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Introduction

First year contracts law classes emphasize the foundations of contract formation – two parties, with capacity, reaching a "meeting of the minds" with sufficient consideration supporting the promises being made.  Many corporate attorneys often take for granted these key principles when they go about representing their clients in entering into contracts, whether it be a contract for the sale and purchase of fasteners, the sale of a company, or the licensing or purchase of technology.  "Coveat Jurist!"

Complex Transactions are Often Preceded by Letters of Intent and Other Forms of "Pre-Contract" Documents

This Article addresses the development of documents that are prepared prior to entering into formal contract negotiations.  These documents can take many forms such as a letter of intent, memorandum of understanding, memorandum of agreement, letter agreement, terms sheets and the like.  In many cases, the desire to enter in one of these types of documents is driven by one or more factors:  The business client wants to firm up the basic terms of the deal thereby ensuring that the parties can proceed to a definitive contract, enable the securing of financing to support the transaction, file a Hart-Scott-Rodino pre-merger notification report, create "lock-up" or "no-shop" commitments, authorize the expenditure of due diligence and/or planning expenses, obtain a commitment to negotiate the transaction within a specific time frame, or ward off other potential bidders.

As a general proposition, the more complex a given transaction, a letter of intent or similar document is advisable so the parties can determine whether the complex and difficult issues can be accommodated.  In the case of a buyer and seller, the parties typically contemplate a more formal contract document will be prepared, negotiated and ultimately signed.  However, for the unsuspecting attorney or business client, a letter of intent or similar documents may satisfy the elements of contract formation, providing one party or the other with the ability to enforce the terms of such a document prior to entering into the definitive document.

Helping the Client Think Through the Issues

In more complex transactions, it is helpful for all the different elements of a proposed transaction to be sufficiently described, and that is where the seasoned attorney can add significant value.  To the extent the business client has prepared the basic business terms of the transaction, additional elements of the deal should be specified upfront in order to maximize the likelihood that the parties can reach terms on a definitive agreement.  The attorney can assist the client in thinking through the various additional relevant issues and elements of the business transaction that will be important if the transaction is to succeed.  The more relevant issues that are discussed and agreed to by the parties up front, the greater the chance the business objective of reaching agreement will be achieved.

When Does a Letter of Intent Become a Contract?

Illinois case law reveals that there are a number of factors courts will examine in determining whether a letter of intent or similar document meets the criteria of an enforceable contract.  Illinois courts have cited the following factors as being relevant to the analysis of whether a letter of intent or similar document creates a binding, enforceable contract:


1.
Whether the type of agreement involved is one usually put into writing;


2.
Whether the agreement contains many or few details;


3.
Whether the agreement involves a large or small amount of money;


4.
Whether the agreement requires a formal writing for the full expression of the covenants; 


5.
Whether the negotiations indicated that a formal written document was contemplated at the completion of the negotiations;


6.
Where in the negotiating process that process is abandoned and the reasons it is abandoned;


7.
The extent of assurances previously given by the party which now disclaims any contract; and 


8.
The other party's reliance upon the anticipated completed transaction.

See Quake Construction, Inc. v. American Airlines, Inc., 141 Ill.2d 281, 289, 565 N.E.2d 990, 994 (1990.  

In Quake, the firm of Jones Brothers Construction Corporation ("Jones") was hired by American Airlines to prepare bid specifications, accept bids and award contracts for the expansion of American's O'Hare airport facilities.  A letter of intent was sent by Jones to Quake indicating that an award was made, and specifying the price and the specifications for the work.  At the end of the letter, the following language was included:  "Jones . . . reserves the right to cancel this letter of intent if the parties cannot agree on a fully executed subcontract agreement."  After American met with Quake, Jones informed Quake that Quake's involvement with the project was terminated.

Writing for the majority and applying the foregoing criteria, the Illinois Supreme Court upheld the letter of intent as an enforceable contract.  Part of the reason of the Court was that there must have been a contract for the contract to be "terminable" by Jones.  There is no discussion on why Jones simply did not terminate the letter of intent in the alternative.

In Interway, Inc. v. Alagna, 85 Ill.App.3d 1094, 407 N.E.2d 615 (1st App. Ct. 1980), a letter of intent was signed by a seller and buyer to purchase stock.  The letter contained the language that the stock sale was "subject to a definitive Purchase and Sale Contract to be executed by the parties."  Id. at 617.  The court provided an excellent roadmap into the methodology to analyze whether the letter of intent was enforceable.  The court first stated that the intention of the parties was either a question of law or of fact.  If the language of the letter is ambiguous, then the determination of the intent is a question of fact and parole evidence would be admissible to demonstrate the intention of the parties.  Conversely, if the language is not ambiguous, then matter was a question of law.  The Interway court determined that the phrase "subject to" could only have one meaning and therefore the language was unambiguous.  The court, citing the lower trial court, stated:

Where the reduction of an agreement to writing and its formal execution is viewed by the parties as a condition precedent to the vesting of rights and duties, there can be no contract until then, even if the actual terms have been agreed upon.

Id. at 619.

In permitting a complaint to withstand a motion to dismiss, the court in Hanley Dawson Cadillac Co. v. General Motors Corporation, 977 F.2d 369 (7th Cir. 1992), applying Illinois law, stated that an exchange of letters between GM and the franchise dealer concerning property rental rates, coupled with the dealer's change in position, GM's knowledge of the change in position and the delay of almost 1 year before GM sent correspondence raising the rental rates could constitute a binding contract between the two.  The court held for the dealer in spite of the letter from GM that stated:  "Cadillac is not in a position to insure a stabilized rent factor, hence the possibility of an increase."  Id. at 371.

For a more definitive view of how Illinois courts apply the principles of determining whether a letter of intent forms a contract, the court in PFT Roberson, Inc. v. Volvo North America Trucks, Inc., 420 F.3d 728 (7th Cir. 2005), stated:

When negotiators say that agreement is subject to a more definitive document, Illinois treats this as demonstrating intent not to be bound until that document has been prepare and signed…. Thus, parties may reach agreement on elements A, B and C, with more negotiation required on D and E.  If elements D and E are essential to the mix, Illinois does not bind the parties to A, B, or C alone.

Id. at 731.  The court further stated that there are no "magic-words" required in Illinois to evidence contingency of the business arrangement, and that "[w]ords expressing contingency or dependence on a subsequent event or agreed-on element will do."  Id. at 732.

Advising the Client

As a preliminary matter, the question that should be raised when drafting a letter of intent or similar document is whether the letter of intent is intended to form a binding or non-binding commitment on the parties, and precisely what elements are intended to be binding?  If the letter of intent is expressly set forth as binding, in whole or in part, then the parties should be held to form a contract and should be bound by the terms thereof, provided there is consideration to support the binding nature of the agreement.  

There are some clauses in letters of intent that many attorneys take for granted as being part of a binding agreement, even if the letter states that it is non-binding.  For instance, where the parties are exchanging confidential information, letters of intent oftentimes contain confidentiality and non-disclosure agreement (NDA) clauses because the parties want these terms and conditions to be binding both during the pendency of negotiations and thereafter. 

The ABA Model Letter of Intent

In the Model Stock Purchase Agreement publication published by the ABA (1995), there is an extensive discussion on the various issues surrounding the development and us of letters of intent (See Ancillary Document No. 2).  In the ABA version of the letter of intent, it is suggested that the parties divide the letter of intent into "binding" and "non-binding" portions to clearly demark the boundary lines of what provisions are intended to form enforceable commitments and which ones are not.

The ABA model letter of intent is fashioned around the purchase and sale of the stock of a company, and principles described in the model letter can be adapted to other forms of transactions.
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