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Failed Deals: How to prevent them
and how to win disputes about them

Introduction

It is an unfortunate fact of business life that transactions do not always
turn out as hoped, and many—even those that are not consummated—
end up in litigation. As trial lawyers, we have seen many transactions,
including those involving Japanese parties, end up in litigation. Based
on this experience, we discuss below some ways that parties to a
transaction can protect themselves from post-closing disputes, or at least
place themselves in a better position in the event a dispute arises. We
then discuss strategies for successfully litigating disputes that do end up
in court.

How Companies Can Protect Themselves

As American Statesman and philosopher Benjamin Franklin pointed out,
“an ounce of prevention is worth a pound of cure.” That is certainly true
in business transactions. The likelihood of certain common disputes can
be reduced by following several rules during negotiation and drafting of
purchase agreements. Although the terms in deal documents will vary
widely with the type of transaction, the following measures warrant
consideration in almost all deals.

Make clear that no commitments are being made until a final contract is
signed
The parties should clearly indicate in writing that term sheets and letters

of intent are non-binding, and that only a definitive agreement, executed
by both sides, will be binding.

It is not unusual for a party, frustrated when negotiations fail to produce
a deal, to file a lawsuit claiming that a letter of intent or term sheet is
enforceable. Courts in all the leading common law jurisdictions have
relied on language stating that the term sheet or letter of intent is
nonbinding to reject such claims. Conversely, buyers in transactions
involving common law jurisdictions should be aware that common law
courts rarely recognise liability for ‘wrongful negotiation’ and parties
will not generally be able to recover wasted costs for a ‘failed deal’. Ifa
prospective buyer wants, among other things, exclusivity during
negotiations, specific provision should be made for this, and the letter of
intent/memorandum of understanding should provide both that the
exclusivity provision is binding and for a suitable method of dispute
resolution in the event of breach.
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Conduct adequate due diligence

The scope of diligence will vary with the size and type
of transaction, and in a large transaction can be
expensive and time-consuming. Notwithstanding the
pressures to get the deal done, parties who are too eager
to close a transaction often regret their haste when they
find themselves in a post-closing dispute.

Include specific representations and warranties

To the extent possible the definitive agreement should
include specific representations and warranties tailored
to the transaction. The agreement should also include
an integration clause stating that neither party has relied
on any representations, warranties, or promises not
included in the final written agreement, and that any
modifications of the agreement must be made in a
writing signed by both parties. The integration clause
will prevent either party from claiming that the other
side made representations, warranties, or promises in
addition to, or contrary to, the ones actually included in
the final contract. Including specific representations
and warranties, an ‘entire agreement’ clause, and a
warranty of non-reliance (sometimes known as an
‘integration’ clause) saying the parties are relying on no
others, guards against claims of fraud based on
statements made during negotiations, but not included
in the final definitive agreement.

Include warranties as to the seller’s knowledge where
matters are uncertain

In some instances, the seller will not be in a position (or
willing) to give unequivocal assurances as to certain
matters. It is therefore not uncommon for acquisition
agreements to contain warranties that certain
information is accurate “to the seller’s knowledge and
belief”. This type of provision allows the buyer to gain
comfort that the seller is not deliberately hiding adverse
information while relieving the seller of the need to
give definite binding commitments about a matter that
is not certain. If one of these clauses is adopted, the
buyer should define in the agreement which natural
persons’ knowledge is to be attributed to the seller to
avoid arguments if a dispute arises about which
person’s knowledge of an adverse fact will trigger a
breach of the warranty.

Beware of relying on general forecasts and plans

One area where particular care should be taken in
drafting warranties is in relation to forecasts. A
common scenario that arises in acquisitions of many
kinds is that the seller presents to the buyer a cash flow

forecast containing promising figures, only for the
buyer to realise post-acquisition that the rosy picture
painted by the forecast was overly optimistic.

The fact that a forecast proves to be untrue will not
generally constitute a breach of a warranty of accuracy.
It may carry with it an implied warranty or
representations that the seller had reasonable grounds
for the forecast, or at least did not know of
circumstances that were likely to make it false. Proving
that there were no reasonable grounds for the forecast,
or that the seller did not know of circumstances likely
to make it false, however, can be exceedingly difficult
if a dispute arises unless the buyer is able to turn up a
‘smoking gun’ through discovery.

In a high-risk transaction, two strategies should be
considered to address uncertainties associated with
forecasts. The first is to pin down the assumptions that
underlie the forecast and ensure that specific warranties
are given in relation to these assumptions. The second
is to make a portion of the consideration payable to the
seller contingent on the acquisition achieving certain
performance standards through appropriate ‘earn-out’
provisions.

Conduct question and answer sessions

These safeguards are important in relation to
information that is actually disclosed. They do not,
however, deal with situations in which information is
withheld. This can be a particular problem in
circumstances when a party is seeking to dispose of a
‘tainted’ asset affected by a problem that is not easy to
discover through routine due diligence checks. The
buyer rarely has legal redress in the event of a ‘pure’
non-disclosure. Many of the governing laws popular in
transactions in Asia do not impose liability for non-
disclosure in commercial deals: a seller can hold back
adverse information provided that it does not represent
or warrant anything that is impliedly or expressly
untrue. Moreover, it can be difficult to draft
contractual language imposing liability for non-
disclosure. While it is conceptually possible for a seller
to give a warranty that it is not aware of any
circumstances that would materially affect the decision
of the buyer whether to proceed with the transaction
that have not been disclosed, sellers are rarely willing to
provide such an open-ended warranty.

In addition to your review of the documents provided in
due diligence, therefore, you should conduct rigorous
guestion-and-answer sessions to tease out adverse
information before the deal is done, because it will
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often be very difficult to pursue the seller in the event
that important information has been withheld, even
where the non-disclosure is deliberate (or even
dishonest). The questions and answers should be
consolidated in a single document, with the seller then
giving a warranty of the accuracy of the information in
that document in the final agreement.

Beware of provisions that limit remedies for breach

Care should be taken in relation to provisions limiting
non-damages based remedies: it is, for example,
common for sellers to seek to include a ‘no rescission’
clause to prevent the transaction from being unwound
in the event of an inaccurate warranty or representation.

Consider use of escrow agreements

Escrow agreements are especially important in larger
transactions with greater risk and in situations with a
high degree of information asymmetry between buyer
and seller. From the buyer’s perspective, the escrow
account can be tied to specific warranties made by the
seller, such as financial statement warranties. If those
warranties turn out to be untrue, the buyer may be able
to reclaim part of the purchase price through a purchase
price adjustment process, often after review by a
designated accountant. From the seller’s perspective,
an escrow account can protect the right to an earn-out.
Earn-out provisions may specify the period of time
covered by the earn-out provision, and the accounting
principles to be used for measuring performance in
order to minimize the risk of future disputes. An
escrow provision assures liquid assets will remain
available to pay if the earn-out is triggered.

Make provision for disputes

The definitive agreement can include several terms that
will be valuable if a dispute should occur. A forum
selection and choice of law clause specifies where any
disputes must be resolved and what law will govern the
dispute. If one of the parties does bring suit, these
provisions avoid unnecessary and expensive disputes at
the outset of litigation.

If the method of dispute resolution adopted is US court
litigation, another provision to be considered is a
waiver of jury trial. Jury trials can be expensive and
less predictable than bench trials, and many businesses
prefer to avoid them. It may also be appropriate to
include a term limiting the types, or even the amount, of
damages that can be awarded. Exclusions of
consequential damages (such as damages for lost
profits, which can often be speculative) or punitive or

exemplary damages (which are rare but not unheard of
in commercial disputes) can limit the financial risk of
post-closing disputes. The parties might also consider a
damage limitation ‘cap’, limiting any damages award to,
for example, the purchase price, the amount in escrow,
or some other amount.

Many contracts to purchase or sell a business,
especially contracts between persons from different
countries, also include a clause requiring the use of
alternative dispute resolution, such as mediation or
arbitration. These methods often allow disputes to be
resolved privately and more quickly than court
litigation. Non-binding mediation, in particular, can
provide a good pathway to resolution of a dispute if a
skilled mediator is selected. Whenever possible, parties
should identify the mediator and the terms of the
mediation in the definitive agreement. Including a
mandatory mediation provision without including
robust details could end up costing the parties more in
time and money by forcing the parties to engage in a
mediation with little chance of resolving the dispute.

Arbitration can provide a binding way to resolve a
business dispute, while allowing the parties a greater
degree of control over the process than they would have
in traditional litigation. As with mediation provisions,
parties should strive to include adequate detail in the
arbitration provision, including the venue, rules,
location, and the number of arbitrators to be convened.

In cross-border transactions, especially those in
emerging markets, international arbitration is ordinarily
the best option, absent any specific reason or
requirement to adopt domestic courts as the venue. The
reason for this, simply put, is enforceability.
Enforceability may not be a major consideration in a
transaction involving a reputable seller based in the US
with substantial assets within the jurisdiction. By
contrast, where the seller and its assets are situated in
an emerging market nation in which it may be difficult
to enforce a foreign judgment, and where the local
courts are not themselves a realistic venue for the
dispute due to rule of law and other concerns,
arbitration may be the only realistic option due to the
relative ease of enforcing an arbitral award where an
award debtor has assets under the New York
Convention on the Recognition and Enforcement of
Acrbitral Awards.

Types of Disputes and Strategies for Addressing Them

Even with careful negotiation and drafting, disputes
may still arise. These disputes frequently take one of
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three forms: (1) purchase price adjustment disputes
before an accountant, (2) arbitration, or (3) court
litigation before either a judge or jury. Each type of
dispute is discussed below.

Purchase Price Disputes

Many purchase agreements contain a purchase price
adjustment provision that allows the parties to defer
resolution of certain valuation questions until the buyer
has had an opportunity to take over and begin running
the business. These provisions often require disputes
about the amount of purchase price adjustment, if any,
to be brought before an accountant.

Submitting this type of dispute to an accountant may
have the benefit of low cost and an expeditious
resolution of discrete issues. The definitive agreement
should specify the accountant who will serve as the
expert in such a dispute and what accounting standards
will apply. For instance, will generally accepted
accounting principles (GAAP) apply, or will
International Financial Reporting Standards (IFRS)
apply? Will allowances be made for past accounting
practices of the entity, to the degree those practices
have deviated from accounting standards?

Failure to negotiate these terms ahead of time can lead
to delay, tangential disputes, and unpredictable
outcomes. Parties should also understand that, unlike
arbitrators or judges, accountants are less likely to
consider equitable factors and are more likely to base
their determination on the express terms of the
definitive purchase agreement.

Arbitration

Avrbitration is used to resolve a broader range of

disputes and is often seen as a condensed or “mini” trial.

As in litigation, time should be spent at the outset
assessing the legal claims and defenses (including
determination of whether any counterclaims exist),
developing fact and expert witness testimony, and
developing the overall themes of the case. Special
attention must be paid to selecting an appropriate
arbitrator. As discussed, a well-drafted agreement to
arbitrate will lay out the process to be used in selecting
and appointing an arbitrator or arbitral panel or will call
for the application of the rules of a particular arbitral
institution with its own rules for selecting an arbitrator.

Choice of arbitration rules

Many arbitral tribunals and rules are available to choose
from, including the International Chamber of
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Commerce, the Singapore International Court of
Avrbitration, the Japan Commercial Arbitration
Association, the American Arbitration Association, the
London Court of International Arbitration, and the
Hong Kong International Arbitration Centre.

Parties less familiar with the intricacies of arbitration
practice sometimes choose an “ad hoc” arbitration
procedure. Buyers should, however, only accept an ad
hoc process if the agreement spells out precisely the
rules governing the arbitration procedure, the seat of the
arbitration, and a mechanism for appointing the
Tribunal absent agreement. One point parties frequently
overlook when ad hoc arbitration is proposed is that
institutional rules not only provide a framework for the
conduct of arbitration proceedings themselves; they
also invest the institution with certain powers of
appointment which help to get the process moving
quickly. In the absence of an agreed appointing
authority, the parties are forced to go to a local court to
have a presiding arbitrator appointed. A common
delaying tactic in some Asian jurisdictions is to refuse
consent to the presiding arbitrator, requiring the other
party to go to court to have an arbitrator appointed. In
our experience, this can take many months, indeed
years.

Cost-effectiveness

Acrbitration is frequently seen as a more cost effective
alternative to litigation. This is only true to a limited
extent. Inthe US, for example, our experience is that
parties to arbitrations often seek discovery from each
other—exchanges of relevant documents and pre-
hearing depositions of witnesses under oath—and
arbitrators tend to allow such discovery unless the
agreement expressly forbids it. By contrast, within
Asia, depositions are not the norm, and document
production tends to be more limited in scope that US or
English litigation. Nonetheless, the production process
remains a substantial undertaking. The parties in
arbitration must also pay for the arbitrator(s) as well as
the fees of the sanctioning tribunal and associated
facility costs.

Parties can control discovery costs in arbitration by
agreeing ahead of time to limit document production
and, if relevant, depositions — such as by limiting the
number of document requests or deposition notices
each side can propound. Whether adopting restrictions
on disclosure is desirable or not will ultimately depend
on whether the scale of the transaction justifies
potentially higher costs in the event of dispute. Buyers
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will typically benefit from wider-ranging disclosure,
because they will often need to rely on the sellers’
internal records to establish, for example, that
warranties and representations were untrue or forecasts
inaccurate.

Confidentiality

Putting aside the basic consideration that commercial
parties generally do not want to wash their dirty linen in
public, confidentiality is a key consideration from the
perspective of protecting the buyer in the event that it
does not prevail. If the buyer loses in litigation, the
market will know that it has a tainted asset it wishes to
dispose of, which may ultimately lead to a ‘fire sale’.

One further important consideration about arbitration is
that the right to appeal from or seek judicial review of
an arbitrator’s decision is limited by comparison to
litigation. Once entered, a binding decision by an
arbitrator is almost always final. In cross-border
arbitration, the extent to which an arbitral award can be
challenged depends on the ‘seat’, or the legal place,
chosen for the arbitration.

Litigation

If the parties’ are unable to resolve their dispute
amicably, litigation can be costly and time consuming.
Before bringing suit, the aggrieved party should
determine whether the purchase agreement contains a
forum selection clause for litigation. If there is a forum
selection clause, the lawsuit will likely need to be
brought in that jurisdiction, but if there is no such
clause, the aggrieved party should consult with
litigation counsel about the most favorable possible
venues for litigation.

In the US, federal courts are experienced in addressing
and resolving disputes involving foreign parties, and
have a strong reputation for treating foreign companies
fairly. In particular, the federal courts for the Southern
District of New York and the District of Delaware, for
example, are respected as having a high degree of
familiarity with complex business transactions and
international deals. US courts vary in the length of time
they take to resolve disputes. In December 2016, United
States district courts, for example, reported median
times of between one and five years for civil cases to
proceed from filing to trial, with the majority of
districts reporting median times of just over two years.

Among non-US venues, the English Commercial Court
is renowned as an elite dispute resolution forum with a
a global reputation for predictable and rigorous

enforcement of M&A contracts in accordance with their
terms. The timelines for the processing of a case from
filing to trial are similar to those in the US district
courts, and like US courts the English courts are not
reluctant to use their powers to dismiss hopeless cases
summarily.

Japanese companies should not be deterred from
bringing an appropriate lawsuit, or from defending a
lawsuit vigorously, but should be aware of the
investment of time that may be required to succeed in
litigation. Most importantly, as Mr. Franklin warned, an
ounce of prevention is worth a pound of cure.
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