In the United States Court of Federal Claims

No. 95-525C
(Filed: April 18, 2002)
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OPINION



BRUGGINK, Judge.

Pending in this Winstar-related® case are plaintiffs Coast-To-Coast
Financial Corporation (“CTC"), Coast Partners, and UBH, Inc.’s (all three
hereafter referred to as CTC) Motion for Partial Summary Judgment on
Liability on their Guarini Claim; defendant United States' Cross-Motion for
Summary Judgment with Respect to Plaintiffs’ “ Tax Benefit” Claims; plaintiff
Federal Deposit Insurance Corporation’s (“FDIC”) Motion for Partial
Summary Judgment on Liability on its Guarini Claim; and the government’s
Motion to Compel and for an Extension of Time for DiscoveryZ Oral
argument was held on March 14, 2002. For thereasonsset out below, CTC’s
and FDIC's motions for partial summary judgment are granted, the
government’s cross-motion for summary judgment is denied, and its motion
to compel and for an extension of timeis granted.

BACKGROUND

Thisisa“tax benefit” case.? Against the backdrop of the Savings and
Loan crisis of the 1980s, Old Lyons, afederally chartered mutual association,
became insolvent. By September 1987, its financial condition had so
deteriorated that action by the Federa Home Loan Bank Board (“FHLBB")
became necessary. Accordingly, FHLBB appointed the Federal Savings and
Loan Insurance Corporation (“FSLIC”) asreceiver for Old Lyons, transferred
its assets and liabilitiesto a new mutual association, Lyons Savings, a Federal
Savings and Loan Association, Countryside, Illinois (“Lyons’), which was
ultimately renamed Superior Bank, FSB (“Superior”), and appointed new
management and directors. Theseactionswereinsufficient to solvethethrift's
financial problems, so FSLIC sought proposals from investors interested in
acquiring Lyons. It issued a document entitled “ Information and Instructions

YUnited States v. Winstar Corp., 518 U.S. 839 (1996).

Z0n January 19, 2000, we held that CTC was entitled to discovery of
various documents pertaining to its contract with the government. Coast-To-
Coast Fin. Corp. v. United States, 45 Fed. Cl. 796 (2000).

ISee Centex Corp. v. United States (“Centex 1”), 48 Fed. Cl. 625
(2001).



for the Preparation and Submission of Proposals for the Acquisition of: Lyons
SA, aFS&LA Countryside, IL” (the “RFP").

IntheRFP, FSLIC advertised theavailability of tax benefitsto potential
investors as an inducement to purchase Old Lyons. The RFP s“ Tax Benefits”
section states:

[T]he Internal Revenue Code of 1986 presently contains three
provisons that provide favorable Federal income tax
consequences to a taxpayer that acquires a savings and loan
institutionin an FSLIC-assisted transaction. First, most FSLIC-
assisted acquisitions will qualify as a tax-free reorganization
under Section 368(a)(1)(G) of the Code. Because of this, the
tax basis of the assets of the acquired Institution will carry over
to the acquiror and permit the acquiror to recognize a tax loss
upon the disposition of an acquired asset which has a tax basis
greater than its fair market value. Second, if the transaction
gualifies as a tax-free reorganization, Section 382 of the Code
generally will permit any net operating loss carryover of the
acquired institution to be utilized by the acquiring institution to
offset post-acquisition taxable income. Third, Section 597 of
the Code provides that FSLIC assistance paymentsreceived by
a savings and loan institution are not includible in income and
do not require a reduction in the basis of other assets. These
consequences often occur under state income tax laws as well.

These provisions have the effect of permitting an
acquiring institution to realize tax benefits attributable to a
particular item even though FSLIC assistance is received with
respect to such item. For example, if the acquiror receives
coverage for capital losses incurred on the disposition of
identified assets of the acquired institution, the acquiror is
entitled to deduct such loss for federal income tax purposes,
notwithstanding that it is reimbursed for the loss by the FSLIC,
and that the FSLIC payment is tax free. Similarly, if payments
are made by the FSLIC to an acquiror pursuant to a yield
guarantee, such assistance need not be reported as taxable
income by the acquiror.

These provisons were intended to aid the FSLIC by
reducing the amount of FSLIC assistance that should be
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required by an acquiring institution for a particular cost,
expense or lossby the amount of the tax benefit obtained by the
acquiring institution with respect to such cost, expense or |0ss.
This reduction in required assistance can be realized by the
FSLIC inoneof two ways: (1) Assistance amountsto be paid by
FSLIC . . . can be reduced by the amount of the tax benefit
available . . . . For example, if capital loss or undisclosed
liability coverage is requested, and the combined marginal
federal and stateincometax rateis 40%, FSL1C can pay 60% of
any loss or liability incurred and the acquiring institution can
recover the remaining 40% of the loss or liability through a
deduction for the loss or liability on it[s] tax returns. (2)
Assistance amounts can be paid in full by FSLIC . . . and the
acquiring institution can return to FSLIC the allocable tax
benefit when it is realized by the filing of income tax returns.
Thus, under this method in the above example, FSLIC will pay
100% of the loss or liability and the acquiring institution will
pay the tax benefit to FSLIC when the tax returns recognizing
such benefit are filed.

RFP at 6-7 (first and second emphasis added) (paragraph numbers omitted).

InaFebruary 1988 marketing conferenceconcerningOld Lyons, FSLIC
negotiators explicitly discussed the provision of tax benefitsas an incentiveto
acquire Old Lyons. Herbert Held, Regional Director, Mergers and
Acquisitions, MAD, FSLIC, told prospective acquirers that “tax benefits . . .
are very substantia at Lyons.” Agenda, Marketing Conference, Lyons SA, a
FSL&A, Countryside, lllinois (Feb. 25, 1988) at 17. Moreover:

If you' re ataxpayer and there’ s a capital loss on an asset
of a hundred dollars, that would immediately reduce your tax
burden and we could tax affect that payment based upon tax rate
say 35 percent and only pay the acquirer $65 instead of 100 and
the acquirer would recover the remaining balance through its
reduction in tax burden.

Id. at 18. Additionally, an undated Financial Assistance Division document,
entitled “ Considerations in Negotiating Assistance Agreements,” listed “Tax
Benefits’” as one consideration.



In March 1988, FSLIC sent a copy of the RFP to the investors who
would eventually form plaintiffsCoast-To-Coast Financial Corporation, Coast
Partners, and UBH, Inc. The deposition of at least one of those investors,
Alvin Dworman, indicates that they were interested in acquiring the tax
benefits offered by FSLIC. Dep. of Alvin Dworman (June 6, 2000) at 21. It
was known at the time that the FSLIC-specific tax provisions were set to
expire on December 31, 1988, at least with respect to transactions
consummated after that date. Thisadded to the sense of urgency that the deals
be done before their elimination. When asked in a deposition about the
availability of the tax benefits, Nelson Stephenson, a banking expert secured
by one of CTC’s initial investors, stated that “[m]y general recall on [the tax
benefits the Government sought to make available to institutions acquiring
failing thrifts] isthat the Congress was discussing law change, and the context
of the proposals were these are the benefits that are available today.” Dep. of
Nelson L. Stephenson (May 19, 2000) at 43, 45-46.2

On April 11, 1988, CTC submitted a bid for Old Lyons, offering to
acquireitif FSLIC provided: (1) acash payment in the amount of New Lyons’
consolidated negative net worth (minus a few exclusions); (2) guarantees
concerningtheincomefromand value of “FSLIC Assets;” (3) guaranteedyield
on certain covered assets; (4) protection against loss on the disposition of
covered assets; (5) indemnification for certain claimsmade against CT C or old
Lyons; and (6) ashare of the economic value represented by the tax benefits.
Coast-To-Coast Financial Corp., “Proposal to Acquire Lyons Savings, a Fed.
Savings & Loan Assoc.” (April 11, 1988) (“April Proposal”) at 3-13. In
exchange for these benefits, CTC offered to reimburse FSLIC for any cash
savings “realized from the reduction of federal taxes,” but excluded from that
sharing any tax savings attributable to |osses on covered assets.? Id. at 13.

¥InNovember 1988, Congress enacted the Technical and Miscellaneous
Revenue Act of 1988, Pub. L. No. 100-647, 102 Stat. 3342 (“TAMRA").
TAMRA extended the sunset of the FSLIC-specific tax provisions to
December 31, 1989, but cut by fifty percent the tax benefits for FSLIC-
assisted acquisitions occurring after December 31, 1988.

¥The proposal defined “Covered Assets” as:
Assets held by Lyons as of the acquisition date which
meet any of the following criteria:
(a) Real estate owned, real estate held for investment,
(continued...)



The April Proposal further stated that “[t]he Proposal Instructions also
requested an alternative bid if all tax benefits are returned to the FSLIC. If all
tax benefitsarereturned to the FSLIC, Coast-T o-Coast respectfully withdraws
this bid.” Id. CTC also conditioned its offer on a determination by their tax
advisor that “Lyons’ ‘loss carryforwards’ will transfer to Coast-To-Coast
without reductions as a result of the merger.” Id. at 14.

Paragraph X of the April Proposal stated that “the tax basis of the assets
of the acquired institution will carry over to the acquiror and permit the
acquiror to recognize a tax loss upon the disposition of an acquired asset
which has atax basis greater than its fair market value.” Id. at 12. Thus, the
proposal established CTC’s intention that tax savings resulting from the deal
would go to the holding company, not the bank.

On May 16, 1988, FSLIC rejected the April Proposal’s tax benefit
sharing provisions and requested “additional loss sharing” by CTC of the tax
benefits imbedded in Lyons' assets. Letter from Herbert J. Held, Regional
Director, Mergers and Acquisitions Div., FSLIC, to Sandra Johnigan,
President, CTC Fin. Corp. (May 16, 1988) at 2. It proposed that gains on
these assets were to be shared as follows: “all yield subsidy payments to be
refunded to FSLIC. Then, to the extent there are additional gains, these gains
will be shared 80% to FSLIC, 20% CTC, up to total gains of $5 million,
FSLIC’ sshare to decline by 5% for each subsequent $5 millionin total gains.”
Id. at 2. Additionally, FSLIC proposed that “[a]ll tax benefits resulting from
FSLIC loan loss coverage, yield payments and indemnifications, will be
returned to FSLIC when and to the extent realized, as these payments are
already non-taxable. Tax benefits resulting from Lyons’ NOLs to be shared
60% FSLIC, 40% CTC.” Id.

On June 23, 1988, in response to FSLIC’ s counter-offer, CTC revised
its tax benefits proposal to “reimburse FSLIC for 50 percent of any cash

#(...continued)
including joint ventures, and real estate in judgement.

(b) Investments (debt and equity) in any service corporation
as of the date of the acquisition.

(©) Scheduled itemsand all mortgage and nonmortgageloans
sixty days or more delinquent, or which become sixty
days delinquent within one year of the acquisition.

Id. at 5.



savingsrealized from the reduction of federal taxesto the extent thereduction
was adirect result of Lyons' pre-acquisition net operating loss carryforwards
as of the date of acquisition, tax free FSLIC yield coverage or the tax free
interest payments on the FSLIC note.” Coast-To-Coast Financial Corp.,
“Amended Proposal to Acquire Lyons Savings, a Federal Savings & Loan
Assoc.” (June 23, 1988) (“June Proposal”) at 14. Again, CTC declined to
share tax benefits related to losses associated with covered assets from its
offer.

On September 26, 1988, CTC submitted a new proposal to FSLIC.
Paragraph X of the proposal, entitled “ Tax Benefits,” stated:

Coast-To-Coast proposes to reimburse FSLIC for tax
benefits through an in lieu of tax calculation based on Lyons’
income before federal income tax, as a separate entity. The
incomeisto be computed in accordance with generally accepted
accounting principles, on aseparate entity basis. Lyonswill be
accounted for as adivision of anewly to be named thrift that
may purchase and/or merge with other financial institutionsin
the future. The divison, Lyons, will be considered as the
separate entity for this computation. To the extent that Lyons,
as a separate entity, has income before federal income tax,
FSLIC will be paid seventy-five percent of thirty percent of such
income in lieu of tax. This calculation will begin in year one
and be discontinued at the end of five years.

Coast-To-Coast Financia Corporation, “Amended Proposal to AcquireLyons
Savings, a Federal Savings & Loan Association” (September 26, 1988)
(“ September Proposal”) at 14. CTC made additional amended proposals in
October and November; however, paragraph X of these proposals differed
from the September proposal only in that the calculation was to be
discontinued at the end of ten years, instead of five.

FSLIC was interested in this approach, but as a condition for approval
of CTC’s acquisition of Old Lyons, FSLIC required it to provide a business
plan for the operation of Lyons/Superior. CTC provided FHLBB with this
plan on December 5, 1988, and supplemented it on December 22. The plan
contained a ten-year income projection which included annual line items
entitted “In lieu of payments—-FSLIC.” Supplemental Business Plan for
Proposed FSLIC Acquisition (Dec. 22, 1988) (“Supplementa Plan”). On



December 27, 1988, FSLIC accepted the Supplemental Plan, including the
income projection.

As part of its contract with CTC, FSLIC executed an Assistance
Agreement (the “Agreement”) and a Tax Certification. Asaresult, Superior
became a wholly-owned subsidiary of CTC. In return, CTC was provided
with financial assistance, including: (1) a “FSLIC Promissory Note in the
principle amount equal to Negative Regulatory Capital, less $10 million,” 8§
6(a); (2) “Cash payment or FSLIC promissory note(s) in an amount equal to
difference between book value and fair market value of certain assets, and
liabilities less $14 million,” § 6(a); (3) “Reimbursement for losses resulting
from capital losses on Covered Assets, write-down of Covered Assets and for
certain related costs and expenses,” 88 3(a) and 4; (4) “Guaranteed yield on
certain Covered Assets,” § 3(a); (5) “Indemnification for certain unreserved
for Claimsagainst [Lyons] and litigation challenging the Transaction,” 88 3(a)
and 7(a); and (6) “Indemnification for expenses of pursuing Related Claims,”
88 3(a) and 7(b). Assis. Agree. Among FSLIC, Coast-To-Coast Fin. Corp., and
Lyons Savings Bank, a Fed. Savings Bank, Hinsdale, Illinois (December 30,
1988) at i.

The Agreement did not contain a tax sharing provision; instead, it
contained section 3(c)(6), entitled” Paymentsin Lieu of Tax Benefits.” Section
3(c)(6) stated:

§ 3 Special Reserve Account. [Lyons] shall establish as of the
Effective Dateamemorandum account, with an opening balance
of zero, to be called the Special Reserve Account, and shall
maintain such account solely for the purpose of, and in
accordance with, the provisions of this Agreement.

(c) Credits to Special Reserve Account. [Lyons] shall
promptly credit each of the following items to the Special
Reserve Account, to the extent that such item was not shown as
an asset on the Books and Records, as adjusted by the Initial
Audit:




(6) Paymentsin Lieu of Tax Benefits. Twenty-
two and one-half percent (22.5%) of all net income of [Lyons],
calculated annually. Such net income shall be determined in
accordance with generally accepted accounting principles, as
applied to the savings and loan industry, except that (i) federal
and state income taxes shall not be taken into account; (ii)
[Lyons] shall not be consolidated with any other entity for
purposes of determining net income; and (iii) if [Lyons] is
merged into another Affiliate of [CTC], or if another entity is
merged into [Lyons] while[Lyons] isunder [CTC’s] ownership
or control, [Lyons] shall nonetheless be treated as a separate
entity for purposes of determining net income. . . .

(First and second emphasis added). The net result wasthat, in lieu of splitting
up the actual tax savings generated by Lyons, FSLIC, in effect, became a
stakeholder in its future profitability.

Itisclear that government negotiators understood that the covered asset
loss tax benefit to CTC would exist over the life of the contract. In a
memorandumto FHLBB, Stuart D. Root, Executive Director of FSLIC, wrote
that CTC had “agreed to pay to FSLIC, for 10 yearsin cash, 22.5% of the net
income before taxes of New Lyons.” Stuart D. Root, Exec. Dir., FSLIC,
Executive Summary, FSLIC-assisted acquisition of: Lyons Savings
Association, a Federal Savings and Loan Association, Countryside, Illinois,
FHLBB No. 8443 (Dec. 29, 1988) (“ Executive Summary”) at 2. Itisalso clear
what the parties’ understanding was as to the origin of this provision: “This
income sharing substitutes for tax benefit sharing.” Id. at 2. Price
Waterhouse's 1990 evaluation of Coast-To-Coast’ s acquisition of Old Lyons
alsorecognizedthat “[i]n lieu of tax benefit sharing, the A ssistance Agreement
includes a 10-year income sharing agreement under which Superior will pay
to FSLIC 22.5% of Superior’s net income before deduction for federal and
stateincometaxes.” Price Waterhouse Case Report, Case No. C-389 (Aug. 21,
1990) (“Price Waterhouse Evaluation”) at 7. An “undated” FHLBB *“Fact
Sheet” summarizing the terms of the transaction stated that CTC had “agreed
to pay FSLIC, for 10 years, in cash, 22.5 percent of the net income before
taxes of Lyons Savings Bank. Thisincome sharing substitutes for tax benefit
sharing.”

The Agreement contained a “Continuing Cooperation” clause which
stated that one purpose of the Agreement was to enable CTC and Lyons to
“receive the benefits and assume the risks contracted for.” § 30. Under this
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clause, the parties promised that they would “in good faith, and with their best
efforts, cooperate with one another to carry out the purposes of this
Agreement,” including CTC’s and Superior’s receipt of the benefits they
contracted for. /d.

Following the consummation of the Agreement, as well as similar
agreements between the government and other institutions, the government
began to reconsider its position with regard to the continuing availability of
covered asset loss deductions. W ediscussed in detail thegovernment’schange
of heart in Centex Corp v. United States (“Centex 11”), 49 Fed. Cl. 691
(2001). Because Centex involved the same background facts as included in
thisrecord, we incorporate those findings by reference. See 49 Fed. Cl. at 699-
707. Insum, they establish that the government enacted the Guarini legislation
in order to target and eliminate the covered asset loss deduction it had held out
to plaintiffs like CTC as an incentive to acquire failing thrifts.

Because the FDIC is a party to this litigation, certain additional facts
relatingto FIRREA arealso relevant. FIRREA set up three separate insurance
funds: the Bank Insurance Fund, the Savings Association Insurance Fund
(“SAIF”), and the FSLIC Resolution Fund (“FRF-FSLIC”). The latter
succeeded by operation of law to the assets, liabilities, and certain functions
of FSLIC. 12 U.S.C. § 1821a(a)(2) (1994). FDIC manages all three funds, but
each must be separately maintained and cannot be commingled. 12 U.S.C. 88
1821(a)(4) & (6), 1821a(a)(1). SAIF s purpose is to insure the deposits of
SAIF member institutions, which are predominantly savings associations
supervised by the Office of Thrift Supervision (*OTS”). 12 U.S.C. §
1821(a)(6)(B). These institutions are responsible for funding SAIF. Id; §
1821(a)(6)(C).

FSLIC insured Superior’s deposits prior to the passage of FIRREA.
Pursuant to FIRREA, Superior became a SAIF member institution on August
9, 1989. § 1817(1)(3)(B). On July 27, 2001, FDIC placed Superior into
receivership and was substituted as its receiver.

DISCUSSON

CTC arguesthat, by enacting the Guarini legislation, the government
eliminated the Agreement’ stax benefitsin away that it breached an implied
covenant of good faith and fair dealing, breached an express promiseto useits
“best efforts” to assure plaintiffs of the benefitsof their bargain, and breached
representations and warranties it made to CTC to induce it to acquire Old
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Lyons. It also contends that these actions constitute a taking within the
meaning of the Fifth Amendment and a violation of the Due Process Clause
of the Constitution.

The Cross-Motions for Partial Summary Judgment

We held on similar facts in Centex that the government violated an
implied covenant of good faith and fair dealing when, after inducing Centex
to enter into acontract taking over several defunct banks, in part by advertising
the availability of a covered asset loss tax deduction, Congress targeted this
same deduction for retroactiverepeal. The primary question here iswhether
the differences in contract language between Centex and this case call for a
different result. For the reasons set out below, we conclude that they do not.
It is unnecessary to consider other theories of liability plaintiff offers, which
we understand to be in the alternative.?

The government argues that the implied covenant cannot “attach” or
“fix” to the Agreement in order to protect a tax deduction because section
3(c)(6) of that document concerned a sharing of Superior’ sincome-not CTC’s
tax deductions. See Alaska v. United States, 35 Fed. Cl. 685, 704 (1996),
aff’d, 119 F.3d 16 (Fed. Cir. 1997) (“Theimplied obligation of good faith and
fair dealing must attach to a specific substantive obligation, mutually assented
to by the parties.”); see also First Nationwide Bank v. United States (“First
Nationwide 1), 48 Fed. Cl. 248, 264 (2000) (“In the absence of apromise by
plaintiffs to make tax benefit payments, there is no duty to which plaintiffs’
proposed condition, enactment of the Guarini legislation, can attach.”). It
correctly points out that the implied covenant must be grounded in “the
express provisions of th[e] contract.” Solar Turbines, Inc. v. United States, 26
Cl. Ct. 1249, 1274 (1992), aff’d, 114 F.3d 1206 (Fed. Cir. 1997) (quoting
Solar Turbines, Inc. v. United States, 23 Cl. Ct. 142, 156 (1991)).

Centex is distinguishable, according to the government, because there
we premised our conclusion that the government breached the implied
covenant of good faith and fair dealing upon our observation that, “[w]hen the
parties to the contract here agreed to a fifty-fifty split of the benefits derived

¥Neither an expresspromiselocking in thecovered asset loss deduction
nor the authority to make that promise are necessary to CTC’ s claim because
the implied covenant of good faith and fair dealing serves to protect its
expectations regarding the tax benefits.
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from the covered asset |oss deduction, that ratio, as a matter of contract, was
fixed.” 49 Fed. Cl. at 708. The government arguesthat the Agreement in this
case, on the other hand, required that FSLIC receive part of Superior’ sincome
beforetaxes—not that FSLIC receive any portion of the tax deductionsrealized.
Thus, it asserts, becausethe parties here did not specifically incorporate asplit
of tax benefitsinto the contract, asthey did in Centex, we cannot “robotically”
apply Centex’s conclusion.

We disagree with defendant, however, that there is nothing in the
Agreement to which animplied covenant could attach. Therelevant language
is found in the PIL provision. The only difference between the facts in this
case and Centex isthat, instead of agreeing to divide after the fact the benefits
generated under the tax laws of CTC’ s acquisition of Lyons, the parties fixed
an estimated but guaranteed stand-in for the government’s share of those
benefits: 22.5% of Superior’s annual income. It was unnecessary for the
parties to treat as an item of contract language what they already understood
the law to provide: that Superior was the entity which, under the law, could
claim all the tax benefitsfor itself. Indeed, it would have been unauthorized
for FSLIC to “make up” tax laws as part of the contract or bind Congress to
continue them. Instead, what the parties expressly contracted for was a
division of the consequences of those benefits. The PIL provision thus
represents the express exchange of tax benefitsbetween the parties. CTC kept
100% of whatever the tax consequences worked out to be, but only after
committing 22.5% of Superior’snetincometo FSLIC’ sasits share of the tax
benefit.

Tax benefits were at the center of the deal—-CT C entered the contract
because the government offered to place it in a position to take advantage of
these benefitsin exchange for acquiring an ailing thrift. Theimplied covenant
of good faith and fair dealing attaches to the Agreement at the PIL provision
and, as aresult, the government was obligated not to enact | egislation targeted
at taking away the fruit of the contract: CTC’ s opportunity to keep 100 percent
of the tax benefits.”

Defendant’s proposed reading of the contract—that the “in lieu”
provision simply appearswith no predicate or corresponding obligation by the
government—requires the suspension of rationality, as well as reading out of

This explains why the “in lieu” provision used GAAP accounting
rather than tax accounting.
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the contract the phrase, “Payments in Lieu of Tax Benefits.” Ignoring that
language is reminiscent of the frantic plea of the Great Oz: “Pay no attention
to that man behind the curtain.” The parties plainly operated on the
understanding that the tax law (embodied in IRC sections 165, 166, 362, 368,
382, 593, and 597) permitted a deduction of covered asset losses. We held
earlier that this understanding was correct. They also understood that this
feature, aswell asothersin the tax code, would yield substantial cash benefits
to investors, like CTC. See Centex Corp. v. United States (“Centex 1), 48
Fed. Cl 625 (2001). Indeed, this phenomenon was intentionally built into the
law, and subsequently reaffirmed, in order to assist the regulatory agenciesin
disposing of the assets of failing banks.

In addition, we note that the assistance agreements in Centex, First
Nationwide, and Coast-To-Coast all place the provisions dealing with
distribution of tax benefits in a section 3 setting up a “Special Reserve
Account” (“SRA”). That account maintained the various debits and credits
arising out of the parties’ obligations under the agreement, including tax
sharing or “in lieu” payments. The SRA was the mechanism by which the
plaintiffsin these cases provided compensation, through adefined credititem,
to the government in return for the opportunity to take advantage of the tax
benefit provisions they contracted for. The credits that plaintiffs provided
reduced the government’s net financial obligation to them while increasing
their net obligation to the government. See Centex Assistance Agreement 8
3(b)(4); First Nationwide Assistance Agreement 8§ 3(b)(2); Coast-To-Coast
Assistance Agreement 8 3(c)(6). The plaintiff thriftswould sum the debitsand
credits entered in the SRA and then demand or make anet payment, depending
on whether or not they owed the government money. This mechanism is thus
another manifestation within the contract of the parties’ obligations with
respect to tax benefit sharing.

Documents? generated by the parties during negotiations also indicate
that they recognized the PIL provision as the mechanism substituting for tax
benefit sharing. See Root, Executive Summary (Dec. 29, 1988) at 2 (“CTC has
agreed to pay to FSLIC, for 10 years in cash, 22.5% of the net income before
taxes of New Lyons. This income sharing substitutes for tax benefit
sharing.”); Arthur Young, Mem., Lyons Federal Analysis of Tax Attributes

¥CTC offers depositions for this proposition, aswell. We believe the
documents are more persuasive evidence of the parties' recognition of the PIL
provision as a substitute for tax sharing.
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(Dec. 3,1988) at 4 (“In addition Lyonswill be required to make a payment to
the FSLIC, in lieu of atax sharing agreement.”). Furthermore, the FHLBB tax
certificate integrated into the contract (through section 26 of the Agreement,
which incorporates into the Agreement “any resolutions or |etters concerning
the Transaction or this Agreement issued by the Bank Board”) also indicates
the parties’ recognition of the importance of the tax benefits to the contract.
FHLBB Res. 88-1552P (Dec. 30, 1988) at 16. Thus, the “spirit of the
bargain”—i.e., CTC's expectation—-was that CTC would be eligible to take
advantage of the tax benefits over the entire ten-year duration of their
Agreement without the government’s subsequent legislating for its own
pecuniary interest.

Because the implied covenant demands enforcement of the spirit of the
bargain, we may look beyond the fact that the Agreement does not expressly
guarantee the covered asset loss deduction over the course of its life. The
documents evidencing the course of dealing between the parties demonstrate
theimportance they placed on tax benefits? See Root, Executive Summary at
2 (noting that CTC “agreed to pay to FSLIC, for 10 years in cash, 22.5% of the
net income before taxes of New Lyons.”); Price W aterhouse Evaluation at 7
(“In lieu of tax benefit sharing, the Assistance Agreement includes a 10-year
income sharing agreement under which Superior will pay to FSLIC 22.5% of
Superior’s net income before deduction for federal and state income taxes.”);
the FHLBB “Fact Sheet” (stating that CTC “agreed to pay FSLIC, for 10
years, in cash, 22.5 percent of the net income before taxes of Lyons Savings
Bank. Thisincomesharing substitutesfor tax benefit sharing.”); Supplemental
Plan (containing a ten-year income projection which included annual line
items entitled, “In lieu of payments-FSLIC"); April Proposal at 14 (“[A]

¥See Sylvania Elec. Prods., Inc. v. United States, 458 F.2d 994, 1005
(Ct. CI. 1972):
[M]eaning can usually be given to a writing only on
consideration of all the circumstances, including the prior
negotiations between the parties. The parol evidence rule is
therefore no bar to the use of the oral statements of the parties
during negotiations, in aid of the interpretation of ambiguousor
uncertain clauses in written agreements. Expressions of the
parties during negotiations for the contract are thus a frequent
source for interpretation of its text.
(Citing RESTATEMENT, CONTRACTS 88 238, 230, 231 (1932); 3 CORBIN,
CONTRACTS 88 543, 579 (1960)) (citations omitted).
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condition of this proposal is a determination by Coast-To-Coast’ stax advisor
that Lyons’ ‘loss carryforwards’ will transfer to Coast-To-Coast without
reductions as a result of the merger.”); Letter from Held to Johnigan of
05/16/88, at 2 (“[A]ll yield subsidy paymentsto berefunded to FSLIC. Then,
to the extent there are additional gains, these gains will be shared 80% to
FSLIC, 20% CTC, up to total gains of $5 million, FSLIC’ s share to decline by
5% for each subsequent $5 million in total gains.”); June Proposal at 14
(CTC’s revised tax benefits proposal offering to “reimburse FSLIC for 50
percent of any cash savingsrealized from the reduction of federal taxesto the
extent thereduction wasadirect result of Lyons' pre-acquisition net operating
loss carryforwards as of the date of acquisition, tax free FSLIC yield coverage
or the tax free interest payments on the FSLIC note.”); and September
Proposal at 14 (CTC'’s proposal of an “in lieu of tax calculation”).x

Under similar circumstances, in First Nationwide Bank v. United States
(“First Nationwide II”), 49 Fed. Cl. 750 (2001), we held that the Guarini
legislation constituted a breach of contract. We considered whether the
“benefits derived from the covered asset 1oss deduction constituted a benefit
of the parties’ bargain,” despite the fact that the ass stance agreement did not
“refer to the sharing of tax benefits derived from the covered asset loss
deduction upon realization of those benefits.” 49 Fed. Cl. at 754.

The First Nationwide agreement provided that assistance payments
made by FSLIC to plaintiffs would be reduced by ten percent, but did not
expressly state “*[T]he FSLIC shall provide ninety percent reimbursement for
covered asset losses.” Rather, the Assistance Agreement provide[d] for the
payment of the ‘After-Tax Amount.”” Id. The parties valued the “After-Tax
Amount” as one minus the designated tax rate of ten percent, or ninety
percent. Id. The government argued that, as plaintiffs’ tax rate was ten
percent, the “After-Tax Amount” equaled ninety percent and the agreement
contained no express provision concerning the covered asset |oss deduction.
Id.

WCTC citesthe depositions of several of their officers and advisors for
this point, as well. As noted earlier, we lend less credence to what these
interested parties have to say about the importance of tax benefits after the
breach of contract than we give to pre-breach documents pertaining to the
subject.
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W e disagreed, noting that “defendant’ s argument does not explain why
the parties used the term ‘After-Tax Amount.” If defendant is correct, the
figure ninety percent could have been used without referenceto an ‘After-Tax
Amount.”” Id. We turned to the parties’ negotiations to determine why the
“After Tax Amount” was included in the agreement and concluded that
“[t]here can be no question that the parties used the term * After-Tax Amount’
because they understood that the reduction in assistance payments was the
mechanism by which the tax benefits derived from the covered asset |oss
deduction would be shared.” Id. at 754-55. Because the divison of the
covered asset loss deduction was part of the contract, the government’s
obligationsunder theimplied covenant of goodfaith and fair dealing mandated
that it not eliminate the deduction out of financial self-interest because, by
doing so, it would improperly use its non-contractual powers to target one of
the benefits plaintiffs were to receive under the contract. /d. at 755. We
determined that, if the obligation were not present, the contract would be
illusory. Id. Therefore, as the benefits derived from the covered asset |oss
deduction were afruit of plaintiffs’ contract, the implied obligation protected
them from elimination by the Guarini legislation. /d.

The government subsequently enacted the Guarini legislation. Aswe
held previously in Centex 11, because this “targeted, retroactive legislation . .
. deprived plaintiffs of the very benefits for which they had contracted, the
United States breached the contract’s implied covenant of good faith and fair
dealing.” 49 Fed. Cl. at 708. We further noted:

When the parties to the contract here agreed to a
fifty-fifty split of the benefits derived from the covered asset
loss deduction, that ratio, as a matter of contract, was fixed. It
isindisputablethat neither party was then at liberty to alter the
ratio unilaterally without becoming liable for damages. Here,
however, the essence of defendant’s argument is that it cannot
be held liable in contract for targeting and retroactively
eliminating plaintiffs’ opportunity to utilize those tax benefits
because (1) the Guarini legislation did not technically alter the
ratio prescribed by the contract and (2) the Government made
no express promise that a deduction for covered asset |osses
would continue to exist. We reject defendant’s argument.

The contract contained terms requiring the FSLIC to

reimburse plaintiffsfor covered asset |osses, requiring plaintiffs
to maximize any tax benefits, and requiring plaintiffs to share
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with the FSLIC any tax benefits derived from the deduction of
covered asset losses. These substantive obligations created a
contractual superstructure that rested on the parties mutual
assumption of a deduction for covered asset | 0sses.

Id. (footnote omitted).

The government enacted the Guarini legislation specifically to
withdraw the very benefit that it offered to CTC in the first place-the
opportunity to take advantage of FSLIC’s special tax benefit provisions—-in
order to avoid fulfilling its end of the bargain. In evaluating the Centex
plaintiffs’ nearly identical claim, we said:

There can be no meaningful debate about what occurred.
The parties to the Assistance Agreement understood that the
“double dip” was available and that this special tax incentive,
along with others, was what made the agreement desirable to
plaintiffs. Government negotiators understood that motivation
and specifically constructed the Assistance Agreement to take
advantage of those benefits for the United States. These
negotiators were more than willing to market the “perverse
incentives” Congress had made avail able when they were eager
to have plaintiffs take over responsibility for failing thrifts.
However, having, at the very least, delayed its liability to the
depositors of the problem thrifts, the United States almost
immediately sought, using its unique sovereign powers, to
deprive plaintiffs of the tax benefits previously negotiated. In
enacting targeted, retroactive legislation that deprived plaintiffs
of the very benefits for which they had contracted, the United
States breached the contract’s implied covenant of good faith
and fair dealing.

Id. at 707-08 (footnote omitted).

It is elementary that “every contract has an implied condition that
‘neither party to the contract will do anything to prevent performance thereof
by the other party or that will hinder or delay him in its performance.’”
Petrofskyv. United States, 616 F.2d 494, 497 (Ct. CI. 1980) (quoting Petrofsky
v. United States, 488 F.2d 1394, 1404 (Ct. Cl. 1973)). When the government
isone of the parties, it“impliedly promisesto act in good faith and ‘invoke its
great power of asovereign act when and only when and to the extent necessary
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to carry out its essential governmental functions.”” Hughes Communications
Galaxy, Inc. v. United States, 26 Cl. Ct. 123, 140 (1992) (quoting Air
Terminal Servs., Inc. v. United States, 330 F.2d 974, 981 (1964) (Jones, C.J.,
dissenting)), rev’d on other grounds, 998 F.2d 953 (Fed. Cir. 1993). Here, the
government invoked its sovereign power to take away the benefit of the
bargain it made with CTC, thus breaching itsimplied promise to act in good
faith.

The fact that the Guarini legidation affected the tax lawsisirrelevant
to our analysis. Discussing the division of tax benefits between the partiesin
Centex 11, we noted that

It would be inconceivable that there was not, implicit in the
Government’s agreement to accept only fifty percent of the
benefits derived from the covered asset | 0ss deduction, the good
faith promisethat the Government would not exercise its taxing
power, in a way targeted at this particular contract and ones
similar to it, to eliminate the means by which the benefits were
generated and thereby divert to itself one hundred percent of the
benefits.

49 Fed. CI. at 708-09.

Thegovernment exercised itsunique sovereign powersto deprive CTC
of what would otherwise have been its rights under general tax laws. If this
change had been general in nature—i.e., not motivated by financial self-
interest—CTC could not complain. But the record makesit painfully clear that
the repeal was specifically intended to take away from CTC and a small,
similarly-situated group of the government’ s contracting partners the benefits
they had contracted for. The government thereby breached the agreement.

Prior Material Breach

The government asserts in its October 19, 2001 supplemental
counterclaim that Superior Bank committed a material breach prior to the
enactment of the Guarini legislation, thereby excusing the government of any
subsequent breach. The alleged material breach isthat CTC ceased making
PIL paymentsto the SRA; that when the Agreement terminated on December
30, 1998, the proper SRA balance in favor of FDIC exceeded $11 million.
Because plaintiffs dispute the facts behind the defense, defendant believes
that, at a minimum, its counterclaim raises a genuine issue that precludes
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summary judgment: whether CTC breached the Agreement prior to Guarini’s
enactment in 1993. The government asserts its counterclaim only against
Superior. It does not allege that any of the investor plaintiffs neglected to
make any required payment or accounting entry into the SRA or that they
guaranteed Superior's performance or bore a shared obligation to make
payments.

The defense is theoretically available. In First Heights, we noted that

It is well settled that “[w]here there has been a material
failure of performance by one party to a contract, so that a
condition precedent to the other party’s performance has not
occurred, the latter party has the choice to continue to perform
under the contract or to ceaseto perform, and conduct indicating
an intention to continue the contract in effect will constitute a
conclusive election, in effect waiving the right to assert that the
breach discharged any obligation to perform.”

51 Fed. Cl. 659, 663 (2001) (quoting 14 WILLISTON ON CONTRACTS 8§ 43:15
(4th ed. 2000)). We rejected the defense in First Heights, however, in part
because FDIC accepted payment of a note with knowledge that the thrift
acquirer had already breached the assi stance agreement. 51 Fed. Cl. at 665-66.

Disagreement over whether Superior failed to sufficiently credit the
SRA does not preclude rejection of the defense in this case. The undisputed
facts demonstrate that, as a matter of law, the defense does not apply.

In Cities Service Helex, Inc. v. United States, the Court of Claims
stated:

A material breach does not automatically and ipso facto
end acontract. It merely givestheinjured party the rightto end
the agreement; the injured party can choose between canceling
the contract and continuingit. If he decidesto closethe contract
and so conducts himself, both parties are relieved of their
further obligations and the injured party is entitled to damages
to the end of the contract term (to put him in the position he
would have occupied if the contract had been completed). If he
elects instead to continue the contract, the obligations of both
parties remain in force and the injured party may retain only a
claim for damages for partial breach.
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543 F.2d 1306, 1313 (Ct. Cl. 1976) (footnote omitted). The court identified
four approaches to evaluating whether a party’s conduct precludes it from
asserting prior material breach as a defense:

(1) a strict approach, under which “any act indicating an intent
to continue the contract is an election . . . [and] the right to end
the contract [is lost],” (2) a modified approach, under which
“the injured party may itself continue performance in certain
circumstances and yet reserve itsright to claim material breach
without the breaching party’s assent,” (3) Professor Corbin’s
approach, under which “an election should not be conclusive
unless facts giving rise to an estoppel exist[:] either the
breaching party must have changed his position in reliance on
the injured party’s failure to cancel or the injured party’s
conduct must be such that it would be unjust to allow him to
change his position,” and (4) the Uniform Commercial Code
approach, under which the question of “[w]hether the pursuit of
one remedy bars another depends entirely on the facts of the
individual case.”

First Heights, 51 Fed. Cl. at 664 (quoting Cities Serv. Helex, 543 F.2d at
1313-14).

The SRA was an ongoing account. There is no dispute that the
government accepted credits to the SRA, paid certain “subsidiary” and
“technical assistance” expenses, and audited the SRA several timesfrom 1990-
96, all according to the Agreement. Def.’s Answer to FDIC’ s First Amended
Compl. and Supplemental Countercl. at Y 278, 280, 284-85, 287-88, 290.
These actions indicate that the government continued performance under the
contract despite perceived material breaches by Superior. CTC relied on the
government’ s failure to cancel the contract by continuing to make payments
to the SRA. The Agreement terminated by itsown termsin 1998, despite the
government’s argument that the investor plaintiffs breached it years before.
The government did not reserve any claim of prior breach and did not bring up
the question until long after this litigation commenced. Under any
construction of the applicable law, the government’s actions preclude it from
raising the defense.

FDIC’s Motion for Partial Summary Judgment
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Like CTC, FDIC requests summary judgment on the grounds that the
passage of the Guarini legislation constituted abreach of theimplied covenant
of good faith and fair dealing. As a preliminary matter, however, we must
address defendant’ s argument that FDIC’ s claim does not present a “case or
controversy” because any payment to the FDIC would, in effect, constitute a
payment by the government to itself. Defendant relies on the Federal Circuit
decisionsin Landmark Land Co. v. F.D.I.C., 256 F.3d 1365 (Fed. Cir. 2001),
and Glass v. United States, 258 F.3d 1349 (Fed. Cir. 2001), inwhich the FDIC
was dismissed on that basis.

In Landmark, the Federal Circuit held that “where the FDIC has not
asserted claims for recovery in excess of what the failed thrift owes to the
government, the case-or-controversy requirement is not satisfied.” 256 F.3d
at 1382. The government argues that, in this case, FDIC’s damage claim is
necessarily less than the $500 million required to pay off Superior Bank’s
depositors. See Kathleen Day, Families Feud Over Failed Bank; Pritzkers
Deny Co-Owner’s Version of How He Got $130 Million Loan, WASH. POST,
August 7, 2001, at 1, available at 2001 WL 23185144 (“Federal regulators
closed the bank July 27 at an estimated cost of $500 million to the Federal
Deposit Insurance Corp., which insures depositors up to $100,000 each.
Regulators say as many as 1,000 customers could lose $43 million in
uninsured deposits.”); Kathleen Day, Failed Bank’s Regulators to Call In IRS,
WASH. POsT, August 9, 2001, at 1, available at 2001 WL 23185463 (“The
OTSand the FDIC areinvestigating the events that led to the bank’ s collapse,
which will cost the FDIC an estimated $500 million and could cause as many
as 1,000 customers to lose atotal of $43 million in uninsured deposits.”).

As the FDIC points out, however, the result in Landmark was
predicated on the agency’s standing in that case. It was presenting claims as
a plaintiff on behalf of the FRF fund. As the Federal Circuit held, the result
was that:

Even if the FDIC were to have won a judgment for the
entire amount it was seeking, however, none of the money paid
by the government in satisfaction of such a judgment would
leave the government.

It is undisputed that no private creditors could benefit
evenif theFDIC wereto fully recover onits claimsin this case.
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... Thus, even if the FDIC were to fully recover, all proceeds
from the judgment would be paid out of the FRF, and then
distributed by the FDIC right back into the FRF. Critica to the
issue of standing, then, is the fact that adjudication of the
FDIC’ sclaim cannot affect any party other thanthe government.

256 F.3d at 1380-81.

In this case, by contrast, FDIC appears only as Receiver of Superior, a
SAIF-insured institution, not as Manager of FRF-RTC (the FDIC-managed
fund which holds all funds held by the now-terminated RTC, see 12 U.S.C. §
1441a(m)(1)-(2)). As Receiver, “the FDIC is not the United States.”
O ’Melveny & Myers v. F.D.I1.C., 512 U.S. 79, 85 (1994). Accordingly, FDIC
argues, inthiscaseany recovery by it would be paid from the Treasury-funded
FRF-FSLIC to FDIC as Receiver for Superior for distribution to the Superior
Receivership’s creditors pursuant to the statutory system. See, e.g., 12U.S.C.
§1821(d)(11). The principal creditors of the Superior receivership estate are
the SAIF and Superior’s uninsured depositors. This distinguishes the facts
from Landmark, therefore, in which the court anticipated that:

The existence of two distinct fundswithin the FRF could
berelevant if depletion of one of the funds would either prevent
third-party creditorsfrom recovering on claimsagainst the FRF,
or increase the total amount of the government’s liability. The
FDIC, however, has not shown this to be the case.

256 F.3d at 1381.

Even if the SAIF could be characterized as a government entity,
something which defendant suggests and the court does not accept,? the facts

HSA IF existsprimarily to insurethe deposits of itsmember institutions,
including Superior,12 U.S.C. § 1817(1)(3)(B), which are predominantly OTS-
supervised savings associations. 12 U.S.C. § 1821(a)(6)(B) (“[SAIF] shall be
available to the Corporation for use with respect to [SAIF] members.”).
Although the Treasury was apparently exposed to potential liability from
1994-98 under section 1821(a)(6)(D), defendantisunableto challenge FDIC’s
assertion that, in fact, SAIF has never received federal funds; it has been
funded entirely by assessments of member institutions. 12 U.S.C. 88§

(continued...)
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are still distinguishable from Landmark and Glass, where the recovery would
be paid from and to the same government-controlled fund. The circumstances
are more closely aligned with those in Tennessee Valley Authority v. United
States (“TVA”), 51 Fed. Cl. 284 (2001), inwhich we also were called upon to
construe Landmark and Glass. The government argued that the action should
be dismissed because there was no “case or controversy,” as the Tennessee
Valley Authority (“TVA”), an “independent government corporation,”
occupied “both sides of the case caption.” Id. at 284-85.

W edenied themotion, finding that “ TV A’ sfundamentally separate and
independent nature,” as evidenced by its authority to sueto enforce contracts,
itsindependent litigating authority, anditsfinancially self-supportive character
requiring it to “make up any revenue shortfall from its rate base,” made the
case justiciable. /d. at 286. We found that:

In the case at bar, it is plain that there exists a concrete
controversy between adverse parties. This is not a fight over
policy. It is a dispute over money—a circumstance virtually
guaranteed to break up family harmony. Who will absorb the
cost of [the Department of Energy’s] failure to perform the
contract, the Treasury, or TV A’ srate payers? Thiscommercial
nature of the controversy—atraditional breach of contract claim
seeking money damages—makes more significant the ways in
which TV A isindependent. TV A can contract, sue and be sued,
and represent itself in court. Those aspects of independence are
precisely the characteristicsimplicated here.

ld.

FDIC has the right to sue and enforce contracts, has independent
litigating authority, and is financially self-supporting. 12 U.S.C. § 1819(a).
More importantly, its rights to recover and its obligation to pay any recovery

(,..continued)
1821(a)(6)(C), 1817(b)(2)(A)(i). If the reserve ratio falls below the ratio set
forth in section 1817(b)(2)(A)(iv), thenthe FDIC Board of Directors* shall set
semiannual assessment ratesfor members. . . that aresufficient to increase the
reserve ratio for that fund to the designated reserve ratio.” 12 U.S.C. §
1817(b)(3)(A)(i).
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are not merged. We agree with the agency that its case on behalf of Superior
isjusticiable.

The substance of FDIC’s motion and defendant’s responses to it are
identical to CTC’s. Accordingly, our holdingisthe same: the enactment of the
Guarini legislation constituted a breach of contract.

CONCLUSION

CTC's and FDIC’s motions for summary judgment are granted. The
government’s cross-motion is denied. The government’s motion to compel
and for an extension of time for discovery is granted. CTC is directed to
produce every document in its possession, custody, or control concerning
Coast-To-Coast Financial Corporation that is relevant to the government’s
counterclaim and that is not privileged. CTC is not required to produce any
documentsthat it has already furnished to FDIC. Our August 24, 2001 order
is amended as follows: discovery relating to the counterclaim shall be
concluded on or before July 18, 2002.

ERIC G. BRUGGINK
Judge
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