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LETTERS OF INTENT !N THE M&A CONTEXT

Henry Petet! and Jean-Ghristophe Liebeskind®

Introduction

With the increasing number of mergers and acguisitions during the last two decades, the
letter of intent, which precedes most forms of acquisitions of businesses®, has become a
widespread tool and, indeed, is often considered as a sine qua non condition of any
merger or acquisition (M&A). Nevertheless, this institution still enjoys - or sufters from -
an almost total absence of specific regulation in Swiss law®, while its purposs, nature
and effects are often uncertain and misunderstood®.

This paper attempts to provide an update on the legal status of letters of intent in a
Swiss law perspective, and will focus on their use in an M&A context. Confidentiality
provisions or agreements, a common ot related feature®, will also be discussed.
Emphasis will be placed on the prastical consequences stemming from both
instruments.

Letters of intent are usually executed between the end of the exploratory negotiations
and the beginning of due diligence’. Thus, they govern due diligence but also the
contractual negotiations which will flow from - and frequently overlap - the due diligence
process, ultimately {and ideally) resulting in the acquisition contract®.

1. Notion, defimitations and distinctions®
1.1. Notion

Whenever negotiations are pursued they usually reach a stage where the parties wish to
recard their common intentions with respect to the nature of the envisaged deal, its main
conditions and the process which will lead to the execution of the aciual purchase
agreement.

' Professor, University of Geneva, Depariment of Commercial Law; Attorney-at-law and Partner,

Bernasconi Peter Gaggini, Lugano.
2 Aﬂorney-at -Law.

% See herein, HENRY PETER, M&A transactions: process and possible disputes, § 2.1.2.

As well as, te our knowledge, In most other countries.

% See inter alia PETER R. |SLER, Letter of Infent, in Mergers & Acquisitions VI, Ziirich 2004, p, 1 to 31; RUDCLF
TsCHANL, M&A-Transaktionen nach Schweizer Recht, Ziirich 2003, p, 18 10 20, N. 8 to 13; RALF SGHLOSSER
Les leftres d'intention : Porlée et sanction des accords préconiractuels, in Jérdome Bénédict et al. (eds),
Etudes an I'honneur de Baptiste Rusconi, Lausanne {Bis & Ter) 2000, p. 345, especiaily p. 348; DOMINIQUE
Drever, National Legislations: Switzerland, in Formation of Contracts and Precentractual Liability, Paris
(ICC) 1990, p, 65 to 88. For an extensive accaunt in comparative and international law, see, e.g., RaLPH
Lake/ Uco DRAETTA, Letters of Intent and Other Precontractual Documents, 2nd ed., Salem 1994,

N See herein, HEnRY PETER, M&A lransactions: process and possible disputes, § 2.1.3.

See herein, HEnRY PETER, M&A transactions: process and possible disputes, § 2.1.

®Fora description of the M&A process, see herein, HENRY PiTeR, M&A transactions: process and possibie
disputes, § 2.1 and Schedule 1,
® On terminclogy and the various uses of the leter of intent generally, see also, RaLpH LAKE/ UGO DRAETTA,
p. 31017,
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At this stage the negotiations process is generally characterised by a conflict of interests
- or at least contrasting positions - betwean the seller and the buyer:

- The seiler is anxious to sell its business quickly and safely. He is willing to sell to
tha (potential) purchaser and is usually ready ~ or at least required — to negotiate
exclusively with him, which puts the seller in a somewhat vulnerabie pasition;

in contrast, the buysr will, obviously, not commit before he has had & chance to
get to know the husiness in depth. His concerns are both objecfive - is the
business financially sound? - and subjective - will the business match the
buyer's own business and/or commercial strategy'®? The outcome of this inquiry
will have an impact not only on the decision to buy, but also on the conditions of
sale, including, obviously, the price, and other contractual provisicns, not the
least of which are the representations and warranties and related indemnity
clauses'!.

The letter of intent has developed over the years into the appropriate instrument to
satisfy both parties' concerns. It plays a significant role — from a psycheiogical standpoint
al the very least — by documenting the facts and reassuring the parties that the
negotiations - which often involve considerable expenses and commiiment - are based
on a serious and shared intent.

Hence the ietter of intent, as appraised by this paper, may be defined as a declaration of
intent of one or more parties to conclude a transaction, in which cerain fundamental
aspects of such envisaged fransaction and of the procedure that should lead to its
cenclusion are recorded'?. Letters of intent car portend any kind of deal, for instance the
acquisition of shares, of assets, of a business, as well as a merger or a joint veniure.

1.2. Delimitations and distinctions
1.2.1. Unrelated Instruments

A first delimitation may be drawn between letters of intent', as assessed in this paper,
and other instrumenis known under the same name but pursuing a fundamentally
diffevent purpose. In fact, in French the term “letter of intent” is sometimes used to
designate "comfort letters" (lettre de confort, lettre de patronage, Patronatserklirung),
i.e. letters issued by a party in favour of another by which the issuer makes certain
statements and/or supplies certain information, typically regarding #s shareholding and
the solvency of a subsidiary. We consider that the use of "letter of intent" in the sense of

'® Seq herein, HENRY PETER, M&A transactions: process and possible disputes, §2.1.3,

"' Sae herein, HENRY PETER, M&A fransactions: process and possibie disputes, § 2.1.3 in fine.

"2 See RoLF WATTER, Linfernehmensibernabmen, Zrich 1890, p. 130-132. Also herein HENRY PETER, M&A
transactions: process and possible disputes, § 2.1.2.

¥ Viettre dintention’ in French. In German the Anglo-Saxon terminology prevails most of the time.
Alternatively the expression "Absichtserldrung’ {litt. "expression of intent”) is used, but there appears to be
no unanimity on such assimilation. Ses RaLk Schiosser nole 2; P. SiesoURG, Der Lefter of infent, Bonn 1979,
p. 16 and 116.



"comfort letier” is improper; some authors however do acknowledge the double meaning
af this expression™.

Although the boundaries are often unclear, other possible sources of confusion include
instruments, at times improperly called “ietters of intent”, which are actually genfiemen's
agreements™.

1.2.2. Related Instruments

Letters of intent have further to be distinguished from other instruments which pursue, at
least in pan, the same purpose but perform a different function, such as option
agreemants or confidentiality agreements.

1.2.2.1 Options

The option agreement has been defined as an agreement by which one of the parties
grants the other a discretionary right to generate, by its sole declaration of intent, & given
contract'®.

1.2.2.2 Confidentiality agreements

It is inevitable that, if the negotiations are pursued, they will reach a stage where the
potential buyer will expect to have access 1o certain confidential information regarding
the subject matter of the prospected deal (the "target”), whereas the potential seller wili
be concernad by the disclosure of such information to competitors (including the
potential buyer) especially if the negotiations ultimately fail. The sensitive information
often includes the very fact that negotiations are being conducted.

The apprehensions with respect to confidentiality have to be dealt with at an eary stage,
usually before the parties are even ready to execute a lefter of intent. This is why,
although the confidentiality provisions can be part of the letier of intent, they often take
the form of a separate and preliminary document'” the content of which will be briefly
noted below.

" Thus in French, such an instilution appears i he indifferently known as "leftre d'intention”, " de patronage”,
"de confort' or “de parrainage”. For Swiss law, see e,g. ANNE ScHOLLEN, Les letires de parrainage ont-elles
toufours de bonnes infenfions 7, RDAI 1894, p. 793; RoLanD RUEDIN, La fetire d'intention en droit suisse, in
Hommage & Paul-René Rosset a l'occasion de son 70éme anniversaire, Neuchatel 1877, p, 213 1o 228 (on
comfort instrumenis). For French law, see e.g. PHILIPPE SIMLER, Caulionnement ef garanties aufonomes, 2nd
ad., Paris (Litec) 1991, p. 28; MiCHEL CABRILLAG / CHRISTIAN MouLy, Droft des sdrelds, 5th ed., Paris [Lilec)
1999, p. 387. For U.S. law, see e.g. Larry A. DIMaTTEC / RENE Sacasas, Credif and Value Comiort
instruments; Crossing the Line from Assuranice fo Legafly Significant Refiance and Toward a Theory of
Lnforceability, 47 Baylor L. Rev, 357, See also RatF ScrLosSER, p. 348; Markus LUTTER, Der Letfter of
intent, Koin 1982, p. 12.

** The gentlemen's agreement has been defined as an undsrstanding by which the parties commit
themselves to moral obfigations, i.e., to refrain from reserting to judiciary enforcement, See RALF SCHLOSSER,
% 348 and note 14.

See RALF SCHLOSSER, p. 346 and 347 and notes 6 and 7. Besides &l which are more or less standardised,
put and call options, such agreements are found, e.g., in the context of technology translers, where the
potential buyer shall have the right to appraise the know-how of the potential seller, and then to exercise his
oPtion at the time it believes appropriate.

' See herein, HENRY PETER, M&A transactions: process and possible disputes, § 2.1.1.
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The key provisions of a confidentiality agreement are generally the following:

- Identity of the parties. These are usually the buyer and the seller. Occasionally,
the target is also a party sc that it may directly claim performance - or
compensation - in the event of breach, Third parties may also be required 1o sign
the confidentiality agreement, such as advisors or managers of the parties,
including semetimes those of the target.

- Scope. The parties underiake to keep the confidential information secret and to
use it strictly (n compliance with the purpose of the agreement, i.e. the acquisition
of the target.

- Confidential information. The definition of what is deemed to be confidentiai is a
key provision. The mere existence of negotiations between the parties is often
expressty designated as being confidential.

- Abortion. The fate of the information, and the reiated documants, is usually
provided for should the acquisition not ulimaiely take place.

- Applicable law and dispule settfement. Appiicable taw and jurisdiction are, in
most cases, specified.

1.2.3. Variations in Terminclogy

Several other expressions, such as memorandum of understanding, memorandum of

agreement, heads of agreement or term sheet are encountered. The situation is hardly

clearer in other languages: Punktuafionen in German, profocole d'accord in French,
18

etc.” .

For the purpose of this paper, suffice it o note that there seems to be no general
understanding on whether these expressions reprasent substantially different
instruments or are only variations in ierminology'®. And even if a certain consensus
axists amongst academics, unceriainties often remain at the practitioner’s level.

In any event, and this is the main point, pursuant to a well-established principle of Swiss
law, intent prevails over wording®. Thus, what matters is not the title of the document
but its actual content as construed taking into account the parties' intentions.

1.2.4. Pre-Contractual Agreements and Promises to Contract

Pre-contractual agreements are defined as agreements made between two or mare
negolialing parties, seeking to arive at the conclusion of a final contract®.

® Spe RALF SCHLOSSER, p. 347 and 8 and notes 11 to 13; Ums ScHENKER, Due Diligence beim
Unternehmenskauf, in Mergars & Acquisitions 1}, Zirich 2001, p. 209, especially p. 220 and 221; RalPH
Lake / Uae DRAETTA, p. 5.

** See RaLPH LAKE / UGO DRAETTA, p. 9 and note 27.

® At 18 CO. See infra § 4.2,

¥ RaLF SCHLOSSER, p. 345, Also known as preiminary agreements n Anglo-Saxon legal terminology,
“cantrats de négeciation’ in French and either “Vorausverivag' (to distinguish from "Vorvertrag®, i.e., promise
to contract), of "Verlragsverhandiungsvereinbarung’ in German.




Promises to contract are regulated by art. 22 CO pursuant to which the parties may
contractually commit themselves to conclude a contract in the future®,

Whereas these notions are akin and sometimes overlapping with that of letiers of intent,
they are distinct legal concepts as will be discussed below.

1.2.5. Bilateral (or Multilateral) and Unilateral Letters of Intent

Letters of intent are usually bilateral, i.e. they are executed by two paries — the
(potenttal) seller and the (potential) buyer. Occasionally, they may be signed by more
parties, for instance by several companies which are acting in concert or belonhging to
the same group, sometimes also by the targei, in which cases the letter of intent may be
described as multilateral.

Less frequently, a letter of intent may be unilateral, i.e. emanate from only one party,
either the seller or the buyer, expressing a party's intent to sell or to buy®®. How the latter
qualifies legally will be addressed below.

2. Content

There is no standard pattern, Letters of intent vary considerably in form and substance.
Certain basic provisions may, however, be identified and classified as "necessary"
clauses, others as "optional" clauses.

21. MNecessary Clauses
Necessary clauses usually include the following items:

- identity of the parties: who are the envisaged seller and the purchaser of the
target?

- object of the transaction: what business, or part therecf, does the transaction
relate to?

- nature of the transaction: what kind of transaction are the parties envisaging? A
share deal, an asset deal, a capital increase, a spin off, a leveraged buy-out, the
setting up of a joint-venture {(whether corporaie or contractual)?

- process: how is the envisaged transaction geing to be achieved (a due diligence
first, then the signing of a purchase agreement, thereafter a ¢losing, etc.}), what
will the calendar be, etc?

2.2. Optional Clauses

Optional clauses may include the following items:

% | at. "pactum de contrahendd"; Fr. *précontrat*; Ger. *Vorvertrag' (1o distinguish from "Verausvertrag', i.e.,
pre-cordractual agrsement). In order to avoid confusion, in this paper we shall exclusively use the
expression "promise to contract”,

23 RALF SCHLOSSER, p. 356 and 357.
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- sale price (sometimes an exact figure, more often an estimaie or range,
valuation principles or the formula for determining the price, etc. 4

- dus diligence (scope, time schadule and procedural or methadologica! issues)™;

"8 and/or "lock out'?")?®

- exclusivity ("lock in
- non-inducement’®;
- ¢osts;
- confidentiality (if not the subject matter of & separate agreement);
- applicable law and dispute setfement, including forum;
- compulsory natura of the letter of intent (none/partialftotal).

3. Legal nature

The letter of intent is, as indicated by its very name, of a voluntary nature. Whether it has
binding effecis is a delicate and often controvearsial issue. We will, consecutively, discuss
whether it can be considered a "full” contract (infra § 3.1}, a promise to contract (infra §
3.2) or an offer (infra § 3.3).

3.1. Is the Letter of Intent a Contract?

Pursuant to art. 1 § CO, a contract exists when the parties have reciprocally expressed
matching intentions. To that effect it is sufficient for them to agree on the main elemeants
of the deal {essentialia negafif™. If secondary issues have not been agreed, they may
be determined by the judge (art. 2 § 2 CO).

It is usually considered that 2 letter of intent is not an agreement. This is due to the fact
that, in a standard M&A pattern®, letters of interit are meant to describe an envisaged
transaction, not to confirm an agreed one. To dispel any doubts in this respect, this
concept is often expressly indicated in the wording of letters of intent, by stating, for
instance, that the deal is "subject to contract'. The parties thus only express intentions,
not decisions, The intent is to negotiate and — possibly — to conclude a final contract,
without prejudice to the parties’ discretionary right not to do so.

2 RUDOLF TSCHANI / ANDREAS VON PLANTA / MaTiHias OERTLE, Corporate Acquisitions and Mergers in
Switzeriand, Zlrich 2000, p. 83 and 84, § 395 te 400 consider the price {or a formula enabling to determine
the price} as an "essentlal point® of the letter of intent.

# See herein HENRY PETER, M&A fransactions: process and possible disputes, § 2.1.3.

* The seller must negotiate with the buyer during a certain period of time.

* Tha sefler must not negotiate with third parties during a certain period of time.

2 This provision generally specifies that it shall cease to be binding as soon as a party declares in writing its
intent to depart from the negotiation.

* The potential buyer undertakes not to hire or induce away mangers or employees of the target. See Urs
SCHENKER, p. 219,

30 ATF 103 1 190 (1877} ¢. 1 = JdT 1978 | 157 {summary). The judge may, however, exceptionally fix
disagreements in accordance with the rule of good faith, i.e. by applying the principle of confidence, see
infra§ 4.2,

* See herein, HENRY PETER, M&A fransactions: process and possible disputes, § 2.1,



However, often this does not — or at least not completely — stand up under closer
analysis. The answer is a question of interpretation for which the rules of good faith (art.
2 §1 CC) play a central role. Applying the "principle of trust', the parties’ intent will be
interpreted according to their actual understanding, with a particular view 1o that of the
addressee, bearing in mind the overall circumstances®.

In order to assess whether the letter of intent qualifies as a contract, a number of
preliminary distinctions should be made with respect to #s provisions. Firstly, the
provisions typically contained in a letter of intent, as listed above, whether necessary or
optional, can be divided into two categories: those which govem the negofiation of the
final contract, irrespective of its outcome, and those which pertain 1o its actual
implementation.

(i) The provisions belonging to the first category (negotiation) involve the way
negotiations will be conducted and related issues. These are, in particular, the
following:

- description of the process;

- confidentiality;

- exclusivity;

- cosis;

- applicable law and dispute sefilement;
- non-inducement.

In most cases such provisions are intendad te be hinding, and whether this is
expressed or implied is not relevant. To this extent, the letter of intent is,
therefore, an agreement.

{ii) The secend categery (actual implementation) includes all clauses contained in
the letler of intent which describe the actual (intended) deai, especially the
envisaged target and the price. These provisions are not necessarily vague, and,
on the conirary, sometimes the object and the price of the transaction, i.e. its
essentialia negofii, are already quite clearly identified. What characterises a letter
of intent is that the parties wish to preserve their discretionary right not to
complete the deal or to do so at conditions which could be different from those
initially envisaged.

The — still to be performed — due diligence will play a fundamental role in that
respect. Thus, the actual purchase agreement still has to be agreed on and
stipulated. This is never a formality in M&A transactions, quite the opposite. Any
practitioner has experienced how fierce negotiations can be at this later stage,
especially with regard to the represenfations, warranties and indemnification

2 See infrag 4.2.
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provisions, to the axtent that we would even suggest that, in M&A transactions,
such clauses should also be considered esseniiala negotii.

In short, it can probably be said that the letter of intent is not binding as far as the
provisions belonging to this second category are concerned. Any conclusion in
this respect will, however, depend on the circumstances and on the actual
intentions of the parties, whether expressed or implied. There might indeed be
cases where a different conclusion could be reached.

Assuming that, in whole or in part, the contractual nature of a letter of intent has
been assessed, a further question which might arise is the nature of the
contractual relationship. Is it (i) synaliagmatic, i.e. giving rise io an exchange of
certain things ( e.g. shares against cash) or rather (ii) something akin to a
partnership whereby it is considered that both parlies are joining their efforts in
order to achieve a common geai ( e.g. setting up a joint venture)?

The question is not at all academic. Should it be considered that the relationship
is synaliagmatic, the ordinary contractual regime will apply {art. 87 et segq. CO).
Should it be considered that a letter of intent generates a partnership, art. 530ss
CO will govern the relationship.

It wouid go beyond the scope of this paper to pretend fo solve this issue, which is
yet quite unexplered. We believe that, here as well, the answer will be fact-
driven. lf, for instance, the parties' intention is to enter into a share purchase
agreement, the nature of the relationship is undoubtedly synallagmatic®. If, on
the other hand, their purpose is to set up a contractual joint venture, to the extent
that & letter of intent is hinding, i anything by analogy, it could be considered that
the provisions of Swiss law govemning parinerships do apply®. This said
however, it would probably be wrong tc consider that the simple fact that the
parties are willing to achieve & common goat (a certain M&A transaction) means
that they are joining efforts to achieve this common goal and that, accordingly,
art. 530 ef seq. CO apply.

If a letter of intent is not considered a contract, in whole or in part, the question
can arise as to whether it may qualify as a promise fo confract.

» FrRiTz vON STEIGER, Pactum de ineunda societate {(Vorgrindungsverirag), in SAG 30, p. 174, especially p.
181 and 182; C. KeRsTING, Die Vorgesellschaft im  europdischen  Gesellschafirechi,
Kéln/Berlin/Bonn/Minchen 2002 ; Uuver, in Bobo RIEGGER / LUtz WoIPQRT, MiUnchener Kommeniar zum
Birgerlichen Gesetzbuch, Miinchen 2002, ad § 705 p. 11 N. 19 ; MicHAEL ScHwimann, Praxiskemmentar
zum ABGB, Vienne 1897-2001, § 1175, N. 35; Y. Guvon, Traité des contrats, Paris 1997, p. 359 et seq. ; R.
BesnaRD-GOUDET, Promasse de société, Edition du jurisclasseur 2001, fasc. 7-30, § 10 et seq. ; P. Srapa,
Contraito  prefiminare di societa e qualificazione « preliminare » della societa, in Giursprudenza
commerciale 1974 1, p. 662 ; PETER FORSTMOSER, Schiveizerisches Aktienrecht, Band |, Zirrich 1881, p, 220.
* CLAUDE REYMCND, Le contrat de “Joint Venture”, in Innominatvertréage, Ziirich 1988, p. 383 1o 395.



3.2. Is the Letter of Intent a Promise to Contract?

The promise to contract is coverad by art. 22 CO, i.e. the case in which parties
undertake to conclude a contract in the future. The contents and scope of such a
promise are disputed, however.

Traditionally, the Swiss Federal Court has deemed that a promise to contract had to
include all the essentialiae of the final contract®. A minority of scholars dissented,
maintaining that a promise to contract may contain only part of the main elements of the
final contract, or all of them but with a lesser degree of precision®.

In a 1977 case, said Court found that since the promise to contract contained ail the
main elements, it was equivalent to an enforceable final contract™. In an obiter dictum,
the Court cast serious doubts about the very purpose of promises to contract.
Acknowledging the criticisms raised by scholars®™, the Court stated the following
alternative: either an agreement contains all essentialiae and therefore is a final contract,
not a mere promise to contract, or there is no agreement cn all essentialiae and,
therefore, the parties cannot be bound 1o execute a contract the main content of which is
not sufficiently clear. Even though the Court was cautious not to rule on such an
alternative, this jurisprudence can probably be regarded as veiding the promise io
contract of any practical substance®.

Accordingly, iIf a letter of intent contains a commitment to conciude the final contract,
then the following distinction should be made: either the letter of intent contains all the
essentialia negotii and might, therefere, qualify as a binding agreement, or it does not
and is not a contract and thus is not binding.

3.3. s the Letter of Intent an Offer?

Conceivably, the letter of intent may express the intent only of its author. This happens
when one party (usually the potential buyer) is invited by the seller to express the
conditions at which it would be ready to acquire the target. This may occur at any point
in time, usually in the initial phase of the process, often in a bidding context™.

* ATF 31 {1 640 (1905).

See supra footnote 30.
3 ATF 103 111 97 (19773, Blum v. Bancolin, at 108 and 107, Ses also infra footnote 68.
* See WALTER STOFFEL, La promesse de contracter en droit suisse, in Pouvoir exéculif et pouvoir légisiatif,
Recueil des fravaux présentés aux deuxidmes journées juridiques yougoslavo-suisses, Zurich 1986, p. 131
et seq., especially p. 145 to 148; EUGEN BUCHER/PETER SALADIN, Die Verschiedenen Bedeutungsslufen des
Ververtrages, in Berner Festgabe zum schwelzerischen Jurlstentag 1979, Bern/Stuttgart 1979, p. 169 et
seq., especially p. 183 to 187.
* See AALF SCHLOSSER, p- 350 and nole 23; THEO GUHL / ALFRED KOLLER / AnTon K. Schnyoer / JEaN
NiccLas DRUEY, Das schweizerische Obligationenrecht, 9th ed., Zirich 2000, p. 108, N. 16; PIERRe Gavin, La
vente, 'dchange, la donalion, TDPS VII/1, Fribourg 1978, p. 146; PIERRE ENGEL, Traité des chiigations en
drolt suisse, Bern 1997, £. 181 and 182. Following ERNST A. KRAMER, Berner Kommentar, V¥1/2/1a, Bern
1980, ad art. 22 CO, N. 98, the promise to contract now only makes sense where it expresses the
cemmitment of one of the parties o the other to conclude a contract with a ihird panty.
* See herein HEnAY PETER, M&A transactions: process and possible disputes, § 2.1.1.
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For a contract to be conciuded, an offer has to be accepted {art. 1 §1 CO). if the offer
contains a deadline for its accepiance, the authar is bound until the expiry thereof (art. 3
§1 CO). Absent such a iime limii, the offeror will be bound until he can, according to
business usages, reasonably expect a reply (ari. 5 §1 CO}. Tacit acceptance is only
exceptionally admitted {(art. 6 CO); it will however be excluded if i is customary, in the
relevani business, to expect a writien answer", which is typically the case in the field of
MEA.

Consequentiy, provided that all other conditions are met, a unilateral letter of intent may
qualify as an offer. If the offer is accepied, and it contains all essential points (art. 2 §1
CO) and is not subject to other discretionary conditions, the letter of intent may give rise
tc a contract™, If there is no timely acceptance or if the offer is refused, there will be no
contract.

4. Legal Effects

A letter of intent can have legal effects irrespective of the fact that it can he qualified, in
part or as a whole, as a contract.

4.1. Pre-Contractual Duties

First of all, obligations derive from the rules of good faith (arl, 2 and 3 GC) on the basis
of the principles elaborated by the doctrine and case law with respect to the culpa in
contrahendo.

As soon as they start to negotiate, the parties must observe pre-contractual dufies, i.e.
each party must take utmost care to behave like a fair partner and o avoid any undue
damage to the other party. This is sometimes expressly indicated in clauses of the
letters of intert siating that the parties shall "negotiate in gocd faith® or "endeaveur their
best efiorts’ to achleve the envisaged transaction®. It cauld therefore be said that such
provisions of letters of inient are nothing else than a codification of the duties already
expressed in the preliminary part of the Swiss civil code. Seen from this perspective,
these provisions of the letter of intent would be redundant.

However, we suggest going further and considering that the letters of intent shouid be
interpreted as a reinforced commitment of the paries to act and, in paricular, to
negotiate in good faith*. By signing a letter of intent, the parties create gualified
expectations. This implies the need for qualified good faith in M&A cases.

There are two situations in which pre-contractual duties may arise: (i) during the
negotiation of the letfer of intent itself and (i) during the negotiation of the final
agreement following the execution of a leiter of intent. If, however, the duty to negotiate

" ATF 100 I} 18 (1974) = JdT 1974 | 354,

** RALF SCHLOSSER, p. 356 and 357 and note 50; MARKUS LUTTER, p. 19 1o 23; P. SIERCURG, p. 155 to 158.

** So-called "best endeavours’ or "hest efforts” clauses. See RALF SCHLOSSER, p. 360; RALPH LAKe / Uco
DRAETTA, p. 206; HaRvey L. TEMKIN, When Does the "Fat Lady" Sing? An Analysis of "Agreements in
Principle” in Corporate Acquisitions, 55 Fordham [aw Review {1966), p. 130; SIEBCURG, p. 225.

* See RuDOLF TscHANI, p. 17, N. 4.




in good faith is provided for by the letter of intent, it could alsc be treated as a
cortfractual abligation, not s a pre-contractual duty™®.

Pre-contractual obligations include:

- a duty to act honesth/®; the parties should not negotiaie without the genuine
intent to conclude a final contract*’.

- a prohibition fo deceive: a party may not deceive the other party. A culpa in
confrahendo would exist in the event a party alleges — or implies — that it is
concluding paraliel negetiations whereas this is untrue. This behaviour
sometimes occurs in an attempt to create a fake auction process in order to
increase (or decrease) the price.

- a duty to inform: each party must inform the other of facts that the latter dees not
know*® which may recognisably have an impact on its decision to enter into the
deal or on the terms thereot®. Also, each party has a duty to (nform the other
whenever it has decided not fe conclude the agreement. In the case of mergers
and acquisitions, the reinferced requiremant of good faith noted above would
imply that the range of such information covers anything which significantly
contribuies to the decision making of the parties, unless the other party can be
expected to obtain such information on its own®™,

Issues concerning the duty to inform in connection with a letter of intent
frequently arise in the case of parafiel negotiations®'. The doctrine however
divarges as to whether conducting parallel negotiations is admissible at all®® and,
if 50, a8 to whether there is a duty to inform the other party and 1o what extent™,

The Swiss Federal Court has ruled that a subsidiary that negotiates for menths
without informing its counterpart that ihe final decision lies with a third party {(in
casu its mother company) is liable in the event such a decision is ultimately

® Brovided that the letter of intent, at least in that respect, qualifies as a contract.
& ATF 105 11 80 (1979) = JdT 1980 | 71.
7 ATF 46 1t 373 (1820) = JdT 1821 | 42.
4 ATF 102 Il 80, 84 (1976).
4 ATF 105 11 8O (1879).
5 RUDOLF TSCHANI / ANDREAS VON PLANTA f MATTHIAS OERTLE, p. 83, N. 397, For a delailed assessment of the
information the seller has a duty to disclose or the buyer has to find out by himself, see MaRKus VISCHER,
Due Difigence bei Unternefhimenstdufen, SJZ 96 (2000) No 10 p, 229. VISCHER focuses on due diligence, but
the principles he identifies apply mutatis mudandis to the letter of intent.
% See RupoLF TscHin, p. 17, N. 4 o 6.
% Pro: RaLF SCHLOSSER, p. 361 and note 74-5; E. ALLAN FARNSWORTH, Precontraciual Liability and
Preliminary Agreements: Fair Deafings and Failed Negotiations, 87 Columbia Law Review {1987) 247, p.
279; E. ALtan FaRrnswoRTH, Negotiations of Confracts and Precontractual Liabilty: General Report, in
Corflits et harmonisation, Mélangss en F'henneur d'Alfred E. von Overbeck, Fribourg 1990, p. 657,
especially, p. 672 et seq.; MARKUS LUTTER, p. 42; RUDOLF TSCHANI / ANDREAS VON PLANTA / MATTHIAS OERTLE ,
p. 83, N. 397; RUDOLF TscHAN, p. 19, N. 12. Contra: RaLF ScHLOSSER, p. 361 and note 74; MaRCEL FONTaINE,
Les lelires d'infention dans la négocialion des conlrats internalionaux, Drolt e pratique du commerce
interrational 1977, p. 99 et seq., especially p. 108 et seq.

RaLF ScHLOsSER {p. 361), for instance, believes that the parties to a letter of intent have a reinforced duty
fo inform their counterpart in case of parallel negetiations, i.e. not cnly of their existence, but even of the
content of any offer.
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negative and thereby causes prejudice o the other party®. On the contrary, the
Court rejected a claim from the seller on the greunds that the buyer had not
informed the seller of its intention to re-selt the company immediately after the
{initial) acquisition,

- a duly to advise: particular knowledge held by one party must benefit the other.
The duty to advise may be seen as a particular form of the duty to inform®,

4.2. Contractual Interpretation and Completion

Once the coniractual nature of the lefter of intent has been determined, the letier of
intent will be interpreted whenever the parties are in disagreement as to the scope ot
their rights and obligations. The rules governing contractual interpretation and
completion are a typical expression of the general principle of good faith.

When the parties’ intent is expressed but is unclear, the parties and, as the case may
be, the judge, will assess it. When such intent is not expressed and cannot be
construed, and provided all essentialia negotii are agreed on®, the judge will complete
(in French, "compiéter"”; in German, "ergdnzen”) the contract™.

Pursuant to art. 18 §1 CO, the judge wili seak the real and commen intention of the
parties. The judge will consider the overall circumstances surrounding the contract, its
conclusion and performanca. if the intent of the parties is neitner expressed nor implied,
the judge will have te decide the hypothetical intent of the parties, considering the nature
of the deal {art. 2 §2 CO) and relying on the rules of good faith (art, 2 §1 CGC). In doing
s0, he will cansider what is customary in the field of M&A in general, taking into account
the relevant transaction in particular®.

4.3. Remedies and Liabilities

The legal consequences of the non-performance of a letter of intent will mostly depend
on its nature. Two types of liability may arise: contractual liabilily and pre-comractual
liability.

4.3.1. Contractual Remedies and Liability

To the extent that a leiter of intent can be considered a contract, with binding efiects,
therefore, art. 97 &i seq. GO shall apply.

' ATF 105 I 75 (1979), 80.

*5 8JZ 1978, p. 380,

56 ATE 88 11 302 {1942). See also P\ERRE TERCIER, Le droift des obligations, Ziirich 2004, p. 124, N. 577 et
geq.

% For instance, sometimes the parlies state that “customary representations and warranties” shalt apply. We
have suggesied (see above 3.1) that, in M&A transactions, "Reps and warranties' are essentializ nagoti,
Thus, if the provision is not sufficiently clear, we believe that it will be difficult to deem ihat there is a
contract,

5 ATF 110 1l 287, JT 1985 | 146; ATF 11 It 260, JT 1986 | 94; ATF 115 If 484, JT 1980 | 210; PiERRe
TERCIER, p, 176, N, 860 et seq.

* PiERRE TERCIER, p. 176, N. 866 et seq.



if performance does not occur, art. 107 §2 CO provides far a variety of consequences.
Indeed, the creditor may (i) demand that the obligation be cartried out (specific
performance); he will siiil be entitled to claim damages for late performance (first
option"); (i) provided he daclares so immediately, the creditor may waive his right io
require performance and either (a} claim damages for non-performance, i.e., positive
interest ("second option"), or (b) depari from the contract, i.e. waive his right 1o claim
performance and demand so-called negative interest ("third optiony®™®, In Swiss law,
posilive intersst is defined as the interest that the claimant had in the implementation of
the contract; negative interest being, simply said, that which the claimant had in not
concluding the contract®.

QOccasionally, the parties may expressly provide for liability in the event of breach and for
the consequences thereof, for example in the form of conventional penalties or
tiquidated damages or, on the contrary, for exclusion thereof®. Where they have not, the
practical consequences of contractual liability might vary considerably and will therefore
be assessed on a case by case basis, which might prove to be extremely difficult.

4.3.1.1. Specific Performance

To the exient all or part of a letter of intent qualifies as a contract, specific performance
can, as a matter of principle, be claimed. A non-controversial example lies in a clause
which provides a duty fo hand over certain documents obiained during the due diligence.
Apart from these clearcut instances, ordering specific performance of M&A deals based
on plain letters of intent should only be admitied restrictively in view of the nature of this
type of transaction®™.

Whenever a leiter of intent qualifies as a promise to contract, net only will those
provisions relating to the negotiation of the final contract be enforceable, but, in some
cases, so will also be the conclusicn of the final contraci itself. As seen above, in normal
cases the Swiss Federal Court is reluctant to order a possible enforcement of the
conclusion of a final contract based on a plain promise to coniract; considering the
peculiarities of M&A transactions, this is therefore a fortiori be a controversial issue in
M&A.

It is true that, in 1971, the Swiss Federal Court ruled that, in principle, the promise to
contract entitled the claimant (buyer) not only to an indemnity but also to the specific
performance (Realerflllung) of the prospecied contract. in the case in question, the final
contract however consisted in the sale of land, whereby spacific performance enabled
the claimant (buyer) to obtain registration of the iand in its name®. The enforcement of

% See also art. 108 CO.
& On posilive and negative damages, see PIERRE TERGIER, p. 220, N. 1103 and 1104, On contractual liability
enerally, see PIERRE TERGIER, p. 230 &t seq., M. 1183 to 1225.
Conventional liability may namely provide for the right to depart from the negotiation anytime free of any
liability for damages.
? Sea herein, HEnRY PETER, M&A fransactions: process and possible disputes, § 3.1.4.
5 ATF 7 11 48 (1974}, Odler v. Defavy.
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the promiss to contract was therefore refatively straightforward. Whether the Court would
have issued the same ruling in a case concerning an M&A deal is quastionable.

In 1976, the Swiss Federal Court admitted, in its entirety, the claim of the potential
sellers for payment of the penalties provided for in the draft of an M&A agreement. In
this case, the parties had signed a promise to contract and drafted the final sale contract
but had abstained from signing it. The deal scught to merge two stock companies into a
holding. The Court ruled that the promise to contract entitied the parties to require
performance of the draft agreement. Since the claimants (sellers) did not request
specific perfermance, the Court, regrettabiy, did not have the chance to rule on the
implermantation of the merger itself®s.

As noted above®, in 1977 the Federal Court stated that sinca the reievant promise to a
contract contained all essentialias, it amounted to an enforceable final contract. The
dispute concernad the registration of a sale in the real estate property register, which
was possible on the basis of the promise to contract®™. This position has been confirmed
several times since®™.

The impact of this case law on a letter of intent qualifying as a promise te contract
appears 1o be that, if circumstances aliow, it can bind the pariies to both the conclusion
and the performance of the final contract. It should not, however, be overlooked that
M&A transactions are sometimes highly complex and require much mare than the plain
assignment of shares or assets. Accordingly, ordering specific performance in this field
can prove inappropriate or even totally unrealistic. It could probably be sustained that, in
most cases, in view of the very nature of the deal, the right to claim specific performance
based on a letter of intent has been implicitly waived.

Where - or to the exient that - the letter of intent is only concerned with the negotiations,
one can hardly identify a provision capable, in practice, of being enforced against the will
of the other party™.

4.3.1,2 Positive Interest

Further issues arise in the context of the second option of art. 107 §2 CO where the
relevant party waives its right to obtain specific performance but claims damages for
non-performance.

Beyond damnum emargens however, it will often be difficult to assess the fucrum
cessans. In this respect, suffice it to think of the difficulties in estimating the eatning
capacity of an individua!l in the event of permanent injuries or death, to convince oneself
that a similar estimate in the case of an unsuccessful, complex merger or acquisition

5 ATF 102 11 420 (1876} = JT 1978 | 230, Bucher v. Fray.
“ See supra §3.2.
& ATF 103 1l 97 (1977), Blum v. Bancofin, at 105-7,
% ATF 118 4 32 {1992) = JdT 10931 367. See also ATF 127 Il 248 (2002) (essentiafiz missing; no contract);
and ATF 128 Il 264 {2003) {promise to sell an immovable amounting to a conditional sale, whereas the
ggondition was ultimately not met).

See RALF SCHLOSSER, p. 352; ERNST A. KRAMER, ad art, 22 CC, N, &Y.




wauld necessarily be speculative. However, this does not mean that positive interest
should not be granted. Art. 42 § 2 CO will ofien be the key pravision in such cases.

In any event, these difficulties appear to militate strengly in favour of conventional
penalties™.

4.3.1.3. Negative Interest

In the context of the third option, the creditor will claim the damage it would not have
incurred i the negotiations had never taken place. In practice, he will claim not only the
financial and other costs resulting from non-performance, but alse all other costs
connected to the negotiation from its inception, namely all legal and advisors’ fees, as
well as the time and costs incurred by the relevant party’s own structure, etc. Whilst
damages relating to the promise to contract or an actual contract de not fundamentally
differ from those relating o negetiation only, they can be expected to be higher, since
the commitment to conclude possibly involved more exiensive expenses.

Beyond these costs, it is worth mentioning that the seller might have a claim against the
potential buyer because the latter induced the former to irremediably decline the offer of
another pofential buyer’' or, generally, because he has lost other opportunities.
However, proof of this kind of prejudice will generally be difficult to adduce.

4.3.1.4. Partnership

Should it be considered that a letter of intent gives rise to a partnership, as has been
suggested” it is not art. 97ss CO which apply but rather art. 530ss CO. In several
respects answers to the same issues might then be different. There shall, for instance,
be a duty of loyalty (art 536 CQ). There shall also be a right to terminate (i.e. not to
implement the transaction) if good reasons to do so arise (art. 545 § 2 CO). Finally,
rather than the ftraditional issue of damages which arises in case of synallagmatic
agreements, the main issue in case of parnership is to know how the relationship
between the parties will be “liquidated" should the partnership be dissclved. Should, for
instance, the pariies have started to set up a contractual joint venture without being able
to complete it, irrespective of any breach, both parties wili have a claim in respect of the
surplus (profit) generated by the joint project, if any (art. 549 § 1 CO). This line of
thinking might be insidious; however, knowing that, in case losses resuit from the
common project, which might easily occur in the initial phase, these, as well, shall be
borne by both partles, pursuant to art. 549 § 2 CO, unless a different solution has been
expressly or implicitly provided for.

™ See herain GEORG VON SEGESSER, Arbitrating pre-closing disputes in merger and acquisition transaction, §
6.3.5; HeEnRy PETER, M&A Iransactions: process and possible disputes, § 3.2.3; PETER FORTSMOSER,
Schweizerisches Aklienrecht, Zlrich 1981, § 9, N, 19; ATF 102 |1 420 = JT 18781230, § 4.

™ RaLPH MALACRIDA/NEDIM PETER YoaT / ROLF WATTER, Swiss Mergers & Acquisitions Practice, Basel 2001,
p. 54; RUDOLF TSCHANI / ANDREAS VON PLANTA / MATTHIAS OERTLE, p. 83, N. 397.

™ See supra § 3.1,
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4.3.2. Culpa in Contrahendo

Parties 1o a letter of intent are also Fable if they breach their pre-contractual obligations.
Unlike contractual liability, cuipa in contrahendo enfities the parties to negafive interest
only™,

4.3.3. Statute of Limitations

Claims based on contractual liability are subject to the ordinary ten-year staiute of
limitations pursuant to art. 127 CQO.

Pre-contractual liability is of a mixed nature, i.e. partly contractual and partly extra-
contractual™, The Swiss Federal Court has ruled, however, that as far as the statute of
limitations is concerned, art. 60 CO shall apply™, the timelimit being therefore one year,

5. Conclusion

Hence the nature of the letter of intent is, in many ways, ambiguous. This derives from
the fact that {i) it almost always combines binding and non-binding ctauses and (ii) it in
any event triggers at least behavioural obligations. As such, it therefore does not enter
into any particular categery, as any determination of its nature is exiensively fact driven.
It often lies somewhere between legally inexistent and legally binding instruments.
Moreover, as put by Fontaine, anarchy in terminology still seems to be prevalent in this
field™.

Among the remedies theoretically available in case of non-performance, specific
perfarmance can be envisaged only in exceptional circurstances’’. Whenever a letter of
intent produces binding effects, positive damages might be claimed. In all other cases, in
view of the pre-contraciual nature of its effects, only negative interests may be sought.

™ ATF 105 11 75 (1979}, 81 = JAT 1980 1 67.

™ See RUDOLF TSCHAN, p. 18, N. 7.

 Ipidem.

78 MARCEL FONTAINE, p. 99.

7 See herein, HEnRY PETER, M &A, transactions: process and possibie disputes, §3.1.4.
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