various sub companies stayed current on their |oan obligations
with WSFS throughout the parties’ relationship.™

The parties offered different reasons as to why the various entities were
structured as they were. It appears quite clear from the evidence, however, that Mr.
Sillsin particular reaped most of the benefits from the symbiotic relationship that
existed between Daystar Sills and the various sub companies, all subchapter S
corporations, and all formed to serve as sub contractors for Daystar Sills and other
entities. Daystar Sills, no doubt, asssted the struggling sub companies in meeting

their obligationsunder theloan agreementsat significant expense.** But Daystar Sills

°Id. at 54.
9d, at 54, 115.

D1, 30 at 70-71; PX5. The sub company loans were paid through Daystar Sills. D.I. 29
at 131 (The sub companies losses and loans were consolidated into Daystar while Mr. Sills
continued to use his personal money to pay Daystar’ sdebt); 1d. at 122-24 (The sub companiesowed
money on the principle of the debt alone, not theinterest); 1d. at 58 (Sillstestifiesthat he contributed
aconsiderable amount towards payment of the sub companies’ expensesand debt service); Id. at 63
(Sillstestifies that the sub companies whose loans were not acquired by DCM, have continued to
make payments only with substantial personal funding).

“D.l.30at9.



received a benefit in return. Indeed, it appears that one goal of the tax structure
arranged by the partieswastoallow Daystar Sills to book the consolidated | osses of
the various sub companies.”® A company owned by Mr. Mitchell, Doors & Drywall
(“Doors& Drywall™), however, wasnot ableto avail itself of the sub company losses
initstax planning because, unlike Daystar Sills, Doors & Drywall was not organized
as a sub chapter S corporation.**

At some point in 2003, Mr. Sills asked Mr. Mitchell to contribute additional
capital to their struggling sub companies. Although the partiesdisagree regarding
Mr. Mitchell’s reasoning or justification, it is clear that Mr. Mitchell declined to
contribute anything further to the sub companies.’® In late August or early
September, 2003, Mr. Mitchell and Mr. Sills terminated their business relationship.
Thiswas effected when the Sills-controlled sub companies and Daystar Sills stopped

doing businesswith Mr. Mitchell’s Doors & Drywall, and Mr. Mitchell was evicted

Bld. at 6-7.

1“D.1. 29at 129. Doors& Drywall waspart of the symbiotic relationship that was established
by Messrs. Sillsand Mitchell that included Daystar Sills (for Sills), Doars & Drywdl (for Mitchell)
and the sub companies (purportedly for both Sillsand Mitchell). Eachreferred businessto the others
and, in some instances, shared resources and personnel. Mr. Mitchell also received a salary and/or
management fee from some or all of the sub companies. D.I. 30 at 50-51. It also appears from
testimony of the Daystar Sillscontroller that Mr. Mitchell was aware of Daystar Sills' use of the sub
company losses for tax planning and agreed to the arrangement. D.l. 29 at 129-30.

*D.l. 29 at 55, 95-96.
°ld.



from premises owned by Daystar Sills.'’

After the parties’ businessrelationship dissolved, WSFS approached Mr. Sills
and asked him to find away to reduce the debt owed to WSFS by Daystar Sills and
the sub companies!® Mr. Sills agreed. With proceeds from a refinancing of his
vacation home, Mr. Sills, through DCM, purchased seven loans from WSFS, at par,
for $725,991.25 (the “ Assigned Loans”).” In exchange, DCM received an absolute
assignment of all rights to the Assigned Loans, as memorialized in an “Absolute
Assignment of Certain Notes and Rights” dated March 31, 2004.%°

Mr. Sillsalso acquired all rightsto enforce Mr. Mitchell’ s personal guarantee
to WSFS.?* Mr. Mitchell’s “Guaranty” provides, in pertinent part, as follows:

1. Definitions

Capitalized terms used herein have the same meaning ascribed to them

in the “Business Loan Agreements’ (hereinafter defined) unless

otherwise defined herein.

1.2 “BusnessLoanAgreements’ meansthosecertain Business

L oan Agreements between Secured Party and the Borrowers related to
and executed in connection with those certain credit facilities or loans

Y1d. at 56-57.

¥d. at 59.

¥See PX 1; D.l. 29 at 15-17, 47-48; D.1. 30 at 68-74.
2px 1.

?1d.; D.I. 30 at 68-72; D.1. 29 at 92-93; Id. at 59-60.
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of up to $6,040,000.00, together with all extensions, modifications,
amendments and renewal s thereof.

2.  Guaranteed Obligations

In consideration of any extension of credit . . .. by Secured Party to
Borrower, . . . . Guarantor hereby guarantees (a) the full and prompt
payment to Secured Party when due, whethe by acceleration or
otherwise, all indebtedness and (b) the prompt, punctud and full
performance of all of the Borrower’s obligations under the Business
Loan Agreements.

5. Performance upon Default.

Upon the occurrence of Event of Default [undefined in the Guaranty]

under any of the Business Loan Agreements, Guarantor hereby agrees
to perform and pay the Guaranteed Obligations. . . . (c) without demand
for payment or proof of such demand; [and] (d) without requiring
Secured Party to resort first to Borrower or to any other guarantee or any
collateral which the Secured Party may hold . . . .

8.  Waiver of Defenses

ThisGuaranty isabsol ute and unconditional and shall not be affected by
any act or thing whatsoever, except as herein provided. Accordingly,
Guarantor unconditionally and irrevocably waives all defenses which,
under principles of guarantee or suretyship law, may otherwiseoperate
to impair or diminish the liability of Guarantor hereunder.

11. Joint and Several Obligations

Theliability and obligationsof Guarantor shall bejoint and several with
any other person who signsthis Guaranty and with all other guarantors
of the performance of the Guaranteed Obligations.

12. Termination

ThisGuaranty shall remain in full force and effect asto Guarantor urtil
all Indebtedness outstanding, or contracted or committed for (whether
or not outstanding) shall be finally and irrevocably paid in full.



14. Interest in the Indebtedness

The rights and benefits of Secured Party hereunder shall, if Secured
Party so directs, inure to any party acquiring any interest in the
Indebtedness or any part thereof. Secured Party specifically has the
right to assign this Guaranty.*

On April 30, 2004, DCM, through counsel, sent a letter to Mr. Mitchell in
which DCM demanded that Mr. Mitchell pay 49% of the amount paid for the
Assigned Loans pursuant to Mr. Mitchel I’ spersonal guaranty.?® Accordingto DCM,
the borrowerswereno longer ableto make payment on the loans and, therefore, Mr.
Mitchell was personally obligated to make good on his personal guaranty in
accordance with his 49% ownership interest in the various borrowing entities. Mr.
Mitchell denied any personal responsibility for the Assigned Loans, and DCM
initiated this suit.

1.

DCM allegesthat it received a valid assignment of the Assigned Loans from
WSFS. Accordingto DCM, sincethe borrowers have now defaulted on the A ssigned
Loans, DCM, asthe“replacement lender,” may enforcethe persond guarantiesit has
received by assignment from WSFS in connection with the Assigned Loans,

including the one from Mr. Mitchell. DCM claimsthat it is entitled to receive from

*pPX 6.

2pX 2.



Mr. Mitchell the entire amount paid to WSFS for the Assigned Loans, but it has
agreed to demand only an amount commensurate with Mr. Mitchell’s ownership
interest in the borrowers that are subject to the Assigned L oans.*

Mr. Mitchell counters that DCM’s claim suffers from a failure of proof.
Specifically, he argues that DCM has failed to establish that the borrowers have
defaulted on the Assigned L oans such that his persond guaranty wouldbetriggered.
In addition, heargues that his personal guaranty has been extinguished by virtue of
the fact that DCM has*“paid off” the Assigned Loans. Fnally, he argues that the
Court should declineto enforce his personal guaranty because DCM hasviolated the
covenant of good faith and fair dealing that was inherent in Mr. Mitchdl’ s guaranty
to WSFS by establishing an elaborate scheme to cause the borrowers to stop paying
on the Assigned L oans so that Mr. Sills could pursue Mr. Mitchell personally on the
debt. Inthe event the Court rejects these defenses, Mr. Mitchell seeks contribution
fromthe debtors and other guarantors (all third party defendants hereto) and asksthe
Court to apportion damages.

Inreply, DCM argues that Mr. Mitchell has mischaracterized the state of the

Assigned Loans. While it may be true that the loans were current as of April 30,

“DCM acknowledges that it has only sought to enforce its rights under Mr. Mitchell’s
guarantee and has not pursued any of the other co-guarantors.

8



2004, the date of DCM’ s demand, the borrowers have not paid a nickle on theloans
since then and this failure constitutes an “event of default” under Mr. Mitchell’s
personal guaranty. Inaddition, DCM takesissuewithMr. Mitchell’ scharacterization
of the loan assignment transaction. Specifically, according to DCM, it did not “ pay
off” the Assigned Loans, but rather it acquired them from WSFS at par pursuant to
a valid assignment. Mr. Mitchell’s personal guaranty, therefore, has not been
extinguished. Finally, DCM disputesthat it has acted in bad faith and contendsthat
it issimply enforcing its rights under clear and unambiguous contracts entered into
by Mr. Mitchell at arms-length.
V.

At the heart of thisdispute is afundamentd difference in theway the parties
view their prior businessrelationship and the manner in which the WSFS loans fit
within that relationship. For his part, Mr. Sills portrays Mr. Mitchell as an active
participant in and beneficiary of the symbiotic relationship tha existed between and
among Daystar Sills, Doors & Drywall and the various sub companiesthat heowned
with Mr. Mitchell. Mr. Mitchell’s drywall company (Doors & Drywall) received
business and financial assistance from Daystar Sills, and Mr. Mitchell himself
received wage and benefit compensation fromthe sub companies. Thetax structure

of the various entities enured to the benefit of both Mr. Sills and Mr. Mitchell.



Mr. Mitchell viewstherelationship differently. From hisperspective, Mr. Sills
and Daystar Sills reaped most of the benefit of the rel ationship between Daystar Sills
and the sub companies, and the relationship between Mr. Sills and Mr. Mitchell.
According to Mr. Mitchell, the sub companies “were established to serve Sills' and
Daystar [SillS'] tax planning needs” to the tune of “millions of dollarsin tax shelters

..”?> When their relaionship soured, Mr. Sills simply decided to stop paying on
the Assigned Loans so that he could attempt to extract funds from Mr. Mitchell
pursuant to Mr. Mitchell’s guaranty. Under these circumstances, Mr. Mitchell
contendsthat he personally owes nothing towardsthe Assigned L oans, nor should he
be required to pay anything towards them since he received virtually no benefit from
them.

After reviewing the trid record and the parties' post-trial submissions, it is
clear to the Court that the parties’ vastly different perspectives and/or portrayals of
their business relationship have animated the factual and legd positions they have
takeninthislitigation. Accordingly, aspart of thefact-finding process, the Court has
endeavored to undergand “the big picture” asit considers the particular claims and
defenses that have been raised here. Where relevarnt, the Court’s findings in this

regard will bereferencedintheanalysis. Aswill bediscussed below, however, much

»D.l.35at 9.
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of this dispute revolves aound contractual documents that were negotiated by
sophisticated businessmen and an institutional lender & arm-length. Thus, to the
extent these documentsare clear and unambi guous, and their terms are dispositive of
aclaim or defense, the Court will follow theletter of the contract without regard to
parol evidence or extrinsic considerations.

A.  TheBurden of Proof

The Court begins with the fundamental observation that plaintiff bears the
burden of proving its breach of contract claim by a preponderance of the evidence.”
In thisregard, the Court must be mindful that if the evidence presented by the parties
during trial is inconsistent, and the opposing weight of the evidence is evenly
balanced, then “the party seeking to present a preponderance of the evidence has
failed to meet itsburden.” ?” When bal ancing the evidence, the Court has applied “the
customary Delaware standard to the trial tesimony:”

| must judgethe believability of each witness and determine theweight

to begivento al trial testimony. | considered each witness' smeans of

knowledge; strength of memory and opportunity for observation; the

reasonableness or unreasonableness of the testimony; the motives

actuating the witness; the fact, if it was a fact, the testimony was
contradicted; any bias, prejudice or interest, manner or demeanor upon

*The Court will address the burden of proof with respect to Mr. Mitchell’s affirmative
defense below.

“’Eskridge v. Voshell, 593 A.2d 589 (Del. 1991), (citing Guthridge v. Pen-Mod, Inc., 239
A.2d 709, 713 (Del. 1967)).
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the witness stand; and all other facts and circumstances shown by the

evidence which affect the believability of the testimony. After finding

some testimony oonflicting by reason of inconsistencies, | have

reconciled the testimony, as reasonably as possible, so as to make one

harmoniousstory of it all. Totheextent | could not dothis, | gave credit

to that portion of testimony which, in my judgment, was most worthy of

credit and disregarded any portion of the testimony which, in my

judgment, was unworthy of credit.”®

B. DCM Acquired The Assigned L oans From WSFS

Mr. Mitchdl has argued that his guarantee obligations were extinguished
because DCM *“paid off” the Assigned Loans. In other words, according to Mr.
Mitchell, there are no longer any loans for him to guarantee. After reviewing the
evidence, the Court issatisfied that DCM purchased the Assigned L oansfrom WSFS;
there was no “pay off” which would extinguish Mr. Mitchdl’ s obligations under his
personal guarantee. Inthisregard, it should be noted that DCM was not a borrower
on any loan fromWSFS, nor did it purport to be acting on behalf of aborrower when
it negotiated with WSFS. DCM was formed by Mr. Sills for the sole purpose of
acquiring the Assigned Loans from WSFS and then securing payment of the loan
obligationsfrom either the borrowers or theguarantors. Mr. Mitchell has offered no

factual basisintherecord nor any legal authority that would justify acharacterization

of the transaction as anything other than what it purported to be: an acquisition of

“Djonisi v. DeCampli, 1995WL 398536, at * 1 (Del. Ch. June 28, 1995).
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loans (debt instruments) at par value.

Moreover, Mr. Mitchel I’ s personal guaranteestatesthat it “shall remaininfull
forceand effect asto Guarantor (Mitchell) until all Indebtedness outstanding ... shall
be finally and irrevocably paid in full.”?® It is clear that the “Indebtedness,” as
defined in Mr. Mitchell’ s personal guarantee, indudes not only the Assigned L oans,
but also all of the other loans secured on behalf of the various sub companies that
werenot purchased by and assigned to DCM and remain outstandingto WSFS. Thus
even if one might characterize DCM’s transaction with WSFS as a payoff of the
Assigned Loans, the transaction still would not terminate Mr. Mitchell’ s personal
guarantee because “al Indebtedness outstanding” has not been “paid in full.”

C. PlaintiffsHave Established An “Event of Default”

Inhispost-trial brief, Mr. Mitchell argued that DCM cannot establish an“event
of default” on the Assigned L oansto which his personal guarantee attached because
it failed to present any evidence regarding the terms of the underlying loans. DCM
acknowledgesthat it did not put the loan agreementsinto evidence at trial but argues
that the Court can “take notice” of the fact that afailure to pay the loans constitutes
an event of default. The parties do not dispute that the borrowers stopped paying on

the Assigned Loans prior to DCM’s demand that Mr. Mitchell make good on his

#pPX 7 at 112 (emphasis supplied).
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personal guarantee. At oral argument after trial, Mr. Mitchell’s counsel conceded
(appropriately) that nonpayment of the Assigned Loans would be an event of
default.*® The Court sofindsand, accordingly, Mr. Mitchell’ sargument inthisregard
isrejected. The Court is satisfied that DCM has established an event of default.

D. TheCovenant of Good Faith and Fair Dealing

Mr. Mitchell’ s showcase defenseisthat DCM should be barred from recovery
because it has acted in bad faith. Specifically, he alleges that Mr. Sills, through
DCM, caused the borrowersthat he controlled to default on their |oan obligations so
that Mr. Sills, through DCM, could pursue Mr. Mitchell under hispersonal guarantee.
He has couched thisdefense as an allegation of “bad faith.” Inessence, Mr. Mitchell
contends that DCM has violated the covenant of good faith and fair deding (“the
covenant”) that isimplied in hispersonal guarantee by causing an event of default on

the underlyingloan agreements.®* This defenseraises several predicate legal issues:

¥D.I. 42 at 53-56.

*1The Court notes that Mr. Mitchell himself has characterized his “bad faith” aigument asa
violation of the covenant. D.l. 35at 8-9; D.I.27. The Court asonotesthat Mr. Mitchell has neither
pled nor attempted to prove that his defenses are based on any fiduciary duty or other special
relationshipthat Mr. Sills might owe towards or havewith him. 1d. Mr. Mitchell has not made any
claims or arguments under the Uniform Commercial Code. Id. Nor has he sought to invoke any
theories of “lender liability,” either by statute or othewise. 1d. He raised fraud in his amended
answer but alleged no factsto support the defense. He then apparently abandoned the defensein the
pretrial stipulation, in hispresentation at trid, and in post-trial briefing. 1d. Accordingly, the Court
will consider his asserted defense of “bad fath” only in the context in which he has argued it here,
i.e, asaclaimthat Mr. Sillsand/or DCM have breached the covenant.

14



(1) isthe covenant avail able as adef ense to abreach of contract claim;* (2) if o, is
it an affirmative defense for which Mr. Mitchell would carry the burden of proof; (3)
what must Mr. Mitchell prove in order to be relieved of his contractual obligations
under his personal guarantee; and (4) if the covenant isavailable as adefense to Mr.
Mitchell as a matter of law, is his personal guarantee sufficiently ambiguous on the
Issue of hisrepayment obligation to allow the Court to imply the covenant to relieve
him of that obligation. The Court will address these isaues seriatim.
1.  TheCovenant Asa Defense

The Court has not located any Delaware authority that directly addresses the
guestion of whether the covenant can be raised as a defense in a breach of contract
action.®* In Delaware, the covenant generally israised by plaintiffs as one of several
clams of breach, or as a cross or counter claim asserted by the defendant

Nevertheless, there does appear to be authority d sewhere that would support the use

2Mr. Mitchell has nat raised the covenant as a counterclaim.

¥The Court acknowledges that “bad faith” frequently is raised as a defense in both tort and
contract actions. As stated, Mr. Mitchell has refined his allegation of bad faith by focusing on an
alleged violation of the covenant. Itisin thislimited context that the Court notes an apparent lack
of authority.

¥ See e.g. O'Tool v. Genmar Holdings, Inc., 387 F.3d 1188 (10th Cir. 2004); Dunlap V.
State Farm Fire & Cas. Co., 878 A.2d 434 (Del. 2005); DuPont v. Pressman, 679 A.2d 436 (Del.
1996); In re: Fitzgerald v. Cantor, 1998 WL 842316 (Del. Ch. Nov. 10, 1998); Ariba, Inc. v.
Elec. Data Sys. Corp., 2003 WL 943249 (Del. Super. Ct. Mar. 7, 2003) (all cases illustrating use
of the covenant of good faith and far dealing either as a counter-claim or a direct claim for
relief).
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of the covenant as a defense to a breach of contract clam. For instance,
Massachusetts allows the covenant to be raised as a defense in order “to guarantee
that the parti es remain faithful to the intended and agreed upon expectations of the
parties.” *

Although Delaware courts have not addressedthe questioninthecivil context,
our Supreme Court recently made it clear that a criminal defendant may seek to
rescind a plea agreement on the ground that the State violated the covenant in the
negotiation or implementation of the deal.** Specifically, the Court held:

“[W]emakeexplicit what was alwaysimplicit: in Delaware, a covenant

of good faith and fair dealing appliesto plea bargains as well asto any

agreement between a criminal defendant and the State. ‘Stated in its

most general terms, the implied covenant requires a party in a

contractual relationship to refrain from arbitrary or unreasonable

conduct which hastheeffect of preventing the ather party to the contract

from receiving the fruits of the bargain.’”*’

Other jurisdictions have taken a similar approach to rescind otherwise

% See Citizens Bank of Mass. v. Bus. Prod. Online, Inc., 2006 WL 541038, *3 (Mass.
Super Ct.. Feb. 14, 2006) (quoting Uno Rest. v. Boston Kenmore Realty, 805 N.E.2d 957 (Mass.
2004)).

% Colev. Sate, 2005 WL 2805562, at *5 (Del. Oct. 19, 2005).
¥1d. (quoting Dunlap, 878 A.2d at 442).
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enforceablepleaagreements.® From thesecases, the Court has drawn the conclusion
that the covenant can be raised as adefense to abreach of contract claim in the avil
context. The covenant, asanimplied term, appliesto all partiesto acontract. It only
makes sense, therefore, that all parties to a contract may rely upon the covenant in
litigation, whether they are plaintiffs or defendants.
2. AsRaised Here, The Covenant Is An Affirmative Defense

The burden of proving a breach of the covenant is generally placed upon the
party asserting the violation.*® A party wishing to avail itself of the covenant must
make an affirmative showing of “oppressive or underhanded tactics’ that have
thwarted the spirit of the agreement.”® Although the Court has found no Delaware
decisiondirectly on point, the Court issatisfied that aplantiff in abreachof contract
claim need not establish, as a prima facie element of itsclaim, that it has complied

with the covenant. Rather, to the extent the fact finder isto consider the plaintiff’s

¥Jate v. Lutes, 120 P.3d 299, 303 (Idaho 2005) (“Where . . .a defendant argues that his
guilty pleawas not voluntary as aconsequence of thestate breaching animplied term of thecontract,
we necessarily examine whether that implied teem can be reasonably inferred from the express
language of the contract.” This examination was used to seeif the defense’ s argument of a breach
of implied contractual terms in a plea bargain is valid. While defendant’s argument failed, the
court’ s reasoning invoked methods consistent with applying the covenant.).

¥ See Gregg v. NYLCare Health Plans, Inc., 2000 WL 336553, at *4 (D. Or. Mar. 30,
2000)(explaining that a plaintiff must make some showing based on the terms of the contract that
indicate a violation of good faith and fair dealing has occurred).

“0In re Cendant Corp. Sec., 2006 WL 1342808, at *4 (3d Cir. May 17, 2006).
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non-compliance with the covenant as a basis to defeat the plaintiff’s breach of
contract claim, it isupto the defendant to raisetheissue and then affirmativedy prove
the plaintiff’s material breach, either in the context of a cross claimor, at least, an
affirmative defense.

Mr. Mitchell’ samended answer did not assert the covenant as an affirmative
defense.** He did, however, raise fraud but did not state a factual basis for this
defense.”” The first instance where Mr. Mitchell appears to raise the issue of “bad
faith” is in his response brief in opposition to DCM’s motion for summary
judgment.”® He then reiterated his claim of bad faith in the pretrial stipulation and,
as stated, this was his primary defense at trial without objection.*

Thepretrial stipulation may supersedetheinitial and responsive pleadingsand
provide adequate notice of a claim or defense under certain circumstances”® The
Court is satisfied that Mr. Mitchell has provided adequate notice of his bad

faith/covenant defense in the pretrial stipulation and that it should be considered on

“D.I. 8.

“|d. at Y18.

“D.I. 17.

“D.I. 27, at 83, 13 (Mitchell’ sissues of fact to be litigated).
“°See Alexander v. Cahill, 829 A.2d 117, 129-130 (Del. 2003).
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the merits.*®
3. Only A Material Breach Will Excuse Performance

Having concluded that the covenant may be raised as an affirmative defense to
abreach of contract claim, the Court next considersinwhat manner the covenant will
operateto relieve a defendant of his obligations under a contract. Generally, a party
may only be excused from performance of a contract when the other party has
materially breached the contract. “It is a basic tenet of contract law that a party is
excused from performance under a contract if the other party isin material breach
thereof.”*” “The converse of thisprincipal isthat a slight breach by one party, while
giving riseto an action for damages, will not necessarily terminate the obligationsof
theinjured party to perform under thecontract.” *® Asthe Court of Chancery explained
in BioLife:

Non-performanceby aninjured party under such acircumstance operates

asabreach of contract. The question whether the breach is of sufficient

importanceto justify non-performanceby the non-breaching partyisone
of degree and isdetermined by weighing the consequencesin thelight of

**The Court notes that DCM has not raised the issue of whether Mr. Mitchell has propely
preserved abad faith/covenant defense. Nevertheless, having concluded that the covenant may be
raised as an affirmative defense, the Court fdt obliged to determine whether Mr. Mitchell had
properly done so in this case.

*"Word v. Johnson, 2005 WL 2899684, at *4 (Del. Ch. Oct. 28, 2005).

*BioLife Solutions, Inc. v. Endocare, Inc., 838 A.2d 268, 278 (Del. Ch. 2003) (citationsand
internal quotations omitted).
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the actua custom of men inthe performance of contracts similar to the
one that isinvol ved in the specific case.”*

Accordingto the Restatement of Contracts, when determining whether abreach
(i.e. “a failure to render or to offer performance”) is mateial, the following
circumstances are significant:

(@) the extent to which the injured party will be deprived of the bendit
which he reasonably expected;

(b) the extent to which the injured party can be adequately compensated
for the part of that benefit of which hewill be deprived;

(c) the extent to which the party failing to perform or to offer to perform
will suffer forfeiture;

(d) the likelihood that the party failing to perform or to offer to perform
will cure his failure, taking account of all the circumstances including
any reasonabl e assurances;

(e) the extent to which the behavior of the party failing to performor to
offer to performcomportswith standar ds of good faithand fair dealing.*

“ Adherence to the standards stated in Subsection (€) is not conclusive, [however],
since other circumstances may cause a failure to be material in spite of such

adherence. Nor is non-adherence conclusive, and other circumstances may cause a

“1d. (citationsand internal quotationsomitted). See also DeMariev. Neff, 2005 WL 89403,
at *4 (Del. Ch. Jan. 12, 2005) (“[A]lthough a material breach excuses performance of a contract, a
nonmaterial-or de minimis-breach will not allow the non-breaching party to avoid its obligations
under the contract.”).

% Restatement (Second) of Contracts § 241 (1981) (emphasis supplied).
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failure not to be material in spite of such non-adherence.”** Therefore, the fact that
a party has breached the covenant (i.e. non-adherence to subsection (€)) may or may
not be considered “material” depending upon the circumstances of the case.®® The
inquiry is fact-intensive. For now, it suffices to say that to be excused from his
contractual obligation to satisfy his person guarantee of the Assigned Loans, Mr.
Mitchell must establish that DCM has committed a material breach of the covenant.

As explained below, his proof at trial fell short of this mark.

1 1d. cmt. f.

2 See e.g. Carvel Corp. v. Diversified Mgmt. Group, Inc., 930 F.2d 228, 230-31 (2d Cir.
1981) (noting that “every contract contains an implied covenant of good faith and fair dealing” and
that plaintiff was "under aduty to perform the contract in good fath and ... afailureto do so could
be considered a material breach.") (emphasis supplied). Other jurisdictions also recognize that a
breach of the covenant can amount to amaterial breach. See RW Power Partners, L.P. v. Va. Elec.
and Power Co., 899 F. Supp. 1490, 1498 (E.D. Va. 1995) ( Under Virginialaw, the “breach of the
duty of good faith and fair dealing requires more than mere inattention to good business practice”
in order to be considered a materid breach.); Rand-Whitney Containerboard Ltd. P’ ship v. Town
of Montville, 2005 WL 2042066, at * 3 (D. Conn. Aug. 23, 2005) (Holding that to establish tha a
breach of the covenant is material requires the non-breaching party to “identify und sputed facts
about which conduct constituted plainti ff's bad faith.”); Ssangyong Inc. v. Innovation Group, Inc.,
2000 WL 1339206, at * 9 (S.D. lowa July 27, 2000)(Holding that the plaintiff’s delaysin issuing
letters of credit to the defendant were commercially unreasonable and “[w]hen viewed as awhole,
these delays, coupled with [plaintiff’s] failure to respond to [defendant’s] inquiries, amount to a
material breach of the implied covenant of good faith and fair dealing.”) (emphasis supplied);
Connaghan v. Maxus Exploration Co., 1992 WL 535618, & * 10 (D. Wyo. Feb. 4, 1992) (“This
Court now holdsthat the realigned plaintiffs are precluded from recovering for tha breach by their
own prior material breach of the implied covenant of good faith and fair dealing (in unreasonably
withholding consent to the settlement.”)).
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4, The Covenant IsNot Implicated By These Facts

Goodfaith and fair dedingisrequiredintheperformanceof all contracts. The
covenant is the means by which courts will enforce this obligation when the parties
themselves have not specifically addressed theissueintheir oral or written contract.>
The definition of good faith and fair dealing is fluid and depends upon the factsand
circumstances of a given case and the specific terms of the parties agreement. In
general, good faith captures the notion that neither party to acontract will subvert the
other party’s right to receive the intended benefit of the bargain.>> Similarly, the
covenant directsthe parties not to facilitate an "evasion of the spirit of the bargain."*°
TheUniform Commercial Code,inthecontext of salescontracts, codifiesthe covenant
by requiring "honesty in fact in the conduct or transaction concerned ... and the

observance of reasonable commercial standards of fair dealing in the trade."*" Yet

%3 Pressman, 679 A.2d at 443.
> Dunlap, 878 A.2d at 440-1.

% SAMUEL WILLISTON & RICHARD A. LORD, A TREATISE ON THE LAW OF CONTRACTS
§ 38:15, 437 (2000).

® RESTATEMENT (SECOND) OF CONTRACT S § 205D (1981).

" Pressman, 679 A.2d at 443.
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another description of good faith offered by courtsissimply the absenceof bad faith.*®
At the end of the day, despite the many characterizations of the term, and the general
guidance that can be drawn from these descriptions, good faith must be determined
from the context of the contractual relationship of the parties and the circumstances
surrounding the alleged breach.>

A party generally breachesthe covenant by frustrating the overarching purpose
of the contract.®® Thefirst step in applying thecovenant, therefore, isto examine the

contract to determineif the alleged breach is clearly addressed withinthe terms of the

% See Emily Houh, The Doctrine of Good Faith in Contract Law: A (Nearly) Empty
Vessel?, 2005 UTaH L. Rev. 1, 5-6 (2005) (explai ning that defining good faith as a corollary to
bad faith is the primary principle of the so-called “Excluder” analysis. This method of
understanding the covenant seeks not to define wholly what constitutes good fath, but instead to
leave its application open to various contexts while excluding “certain heterogeneous forms of
bad faith.”)(citations omitted). This theory is the one adopted by the Restatement. See
RESTATEMENT (SECOND) OF CONTRACT S 8 205D (1981). It also isthe theory that appears to have
been endorsed by our Supreme Court. See e.g. Dunlap, 878 A.2d at 441 (“good faith has no set
meaning, serving only to exclude a wide range of heterogeneous forms of bad faith.”)(citations
omitted).

% See Werner Ebke, Good Faith and Fair Dealing in Commercial Lending Transactions:
From Covenant to Duty and Beyond, 49 Onio Srt. L.J. 1237, 1238 (1989) (explaining that the
“covenant” of good faith and fair dealing ismerely the application of the “duty” of good faith and
fair dealing to a contract and must be considered in the context of the particular relationship at
issue).

% See Dunlap, 878 A.2d at 442.
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agreement.®* Regardlessof what the partiesmay allegeinlitigation, if thetermsof the
contract arefacially clear, the parties must be held to thoseterms. It would violate the
basic principles of contract construction to allow any other result.®
Surety and guarantee contracts, like all others, are subject to good fath and fair
dealing.”® The contextin which thecovenant might apply in these situations, however,
isexceptionally rare. Delawarecourtsfrequently hold that alack of goodfaith defense
iIsunavailablein casesinvolving ademand for payment because the ability to demand
is an agreed upon term explicit in the contract.** For instance, when a contract

expressly states a loan is payable on demand, the court cannot dilute these explicit

¢ See Frontier Qil Corp. v. Holly Corp., 2005 WL 1039027, at *28 (Del. Ch. Apr. 29,
2005) (quoting Cincinnati SVISA Ltd. P’ ship v. Cincinnati Bell Cellular Sys. Co., 708 A.2d 989,
992 (Dd . 1998)) (“[ T]he implied covenant may only be invoked whereit is‘clear from what was
expressly agreed upon that the parties who negotiated the express terms of the contract would
have agreed to proscribe the act later complained of.””).

62 See Dunlap, 878 A.2d at 441 (quoting Tymshare, Inc., v. Covell, 727 F.2d 1145, 1152
(D.C. Cir. 1984)) (stating the doctrine requires the "honoring [of] the reasonable expectations
created by the autonomous expression of the contracting parties.”).

% See Int’l Fid. Ins. Corp. v. Delmarva Sys. Corp., 2001 WL 541469 (Del. Super. Ct.
May 9, 2001) (allowing surety claims to use the covenant of good faith and fair dealing when
suing for damages).

® First Fed. Sav. Bank v. CPM Energy Sys., 1993 WL 138986, at *2 (Del. Super. Ct. Apr.
22, 1993)(“[Delawae] courts have consistently held that the lack of good faith defense is
unavailablein a suit to collect on ademand note. Generdly, the rationale is that the execution of
a demand note constitutes an agreement between the borrower and the lender that the note may
be called for payment at any time, and without cause.”).
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terms.”> A lack of good faith defense inasurety context requires a showing of fraud,
deception, or conduct otherwise lacking good faith in the decison to call the loan.®

While fraud and deception are easily definable within standard Delaware law,
it isnot clear what needs to be shown to find a party “otherwise lacking good faith.” ®’
Itis, however, clear that if the contractual conditions preceding the ability to demand
payment are met, the motivations for the demand areirrelevant.®® The fact that the
exercise of agood-faith business decision might incidentally harm the other party to
the contract is of little moment in the breach analysis.”®

Fromthisperhapsoverly exhaustive survey of thelegal standardsrelating to and

% Seeid. at *3 (explaining that the loan explicitly stated it was payable on demand and
that Defendant failed to provide evidence to back his defense).

% Seeid.

" Seeid. at *3 (Discussing the claim of bad faith the court first notes the explicit terms of
the contract do not provide for any conditions or restrictions before it further explains that the
individual representing the instrument holder was “honest and forthright in his dedings with
defendant”).

% See Gilbert v. El Paso Co., 490 A.2d 1050, 1055 (Del. Ch. 1984) (stating that when the
conditions for calling aloan are made explicit, absent fraud, the motivations for calling the loan
are irrelevant); Sate . Bank & Trust Co. v. Inversiones Errauriz Limitada, 374 F.3d 158 (2d
Cir. 2004) (same).

% See M/A-Com Security Corp. v. Galesi, 904 F.2d 134, 136 (2d Cir. 1990) (quoting Van
Valkenburgh, Nooger & Neville, Inc. v. Hayden Publishing Co., 281 N.E.2d 142, 145 (N.Y.
1972)) (“[T]he implied covenant does not extend so far as to undermine a party’s ‘generd right
to act on itsown interest in away that may inddentally lessen’ the other party’ s antidpated fruits
from the contract.”).
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practical applications of the covenant, several principl esemergethat direct the Court’s
analysis here. First, the Court must look to the operative agreement to determine if
thereisroom to imply the covenant in the midst of the parties’ express agreements and
understandings. Second, the Court must take note of the nature of the contract at issue
to determine how (or even if) the covenant fits under the circumstances. Third, the
Court must look specifically at DCM’ s condud to determine if it rises to the level of
a material breach of the covenant such that Mr. Mitchdl may be relieved of his
personal guarantee of the sub companies’ debt.

It isimportant first to note that Mr. Mitchell has neither alleged nor proven that
DCM has breached the express terms of his personal guarantee or any of the other
operative agreements i n connecti on with DCM’s purchase of the loans from WSFS.
Implicit in this concession is a recognition that DCM has complied with the letter of
the operative agreements and has pursued a course authorized by their terms. By all
accounts, the loans held by WSFS were fredy assignable in the discretion of WSFS.”
Mr. Mitchell’s personal guarantee to WSFS likewise was freely assignable.”* The

holder of the assigned guarantee, DCM, was authorized to seek fromMr. Mitchell the

“SeePX 1; D.I. 29 at 16; D.I. 30 at 71-72.

"See PX 6 at 14
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entire amount of the“ Guaranteed Obligations’ without first resorting to the borrowers
or any other guarantor.” Mr. Mitchell acknowledged that the guarantee was “absol ute
and unconditional” andthat he “unconditionally and irrevocable waiv[ed] all defenses
which, under principlesof guarantee or suretyship law, may otherwiseoperatetoimpair
or diminish [Mr. Mitchell’ s liability under the guaranteg].” "

An event of default occurred when the borrowers stopped paying on the
Assigned Loans because they were no longer financially able to do so. DCM, asthe
Secured Party under the guarantee, was expressly permitted to seek repayment of the
entire amount of the Assigned Loans from Mr. Mitchell or any of the other co-
guarantors.” Under these circumstances, DCM’ smotivation for seeking to recover the
entireamount fromMr. Mitchell - - abargai ned-for right of the Secured Party towhich
Mr. Mitchell expressly agreed - - is simply not relevant.”

In addition to concluding that the covenant defense doesn’t fit within settled

1d. at 5.
“d. at 18.
“1d. at 5.

See Gilbert, 490 A.2d at 1055 (“Where, as here, the conditions are expressed, the
motivations of theinvoking paty is, inthe absence of fraud, of littlerelevance”); Cincinnati SMISA
Ltd., 708 A.2d at 993 (* The unambiguous terms of the Agreement ultimately defeat the plaintiff’s
case [based on the covenant].”); Dunlap, 878 A.2d at 441 (“one generally cannot base a claim for
breach of theimplied covenant on conduct authorized by the termsof the agreement.”)(citationsand
internal quotations omitted).
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parameters established in the legion of cases addressing itslimited use, the Court also
notes that the defense as raised here suffers from afactual disconnect that is difficult
to reconcile. Clearly, Mr. Sills, through Daystar Sills and personally, was largely
responsiblefor keeping the sub companies afl oat asthey struggled to make ends meet.
Mr. Mitchell contends tha Mr. Sills' commitment to the sub companiesis explained
by the substantial benefit he and his company derived from the floundering sub
businesses in the form of ggnificant tax advantages. Yet, even under these
circumstances, Mr. Mitchell waswilling to executea personal guarantee for extensive
|oan obligations undertaken by the sub companies - - apersonal guaranteethat allowed
the lender to choose from whom to collect in the event of a default.

Mr. Mitchell’ swillingnessto expose hispersonal assetsevidencesacommitment
tothefinancial well being of the sub companiesand an understanding that all interested
parties- - the lender and the co-guarantors (including hisbusiness partner) - - expected
that he would contribute financially, if need be, should the sub companies struggle
financialy. When WSFS approached Mr. Sills to reduce the amount of the combined
loan portfolio after consistently poor performance from the sub companies, a fact
unrebutted in the record, it should have come as no surprise to Mr. Mitchell that Mr.
Sillswould look to himto assist in the effort, particularly given the amounts Daystar

Sillsand Mr. Sills personally had already contributed. WhenMr. Mitchell declined to
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help, Mr. Sillspursued acourse laid out by the clear and unambiguous |oan documents
to which Mr. Mitchdl was party. Bad faith, in any form, is hard to find under these
circumstances. A “material breach” of the covenant - - Mr. Mitchell’s ticke to
excused performance under his guarantee - - is far from present in these facts.

E. Mr. Mitchell’s Contribution Claim

Mr. Mitchell has brought third party claimsfor contribution against each of the
co-guarantors of the Assigned Loans. These third-party defendants have alleged that
Mr. Mitchell’s contribution claim is not ripe because he has not discharged his
obligationto DCM, i.e., he has not paid more than his proportionateshare of thejoint
obligationto DCM which, according to the third party defendants, isthe entire amount
demanded by DCM initscomplaint.” Mr. Mitchell answersby arguing that Delaware
Superior Court Civil Rule 14 and settled Delaware practice permit himto prosecutehis
contribution claim now since his claimfor contribution is contingent upon the success
of DCM’sclaim againgt him.”” Both parties, technically, arecorrect.

It is the law of Delaware that, for purposes of calculating the statute of

limitations, a clam for contribution or indemnification accrues at the time the party

*See D.1.14, citing Brooks v. Savitch, 576 A.2d 1239, 1235 (Del. Super. Ct. 1989).

"See D.I. 15, citing McMichael v. Delaware Motor Coach Co., 107 A.2d 895, 896 (Del
Super. Ct. 1954).
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seeking contribution or indemnification “suffers loss or damage through payment of
aclaim after judgment or settlement.” ® It is also the law of Delaware, however, that
if contribution or indemnification claims are brought as derivative cross or third-party
claims, i.e., the claimant’ sright to indemnification or contribution is contingent upon
the success of the plaintiff’sdirect claimagainst him, then the court may adjudicatedl
claims together in the interest of judicial economy.”™ This is the posture of Mr.
Mitchell’ s third party claims here. Accordingly, thethird party defendant’s motionto
dismiss Mr. Mitchell’s claims for contribution is DENIED.

Thepartiesdid not actively litigatethecontributionclaimsat trial for reasonsnot
entirely clear tothe Court® Perhapsthe partieswere awaitingadefinitiveword onthe
motionto dismiss® Inany event, in the pre and post trial submissions, the Court has
received several different views of Mr. Mitchell’s liability for the Assigned L oans.
DCM and the third part defendants have suggested that heisliable for the full amount

of the Assigned L oansin accordancewith hisjointand several liability per hispersonal

8Chesapeake Utility Corp. v. Chesapeake & Potomac Tel. Co. Of Md., 401 A.2d 101, 102
(Del. Super. Ct. 1979).

See McMichael, 107 A.2d at 896.

8This judge' s first exposure to this case was on the morning of trial because the assigned
judge was involved in another trial.

8The motion was denied before trial with leave to renew it at trial. See D.1. 20.

30



guarantee.** DCM has demanded that Mr. Mitchell pay “only” 49% of the par value
of the Assigned Loans in accordance with his ownership interest in the sub
company/borrowers.?® Alternatively, DCM seeks20% of the amount paid for theloans
in accordance with Mr. Mitchell’s pro rata share of the debt as among the five co-
guarantors.®*

Completely lacking in the parties' various views of Mr. Mitchell’s ultimate
liability is any guidance as to a methodology for allocation. The Court specificdly
requested such guidance during the post-trial oral algument. Inresponse, Mr. Mitchell
submitted a letter memorandum in which he amply reiterated that he was entitled to
contribution asamatter of law.** He offered nocaselaw or practical advise asto how
allocation should be accomplished by the Court. For their parts, DCM and the third-
party defendantsdid not addresstheissue of contributionintheir post-trial submissions
and certainly did not address allocaion methodologies Absent this guidance, the
Court cannot enter adefinitivefinal judgment inthiscase. Thus, asmuch asthe Court

Is loathe to drag this controversy out further, it appears that it must do so in order to

8SeeD.l. 14 at 10; D.1.36 at 5.
8SeeD.1.36 at 5.
#Seid. at n. 1.

®SeeD.l. 41.
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reach an informed result.®
V.

Based on the foregoing, the Court will enter judgment in favor of DCM on its
breach of contract claimin connection with Mr. Mitchell’ s personal guarantee. DCM
has demanded that Mr. Mitchell pay 49% of the par val ue paid for the Assigned L oans,
which amountsto $356, 543.01 plusinterest. DCM may well beentitled to thisamount
or more from Mr. Mitchell under the “joint and severa” provisionsof Mr. Mitchell’s
guarantee.’” Mr. Mitchell has sought contribution fromhisco-guarantorsandthe Court
intends to adjudicate that claim in accordance with Mr. Mitchell’ s properly filed third
party complaint. Inorder to avoid piecemeal judgments, however, the Court will defer
its ruling on the amount of damages to award DCM until &ter it receives further
submissions from the parties regarding the appropriate means by which to cdculate
damages under the circumstances (including interest cal cul ations) and the appropriate
means by which to allocate responsibility for the Assigned Loans anong the co-

guarantors.

¥The delay thus far is by no meansof the parties making. The Court has been delayed in
itscompl etion of thisunanticipated task by intervening complex and acute matters on both the civil,
toxic tort and criminal dockets. Once again, the Court expressesits sincere apol ogies for the dd ay.

8Nothing herein shall be read to suggest that DCM may not have a right to collect the
entirety of its damages from Mr. Mitchell. That issue will be decided definitively along with the
Court’ s decision on the third-party contribution claims.
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DCM and third party defendants shall file letter memoranda, with supporting
case law and/or other authorities, addressing these issues (not to exceed 8 pages
double spaced each) within 14 days. Mr. Mitchell shall file a combined response,
with supporting case law and/or other authorities, (not exceed 10 pages double
spaced) within 14 daysthereafter. TheCourt will then issueafinal order of judgment
setting forth theamount of damagesawardedto DCM (withinterest),and theall ocation
percentages as among the co-guarantors.

IT 1SSO ORDERED.

/s/ Joseph R. Slights, 111
Judge Joseph R. Slights, 111

Origind to Prothonotary.
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