UNI TED STATES DI STRI CT COURT
DI STRI CT OF RHODE | SLAND

THE RHODE | SLAND CHARI TI ES TRUST,
Plaintiff

ENGELHARD CORPORATI ON,

)

)

V. ) C.A No. 97-369L

%
Def endant )

OPI Nl ON AND ORDER

Ronal d R Lagueux, District Judge,

This matter is before the Court on cross notions for summary
judgnent. This is a breach of contract case and the parties ask
this Court to delve into the real mof the inplied covenant of
good faith and fair dealing. Specifically, in this matter the
Court is confronted with the vexing question of whether and to
what extent a termshould be inplied into a well-negoti ated
contract by utilizing the inplied covenant of good faith and fair
deal i ng. In Count | of the Anended Conplaint plaintiff, Rhode
| sl and Charities Trust (“RICT"), asks this Court to interpret the
contract and seeks a declaration that defendant Engel hard
Corporation (“Engel hard”) has violated the express terns of that
agreenent. In Count Il, RICT alleges that even if the terns of
the contract permt the action taken by Engel hard, such action is
proscribed by the inplied covenant of good faith and fair
dealing. In Count II1Il, plaintiff alleges that Engel hard’ s
conduct constitutes a breach of fiduciary duty owed to plaintiff.

Plaintiff, RICT has noved for partial sumrmary judgnent pursuant



to Fed. R G v.P 56(d) on Count |l seeking a declaration that
Engel hard has breached the covenant of good faith and fair
dealing with respect to the performance of the contract governing
the rel ationship between the parties. Defendant has noved for
summary judgnent on all three Counts set forth in the Arended
Complaint. For the reasons set forth below, this Court denies
Engel hard’ s notion for summary judgnment on Count |1 but grants
its notion for summary judgnent on Count | and I1l. This Court
al so grants RICT's notion for partial summary judgnent on Count
Il and rmakes a declaration as to the proper interpretation of the
contract applying the inplied covenant of good faith and fair
deal i ng.
| . Background

The parties do not dispute the following recitation of the
facts. In 1937, RICT was formed for purposes of distributing
noney grants for charitable causes. 1In 1948, RICT purchased
Sout hern O ays, Inc., a kaolin mning and processing conpany
located in mddle Georgia. Kaolinis a clay utilized in many
i ndustries, but the principal use of the type of clay m ned and
processed by Southern Clays was in the paper industry.

In 1963, RICT sold the assets of Southern Clays to Freeport
Sul phur Conpany. At the tinme, the assets consisted of a nodern
processing plant, mning equi pnent, a |laboratory and certain clay

| ands either owned by Southern Clays or on which it held | ong-



termmneral leases. 1In addition to the asset sale pursuant to
an Asset Purchase Agreenent, Southern C ays and Freeport entered
into a ninety-nine year |Indenture, whereby Southern C ays | eased
and assigned to Freeport its right to mne the clay on lands it
owned (the “Fee Properties”) and on |l and which it held the right
to mne through various | eases (the “Leased Properties”) in
exchange for royalties. The Indenture involved a ninety-nine
year | ease of twenty-three Fee Properties, and an assi gnnent of
si xteen Leased Properties, with term nation dates ranging from
1967 to 2023. See |Indenture, 88 22,23 and Defendant’s Ex. E. The
| eases at the heart of this case, Nos. 5, 6, 7 and 8, as

descri bed in paragraph 23 of the Indenture (collectively, the
“Veal leases”), all had term nation dates of March 23, 1995.

Sout hern Cl ays then dissolved and RICT succeeded to all of its
rights under the |Indenture.

Pursuant to the Indenture, RICT received a one and one-half
percent (1.5% royalty on the sale of the clay and cl ay products.
In 1985, Engel hard acquired Freeport and becane successor in
interest, as Lessee, under the Indenture.

The provisions of the Indenture detailing the calcul ation of
the royalties payable to RICT by Engel hard are as foll ows:

5. Royalties

(a) [Engel hard] agrees to pay [RICT] for each Royalty Period

on (i) processed clay ... (ii) unprocessed clay and - (iii)

“m xed products”... sold in such Royalty Period ... as
herei nafter provided in clauses (i), (ii) and (iii)...



(1) Aroyalty equal to one and one-half percent (1.5%
of [Engel hard’ s] Net Receipts fromsales in such
Royal ty Period of each kind of process clay ...

processed mneral ... and each kind of unprocessed
mneral ... derived fromthe Properties.
(i) ...(1.59%9 of the Net Receipts that woul d have been

recei ved by [Engel hard] in such Royalty Period if a
nunber of tons of processed clay which could have been
produced fromthe nunber of tons derived fromthe
Properties of each kind of unprocessed clay sold in
such Royalty Peri od.

See Indenture, 8§ 5(a). The Indenture defines Properties as “al
of the Fee Properties and Leased Properties collectively.”
| ndenture, 8§ 1(a).

O critical inportance to this case is the fact that the
| ndenture permts Engel hard to deduct fromthe one and one-half
percent (1.5% royalty any real estate taxes on the Fee
Properties and, as to the Leased Properties any advance royalties
and production royalties payable to the | andowners. See
| ndenture, 8 7(a)-(c). In subparagraph 7(a) of the Indenture,
Engel hard, agrees to pay “(i) all real estate taxes inposed on or
assessed agai nst the fee properties,” and “(ii) all paynents
(other than royalties based on production, provision for which is
made in subparagraph (c) of this Paragraph 7) which the person
named as | essee thereunder is required to nake under the Leases.”
Subpar agraph 7(b) all ows Engel hard to deduct the paynents nade
under 7(a) fromthe aggregate royalties otherw se payable to RICT

pursuant to the Indenture. Finally, subparagraph 7(c) permts

Engel hard to credit and deduct fromthe royalties owed to RICT
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any production royalties payable to the | andowners of the various
Leases.
The deduction provisions of paragraph 7 read as foll ows:

(b) The aggregate anount of all paynents nmade or payabl e by

[ Engel hard] for all Royalty Periods within any cal endar year

pursuant to subparagraph (a) of this Paragraph 7 shall be

deducted fromthe aggregate royalties payabl e by [ Engel hard]
for such Royalty Periods pursuant to Paragraph 5 hereof.

(c) [Engel hard] also agrees to pay to the person entitled

thereto all royalties based on production required to be

pai d under the Leases only so long as [ Engel hard] renmains an
assi gnee thereof; provided, however, that [Engel hard] shal
be entitled to a credit for any amobunts paid or payabl e by
it pursuant to this subparagraph (c) against royalties
thereafter payable to [RICT] under the provisions of

Paragraph 5 of this Agreenent.
| ndenture, 88 7(b)-(c), Pl.’s Ex.A (enphasis added). As is
evident fromthe plain | anguage of the contract, all paynents,
except for production royalties on the Leased Properties, nade by
Engel hard relating to the Properties nmay be deducted fromthe
aggregate royalties payable to RICT. In contrast, deductions for
production royalty paynments nmade to the | andowners of the Leased
Properties are dealt with in a separate deduction provision which
does not contain the word “aggregate.”

At the tinme the Indenture was entered into in 1963, with a
few exceptions, the Lease durations were substantial and the Veal
| eases at issue in this case had upwards of 30 to 35 years to
run. Production royalty obligations to | andowners were between

$0.10 and $0. 20 per cubic yard. Al though mining on the Leased

Properties woul d have been profitable to RICT at then current
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prices, there was |limted mning on these properties at that
tinme. In the 1980s, however, mning began, and during the period
of May, 1981 to May, 1995, RICT earned incone fromroyalties
whi ch ranged bet ween $500, 000 to $1, 100,000 per year. See
Plaintiff’s Ex. H

Anong the assigned | eases in the Indenture, and the | eases
at issue in this case, were leases wwth the Veal famlies. The
Veal | eases were 50-year |eases that dated back to the 1930s.
They were renegotiated in 1945 and 1970 and, as a result, would
have expired in 1995. Under the original |eases, the production
royalties payable to the Veals were $0. 11 per cubic yard of m ned
clay. 1In the 1980s the Veal s demanded nore noney and threatened
l[itigation. For that reason and others that are not rel evant,
the Veal properties were not mned in the 1960s and 1970s.

Al t hough Engel hard was uncertain of what it would do about
the Veal leases in the md 1980s, it was well aware that the
| ndenture did permit, with limted restrictions, renegotiation of
t he assigned Leases. The pertinent provision of the Indenture
reads as foll ows:

(e) It is expressly understood that [Engel hard] shall,

wi t hout obtaining the consent of [RICT] (or any transferee

or the Bank provided in Paragraph 8 hereof), be entitled to

enter into any agreenment to alter, nodify (aside from

conplete term nation), renew or extend any and all Leases

and enter into new or additional |eases or agreenments wth

respect to any Leased Properties covered thereby, to such

extent as [Engel hard] may deem desirable, provided, however,

t hat [ Engel hard] shall not nmake any alteration or
nodi fication of any Lease or other arrangenent in connection
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w th such Lease (other than alterations, nodifications or
arrangenents contenplated by the terns of the Leases now in
effect or which would result by reason of the provisions of
any Lease now in effect fromthe exercise of any option
contained therein) which with respect to the period prior to
the normal term nation date of such Lease woul d increase any
fixed costs to be paid by [Engel hard] thereunder or would

i ncrease the anount of royalties payabl e by [ Engel hard]

t hereunder with respect to any mnerals, ores or substances

permtted to be m ned by [ Engel hard] on the date hereof,

unl ess [ Engel hard] agrees to pay such increased fixed costs

or additional royalties.
| ndenture, 8 2(e), Plaintiff’s Ex. A. Thus, it is clear that the
| ndenture gives absol ute discretion to Engel hard to anend and
extend the Leases, provided, however, that Engel hard absorb any
i ncreased royalties payable to | andowners as a result of the
anmendnent through to the original term nation date of the Leases.
Par agraph 2(e) does not address the treatnment of increased
royalty paynents to the | andowners after the original expiration
date of the anmended and/or extended Leases. Yet, pursuant to §
5(c) of the Indenture, “any other rights” acquired by way of an
extension on the Leases, nade by Engel hard, are treated as
“Leased Properties” and “royalties shall be payable in respect
thereof.” Indenture, 8 5(c).

In the mid to |ate 1980s, Engel hard evaluated its options
with respect to the Veal properties. It identified the follow ng
options: (1) accelerate mning on the Veal properties in order to
extract as much clay as possible prior to the 1995 expiration

date; (2) abandon the Veal |eases and purchase repl acenent cl ay;

or (3) renegotiate the Veal |leases to extend the tine for m ning
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and agree to increased paynents to the Veals. See Defendant’s
meno., p. 14. At sone point during either 1988 or 1989,

Engel hard decided it would be best to proceed with renegoti ations
of the Veal |eases. Initially, Engel hard was unaware that the

I ndenture could be interpreted to permt the deduction of

i ncreased production royalties to the | andowners under the
anended | eases fromroyalties payable to RICT. Thus, inits
initial preparation of the anended Veal | eases, Engel hard assuned
it would have had to pay royalties to both the Veals and RICT.

On or around January 16, 1990, Engel hard and the Veal s
agreed that production royalties would be increased to $3.00 per
cubic yard on three of the | eases and $2.90 on one | ease and that
t hose | eases woul d be extended for twenty years fromthe date of
execution of the anmendnent. See Defendant’s neno., p. 22 and
McKenzie Aff., p. 17. This is approximtely a 3000 percent
i ncrease in | andowner paynents under the Veal |eases and
conpletely wi ped out the royalties of $1.21 per cubic yard that
were payable to RICT for mning the clay on these properties.

See Plaintiff’s meno., p. 6 and Anended Conplaint, 8§ 22. The
amendnents to the Veal |eases were conditioned upon approval by
the Board of Directors of Engel hard based in New Jersey. Wile
the original version of the Capital Authorization Request (“CAR’)
prepared for presentation to the Board of Directors of Engel hard

did not indicate an intent to deduct the increased | andowner



royalties, the final CAR Board letter, circulated on August 1,
1990, was revised to include the follow ng | anguage: “After 1995
(the original termnation date of the Veal |eases), the royalty
paynents to the Veals can be deducted fromroyalties paid to
RICT.” See Defendant’s neno., p. 25 and Foote/ McKenzi e Dep., EX.
44, Execution of the anended Veal | eases was approved by the
Board of Directors of Engel hard on August 9, 1990. See
Foot e/ McKenzi e Dep., Ex. 46.

Pursuant to paragraph 2(e) of the Indenture, fromthe tine
Engel hard entered into the amended Veal |eases through the first
hal f of 1995, Engel hard absorbed the increased paynments to the
| andowners, which total ed $1, 830,169, See Davis Aff., p.11 and
Def endant’s Exhibits J, K, L and M In other words, these
paynments were not deducted fromthe royalties paid to RICT during
t hose years because of the express provision of § 2(e) of the
| ndenture. Consequently, the | ease anendnents did not i npact
RICT until 1995. Upon expiration of the original Veal |ease
terms in 1995, Engel hard began deducting the increased Veal
paynments fromthe aggregate royalties payable to RICT.

The result was dramatic. Throughout the history of the
royalty arrangenent, RICT received royalty paynents every siXx

nont hs. These checks usual |y exceeded $300,000. |In contrast,

! Note that the | ease with Vaughn Veron Veal and Howard Veal
was cancel ed in January, 1993 with the know edge and concurrence
of RICT. See McKenzie Aff., pp.20-21.
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the check for the last six nonths of 1995 was $30,000. This
trend continued in the years that followed as Engel hard conti nued
to deduct | andowner royalties on the anended Veal |eases fromthe
total royalties payable to RICT.

As stated earlier, during the Veal |ease anendnent approva
process in 1990, Engel hard interpreted the Indenture to nean that
the increased | andowner royalties under the anmended | eases coul d
be deducted fromthe aggregate royalties payable to RICT in the
second half of 1995 and thereafter. However, it does not appear
t hat Engel hard antici pated that those deductions due to
production royal ti es payabl e under the anended Veal |eases woul d
cause a reduction in the royalties payable to RICT from ot her
Leased and Fee Properties. See Plaintiff’s nmeno., p. 7 and
Plaintiff’s Ex. S. But that has, in fact, occurred. |In short,
the deductions fromthe royalties paid to RI CT because of the
amendnents to the Veal |eases for the mning of Veal clay have
eaten into the aggregate royalties payable to RICT from m ni ng
non-Veal clay. See Plaintiff’s Ex. S. Indeed, testanent to this
unexpected result can be gleaned fromthe fact that the Indenture
did not expressly provide for such a scenario. Therefore,
plaintiff is before this Court asking for a construction of the
| ndenture to prevent that from happening.

After realizing that the Veal |ease anendnents caused this

drastically unprofitable result for RI CT, Engel hard took the
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position that the Indenture authorized the action taken. It
relied on 8 2(e) of the Indenture, the provision granting
authority to Engel hard to anend the Leases. RICT responded by
filing this suit, claimng that Engel hard viol ated the contract
and the inplied covenant of good faith and fair dealing in
addition to its fiduciary duty to RICT by nmeking these deductions
fromaggregate royalties payable to RICT. As stated earlier,
RI CT has noved for partial summary judgment on Count Il while
Engel hard has filed a notion for sunmary judgnent on all three
Count s.
1. Standard of Review
Rul e 56(c) of the Federal Rules of Civil Procedure sets
forth the standard for ruling on a summary judgnent notion:
The judgnent sought shall be rendered forthwith if the
pl eadi ngs, depositions, answers to interrogatories, and
adm ssions on file, together with the affidavits, if any,
show that there is no genuine issue as to any material fact
and that the noving party is entitled to judgnent as a
matter of |aw.
Fed.R Cv.P. 56(c). Thus, summary judgnent nmay be granted when

no “reasonable jury could return a verdict for the nonnoving

party.” Anderson v. Liberty Lobby, Inc., 477 U S. 242, 248

(1986). In determ ning whether summary judgnent is appropriate,
the Court nust viewthe facts on the record and all inferences
therefromin the |light nost favorable to the nonnoving party.

See Continental Cas. Co. v. Canadian Universal Ins. Co., 924 F.2d

370, 373 (1991).
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Plaintiff’s notion is one for partial sumrmary judgnent
pursuant to Fed. R Civ.P. 56(d). Partial summary judgnent under
Rul e 56(d) is separate and distinct froma notion for summary
judgnent under Rule 56(c). Rule 56(d) arnms the court with a tool

to “narrow the factual issues for trial.” Rivera-Flores v.

Puerto Rico Tel.Co., 64 F.3d 742, 747 (1st C r.1995). The rule

provi des that when “judgnment is not rendered upon the whol e case
or for all the relief asked and a trial is necessary,” the court
may ascertain what material facts are actually and in good faith
controverted.” Fed.R Cv.P. 56(d). Based upon such an inquiry,
the court may then devise an appropriate order *“including the
extent to which the anpbunt of danmages or other relief is not in
controversy, and directing such further proceedings in the action
as are just.” 1d.

The standard for ruling on a Rule 56(d) notion is “identical
to that depl oyed when considering a sunmary judgnment notion under

Rule 56(c).” URI Cogeneration Partners, L.P. v. Board of

&overnors for Higher Ed., 915 F. Supp. 1267, 1279 (D.R |.1996)

(citing Flanders & Medeiros, Inc. v Bogosian, 868 F.Supp. 412,

417 (D.R1.1994), aff'd in part, rev'd in part, 65 F.3d 198 (1st

Cr.1995)). A grant of summary judgnent “is not appropriate
merely because the facts offered by the nonnoving party seem nost
pl ausi bl e, or because the opponent is unlikely to prevail at

trial.” Gannon v. Narragansett Electric Co., 777 F.Supp. 167, 169
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(D.R1.1991). At the summary judgnent stage, there is “no room
for credibility determ nations, no roomfor the neasured wei ghi ng
of conflicting evidence such as the trial process entails, no
roomfor the judge to superinpose his own ideas of probability or

i kelihood[.]” G eenburg v. Puerto Rico Maritinme Shipping Auth.,

835 F.2d 932, 936 (1st Cir.1987). Summary judgnent is only
avai |l abl e when there is no dispute as to any material fact and

only questions of law remain. See Blackie v. Miine, 75 F. 3d 716,

721 (1st Cir.1996). Additionally, the noving party bears the
burden of showi ng that no evi dence supports the nonnoving party’s

position. See Celotex v. Catrett, 477 U. S. 317, 325 (1986).

The coincidence that both parties nove sinultaneously for
summary judgnent does not relax the standards under Rule 56. See
Blackie, 75 F.3d at 721. Barring special circunstances, a
district court nust consider each notion separately, draw ng
i nferences agai nst each novant in turn. See id. (quoting EEQC v.

Steanship Cerks Union Local 1066, 48 F.3d 594, 603 n.8 (1st

Cr.), cert. denied, 516 U S. 814 (1995).

I11. Discussion

As is evident fromthe factual background, this is a
contract interpretation case. Because the Indenture did not
specifically provide for the events that transpired subsequent to
the Veal |ease anmendnents, this Court is required to interpret

the I ndenture under recogni zed principles of contract
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construction. The issue to be decided is whether and to what
extent under the Indenture, |andowner production royalties paid
under the anmended | eases can be deducted from aggregate royalties
payable to RICT, once the original |ease expiration dates have
been reached. For the reasons outlined in detail below, this
Court holds that after the original expiration date of an

assi gned | ease, production royalties payable to any | andowner
under an anendnent to that Lease may be deducted fromroyalties
generated fromclay mned on that Leased Property only. As

di scussed below, this interpretation of the Indenture results
fromuse of the inplied covenant of good faith and fair dealing
and is also based on a fair reading of the Indenture as a whol e
utilizing accepted rules of contract construction in order to
effectuate the intent of the parties.

As the parties do not dispute the application of Georgia | aw
to this case, this Court will proceed by applying Georgia | aw
since that is the jurisdiction chosen in the choice of |aw
provision in the Indenture. See Indenture, § 19. Defendant is a
New Jersey corporation but the contract at issue relates to clay
mning in Georgia and Freeport, its predecessor, was Ceorgi a
based. As this Court has stated many tines, under the
established | aw of Rhode Island, a choice of |aw provision in a
contract is enforceable where the transaction bears a reasonable

rel ati onship both to Rhode Island and another state. See Honey

14



Dew Associates, Inc. v. MK Food Corp., 81 F. Supp.2d 352

(D.R1.2000). In this case, there is a reasonable relationship
bet ween the transaction at issue and Georgia, therefore, the
Court wll apply the law of Georgia in construing the |Indenture.

See R I. Gen.Laws 8§ 6A-1-105; Providence & Wrcester R R Co. V.

Sargent Greenleaf, Inc., 802 F. Supp. 680, 687 (D.R 1.1992)

(holding that a choice of law provision in a contract is
enf orceabl e where the transaction bears a reasonable relationship

both to Rhode Island and anot her state).

A.  The Inplied Covenant of Good Faith and Fair Dealing

Plaintiff relies heavily upon the inplied covenant of good
faith and fair dealing in arguing that there should be an inplied
[imtation upon the discretion granted to Engel hard in the
I ndenture to anend the | eases and charge back the increased costs
thereof to RICT. This Court agrees. Although it has been
shrouded in nystery at tines, the inplied covenant of good faith
and fair dealing is sinply a residual gap-filling, default rule
of contract law. In effect, it inposes |imts upon one
contracting party’'s ability to adversely inpact the contract’s
value to the other party. Therefore, it determ nes when a party
to a contract nmay no |onger pursue his or her own self-interest
but rather nust engage in cooperative behavior by deferring to

the other party’ s contractual interests. See generally 3 Corbin
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on Contracts, 8§ 507 (Supp.1999) and 11 Wlliston on Contracts, 88§

31:8, 32:2 (4th ed.1999).

The inplied covenant of good faith and fair dealing is
usually enployed in two situations, both of which apply to the
situation in this case. First, it is utilized where the terns of
the contract are anbi guous or do not cover the disputed conduct.

See, e.qg., Continental Bank, N. A. v. Everett, 964 F.2d 701, 705

(7th Gr.), cert. denied, 506 U. S. 1035 (1992)(di scussing how the

obligation of good faith is another way to describe the effort
made by the court to devise terns to fill contractual gaps);

Hubbard Chevrolet Co. v. General Mtors Corp., 873 F.2d 873, 876-

77 (5th Gr.), cert. denied, 493 U S 978 (1989). Secondly, the

inplied covenant is also used where the action at issue is taken
pursuant to a grant of discretion in the contract and the scope

of that discretion has not been designated. See, e.q., Chrysler

Credit Corp. v. Marino, 63 F.3d 574, 579 (7th G r.1995);

Occusafe, Inc. v. EGRG Rocky Flats, Inc., 54 F.3d 618, 624 (10th

Cir.1995) (holding that the court’s inquiry focuses on whet her
t he defendant’ s conduct affected the contracting parties’ benefit

of the bargain); Travelers Int’'l v. Trans Wrld Airlines, Inc.

41 F. 3d 1570, 1575 (2d Cir.1994) (hol ding that where a contract
confers discretion on one party, such discretionis limted by
the obligation that it be exercised in good faith).

In Georgia, as in virtually all jurisdictions, the duty of
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good faith and fair dealing is inplied into every contract. See

West v. Koufman, 259 Ga. 505, 506, 384 S. E.2d 664, 666

(1989) (quoting Restatenent (Second) of Contracts 8 231 (“Every
contract inposes upon each party a duty of good faith and fair

dealing in its performance and its enforcenent.”)); see also

Jackson El ectric Menbership Corp. v. Georgia Power Co., 257 Ga.

772, 364 S.E 2d 556 (1988). Indeed, this duty requires that each
party to a contract act in furtherance of the other party’s
reasonabl e expectations of the bargain. |In the event that one
party’s actions are in conflict with or eviscerate the other
party’ s reasonabl e expectations, a court may be required “to | ook
to the substance rather than to the formof the agreenent, and to

hold that substance controls over form” 3 Corbin on Contracts,

8 570, at 500 (Supp.1999). GCeorgia courts have followed this
rul e by recogni zing “the tinme honored rule that where a decision
is left to the discretion of a designated entity, the question is
not whether it was in fact erroneous, but whether it was in bad
faith, arbitrary or capricious so as to anount to an abuse of

that discretion.” WMucDougald Const. Co. v. State Hw. Dept., 125

Ga. App. 591, 593, 188 S.E.2d 405, 406 (1972). In other words,
the question is whether the exercise of that discretion is
consistent with the intent of the parties. See id.

In its brief, Engel hard avers that Georgia courts have

resisted applying the inplied covenant of good faith and fair
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dealing in situations where one party to the contract sinply does
what the contract allows. It primarily relies upon the case of

Aut omati c Sprinkler Corp. of Anerica v. Anderson, 243 Ga. 867,

868, 257 S.E.2d 283, 284 (1979) to support this argunent. In

Automatic Sprinkler, an enployee voluntarily term nated his

enpl oynent and sued claimng that the conpany owed hi m specific
anmounts of both deferred and non-deferred incentive conpensation
under the conpany’s conpensation plan. This contract provided in
pertinent part : “The award of any direct incentive is entirely
within the discretion of the corporation and nothi ng contai ned
herein will be construed to the contrary . . . Wth respect to

t hose representatives whose enpl oynent with the corporation is
termnated (for reasons other than their disability or
retirement), the paynment or nonpaynent of all or any direct
incentive installnments previously set aside but unpaid to them at
the tine of their termination, wll rest in the absolute and
final discretion of the Conpensation Conmttee of the Board of

Directors.” Automatic Sprinkler, 243 Ga. at 867, 257 S.E. 2d at

284.

The Autonmatic Sprinkler Court held that “[t]here can be no

breach of an inplied covenant of good faith where a party to a
contract has done what the provisions of the contract expressly
give himthe right to do.” 243 Ga. at 868, 257 S.E 2d at 284

(quoting MacDougald at 594, 188 S.E 2d at 407(“What the intent of
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the parties was in making the contract nust control[.]”)); see

also Marathon U.S. Realties v. Kalb, 244 G. 390, 392, 260 S.E.2d

85 (1979). In addition, the Court found that the terns of the
contract “in this case are unanbi guous.” |d. at 869, 257 S. E 2d
at 285. Because the contract was unanbi guous and, nore
inportantly, because the exercise of the Board' s discretion was
consistent wwth the intent of the parties as expressed in the
contract, the Court held that the duty of good faith was
irrelevant in those circunstances. 1d.

The holding in Automatic Sprinkler is reasonable and sound

but it does not stand for the proposition that defendant proposes
in this case. Defendant woul d have this Court decide that the

i nplied covenant of good faith and fair dealing is inapplicable
in all circunstances where one party to the contract exercises
discretion granted to that party pursuant to the contract. That
proposition is too broadly stated because another Georgia case
supports the view that the inplied covenant of good faith and
fair dealing can be applicable to conduct permtted under the

terns of the contract. See Southern Busi ness Muchi nes of

Savannah, Inc. v. Norwest Financial lLeasing, Inc., 195 Ga. App.

253, 257, 390 S.E. 2d 402, 406 (1990). In Southern Business

Machi nes, the contract at issue expressly authorized Norwest, as
assi gnee of certain |eases, to contact the | essees and to coll ect

paynment fromthe | essees under the | eases assigned to Norwest by
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Sout hern Busi ness Machi nes. Sout hern Busi ness Machi nes al |l eged
that Norwest’s exercise of this authority, expressly conferred
upon it by the contract, caused the | essees to cancel the |eases.

Cting the rule expressed in Automatic Sprinkler, the trial court

i n Sout hern Business Machines found that Norwest’s attenpts to

coll ect the nonies ow ng under the | eases was “a legitimte
exercise of [its] right to contact the | essees [under the

contract].” Southern Business Machines, 194 Ga. App. at 257, 390

S.E. 2d at 406. The Georgia Court of Appeals reversed, holding
that [t]he provisions in the assignnment contract purporting to
aut horize [Norwest] to contact |essees directly and to coll ect
paynment fromthem did not expressly or inpliedly authorize

[ Norwest] to exercise this power in a manner constituting a | ack
of good faith.” |d.

Therefore, defendant’s argunent that there can never be a
violation of the inplied covenant of good faith and fair dealing
when one party exercises discretionary authority expressly
granted to it under the contract msses the mark. 1In rejecting
an identical argunment as that put forth by Engel hard, then
Crcuit Judge Scalia pointed out that “to say that every
expressly conferred contractual power is of this nature is
virtually to read the doctrine of good faith (or of inplied
contractual obligations and limtations) out of existence.”

Tynshare, Inc. v. Covell, 727 F.2d 1145, 1154
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(D.C.Cir.1984) (hol ding that although the contract provided that

i ncreases could be nmade in managenent’s sole discretion, that

di scretion was |limted because there were sonme purposes for which
the expressly conferred power could not be enpl oyed).

The hol ding in Southern Business Machines follows the well

settled rule that, although courts are reluctant to rewite
contracts for the parties, they will inply prom ses or duties if

justice so demands. See Fisher v. Toonbs County Nursing Hone,

223 Ga. App. 842, 845, 479 S.E.2d 180, 184 (1996) (quoting

Hi ggi nbottom v. Thiele Kaoling Co., 251 Ga. 148, 149, 304 S.E. 2d

365 (1983)). “What courts are doing here, whether calling the
process ‘inplication’ of prom ses, or interpreting the

requi renents of ‘good faith,” as the current fashion may be, is
but a recognition that the parties occasionally have
under st andi ngs or expectations that were so fundanental that they

did not need to negoti ate about those expectations.” 3_Corbin on

Contracts, 8 507 at 500 (Supp.1999); see also 11 WIliston on

Contracts, 88 31:8, 32:2 (4th ed.1999). Thus, the inplied
covenant of good faith and fair dealing is inplicated where one
party fails to recognize that “its duty to the spirit of the
bargain is higher than its duty to the technicalities of the
| anguage [of the contract].” 1d.

Furthernmore, in discussing inplied prom ses, or the doctrine

of good faith, Corbin states that the covenant has a speci al
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application to prom ses to pay under a royalty agreenent. “One
who prom ses to pay a royalty ... proportional to his production
or other performance has often been found to have prom sed by

inplication that he will use diligence and will neither wilfully
nor negligently do anything that will prevent or reduce the suns

to be paid.” 3 Corbin on Contracts, 8 570 at 345 (1960). Such

an application is to be expected because under a royalty
arrangenment the only benefit of the bargain to one party is the
sum payabl e. Therefore, actions taken by one party that obstruct
such paynents are often found to violate the inplied promse to
mai ntain the royalties. In other words, it is the parties’
intent to have royalties payable to one party that is paranount
in the bargain.

Overall, it is fair to say that Georgia courts recognize
that a party to a contract is bound by the inplied covenant of
good faith and fair dealing in the exercise of discretionary
authority expressly granted to that party pursuant to the terns
of the contract. This is because “whenever the co-operation of
the prom see is necessary for the performance of the prom se,
there is a condition inplied that the co-operation wll be
given.” 194 Ga. App. at 256, 390 S.E. 2d at 405 (quoting 17
Am Jur . 2d, Contracts, 8 256). This rule flows fromthe concept
that one party’s actions, whether or not carried out pursuant to

an express provision in the contract, cannot be exercised so as
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to decimate the other party’ s reasonabl e expectations of the

bargain. See Fisher, 223 Ga. App. at 845-46, 479 S.E. 2d at 184

(““CGood faith’ is a short hand way of saying substanti al
conpliance with the spirit, and not nerely the letter, of a

contract.”)(citing Crooks v. Chapman Co., 124 Ga. App. 718, 185

S.E. 2d 787 (1971)).
B. Interpreting the Indenture Using the Doctrine of Good Faith
In the case sub judice, this Court’s inquiry into the
application of the inplied covenant of good faith and fair
dealing will focus on two key elenents. First, whether the
| ndenture i s anbi guous with respect to the deduction of
production royalties payable to | andowners after the expiration
of the original lease terns. Secondly, whether the action of
def endant does violence to the intent of the parties to the
I ndenture. Finally, this Court will have to determ ne whet her
and to what extent a termought to be inplied into the Indenture
under the doctrine of good faith and fair dealing.
The rules for interpreting a contract in Georgia are simlar
to such rules in other jurisdictions. Interpretation of a
contract involves three steps. First, the court decides if the
contract |anguage is unanmbi guous, and if so, the court enforces

the clear terns of the contract. See Lostocco v. D Eranp, 238

Ga. App. 115, 119-20, 517 S.E 2d 826 (1999). Second, if the

contract is anbiguous, the court must apply rules of contract
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construction to resolve the anbiguity. 1d. The basic rule of

contract construction in Georgia is to give effect to the intent
of the parties by reading the contract as a whole. The intent of
the parties is to be determned by | ooking at the “four corners”

of the contract. See Tunmb Construction, Inc. v. Lasky, 158

Ga. App. 583, 584, 281 S.E.2d 325, 327 (1981)(citing Stephens v.

Parrino & Ware, 138 Ga.App. 634, 635, 226 S.E. 2d 809 (1976)).

Third, if anmbiguity remains after use of the construction rules,
t he nmeani ng of the contract nust be decided by a jury. See

Lost occo, 238 Ga. App. at 119-20. In this case, application of
the third step i s unnecessary.

Application of the inplied covenant of good faith and fair
dealing is appropriate in this case for two reasons. First, the
I ndenture is silent with respect to the chall enged actions of
Engel hard and that silence creates an anbiguity in the docunent.
Second, Engel hard s attenpt to deduct the increased production
royal ti es payabl e under the anended | eases from aggregate
royalties payable to RICT contravenes the intent of the parties
to the contract. This is why Engelhard’s reliance on Autonatic
Sprinkler is msplaced. There, the Court found that the inplied
covenant of good faith and fair dealing was inapplicable because
the contract at issue was unanbi guous and the exercise of the
Board’s discretion was consistent with the intent of the parties

to the contract. See Automatic Sprinkler, 243 Ga. at 868. This
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case is easily distinguishable from Autonmatic Sprinkler because,

as discussed in detail below, neither of the factors critical to
the Court’s holding in that case are present in this case.

Def endant contends that the Indenture is unanbi guous with
respect to the deduction of production royalties under the
anended Veal |eases after the original expiration date of those
| eases. Defendant relies on § 2(e) of the Indenture, which
permts unilateral amendnent of the Leases by Engel hard, to
support its argunent that any additional costs resulting fromthe
anended | eases shoul d be deducted from aggregate royalties
payable to RICT because that was intended by the parties. In
short, defendant nakes the preposterous argunent that the parties
contenpl ated that production royalties attributable to one
anmended Lease can be used to wipe out the royalties generated
fromother Fee and Leased Properties. Such a reading of the
rel evant provisions of the Indenture cannot be supported because
that would be a clear violation of the intent of the contracting
parties.

Wiile it is clear that 8§ 2(e) of the Indenture permts
Engel hard to anmend the Veal |eases, it does not follow that this
provi si on governs the deduction of production royalties from
aggregate royalties payable to RICT after the original
termnation date of the |leases. Wth respect to increased

production royalties payable to | andowners as a result of an
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anmended | ease, the Indenture provides “that [Engel hard] shall not
make any alteration or nodification of any Lease . . . which with
respect to the period prior to the normal term nation date of
such Lease woul d increase any fixed costs to be paid by

[ Engel hard] thereunder or would increase the anount of royalties
payabl e by [Engel hard] thereunder, unless [Engel hard] agrees to
pay such increased fixed costs or additional royalties.”

| ndenture, 8 2(e). Thus, it is clear fromthe plain | anguage of
the I ndenture that any increase in production royalties payable
to the Veals as a result of anending those | eases, is to be borne
by Engel hard prior to the normal term nation date of such | eases.
However, 8 2(e) does not expressly explain how an increase in
production royalties under an anended | ease is to be handl ed
after the normal term nation date of such | ease. The Indenture
clearly is silent on this issue and that is what creates the
anbiguity in this case.

Engel hard argues that the production royalty paynents have
al ways been deducted from aggregate royalties under the standard
deduction provisions in 8 7 of the Indenture. Such an argunent
does not take into account the effect of Engel hard s exercise of
absol ute discretion in anmending the | eases and how t hat
contravenes the intent of the parties in entering into a 99 year
royalty arrangenent. Section 8 2(e) works as an exception to the

standard deduction provision in 8 7 by requiring Engel hard to
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bear any increased | andowner costs that result froma | ease
amendnent or extension prior to the original term nation date of
such |l ease. The parties could never have intended that after the
normal term nation date of an anended | ease increased | andowner
royalties could be used to wi pe out royalties generated by the
other Properties. At oral argument, when confronted with the
Court’s question of whether the Indenture should be read to all ow
the large cost increases resulting fromthe anended Veal |eases
to eat up all of the royalties payable to RICT, defendant’s
counsel responded by saying that such was an inherent risk in the
structure of the Indenture. See Transcript, p. 27. Thi s Court

di sagr ees.

It is clear that the Indenture is anbi guous with respect to
production royalty deductions after the original expiration date
of the anended | eases. Contrary to defendant’s argunent, the
| ndenture does not expressly permt such deductions to be nmade
agai nst aggregate royalties. Although the Indenture expressly
provides for the treatnment of these deductions prior to the
original termnation date of the anended |eases, it is silent on
the treatnment of such deductions after the original termnation
date. Thus, the Indenture nust be viewed as bei ng anbi guous on
the subject. Therefore, this Court nmust construe the Indenture
to give effect to the intent of the parties as evidenced by the

| ndenture as a whol e under the doctrine of good faith.
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In this case, the deduction of the increased production
royalties paid by Engelhard to the Veal s under the anended | eases
are eviscerating the aggregate royalties payable to RICT. The
i ncreased production royalties payable under the Veal |eases are
now so great that they are alnost greater than the Net Receipts
generated fromclay mned on all the Leased Properties and are
threatening the Net Receipts fromclay m ned on the Fee
Properties. It is unreasonable to think that RICT's predecessor
woul d have entered into a royalty arrangenent for 99 years and
intended that its royalties could be devoured by the acts of
def endant in anending a few | eases.

The Court nust consider the | anguage contained within the
four corners of the Indenture. “In deciding whether to inply
prom ses or duties to the terns of a contract, [t]he introduction
of an inplied terminto the contract of the parties . . . can
only be justified when the inplied termis not inconsistent with
sone express termof the contract and where there arises fromthe
| anguage of the contract itself, and the circunstances under
which it was entered into, an inference that it is absolutely
necessary to introduce the termto effectuate the intention of

the parties.” Fisher, 223 Ga. App. at 845 (quoting Higgi nbottom

251 Ga. at 149(1)). In this case, there is no express term which
governs the deduction of the increased production royalties under

t he anmended | eases after the original term nation date thereof.
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One thing is clear. |f the increased production royalties under
the Veal |eases are deducted from aggregate royalties payable to
RI CT, then those costs can wi pe out all of the royalties payable
to RICT that are generated fromclay m ned on other Leased
Properties as well as the royalties generated fromclay m ned on
the Fee Properties. In short, it is possible in the future that
RICT will receive nothing under the Indenture and defendant wl|
reap all the benefits of mining clay on the Properties owned by
RICT. Such a result could not have been intended at the tine the
| ndenture was executed, therefore, Engel hard s interpretation of
t he I ndenture cannot conceivably be what the parties intended in
entering into the royalty arrangenent.

The Indenture provides that in return for the right to m ne
the Properties, Engel hard nust pay RICT a royalty calculated by a
percentage of the Net Receipts generated by the sale of clay or
clay products. Quite sinply, that is the benefit bargained for
by plaintiff in this contract. The intent of the parties would
be destroyed if the increased production royalty deductions under
a few anended | eases were allowed to conpletely eradicate the
royalties payable to RICT fromclay mning on all of the other
Properties. This concept was so fundanmental to the agreenent
that the parties need not have nenorialized it expressly. It can
reasonably be assuned that, with respect to the Leased

Properties, RICT expected reduced royalties after expiration
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t her eof because they were to be net of production royalty
paynments to the | andowners. However, the parties could never
have i ntended that production royalty paynments to | andowners
woul d be used to deplete all of the royalties payable to RICT
under the Indenture. Consequently, the inplied covenant of good
faith and fair dealing should be utilized as a gap-filler in this
case in order to effectuate the intent of the parties.

Al t hough courts are reluctant to rewite a contract for the
parties, they nust inply terns or duties when justice, good

faith, or fairness so demand. See Fisher, 223 Ga. App. at 845.

RICT's situation fits these criteria, and a limtation on the
deduction of the increased production royalty paynents to the
Veal s under the anended | eases should accordingly be inplied in
this contract.

This Court holds that the increased production royalty
paynments to | andowners under any anended | ease will be deducted
fromthe royalties generated by the mning of clay on that Leased
Property only. Thus, the royalty paynents for mning on other
Properties will not be affected by an anendnent to or extension
of any one | ease negoti ated by Engel hard.

This inplied termfollows the express |anguage in the
contract and effectuates the intent of the parties wthout
eviscerating the benefit of the royalty arrangenent to RICT. At

the end of the day, Engelhard will still be able to mne the
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Properties and deduct its increased costs of production royalties

payabl e to | andowners under an anended | ease. However, such

i ncreased costs will be limted by Engelhard’ s good faith duty to

preserve the royalties payable to RICT for m ning on other

Properties under the Indenture. That is, Engelhard may anend any

| ease and deduct the increased production royalty rates paid to

| andowners fromroyalties generated by that Leased Property, but

it wll not be allowed to have absol ute discretionary power to

amend | eases and destroy the benefit bargained for in this

contract relating to other Leased and Fee Properties. Thus,

after the inplied termis inserted in bold type, the rel evant

portion of 8 2(e) of the Indenture reads as foll ows:
[ Engel hard] shall not nake any alteration or nodification of
any Lease or other arrangenent in connection with such Lease

which with respect to the period prior to the norma

term nation date of such Lease would increase any fixed
costs to be paid by [Engel hard] thereunder or would increase
t he amount of royalties payabl e by [Engel hard] thereunder
with respect to any mnerals, ores or substances permtted
to be mned by [ Engel hard] on the date hereof, unless
[ Engel hard] agrees to pay such increased fixed costs or
additional royalties. Wth respect to the period after the
normal term nation date of such Lease, any nodification or
alteration of any Lease or other arrangenment in connection
wi th such Lease which would increase any fixed cost to be
pai d by [Engel hard] thereunder or would increase the anount
of royalties payable by [Engel hard] thereunder can be

deducted fromroyalties payable to RI CT generated from cl ay
m ned on such Leased Property only.

For the foregoing reasons, plaintiff’s notion for parti al
summary judgnent on Count Il is granted and defendant’s notion

for summary judgment on Count Il is denied.
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C. Fiduciary Duty

Finally, this Court grants summary judgnent for defendant on
Count 111 since there was no fiduciary relationship between R CT
and Engel hard. Under CGeorgia law, a relationship is considered
to be confidential “where one party is so situated as to exercise
a controlling influence over the wll, conduct, and interest of
anot her or where, froma simlar relationship of nutual
confidence, the law requires the utnost good faith.” Ga. Code
Ann. 8§ 23-2-58 (1996). Although a confidential relationship
bet ween busi ness people may arise, it is dependant upon the facts

of each case. See Cochran v. Miurrah, 235 Ga. 304, 307, 219 S E.2d

421 (1975). There can be no fiduciary rel ationship when the
parties are engaged in a transaction with each other in an effort

to further their own separate business objectives. See Parello

v. Maio, 268 Ga. 852, 853, 494 S.E.2d 331, 332 (1998) (citing

Kienel v. Lanier, 190 Ga. App. 201, 204, 378 S.E. 2d 359 (1989));

see also Manning v. Engelhard Corp., 929 F. Supp. 1508, 1512

(M D. Ga. 1996) (hol di ng that no confidential relationshipis
established in negotiation of mning | eases where the agreenents
were entered into at arms |ength and between equal
parties) (applying Georgia | aw).

In this case, the Indenture was negotiated at armis |length
for over a year between the predecessors of these parties. See

Sturges Depo., p. 169. It was clear that both sides were
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furthering their own business interests during these
negotiations. As the president of Freeport Sul phur stated, it
was clear that “Southern Cays, Inc. was a seller and a | essor
dealing at armis length wth Freeport Sul phur Conpany as
purchaser and | essee.” Dufour Affidavit Mdtion, Def.’s Ex, O
p.3. Plaintiff has put forth no evidence indicating the
exi stence of a confidential relationship either at the tinme of
entering into the Indenture or at sone |ater date during the
course of subsequent busi ness dealings.

Therefore, plaintiff’s contention, that there was a
fiduciary relationship created as a result of business dealings
t hrough the years, is without nerit. This is because the nere
exi stence of a certain amount of trust and confidence between two
peopl e as the result of doing business together for a nunber of
years, is not, in and of itself, sufficient to find the existence

of a confidential relationship. See Parello, 268 Ga. at 853

(citing Kienel, 190 Ga.App. at 203). As a result, there was
never any fiduciary relationship created between the parties and,
thus, no breach of such a relationship. For the foregoing
reasons, defendant’s notion for summary judgnent on Count |1l is
gr ant ed.
Concl usi on

The contract at issue was negotiated for the sol e purpose of

paying royalties to one party in return for the right to mne the

33



Fee and Leased Properties transferred to the other. Al though the
| ndenture permts anendnment of the Leases, it does not explicitly
deal with the deduction of increased production royalties under
the Leases after the original expiration date of these Leases.
Therefore, Engel hard’ s deduction of those increased costs from
the aggregate royalties payable to RICT over the |ast several
years, was in violation of the inplied covenant of good faith and
fair dealing. Consequently, this Court has inplied a termto
[imt such deductions that is in the spirit of the royalty
arrangenment and is consistent with the intent of the parties to
the Indenture. Under this inplied term increased production
royalties payable to a | andowner as a result of an anended | ease
can only be deducted fromroyalties generated fromclay m ned on
the particul ar Leased Property invol ved and cannot be used to
reduce the royalties payable to RICT from m ning on other Leased
and Fee Properties. Therefore, plaintiff’s notion for partial
summary judgnment on Count Il is granted and defendant’s notion
for summary judgnment on Count Il is denied. Since Engelhard did
not violate the express terns of the Indenture and no fiduciary
duty was involved, it is entitled to summary judgnment on Counts |
and I1l. It is clear that as a result of this decision,

Engel hard has been underpaying RICT the royalties due it for a
nunber of years. The anmount of those underpaynments is the only

issue remaining in this case. The Court will schedule a hearing
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and take evidence on this issue before entering judgnent for
plaintiff in this case on Count Il1. Defendant will be entitled
to judgnment on Counts | and Il but no judgnments wll enter until
this final issue of underpaynent is resolved.

It is so ordered.

Ronal d R Lagueux
District Judge
August 8, 2000
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