IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 94-10726

DANI EL W VAREL
Pl ai ntiff-Appellant,
vVer sus

BANC ONE CAPI TAL PARTNERS,
I NC., Fornerly known as Mventure Corp., ET AL.,

Def endant s- Appel | ees.

Appeal fromthe United States District Court
for the Northern District of Texas

(June 12, 1995)
Bef ore REYNALDO G GARZA, H GE NBOTHAM and PARKER, Circuit Judges.
H G3 NBOTHAM Circuit Judge:

The founder of a drilling bits conpany clains a bank sold
equity securities of his conpany wi thout respecting his contractual
right of first refusal. Finding that his conpany failed to perform
a condition precedent to his right of first refusal, the district

court awarded defendants summary judgnent. W reverse and renand.

l.
I n 1986, Varel Manufacturing Conpany was in default on certain
| oan agreenents. To restructure its debt, Varel Manufacturing and

its lenders -- MBank Dallas and the FDIC -- agreed to an "Anended,



Restated and Consolidated Term Loan Agreenent” on Septenber 30,
1986. The 1986 agreenent reduced Varel Manufacturing' s debt by $5
mllion in exchange for certain debt and equity securities that
Varel Manufacturing issued. The agreenent also gave Varel
Manufacturing a right of first refusal, which is at the center of
this lawsuit.

Banc One, Texas, N. A, acquired the equity securities held by
one of the two |enders, MBank, through a series of unchall enged
transactions. In the autum of 1992, S.N. Phelps & Co. offered to
purchase the equity securities held by Banc One. Banc One notified
the other |ender, the FDIC, of the offer. The FDI C declined to
purchase the securities and Banc One then sold themto Phelps in
Novenber 1992. Phelps |later sold themto Commonwealth G| Refining
Conpany, Inc.

Varel Manufacturing's principal shareholder and founder,
Daniel W Varel, sued in Texas state court, alleging that Banc
One's sale of the equity securities to Phelps wthout first
inviting Varel to purchase themat Phel ps' offered price, breached
his contractual right of first refusal under the |oan agreenent.
He sought the right to buy back the equity securities fornerly held
by Banc One at the price Phelps paid for them The FDICrenoved to
federal court.

The district court granted defendants' notions for sunmary
judgnent. It held that Varel Manufacturing was in default on the
| oan agreenent because it dissolved V.A C O, a Varel subsidiary

and one of the guarantors of the |loan, wthout the permssion of



the | enders, as required under the | oan agreenent, and that Varel's
right of first refusal was conditioned onits not being in default.
The district court did not reach defendants' alternative argunent
that Varel's right of first refusal was triggered only by an offer
to purchase the securities held by both entities and not by an
offer to purchase all securities held by one.

W are not persuaded that the condition is enforceable on
these facts or that the summary judgnent can be sustai ned on the

alternative grounds. W vacate the summary judgnent, and renand.

.

Under the contract, Varel was entitled to exercise his right
of first refusal only "if no Default or Event of Default has
occurred and is continuing under this Agreenent." Varel does not
di spute that dissolving VA CO wthout witten notice to the
| enders and their witten consent was an event of default.

Varel argues that his non-performance of this condition
precedent should be excused. Texas courts disfavor forfeitures.

See, e.q9., Huff v. Speer, 554 S.W2d 259, 261 (Tex. Cv. App.--

Houston [1st Dist.] 1977, wit ref'd n.r.e.). Texas courts excuse
non-performance of a condition precedent if the condition's

requi renent (a) wll involve extrene forfeiture or penalty, and
(b) its existence or occurrence fornms no essential part of the

exchange for the promsor's performance.'" Lesikar Constr. Co. V.

Acoustex, Inc., 509 S.W2d 877, 881 (Tex. Cv. App.--Fort Wrth

1974, wit ref'd n.r.e.) (quoting Restatenent (First) of Contracts



8 302); see al so Restatenent (Second) of Contracts 8 229 (repl acing
First Restatenent's 8 302) cnt. b (1981) ("In determ ni ng whet her
the forfeiture is 'disproportionate,' a court nmust wei gh t he extent
of the forfeiture by the obligee against the inportance to the
obligor of the risk from which he sought to be protected and the
degree to which that protection wll be lost if the non-occurrence
of the condition is excused to the extent required to prevent
forfeiture."). Texas courts construing this test have focused on
its second part, examning whether performng the condition
precedent was the object of the contract or nerely incidental to
it, and whether not performng it caused any |l oss. See Huff, 554
SSW2d at 261 (plaintiffs' failure to conply with condition
precedent by tendering pledged stock to the court registry instead
of to the debtor excused under Restatenent § 302, where non-

conpl i ance caused defendants no | oss); Sanmobns Enterprises, Inc. v.

Manl ey, 540 S.W2d 751, 756 (Tex. G v. App.--Texarkana 1976, wit
ref'd n.r.e.) (non-occurrence of appraisal nechanism a condition
precedent under the contract, excused where the appraisal "was not

the object of the contract, but [was] only incidental to arriving

at the fair market value of the 'put' price."). We follow the
Texas courts' |ead here.

If the default is unexcused, the penalty facing Varel is
extrenme when neasur ed agai nst the purpose of the default provision.
Varel, the eighty-two-year-old founder of Varel Manufacturing, has
al ways wi shed to keep control of the conpany within the famly. He

argues that without his right of first refusal -- that is, wthout



his right to pay Phelps' price for the equity securities Banc One
once held -- regaining control over his conpany is placed beyond
his financial grasp.

It istruethat Varel's potential forfeitureis not unlimted.
He does not risk forfeiting any of his rights in the reminder of
the contract. On the other hand, his failure to obtain consent to
the dissolution cannot on these facts bear the freight of
forfeiture.

The conti nued exi stence of V.A C. O was not an essential part
of the performance the |enders bargained for. V.A CO was
practically useless as a guarantor of the |oan agreenent. Vare
created this shell corporation to take advantage of certain tax
benefits which evaporated with a change inthe tax lawin 1985. W
are told that had V. A .C.O not been dissolved, it wuld have cost
t he conpany approximtely $1.6 nillion. V.A.C.O had less than
$3,000 in cash and sone outstanding loans made by V.A C O to
Varel . The other three guarantors of the |oan had assets. On
these facts, consent to the dissolution could not have been
properly wthheld. The Ilenders paid no attention to the
dissolution of V.A C O until years later, when their | awers were
searching for a defense to Varel's |awsuit.

In sum Varel's dissolutionof VA C O wthout witten notice
to the lenders and without their witten consent was at best a
technical default wunder the loan agreenent and was legally
excusable. W do not reach the clains of procedural error urged by

Varel, but do now reach defendants' alternative argunent.



L1l

Defendants argue that under Section 5.06 of the Loan
Agreenent, Varel's right of first refusal is not triggered unless
both | enders wish to accept offers to sell their equity securities.
Defendants urge us to affirmthe district court's sunmary j udgnment
order on this ground, but we conclude that the answer depends on
undet erm ned questions of fact.

The text of Section 5.06 is hopel essly anbi guous. W reprint
it here in full, adding explanatory notes and indentation for
clarity. W enphasize the contested words:

[I. VAREL'S RIGHT OF FI RST REFUSAL]

[1] In the event that MVenture or FDI C receives an
offer froma third party to purchase all of the Equity
Securities then held by them which Menture and FDIC
desire to accept, if no Default or Event of Default has
occurred and i s conti nui ng under this Agreenent, M/enture
and FDI C shall first give witten notice of such offer to
Daniel W Varel, and Daniel W Varel w |l have sixty (60)
days fromthe date such notice is sent by such holders in
which to purchase the the [sic] Equity Securities to
whi ch such offer relates, for a price equal to the price

contained in such offer, and upon such other terns and
condi tions contained in such offer.

[2] In the event Daniel W Varel does not purchase
the Equity Securities within sixty (60) days from the
date of such notice, the holders thereof may sell the
Equity Securities to the third party for the sane
consi deration and upon sane terns and conditions, as are
contained in its offer, and the Right of First Refusa
provided in this Section 5.06 to David [sic] W Varel
shal | expire upon such sale.

[ 3] The Right of First Refusal provided in this
Section 5.06 shall not apply or extend to the sale of the
Equity Securities, or any portion thereof, to either
Lender or any affiliate or subsidiary of either Lender.



[1l. LENDERS RIGHT OF FI RST REFUSAL]

[4] In the event that MVenture or FDI C receives an
offer froma third party (other than Daniel W Varel) to
purchase all of the Equity Securities held by such
hol der, which such holder (the "Oferor") desires to
accept, the Oferor shall first give witten notice to
t he ot her hol der of the Equity Securities (the "Oferee")
of the Oferor's desire to to [sic] sell the Equity
Securities then held by the Oferor to the Oferee for
the sane consideration, and upon the sanme terns and
conditions, as are contained in such offer.

[5] The O feree shall have seventy-five (75) days
fromthe day such notice is received by the Oferee in
whi ch to purchase the Equity Securities then held by the
Oferor (so long as Daniel W Varel does not tinely
exercise any right of first refusal he may have wth
respect to all of the Equity Securities) for the sane
consi deration, and upon the sane terns and conditions, as
are contained in Oferor's notice.

Both parties nmake pl ausi bl e argunents resting on the | anguage
of Section 5.06. Varel's view -- that his right of first refusal
is triggered by a single offer to a single | ender that the |ender
W shes to accept -- finds support in the opening words of Section
5.06's first sentence, which state that the section applies "[i]n
t he event that Mventure or FDIC receives an offer."”

However, a third of the way into the first sentence, the text
swaps the use of the singular for plurals and trades disjunctives
for conjunctives, apparently contenplating that Varel's right of
first refusal is not triggered until both |enders have received
offers. It states that Varel's right of first refusal is triggered
when a third party offers "to purchase all of the Equity Securities
then held by them which Menture and FDIC desire to accept.”
"MVenture and FDIC' shall then notify Varel of the offer and may

accept the offer if, after 60 days after notification "by such



hol ders,"” Varel has not exercised his right of first refusal
Section 5.06"'s second sentence simlarly states that the "hol ders"
could sell to athird party if Varel does not exercise his right.

Varel tries to harnonize this mddle third of the first
sentence with the first third of the sentence. He argues that the
pl ural pronoun "thenmt neans the singular pronoun "it," and that the
drafter sinply coonmtted the common grammati cal gaffe of referring
to a singular corporation with a plural pronoun.

Varel also attenpts to reconcile the second third of the

sentence's use of the words "and" with the first third of the

sentence's use of the word "or" by insisting that the drafter
under st ood "and" and "or" to be interchangeable. Varel cites Texas
cases holding that the word "and" can nean "either or both." See

Aerospatiale Helicopter Corp. v. Universal Health Servs., Inc., 778

S.W2d 492, 502 (Tex. App. -- Dallas 1989, wit denied), cert.
deni ed, 498 U. S. 854 (1990); Neighborhood Comm on Lead Pollution

v. Board of Adjustnent, 728 S.W2d 64, 68 (Tex. App. -- Dallas

1987, wit ref'd n.r.e.).

Def endant s concede that under Texas | aw, "and" can nean "or,
but argue that in this case it does not. Defendants argue that the
drafter understood the difference between the disjunctive and the
conjunctive. The drafter properly uses the disjunctive in Section
5.06's description of each |l ender's right of first refusal. In the
fourth sentence of Section 5.06, the drafter provides that "[i]n

the event that Menture or FDIC receives" an offer, that | ender

must extend that offer to its co-lender. The drafter knew how to



use the disjunctive, defendants argue, and the fact that the
drafter used the conjunctive in describing Varel's right of first
refusal indicates that the drafter intended Varel's right to be
triggered only when both | enders, not just a single |l ender, desired
to accept an outside offer.

The final third of the first sentence of Section 5.06 changes
tone again, now favoring Varel. The final third states that Vare
has the right to purchase "the Equity Securities to which such
offer relates" at the offered price. If the drafter had
contenplated that Varel's right was triggered only by an offer to
buy all of the equity securities, not just those held by one
| ender, the | anguage here woul d be superfl uous.

The final textual tiff is the parenthetical in the fina
sentence of Section 5.06. The sentence reads as foll ows:

The O feree shall have seventy-five (75) days fromthe

day such notice is received by the Oferee in which to

purchase the Equity Securities then held by the Oferor

(so long as Daniel W Varel does not tinely exercise any

right of first refusal he may have wth respect to all of

the Equity Securities) for the same consideration, and

upon the sane terns and conditions, as are contained in
O feror's notice.

Thi s hi ghlighted parenthetical could plausibly support either
of the parties' interpretations. Varel argues that the word "all"
favors his reading. The word "all" refers only to the equity

securities held by one -- not both -- of the Ienders.

Specifically, "all" here refers to the equity securities held by
the | ender who has been approached by a third party w shing to buy.
Varel points to this usage in reply to defendants' argunent that
the word "all" inthe mddlethird of Section 5.06's first sentence

9



refers to the equity securities of both |enders. Since the word

al | in this parenthetical apparently refers to the equity

securities held by only one of the lenders, Varel has a strong

argunent that the word "all" in the first sentence, |ike the word

all" in this parenthetical, refers to only the equity securities
hel d by one, not both, of the | enders.

Defendants challenge the premise of this argunent. The
parent hetical, they argue, applies only when both of Section 5.06's
rights of first refusal -- the right of Varel, and the right of the
| enders -- are triggered at once. Both rights of first refusal are

triggered if both lenders wishto sell toathird party at the sanme

tinme. When both lenders wish to sell, the parenthetical's word

all" refers to the equity securities of both |enders, not just
one.
To bolster their textual argunents, both parties cite

surroundi ng circunstances. See Sun G| Co. (Delaware) v. Madel ey,

626 S. W2d 726, 731 (Tex. 1981) ("surrounding circunstances" nmay be
used to interpret an anbi guous contract). Defendants note that the
| enders wanted to guarantee their power to take control of Varel
Manuf acturing should it nake a nonetary default. They sought to
guarantee that right through Loan Agreenent provisions ensuring
that in the event of a nonetary default, the | enders would control
between them at |east 51 percent of the issued and outstanding
voting capital stock of Varel Manufacturing. Defendants argue that
| enders so concerned with the ability to gain control over Varel

Manuf act uri ng woul d not have "purposeful |y di smantl ed what they had

10



so painstakingly wought” by agreeing to Section 5.06 as
interpreted by Varel. |f Varel had a right of first refusal when
even one lender sold its equity securities, Varel would have the
power to regain mjority control over the stock, forcing the
remai ning lender into a mnority position. Varel, by contrast,
notes that the I enders' concern for gaining control in the event of
a nonetary default was no greater than his own concern for keeping
control of the conpany within his famly.

In short, we find both argunents plausible and the text
anbi guous. "Wen a provision in a contract is anbiguous . . . we

must take into account the parties' understanding of it. Hoyt R

Matise Co. v. Zurn, 754 F.2d 560, 564 n.3 (5th Cr. 1985)

(exam ning parties' testinony regardi ng their understandi ng of the
contract to determne the neaning of anbiguous ternms, in Texas
diversity case); Sun GOl, 626 S.W2d at 732 (Texas courts nmay
consider "parties' interpretation” to inform nmeani ng of amnbi guous
contracts).

Varel's depositions of representatives of the FDIC and of
MBank i ndicate that both the FDI C and MBank i ntended Varel's right
of first refusal to be triggered when even only one | ender desired
to accept an outside offer. An MBank officer who handl ed the Loan

Agreenent stated in deposition that when Section 5.06 was drafted,

she understood it to give Varel aright of first refusal "if either
or -- or both [lenders] collectively . . . were given an offer to
sell the debt or the securities.” Simlarly, a former FDI C officer

stated in deposition that Varel's right of first refusal was

11



intended to be triggered "both . . . where a third party made an
offer for both FDIC and MVenture's equity as well as for either
FDIC or MVenture's equity. . . . It would have been inconsistent
wth . . . the FDIC s intent and nmy view of this section for a
third party to make an offer, for that offer to be accepted by one
of the lenders, and for that lender to sell their equity to the
third party without first providing a right of first refusal
pursuant to this section to Dan Varel." This sane officer
understood the word "thent in the first sentence of Section 5.06 to
mean the "FDI C or MVenture."

W leave the veracity and force of this testinony to the

district court. See Hanssen v. Qantas Airways Ltd., 904 F.2d 267

(5th Gr. 1990) (reversing summary judgnment because contract was
anbi guous and remanding for consideration at trial of extrinsic

evi dence) .

| V.

Finally, defendants argue that the D Oench, Duhne doctrine?

precludes Varel's construction of the contract. W disagree.
Varel, defendants say, argues that Section 5.06 is "a nutual

m st ake [that] does not reflect the parties' actual agreenent.
[and that] the 'real deal' was a prior, apparently oral,
agreenent which Varel suggests was lost in the shuffle during the
drafting process."” Def endants assert that Varel is seeking to

enforce an unrecorded si de agreenent against the FDIC, in violation

! D Cench, Duhnme & Co. v. FDIC 315 U.S. 447 (1942).

12



of the D Cench, Duhnme doctrine. See Bowen v. FDIC, 915 F. 2d 1013,

1015-16 (5th Gr. 1990). W disagree. The neani ng of an anbi guous
contract provision is at issue, not the enforceability of a secret
agr eenent .

In the sanme vein, defendants argue that Varel's attenpt to

i ntroduce parol evidence al so violates the D GCench, Duhne doctri ne:

"[clall it what you may, if it is outside the witten records of

t he bank (nost notably the Loan Agreenent itself), and woul d change

in any way the interpretation of the Loan Agreenent," D QGench

Duhne bars it. This assertion equates the D OCench, Duhne doctrine

wth the parol evidence rule and "takes the doctrine too far."

FDI C v. Waggoner, 999 F.2d 826, 828 (5th Gr. 1993).

V.

W nust disagree with the district court's reasons for
granting summary judgnent, and because we cannot affirm on
al ternate grounds, we REVERSE the district court's sunmary judgnent
order and REMAND for further proceedings.

REVERSED and REMANDED
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