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TEXT:

I. Introduction and Objectives

In light of the global financial crisis of 2007-2008, and in light of the continued trend of volatil-
ity in equity and debt capital markets worldwide, deal failure in the global market for corporate
control has become more than a regular occurrence. n2 The particular phenomenon of deal jumping
- described as the breaking off of negotiations by either Buyer or Seller with Party X in pursuit of a
more attractive deal with Party Y - has contributed significantly to the heightened risk of deal un-

certainty and deal failure in the post-2007 financial world. The financial crisis has, indeed, served as
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a catalyst for [*943] the deal jumping phenomenon, as it has provided incentives for both public
and private firms to keep their transaction options open in order to hedge against the ever-present
risk of financial instability arising from either circumstances particular to the specific ac-
quirer/seller, or from macroeconomic sources of systemic risk. n3 While parties based in common
law jurisdictions who conduct negotiations domestically with domestic counterparties are typically
under the (correct) impression that pre-contractual negotiations and preliminary agreements desig-
nated as "non-binding” will not create any contractual liability, the situation may be different when
these parties approach acquirers or acquisition targets based in civil law jurisdictions. In the latter
case, liability may arise under contract-or tort-based regimes that establish an express or implicit
duty to conduct negotiations in good faith.

This paper is focused on pre-contractual liability issues surrounding preliminary agreements in
cross-border merger and acquisition (M&A) negotiations between parties transacting in the United
States ("U.S.") and select Western European jurisdictions. The paper intends to fill a gap in com-
parative law scholarship on pre-contractual liability by analyzing the impact of differences between
common law and civil law regimes on cross-border M&A transactions using the hypothetical sce-
nario of a U.S. buyer headquartered in Delaware, with its place of business in New York City. This
hypothetical buyer will begin and later break off negotiations with hypothetical Western European
targets incorporated and operating in different jurisdictions, including France, Germany and the
United Kingdom ("U.K."). The paper seeks to answer the following question: When would a do-
mestic party engaged in cross-border M&A negotiations be held liable for walking away from ne-
gotiations with a foreign counterparty in order to pursue a deal with another, more attractive foreign
counterparty? The paper will also consider the policy rationales underpinning each jurisdiction's

[*944] treatment of contractual freedom and risk in pre-contractual negotiations.
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The paper is structured as follows: it begins with an introduction to the concept of
pre-contractual liability as is currently understood in France, Germany, the U.K. and the U.S.; it
then discusses the concept of preliminary agreements and letters of intent, and applies
pre-contractual liability norms to preliminary agreements and letters of intent in cross-border M&A
transactions; finally, it compares common law and civil law treatment of deal jumping and the
breaking off of negotiations in cross-border M&A transactions, both before and after preliminary
agreements have been concluded between transacting parties. The paper will conclude with remarks
concerning the critical importance of familiarity with foreign law to transacting parties and their
counsel in M&A transactional work. Such familiarity minimizes and mitigates the risk of unex-
pected pre-contractual liability issues that may arise because of stark differences between the cus-
tom and practice of the transacting parties' domestic jurisdictions and that of their international
counterparts.

The Concept of Pre-Contractual Liability

Pre-contractual liability generally refers to liability for expenses incurred by transacting parties in
the course of contractual negotiations that occur in the expectation of a finalized contract. n4 In the
world of M&A transactions, where both strategic and financial buyers conduct detailed due dili-
gence in order to determine whether a potential acquisition target will yield return on investment, n5
pre-contractual expenditures are common practice. n6 Such expenditures can include attorney
[*945] fees, banker fees and other significant costs necessary to facilitate the negotiation and deal

closing process. Pre-contractual liability typically arises when negotiations for the particular con-
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tract in question are terminated by one party who decides that the potential transaction is no longer
worth pursuing. Where negotiations have reached an advanced stage, the party seeking redress for
expenses typically claims to have made reliance investments on the basis of reasonable expectations
of a completed transaction. These expectations arise out of the other party's behavior during the ne-
gotiation process and/or through the content of signed preliminary agreements, including, most no-
tably, letters of intent.

Both civil law and common law jurisdictions may reach similar outcomes in pre-contractual
litigation. n7 The key difference between civil law and common law jurisdictions in the enforce-
ment of pre-contractual liability lies not in the outcome but in the reasoning used by courts to reach
particular decisions. Civil law countries, in stark contrast to common law countries, have treated the
pre-contractual period of contract formation as one in which liability for expenditures can arise un-
der negotiation duties of good faith and loyalty established under either contract-based (Germany)
or tort-based (France) legal regimes. n8 Courts in common law jurisdictions, with the U.K. and U.S.
as the most prominent examples, have treated the pre-contractual phase in contract formation dif-
ferently, holding that parties have the right to enter and exit negotiations freely and without liability.
n9 Within the common law world, however, divergence also exists among jurisdictions. Courts in
some U.S. states, for example, have held that parties can be liable for breaking off negotiations in
bad faith when preliminary agreements have been entered into. n10 In contrast, landmark case law
in the U.K. holds that pre-contractual negotiations in circumstances where no preliminary agree-
ments [*946] have been entered into do not create an express duty to negotiate in good faith. n11
An implied duty of good faith and fair dealing, however, can be enforced in U.S. courts under par-
ticular circumstances. n12 As a result of the varying degrees of pre-contractual liability in common

law systems, scholars have referred to the common law approach as "fragmented" and "piecemeal”
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n13 when compared to the more unified and predictable approaches under traditional continental
European civil law systems.

The concept of pre-contractual liability implicates the broader notions of both freedom to con-
tract and freedom not to contract, and it embodies the policy preferences of each jurisdiction with
regard to these issues. While common law systems favor an approach to negotiations with no pro-
tective burdens or duties on negotiating parties that impinge upon their freedom to enter and exit
negotiations without the risk of liability vis-a-vis their counterparties (the "adversarial” or "aleatory"
nl14 approach), civil law systems impose enforceable duties on negotiating parties designed to in-
centivize solidarity between contracting parties (the "protective™ approach). n15 As a leading Euro-
pean comparative law scholar has recognized, the differences between the common law and civil
law approaches to pre-contractual liability reflect deep socio-cultural [*947] and religious norms
underpinning the respective systems' historical views of the role of individual in society. n16 More
specifically, while the civil law culpa in contrahendo approach (the German approach) reflects a
sense of social solidarity through which individual members of a national community bear respon-
sibility for other members of their community, the English common law approach reflects an em-
phasis on individual self-responsibility, with a preference for societal competition uninhibited by
protective duties toward others. n17 In this author's opinion, a holistic understanding of the civil law
and common law approaches to pre-contractual liability necessitates reference to these deep historic
and socio-cultural norms that underlie and differentiate the contemporary legal rules that apply to
cross-border M&A transactions. Appreciation of and, more importantly, respect for, the perception
of transacting parties, legal counsel, judges, and policy makers in civil law jurisdictions will help to

inform transactional planning and negotiation for common law-based parties.
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Each approach treats the risk of failed negotiations differently, and this contrast is particularly
relevant to parties engaged in cross-border M&A negotiations in legal jurisdictions that are charac-
terized by starkly different contract formation norms. The mere commencement of a negotiation
with a party based in France or Germany, for example, can impose a duty to negotiate in good faith
that will ultimately shape the perception of negotiation behavior by both the negotiating counter-
party and courts in those civil law jurisdictions. In common law jurisdictions, the issue of
pre-contractual liability stemming from failed negotiations is typically analyzed through the tradi-
tional contract law lens of offer and acceptance, and as a consequence, is typically not recognized as
a liability-creating issue by U.S. courts. n18 However, as U.S. legal scholar Allan Farnsworth and
others have noted, the traditional notions of offer and acceptance do not fit perfectly within the
realm of negotiations that are broken off before any specific offers have been made. n19 These
concepts are particularly [*948] useful in the context of M&A negotiations since preliminary
discussions between target and acquirer commonly focus on synergies and other preliminary issues
that do not lead to formal discussions regarding offer terms such as purchase price or post-closing
corporate governance structures.

As scholars have indicated, two of the most common elements of a prima facie case of
pre-contractual liability include (1) a reasonable belief or expectation on the part of the plaintiff that
a contract exists or will be formed in the future, and (2) detrimental reliance by the plaintiff upon
that belief or expectation, n20 most commonly in the form of direct and substantial costs incurred to
facilitate closing of the contract. In the context of cross-border M&A transactions, the reasonability
of one party's expectations of contract formation is the key difficulty in establishing a prima facie
case of pre-contractual liability. This reasonability determination is influenced by the extent to

which negotiations have progressed to an advanced stage, evidenced in many cases by the execution
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of preliminary agreements, which are manifested most commonly in the form of a letter of intent.
n21

The Concepts of Preliminary Agreements and Letters of Intent

Dissecting how and why an "agreement™ could be characterized as "preliminary" is paramount to
understanding when and how liability can arise from a pre-contractual relationship between parties
to cross-border M&A negotiations. Precision, [*949] or lack thereof, in defining these agree-
ments can influence the strength of pre-contractual arguments in litigation. As one scholar has indi-
cated, "the pre-contractual phase is difficult to characterize and analyze in both legal and practical
terms.” n22 Defining preliminary agreements poses additional challenges, moreover, since there is
debate in scholarly literature and legal practice as to their exact meaning. As Professor Torsello has
explained, "the notion of preliminary agreements ... is not a normative notion, although it describes
a common practice in both domestic and international commerce." n23 In addition to customary use
in national and international business, the "notion is often used to identify an extremely diversified
range of agreements" that range "from agreements which merely govern the parties' conduct during
the negotiation, possibly leading to a contract of sale, to agreements which bind the parties to enter-
ing a future contract - the terms and conditions of which are, at least in part, agreed upon at the ear-
lier stage.” n24 While this ambiguity prevails in the literature, Professor Torsello has comprehen-
sively encapsulated the plethora of preliminary agreements into three essential categories: those
binding the parties to negotiate, those setting forth obligations during negotiations, and those bind-

ing the parties to conclude a final contract. n25 As such, whether a preliminary agreement exists
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will be dependent upon any obligations that have been, or can be said to have been, created during
negotiations.

In determining whether enforceable pre-contractual obligations arise out of negotiations or de-
finitive preliminary agreements, it is essential to understand the objectives and interests of the
transacting parties n26 in engaging in preliminary discussions or signing preliminary agreements.
The parties' goals can prove useful in identifying whether the circumstances surrounding the trans-
action in question can legitimately contribute to the creation of obligations and reasonable [*950]
expectations between parties. n27 In the context of M&A transactions, the financial and/or strategic
goals of the acquiror and target can be analyzed by courts in order to determine whether reasonable
expectations have been created in preliminary negotiations, and, if so, whether they should be up-
held in the context of litigation. Three types of preliminary agreements are typically entered into
between parties in the M&A deal negotiation process: confidentiality agreements, standstill agree-
ments, and letters of intent. n28 While confidentiality and standstill agreements are often used in
conjunction with letters of intent, this paper will limit its analysis to letters of intent. n29

A letter of intent is a written document signed by transacting parties declaring intent to execute
an M&A agreement in the future subject to certain conditions precedent. Common conditions
precedent include shareholder approval, board of director endorsement, and regulatory approval. In
contrast to civil law jurisdictions, many courts in the U.S. have found letters of intent to be
non-binding n30 and consider their enforceability [*951] to be "one of the most difficult areas of
contract law." n31 Adding to the complexity, the term "letter of intent" has been characterized by
the Ninth Circuit Court of Appeals as "not a legal term of art." n32

Letters of intent in the U.S. and U.K. are typically considered to be a non-binding expression in

contemplation of a future contract. While parties transacting in the U.S. and U.K. may have almost
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complete freedom under domestic law to walk away from negotiations after signing a properly
worded letter of intent, the same is not necessarily true for post-letter-of-intent negotiations involv-
ing parties based in civil law jurisdictions. Under the continental civil law approach, liability can
also arise out of the letter of intent negotiations themselves as a result of duties to conduct negotia-
tions in good faith. While the duty to negotiate in good faith is identified most strongly with Ger-
man contract law, and particularly with the writings of German jurist Rudolph von Jhering, n33
France also considers letters of intent to create a duty to negotiate in good faith, but treats the
breaking off of negotiations under tort law.

V.

Deal Jumping and Choice of Law in Cross-Border M&A Transactions

The breaking off of negotiations and consequent failure of deals have become more commonplace
in the wake of the financial crisis due to the continued volatility of global financial markets. One of
the primary systemic catalysts responsible for the increased rate of post-2007 deal failure has been
the scarcity of what was once an abundant supply of highly leveraged financing. The financial crisis
alone, however, is not responsible for deal failure caused by broken negotiations, as buyers and
sellers in times of financial stability also "do not hesitate to interrupt the negotiation if they consider
that there is a chance for them to sell later at a better price.” n34 As will be [*952] discussed in
further detail in this paper, buyers and sellers also choose to abandon a deal when they have found
another more attractive transaction, even if the counterparty involved in the first deal has already

made reliance-based investments.
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"Deal jumping" specifically refers to the breaking off of negotiations after a letter of intent has
been signed in order to pursue another, more attractive transaction. On the part of the target/seller,
this takes place when the seller believes it can sell itself at a higher price, or when it finds a more
attractive buyer. On the part of the buyer, this occurs when there is a more lucrative target available.
The most common deal jumping scenario involves the buyer's escape from the transaction, which
consequentially leaves the seller vulnerable to a variety of damages, including sunk financial costs
stemming from investments made pursuant to expectations that the deal would close, a decrease in
target share value in public capital markets, and intangible damages to the buyer's reputation and
marketability. Such a jump can potentially impact an entire industry when and if the target is a par-
ticularly significant actor in a particular geographic and/or product market. n35

Deal jumping in the context of M&A negotiations may lead to more liability than meets the eye.
As French legal scholars Alain Couret and Bruno Dondero have recognized, for example, broken
off negotiations in the context of M&A negotiations involving the purchase of a publicly traded
target can be found to cause damages to three separate actors: (1) the controlling shareholder or
group of controlling shareholders in the target corporation; (2) the target corporation in its capacity
as a corporation; and (3) minority shareholders of the target corporation. Choice of law is another
hidden issue that lurks in the background in the context of cross-border M&A negotiations. Where
the law of one party's jurisdiction holds that pre-contractual negotiations and preliminary agree-
ments are non-binding while the other party's jurisdiction takes the opposite stance, specification of
an applicable substantive law becomes highly relevant to the mitigation of pre-contractual liability.
More specifically, in order to avoid unexpected liability that would result from a legal dispute,
transacting parties should be cautious and strategic in choosing the applicable substantive law that

will govern their negotiations from the [*953] very beginning of discussions. If transacting par-
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ties want to hedge against the risk of broken negotiations, an understanding of comparative
pre-contractual liability in the cross-border M&A context must be complemented by an under-
standing of comparative and international choice of law rules. The substantive law that is chosen to
apply to cross-border M&A negotiations is critical, as it can influence the potential liability of both
the acquiror and target, including (1) whether the commencement of negotiations, or the entering
into of an agreement to negotiate, creates legally enforceable duties, (2) whether the parties are un-
der a duty to negotiate in good faith, (3) whether there is a duty to continue negotiations until there
IS a "proper” reason to withdraw, (4) whether the breaking off of negotiations can be considered to
constitute a breach of a legal duty under contract or tort law, and (5) whether and which remedies
are available to parties injured from a breaking off of negotiations. n36 As a consequence, it is im-
portant for parties to know from the commencement of their discussions whether the relevant juris-
dictions allow for choice of law by transacting parties. All jurisdictions examined in this paper gen-
erally do honor choice of law provisions. n37 Therefore, if the parties desire to have maximum
freedom to break off negotiations without encountering the risk of liability, they would benefit from
choosing U.K. law, rather than French law, German law or the law of select U.S. states. If the par-
ties desire a more rigid regime to govern their transaction that will provide heightened legal security
against the risk of broken negotiations, the parties would benefit from choosing French or German
law, as opposed to U.K. or select U.S. state law.

V.

Presentation of Hypothetical Scenarios for Analysis
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This paper focuses on pre-contractual liability issues arising during the preliminary negotiation
stage of the M&A transaction process. It focuses, in particular, on the point in  [*954] time after
which transacting parties have begun negotiations and have signed, or are contemplating signing, a
letter of intent to enter into a finalized merger agreement pending due diligence and receipt of regu-
latory approvals. The hypothetical U.S. buyer who breaks off negotiations with targets based in
France, Germany and/or the U.K., both before and after signing a letter of intent, and particularly
after it has found another more attractive deal which it has decided to jump toward, will be used as a
central point of analysis. The paper will utilize hypothetical deal-jumping scenarios to illustrate the
application of French, German, U.K. and U.S. law applicable to cross-border, pre-contractual M&A
negotiations.

VI.

France

A. Applicable Law

In France, the law applicable to pre-contractual M&A negotiations derives from general provisions
of the French Civil Code, as well as French case law. While the French Civil Code "makes no men-
tion of pre-contractual liability," n38 Articles 1382 and 1383 provide a general basis for
pre-contractual liability under tort law notions of harm and causation. Article 1382 states that "any
act of man which causes damage to another obliges the one by whose fault the damage occurred to
provide reparations” [translation by author]. n39 Article 1383 further provides that "everyone is li-

able for the damage he has caused, not only by his own act, but also by his negligence or impru-
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dence" [translation by author]. n40 The notion of fault is codified in the French Civil Code using the
broad and abstract language of Articles 1382 and 1383, which have been applied by French courts
to intentional and negligent harms that have [*955] occurred in the context of pre-contractual
negotiations. n41 Under French law, a plaintiff who can prove "fault, immediate, certain and direct
loss and a causal link™ will have met the prima facie requirements under French law to successfully
make a tort claim. n42 Damages in these actions are awarded under the concept of reparation inte-
grale (full compensation), which can provide damages for lost financial opportunities during
pre-contractual stages when the damages suffered are "certain and direct.” n43 These damages are
in stark contrast with U.S. and U.K. tort damages that often limit recovery to pure economic loss on
policy grounds. n44 Some scholars note that the terms "perte financiere™ (financial loss), "manque a
gagner™ (inability to win), and "perte de profit ou de benefices™ (loss of profit or benefits) are used
interchangeably by French courts, adding further impetus to the extended scope of damages avail-
able to plaintiffs in pre-contractual negotiation liability cases in France. n45 The broad and flexible
language of Article 1382 implies that French judges are empowered to determine on a case-by-case
basis whether or not a defendant will be held liable for damages that occurred during the
pre-contractual phase of negotiations with its counterparty.

Current French case law on pre-contractual liability issues derives from a landmark case of the
Cour de Cassation, France's highest appellate court, of March, 20, 1972. n46 In that case, negotia-
tions for the purchase of machinery began between Plaintiff, a French company, and Vilber Lour-
mat, the exclusive distributor in France of cement pipe manufacturing machines produced by
lowa-based U.S. firm Hydrotile Machinery. After Plaintiff incurred costs traveling to the U.S. to
observe the machines, Plaintiff requested additional information from the exclusive distributor,

which was not provided by Defendant. Afterwards, Defendant abruptly terminated negotiations over
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a telephone call, and subsequently entered into an [*956] exclusive sales contract with one of
Plaintiff's competitors, including an agreement not to sell similar machines to any other firm in the
plaintiff's region of business (Eastern France) for a period of 42 months. n47 It is worth noting that
no letter of intent was entered into between parties in this case. The Court held that the breaking off
of negotiations at an advanced pre-contractual stage constituted a violation of Article 1382. More-
over, the Court held that the withdrawal was abusive, unilateral, and without a legitimate reason,
due to (1) Defendant's knowledge of the significant expenses incurred by the plaintiff, and (2) De-
fendant's voluntary continuation of negotiations, which were characterized by prolonged uncertainty
in breach of the rules of good faith in commercial relations. This tort-based notion of withdrawal in
bad faith from pre-contractual negotiations was later solidified and deepened by further French case
law.

Following later developments in pre-contractual liability precedent, the Cour de Cassation
added a further gloss on the applicable law with its April 7, 1998, Sandoz decision. n48 In that case,
negotiations between the plaintiff, a French corporation, and the defendant, a Swiss corporation
with a subsidiary in France, took place over a four-year period in which a number of product
testings took place. Defendant withdrew from negotiations on the basis of internal reasons that bore
no relation to the quality of Plaintiff's product. The Court ruled in favor of Plaintiff, holding that the
freedom to break off negotiations is limited by duties of good faith and loyalty to one's commercial
partners. n49 In pronouncing this rule of law, the Court held that Defendant violated the duties of
good faith and loyalty by withdrawing from such advanced negotiations with no "legitimate mo-
tive." n50

In response to Sandoz, scholars have commented that "it will be for the defendant to show a

good reason for withdrawing from negotiations" that have progressed to advanced stages. On the
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contrary, where negotiations have not yet [*957] reached "advanced" stages there will generally
be no such burden on the defendant. n51 Whether or not a negotiation is considered to have reached
an "advanced" stage is an issue decided by French courts on a case-by-case basis. In one such case
decided in 1999, where negotiations were broken off only a few months after negotiations began,
the Court found withdrawal to be legitimate since the parties had not yet (1) defined the price nor
the objectives of the transaction, (2) drafted a development plan, (3) concluded a shareholder
agreement, (4) discussed control over portfolio companies, nor (5) come to a decision regarding the
sale of properties being discussed. The Court held that since negotiations took place between "ex-
perienced professionals™ who could not ignore the number of obstacles that needed to be overcome
before reaching a final agreement, and who also were aware that the success of the project was
closely linked and dependent upon the economic conditions of the time, the parties were under no
duty to provide a legitimate justification for withdrawal, and were at no fault for "brutally” with-
drawing from negotiations. n52

Scholars have also pointed out that there are several general fact patterns which will trigger ju-
dicial intervention over withdrawal from pre-contractual negotiations under French law: n53 (1)
where one party has no serious intent to conclude a contract, n54 demonstrated by certain situations
where one party, dependent upon loan-based financing, continues negotiations with a counterparty
who is under the false impression that the other can self-finance the transaction; (2) where a party
who enters an advanced stage of negotiations does not "persevere” or "participate constructively in
discussions," but rather breaks off negotiations "at the first obstacle placed in their path™; n55 (3)
where one party misuses confidential information [*958] acquired during the negotiation process,
n56 inciting liability under the broad concept of "unfaithful competition™; n57 (4) where parallel

negotiations between a transacting party and at least two other separate counterparties precede the
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breaking off of negotiations; n58 (5) where there is no "legitimate" ground upon which the with-
drawing party could have withdrawn from negotiations; n59 (6) where the withdrawal is considered
to be "brutal”; n60 and (7) where the withdrawing party "willfully maintains negotiations in a state
of uncertainty, knowing that the plaintiff [is] incurring costs.” n61 In addition, "neither malice nor
active deception on the part of the defendant is required for French courts to find bad faith." n62 As
a consequence, if the plaintiff can prove that the defendant withdrew from M&A negotiations in bad
faith under any one of the abovementioned categories, the exercise of the right to walk away from
negotiations may give rise to liability in France. When negotiations are at advanced stages, such as
those in Sandoz, the Court will consider withdrawal to be legitimate and in compliance with good
faith when predicated upon (1) necessary financial reasons, n63 (2) changes in circumstances, in-
cluding discovery of falsified information, n64 or (3) inability of the parties to agree upon a "par-
ticular point.” n65 Despite the appearance of a formulaic approach to pre-contractual negotiations,
there are no fixed criteria for predicting or determining liability for negotiation withdrawal, as "the
question of liability will ultimately rest with the court in light of all the circumstances.” n66 Never-
theless, the Cour de Cassation has pronounced general guidelines which could serve as a useful
mechanism for probing the scope of potential liability, including [*959] whether (1) negotiations
have progressed to advanced stages, (2) one party has incurred costs in reliance upon a belief that
contract conclusion is likely, (3) one party has acted in bad faith, and/or (4) one party has abruptly
broken off negotiations. n67

A decision taken by the French Cour de Cassation in January 2011 provides guidance with par-
ticular regard to parallel negotiation liability. n68 In that case, a shareholder of French ice cream
manufacturer Le Glacier Champenois (LGC) (the defendant) entered into a binding letter of intent

to execute a share transfer agreement with the plaintiff subject to certain conditions precedent, and
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scheduled to take place during a one-week period. The share transfer agreement took the form of a
French promesse synallagmatique de cession d'actions, under which both seller and buyer are re-
spectively bound to sell and purchase the specified shares. n69 The letter of intent eventually ex-
pired because the share transfer agreement was not entered into by the parties during the originally
specified timeframe; however, Plaintiff and Defendant continued to negotiate with each other over a
period of approximately two months beyond the expiration of the letter of intent. During that time,
the defendant seller entered into negotiations and signed a purchase agreement with another bidder,
without informing Plaintiff of such discussions. Defendant then broke off negotiations with Plaintiff
only one day before LGC shareholders voted to approve the sale of shares to the second bidder at a
lower sale price. After the plaintiff learned about the transaction with the second bidder, Plaintiff
sued Defendant for a wrongful breach of the letter of intent, which specified that the defendant
seller was to negotiate exclusively with the plaintiff buyer. Despite Defendant's argument that the
exclusivity clause contained in the letter of intent was no longer valid since the letter had expired,
the French Court held that (1) the "unilateral, brutal and illegitimate” breaking off of negotiations
[*960] at an advanced stage with knowledge by defendant seller that the plaintiff buyer had in-
curred costs operating under the “reasonable belief" that the transaction had been concluded with
Defendant, and (2) the voluntary continuation of negotiations by the plaintiff seller both (a) beyond
the expiration date of the letter of intent, and (b) during a state of negotiations which was character-
ized by a "prolonged uncertainty,” amounted to a tort in violation of the duty of good faith in com-
mercial relations. n70

Practitioners have interpreted the case to hold that the continuation of negotiations beyond the
expiration date of the letter of intent creates an "independent duty to negotiate in good faith." n71 In

addition, the case has been interpreted to implicitly hold that the continuation of negotiations creates
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an expectation that the terms of the letter of intent will still be applicable. n72 In the instant case,
the defendant had a "moral (and thus legal) obligation either to act in accordance with [the] expecta-
tion [created by the letter of intent] or to disabuse the first bidder of it." n73 For this reason, the case
could be interpreted as establishing the protection of an expectation interest in pre-contractual nego-
tiations under French law. This rule can be applied to the context of cross-border M&A negotiations
involving French firms, and is in distinct contrast to the rules of other jurisdictions that do not ex-
plicitly provide for protection of expectation interests. The case also stands for the principle that the
duty to negotiate in good faith exists independently of whether or not the parties have agreed orally
or in writing to conduct their negotiation behavior under such a standard. n74 The case exemplifies
the long-held principle that parties who withdraw in "bad faith” from pre-contractual negotiations
[*961] governed under French law can be held liable under tort law for such withdrawal. n75
Since the notion of bad faith is interpreted broadly under French law, common law-based parties
found to have withdrawn in bad faith from negotiations with French counterparties can be held li-
able for a larger scope of damages than they would expect in their home jurisdictions. n76 The
abovementioned cases illustrate that the right to withdraw from pre-contractual negotiations in
France is subjected to policy-based limitations stemming from the principle of good faith, detraction
from which will lead to liability in tort.

From a comparative perspective, the independent duty to negotiate in good faith set forth under
French law parallels the doctrine of promissory estoppel under U.S. law. While French law imposes
a "duty to respect the counterparty's expectations™ and U.S. law does not, French law and U.S. law
are similar in providing damages for reliance interests but not damages for the lost benefit of the
bargain. n77 However, the scope of damages under French law goes further than U.S. law by pro-

viding compensation for lost opportunities where the plaintiff can prove that another opportunity
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was lost specifically because of the wrongful act of the withdrawing party. n78 In addition, French
courts provide compensation for damages when the wrongful conduct injures a plaintiff's reputation
as a party that is able to close a deal. n79 As evidenced by the awarding of both reliance and expec-
tation damages in the aforementioned cases, damages awarded by French courts in the context of
withdrawal from M&A negotiations can go beyond the traditional expenses incurred by parties. In
light of the consequences of bad-faith withdrawal from M&A negotiations under French law, and in
light of the scope of damages available to plaintiffs, practitioners recommend that transacting par-
ties include a break-up fee in their letters of intent to protect a [*962] withdrawing party from
liability in the event that it decides to walk away from negotiations. n80

B. Application to Hypothetical Scenarios

If a hypothetical U.S. company were involved in M&A negotiations with a target in France and did
not sign a letter of intent, it may nevertheless be subject to tortious liability for walking away from
negotiations under circumstances considered to amount to bad faith withdrawal. If the duration of
the negotiations is considered to be non-advanced, the plaintiff would bear a higher burden of prov-
ing bad faith on the part of the defendant, since French case law has held that the defendant bears no
burden of proving a good reason for withdrawal when negotiations have not yet reached an ad-
vanced stage. Nonetheless, if the plaintiff could establish that the defendant had no serious intent to
conclude a contract, the defendant may be held liable. In addition, the plaintiff could also indicate
that the defendant'’s intent in commencing negotiations was to maliciously gain access to the plain-
tiff's confidential information, and/or that withdrawal was brutal if defendant had knowledge that
withdrawal would damage the plaintiff's reputation to be able to close a deal. The defendant could

avoid liability in these circumstances when and if it could prove that either legitimate financial rea-
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sons existed for withdrawal, that circumstances had changed, or that both parties could not reach
agreement upon specific transaction terms.

In the event that negotiations are deemed by courts to be "advanced," the defendant could be
held liable for bad faith withdrawal even where no letter of intent has been signed. Analogizing to
the Court's landmark 1972 case, if the plaintiff can demonstrate that the defendant had knowledge
that the plaintiff incurred expenses, continued negotiations in such a way as to keep the state of play
uncertain, and withdrew in a way that could be characterized by the courts as “unilateral, abusive,
and without legitimate reason," the defendant would face liability. n81 The defendant could counter
these arguments with factual evidence to the contrary, and justify its withdrawal on the basis of le-
gitimate reasons.

[*963] While a properly worded letter of intent stipulating its non-binding nature will typi-
cally not create liability under U.S. law, the opposite is not necessarily true under French law. As
practitioners have noted, "a French court is more likely than a U.S. court to find that a letter of in-
tent in which the substantive transaction terms are highly elaborated is actually a binding contract
for the underlying transaction, despite express language to the contrary.” n82 This would occur if
the plaintiff could demonstrate that the defendant signed the letter with no serious intent to close the
deal, that there were no legitimate grounds for withdrawal, and/or that parallel negotiations with a
third party took place despite language in the letter of intent requiring exclusivity or loyalty to the
plaintiff. The defendant could potentially make strong counterarguments if the closure of the deal
was heavily dependent upon specific economic conditions and/or that reliance-based investments
were not rational given the extent to which deal terms remained unsettled. Given the potential risk

of liability for negotiations conducted before and after a letter of intent has been signed, U.S. parties
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who enter into negotiations with France-based counterparties should be well aware of their duty to
negotiate in good faith.

VII.

Germany

A. Applicable Law

The German Civil Code, contained in the Burgerliches Gesetzbuch (both hereinafter referred to
collectively as the "BGB"), has recently codified the German legal doctrine of culpa in contrahendo
(Latin for "fault in contracting™) in BGB Sections 241, 280 and 311, following the major BGB re-
form project of 2002. n83 The doctrine of culpa in contrahendo originates from the teachings of
German legal scholar Rudolf von Jhering whose article "Culpa in contrahendo, oder Schadensersatz
bei nichtigen oder nicht zur Perfektion gelangten Vertagen™ set forth the notion, based in ancient
Roman law, that pre-contractual [*964] negotiations create a duty to conduct negotiations in
good faith. This concept renders a party liable for damages suffered by a counterparty that result
from reliance of the counterparty upon the breaching party's pre-contractual commitments. n84 The
doctrine provides redress to the injured party through reliance damages (Vertrauensschaden), which
restore the parties to their pre-contractual status quo positions. However, redress is limited to reli-
ance damages and does not extend to expectation interests (Erfullungsinteresse). n85 While the
fundamental principles of culpa in contrahendo can today be found in post-2002 BGB provisions,
the doctrine "developed largely independently of Code provisions by the German courts, in part re-

lying on the considerable academic development of the topic." n86
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According to BGB88311 and 241, the duty to negotiate in good faith arises from the com-
mencement of contract negotiations. As is stated in § 311(2), "an obligation with duties under §
241(2) also comes into existence by (1) the commencement of contract negotiations, (2) the initia-
tion of a contract where one party, with regard to a potential contractual relationship, gives the other
party the possibility of affecting his rights, legal interests and other interests, or entrusts these to
him, or (3) similar business contacts.” According to 8 241(2), "an obligation may also, depending
on its contents, oblige each party to take account of the rights, legal interests and other interests of
the other party.” Furthermore, 8 280(1) states that "if the obligor breaches a duty arising from the
obligation, the obligee may demand damages for the damage caused thereby.” 8 241(2), when read
in conjunction with both § 280(1) and § 311(2), therefore codifies the culpa in contrahendo doc-
trine's duty to negotiate in good faith and establishes the German pre-contractual liability regime.
n87 According to the jurisprudence of the German Federal Court of Justice (Bundesgerichtshof),
Germany's highest court, the pre-contractual liability regime, which requires negotiating parties to
conduct negotiations in good faith, provides damages to parties injured a result of "an inopportune
rupture of the contract [*965] negotiations by one of the parties.” n88 As a result of both the rules
set forth in the BGB and the absence of a tortious liability regime for injuries resulting from
pre-contractual negotiations, parties who break off negotiations with German targets will be held
liable on a contractual or "quasi-contractual” basis. n89

As Professor Marco Torsello has stated, the underlying rationale behind the German culpa in
contrahendo doctrine is that the law intervenes in contractual relations in order to protect the trans-
acting parties in the course of negotiations. n90 This notion is reflected in German contract law as a
whole, which seeks to create a sense of solidarity between parties to a contract, and which stands in

complete contrast to the adversarial nature embodied by English common law. n91 Unlike French
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law, which imposes pre-contractual liability on the basis of tort law, the German culpa in contra-
hendo doctrine is closer to contract law since the basis of liability is the initiative taken by transact-
ing parties to enter into negotiations intended to culminate in a final contract. n92 Although there
exists some scholarly debate as to whether culpa in contrahendo is more appropriately classified as
a branch of contract law, tort law, n93 or of a "third lane" (dritte Spur) between contract and tort
law, n94 German courts and German legal scholars have held that culpa in contrahendo liability is
in fact closest to contract law, n95 since “these special duties are not owed the public in general”
and "go beyond ordinary tort liability." n96

[*966] Under German law, when parties have commenced negotiations with intent to transact
in the future, they are deemed to have created a pre-contractual relationship through which they can
detrimentally affect each other's economic interests (gesteigerte Einwirkungsmoglichkeit). n97 As
such, a prima facie case for culpa in contrahendo liability arising from the breaking of negotiations
can be established under German law when three conditions are met: n98 first, the defendant is
shown to have "intentionally or negligently” n99 created an expectation by the plaintiff that a con-
tract would be entered into; second, the plaintiff has incurred expenses on the basis of these expec-
tations; and third, the defendant has broken off negotiations without good reason (ohne triftigen
Grund) or just cause (rechtfertigenden Grund). n100 As scholars have held, "it is clear that it is the
manner in which the negotiations are conducted (and not the decision to break them off) that is the
basis of liability.” n101 Under German law, moreover, a successful plaintiff will only be able to re-
cover for reliance damages since specific performance is not available as a remedy in the context of
pre-contractual negotiations. n102 As the Bundesgerichtshof has held, "a claim based on culpa in
contrahendo is limited to the so-called reliance interest ... neither lost profit nor additional costs of

the alleged purchases are covered by the reliance interest.” n103 As German case law demonstrates,
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n104 "reliance damages must be paid by a party who in the course of negotiations has made the
other party believe that a contract will certainly [*967] be concluded, but then without good rea-
son or from ulterior motives refuse to go ahead.” n105

In order for liability to arise, the plaintiff bears the burden of proving that the defendant created
the expectation of a contract, either intentionally or negligently. n106 The breaking off of
pre-contractual negotiations, however, can give rise to culpa in contrahendo liability for a defendant
even if the plaintiff cannot establish that the defendant was at fault in creating the expectations.
n107 In other words, the defendant need not have created the expectations with any particular form
of malicious intent to be held liable for breaking off negotiations. As German case law has held,
"liability can arise as a result of the falsification of expectations where negotiations are broken off
without good cause ... it is not necessary ... to show any culpable creation of the expectation.” n108
The defendant will be held to have broken off negotiations without good reason or justifiable cause
when the defendant fails to provide the plaintiff with a timely warning that no contract will be com-
pleted, such that the plaintiff has no opportunity to avoid detrimental reliance. n109 As scholars
have noted, while "it is not entirely clear as to what exactly will constitute a good cause for break-
ing off negotiations," it is "probably fair to surmise that a good cause for breaking off negotiations
will generally be made out where a contract fails due to any impediment originating from the plain-
tiff's sphere.” n110

A landmark 1989 case of the German Bundesgerichtshof provides guidance on the limits to
pre-contractual liability for the breaking off of M&A negotiations under German law. n111 In that
case, the plaintiff buyer commenced negotiations with the defendant seller regarding the acquisition
of two newspapers published by Defendant. In order to assist Plaintiff in receiving [*968] ap-

proval for the acquisition from Plaintiff's parent company, Defendant provided Plaintiff a suppos-
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edly detailed "offer.” Upon receiving approval from its parent, Plaintiff informed Defendant that it
wished to proceed and began drafting a final purchase agreement. After coming to an agreement on
all outstanding contract terms with defendant, Plaintiff provided Defendant with a letter declaring in
writing its unilateral intent to accept Defendant's purported "offer.” That same day, Defendant in-
formed Plaintiff that it was no longer interested in selling its newspapers to Plaintiff and broke off
negotiations, after which Plaintiff sued for damages. The Court held for Defendant, stating that De-
fendant's communications did not amount to an offer and declaring that Plaintiff failed to prove that
Defendant had "induced the belief [that] the contract would, with certainty, be finalized.” n112 This
case is particularly useful as a point of reference for cross-border M&A negotiations where the par-
ties negotiate without signing a formal letter of intent. Where parties do sign a letter of intent (Ab-
sichtserklarung) with counterparties based in Germany, the culpa in contrahendo doctrine will also
serve as a basis of pre-contractual liability where parties break off negotiations in bad faith. As
scholars have written, "a false statement of fact in a letter of intent would give rise to liability under
culpa in contrahendo,” particularly one involving false statements regarding “the probability of con-
cluding a final contract or [the] authority of negotiators.” n113

B. Application to Hypothetical Scenarios

Given the applicable sections of the BGB and select German case law, U.S. corporations that
commence and subsequently break off negotiations with German targets both before and after a let-
ter of intent has been signed will be subject to liability in the following situations. First, the U.S.
party will be subject to protective duties toward its counterparty upon the commencement of nego-
tiations under the culpa in contrahendo doctrine (BGB § 241 and § 311). As mentioned above, the

protective duty to negotiate in good faith stems from notions of ancient Roman law, which function
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inthe [*969] German civil law system to promote a mandatory policy of solidarity between con-
tractual parties. n114 If the German target can establish the prima facie elements of pre-contractual
culpa in contrahendo liability under BGB § 280 by proving that (1) an intentional or negligent ex-
pectation was created by the defendant, (2) the plaintiff detrimentally relied on this expectation, and
(3) the U.S. party withdrew from negotiations in bad faith (in other words, without ohne triftigen
Grund or rechtfertigenden Grund), the U.S. party will be held liable for the plaintiff's reliance dam-
ages. The U.S. party could argue based upon particularized factual circumstances that its with-
drawal from negotiations occurred for good reasons or just cause, but such an argument would ne-
cessitate the existence of an "impediment originating from the plaintiff's sphere.” n115 In the con-
text of withdrawal from negotiations with a German target where a letter of intent has been signed,
the U.S. defendant would still be liable for reliance damages for a bad faith withdrawal under the
culpa in contrahendo doctrine, regardless of any non-binding language in the letter of intent, since
protective duties of good faith toward counterparties in contractual relationships are imposed in
Germany at the commencement of negotiations. While the mere breaking off of negotiations would
not in and of itself create liability in the event that the defendant has legitimate and justifiable rea-
sons for disproving any theories of bad faith, the defendant’s consideration of the interests of its
counterparty would be scrutinized in depth by the German judiciary. As such, transacting parties
who engage in pre-contractual negotiations with German targets need be aware that they may be
held liable for culpa in contrahendo-based reliance damages when they decide to jump from one
potential deal to another.

VIII.

United Kingdom
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A. Applicable Law

The U.K. model of pre-contractual liability operates under the basic premise that the law should
not interfere with the free behavior of the parties engaged in contractual or pre- [*970] contrac-
tual negotiations. English common law, in particular, has traditionally treated pre-contractual liabil-
ity as an issue of contract formation, and as such, pre-contractual relationships enjoy freedom from
protective duties to negotiate in good faith. The English view is best summarized in Walford v.

Miles:

The concept of a duty to carry on negotiations in good faith is inherently repugnant to the adver-
sarial position of the parties when involved in negotiations. Each party to the negotiations is entitled
to pursue his (or her) own interest, so long as he avoids making misrepresentations. To advance that
interest he must be entitled, if he thinks it appropriate, to threaten to withdraw from further negotia-
tions or to withdraw in fact in the hope that the opposite party may seek to reopen the negotiations

by offering him improved terms. n116

While the parties are obliged to perform their obligations in good faith under the terms of an exist-
ing contract, n117 there is no "obligation in English law to negotiate in good faith in the absence of
a contract.” n118 The embodiment of the adversarial approach to contractual relationships and ne-

gotiations in English law is further illustrated by one scholar's characterization of the English ap-
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proach: "The traditional view of classical contract law is that the process of contract formation has
hard edges." n119 This traditional "hard-edged" approach toward duties to negotiate in good faith
under English law is rationalized by the lack of precision surrounding the notion of good faith and
the difficulty of determining whether good faith reasons for withdrawal from negotiations exist in a
particular case. n120 While there has been scholarly debate and some trend in English courts toward
establishing what would resemble a [*971] civil law-type duty to negotiate in good faith, n121
the adversarial approach continues to govern in England and Wales. Nevertheless, English courts
have held transacting parties liable for reliance-based damages under tort law when parties have
been found to have made "fraudulent or negligent™ statements during negotiations, n122 or were
proven to have commenced negotiations for the sole purpose of acquiring confidential information.
n123

B. Application to Hypothetical Scenarios

Considering the adversarial laissez-faire approach of English common law to pre-contractual nego-
tiations, a hypothetical U.S. party who commences and breaks off M&A negotiations with a coun-
terparty based in England, either before or after signing a letter of intent, will be subject to substan-
tially less legal risk than would be the case in France or Germany. Since the commencement of ne-
gotiations does not automatically create a duty to negotiate in good faith with a transacting coun-
terparty, a hypothetical U.S. acquiror would be free to exercise its right under English law to with-
draw from negotiations either before or after a properly worded letter of intent has been signed
since English law "does not recognise a contract to enter into a contract (when there is a fundamen-
tal term yet to be agreed)" nor does it "recognise a contract to negotiate ... because it is too uncertain

to have any binding force." n124 If the plaintiff were successful in proving, however, that the de-
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fendant fraudulently made statements during the course of negotiations, or was motivated by a ma-
licious intent to acquire the counterparty's confidential information, the hypothetical [*972] ac-
quiror would be held liable under English tort law, and/or potentially English competition law.

IX.

United States

A. Applicable Law

In contrast to the "all-or-nothing™ n125 approach to pre-contractual liability under English com-
mon law, U.S. common law presents transacting parties with a relatively mixed regime character-
ized by a variety of approaches to pre-contractual liability and contract formation. The variation in
approaches under U.S. law stems from the existence of 50 non-uniform state legal systems, each of
which has adopted its own version of the Uniform Commercial Code ("U.C.C."). New York case
law exemplifies the existence across many U.S. jurisdictions of a "boilerplate” n126 duty of good
faith that applies to the performance of existing contractual obligations, which consists of "an im-
plied covenant that neither party shall do anything which will have the effect of destroying or injur-
ing the right of the other party to receive the fruits of the contract.” n127 Both U.C.C. Section 1-304
n128 and Section 205 n129 of the Restatement (Second) of Contracts ("Restatement (Second)™)
provide for a duty of good faith in contract performance. While neither the U.C.C. nor Restatement
(Second) refer explicitly to duties to negotiate in good faith during pre-contractual phases of nego-
tiations, commentary to Section 205 of the Restatement (Second) states that bad faith in negotia-

tions "may be subject to sanctions.” n130 New York case law specifically provides that in circum-
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stances involving either "misrepresentation, duress, undue influence or unconscionability,” courts
may enforce a [*973] "duty of good faith ... to remedy pre-contractual bad faith after an enforce-
able contract has been entered into." n131

While explicit language regarding a duty to conduct pre-contractual negotiations in good faith is
missing from the traditional sources of U.S. contract law, the "existence of a letter of intent, even if
its parties do not specifically undertake to negotiate, strengthens the case for a good faith obligation
in specific pre-contractual situations.” n132 A letter of intent is typically regarded in the U.S. to be a
"nonbinding expression in contemplation of a future contract, as opposed to its being a binding con-
tract.” n133 Whether a letter of intent is considered to create binding pre-contractual duties depends
upon whether the parties intended to be bound by the terms of the letter of intent, or whether either
manifested intent not to be bound. n134 In determining the intent of the parties in the context of a
letter of intent, New York courts have traditionally applied a four-factor test deriving from Winston

v. Mediafare Entertainment:

(1) whether there has been an express reservation of the right not to be bound in the absence of a
writing; (2) whether there has been partial performance of the contract; (3) whether all of the terms
of the alleged contract have been agreed upon; and (4) whether the agreement at issue is the type of

contract that is usually committed to writing. n135

While no single Winston factor is decisive in determining the intent of a party, "each provides sig-

nificant guidance." n136 In addition, U.S. legal scholars and practitioners have noted that many
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courts are willing to interpret "letters of intent and their execution as imposing upon the parties a
duty to negotiate in good faith." n137 Even if a letter of intent does not explicitly mention a duty to
negotiate in good faith, courts have read an implied duty of good faith to both exist and have been
[*974] breached when a party "insists upon the inclusion of conditions to the transaction which
were not set forth in the letter of intent ... ." n138 While the Southern District of New York held in
Tribune Co. that the duty of good faith functions to prevent a party from "renouncing the deal,
abandoning the negotiations, or insisting on conditions that do not conform to the preliminary
agreement,” n139 there is no bright-line test for determining "where the duty to negotiate in good
faith ends and the ability to make a business decision concerning the transaction in question be-
gins." n140

B. Application to Hypothetical Scenarios

A hypothetical U.S. or European party who has commenced and broken off negotiations with a
U.S. target without signing a letter of intent is generally free to walk away from negotiations insofar
as the jurisdiction does not consider the withdrawal to amount to a case of bad faith that is subject to
sanctions. In the event that the hypothetical transacting party withdraws from negotiations after en-
tering into a letter of intent, the party will be subject to liability if (a) the party is held to have in-
tended to be bound under the Winston factors, and/or (b) the withdrawal from negotiations is con-
sidered to amount to an act of bad faith. Given the variable extent to which negotiating parties can
be held liable in U.S. courts under pre-contractual duties to negotiate in good faith that arise from
letters of intent, practitioners unsurprisingly advise transacting parties not to sign letters of intent,
and also "if they do not intend to be bound until a later stage of the negotiations ... take every op-

portunity (written and oral) to set forth that fact." n141
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Conclusion

While M&A transaction structuring between parties in an exclusively domestic U.S. setting is
shaped around potential liability issues arising under U.S. law, n142 transaction structuring [*975]
in a cross-border context is additionally shaped by applicable pre-contractual duties and liability
rules under foreign law. Since the substantive law applicable to negotiations will determine whether
pre-contractual duties to foreign counterparties will exist, knowledge of foreign law is of high rele-
vance to transactional attorneys responsible for providing their clients with advice regarding the le-
gal costs and benefits of cross-border investment transactions. Where transacting parties find that
entering into a letter of intent is worth the investment of time and effort, they will find that the
choice of applicable law will significantly influence the negotiations and terms of the final M&A
agreement. Comparative legal knowledge will therefore serve as a pivotal toolkit for the transac-
tional attorney advising its clients on the legal risks that affect business strategy in the

ever-increasing world of cross-border M&A transactions.
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