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ARTICLE

THE HIGH PRICE OF IMPRECISION:
AN EXAMINATION OF THE ENFORCEMENT OF
LETTERS OF INTENT UNDER CALIFORNIA LAW

By Bradley D. Scheick*

Letters of intent and other similar pre-contractual documents, such
as term sheets or memorandums of understanding, are used extensive-
ly in California real estate transactions as a means for negotiating par-
ties to demonstrate commitment to the deal at hand and memorialize
agreements on key business points early in the process. In most cases,
parties do not intend for their letter of intent to constitute a binding
contract. Rather, the goal is usually to craft a document that can be
used to facilitate and guide the preparation of final, comprehensive
contract documents, while leaving the parties free to walk away in the
event agreement on final documents cannot be reached. In fact, many
letters of intent contain specific language stating that the parties do
not intend the document to be binding.

Under California law, however, such unenforceability is not always
certain. Depending on the specific language of the letter of intent and
the conduct of the parties before and after its execution, it is possible
for a purportedly non-binding letter of intent to morph from simply an
agreement to agree, which is unenforceable under California contract
law,! into either a fully binding obligation to carry out the contemplat-
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ed transaction or an enforceable agreement to negotiate in good faith.
Thus, without sufficient care in drafting and in conduct, a party who
believes it is creating nothing more than a negotiating tool could find
itself obligated under an enforceable agreement.

This article provides an overview of the minimum requirements for
formation of an enforceable contract under California law and illus-

trates the circumstances in which a California court could find that a
letter of intent satisfies those requirements.

I. LETTERS OF INTENT AS ENFORCEABLE CONTRACTS

A. Manifestation of Mutual Consent

The first requirement for a binding contract to exist under Califor-
nia law is the presence of consent between the parties to enter into a
contract, which is freely given, mutual and communicated by each to
the other.? The test for whether such consent exists does not, however,
depend on the subjective intent of the parties. Instead, under what is
called the “objective theory” of mutual consent, it is the “outward mani-
festation or expression of consent that is controlling” such that “mutual
consent is gathered from the reasonable meaning of the words and acts
of the parties, and not from their unexpressed intentions or understand-
ing.” When the outward evidence of intent is sufficient to allow a third
party to reasonably infer that the parties intended to enter into a con-
tract, the subjective belief of the parties is not material.* Thus, the ques-
tion of whether the parties intended to form a contract is one of fact that
is determined based on an examination of the conduct of the parties
and surrounding circumstances.’ As a result, where a court determines,
in its reasonable judgment, that the words of a letter of intent evidence
mutual consent between the parties to form a contract, it can hold the
letter enforceable, even if the parties subjectively had no such intent.

To avoid this result, it is common for parties to include in their letters
of intent requirements that more formal and comprehensive contracts
be executed in the future or statements that the letter is intended to
be non-binding. When drafted with sufficient precision and clarity, such
provisions can prove effective at preventing enforcement as a contract.®
However, if it is not absolutely explicit from the face of the document
that the parties have no intent to be bound, it is possible for courts to
interpret around such protective language or find cause in the actions
of the parties to look past it.”

One of the most striking examples of the consequence of an ambigu-
ous letter of intent is found in the Ninth Circuit’s decision in First Na-
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tional Mortgage Company v. Federal Realty Investment Trust.® In that
case, two highly sophisticated parties had been engaged in negotiations
over a piece of property in San Jose, California for several years. During
the course of those negotiations, the parties exchanged various nego-
tiation related documents, including a “Revised Proposal,” a “Counter
Proposal” and, finally, a “Final Proposal.” The Final Proposal, which con-
sisted of only nine paragraphs, set forth the basic terms on which the
property would be ground leased to Federal Realty with certain options
to purchase the property, and First National would receive certain re-
imbursement payments for terminating the lease of the then current
tenant of the property. Additionally, the last clause of the Final Proposal
provided that its terms were “accepted by the parties subject only to ap-
proval of the terms and conditions of a formal agreement” regarding the
intended ground lease.’ After Federal Realty failed to make the specified
reimbursement payments, First National brought suit for breach of con-
tract and won an award of $15.9 million in damages.

In affirming that award, the Court of Appeals found the statement
that the terms of the letter “are hereby accepted by the parties subject
only to approval of the terms and conditions of a formal agreement”
sufficient to constitute evidence of intent to be bound. In reaching this
decision the court gave little consideration to the facts that the docu-
ment in question was titled a “Proposal,” consisted of only one page,
and specifically contemplated the execution of a formal ground lease
agreement. In fact, the parties’ negotiations later broke down due to
their failure to reach agreement on the terms of a ground lease that
had gone through several drafts that were exchanged among the par-
ties. As to the lack of a formal agreement, the court explained that:

[W]here the parties ... have agreed in writing upon the essen-
tial terms of the lease, there is a binding lease, even though
a formal instrument is to be prepared and signed later. The
formal instrument may be more convenient for purposes of
recordation and better designed to prevent misunderstanding
then the other writings but it is not essential to the existence
of the lease. The mere fact that a written lease was in contem-
plation does not relieve either of the contracting parties from
the responsibility of a contract which was already expressed
in writing. When one party refuses to execute the lease ac-
cording to the contract thus made, the other has a right to fall
back on the written propositions as originally made, and the
absence of the formal agreement is not material.'®
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Thus, according to the court, the language of the Final Proposal
sufficiently demonstrated mutual consent between the parties to be
bound, and the fact that they planned to negotiate a full contract to
replace the Final Proposal did not relieve them from the obligation to
perform its terms."

B. Inclusion of Essential Terms

A second prerequisite for creation of an enforceable contract is that
it be sufficiently definite in its essential terms to allow a court to deter-
mine what the purported contract means and to fix the legal liabilities
of the parties.'? Thus, if an instrument leaves essential terms to future
agreement or is otherwise uncertain to the point that the intention of
the parties in regard to the essential terms cannot be ascertained, it is
usually unenforceable.' The California Supreme Court has explained
the rational for this rule as follows:

Although a promise may be sufficiently definite when it con-
tains an option given to the promisor or promise, yet if an
essential element is reserved for future agreement of both
parties, the promise can give rise to no legal obligation until
such future agreement. Since either party by the terms of the
promise may refuse to agree to anything to which the other
party will agree, it is impossible for the law to affix any obli-
gation to such a promise.'*

Accordingly, in the case of Ablett v. Clauson, the court found that
a renewal provision contained in an existing written lease amounted
to nothing more than an unenforceable agreement-to-agree based on
the fact that the relevant provision fixed only the duration of the con-
templated renewal term and left all other provisions, such as the ap-
plicable rent, up to the future agreement of the parties. This absence
of key terms made the option too uncertain to be enforceable.'

Despite this general rule, “the modern trend of the law favors car-
rying out the parties’ intentions through the enforcement of contracts
and disfavors holding them unenforceable because of uncertainty.”¢
California courts have therefore adopted the approach that “if the par-
ties have concluded a transaction in which it appears that they intend
to make a contract, the court should not frustrate their transaction if
it is possible to reach a fair and just result, even though this requires
a choice among conflicting meanings and the filling of some gaps that
the parties have left.”!” As a result, in a dispute regarding the enforce-
ability of a letter of intent California law allows the court to admit
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extrinsic evidence of the parties’ intent in order to “explain essential
terms that were understood by the parties but would otherwise be
unintelligible to others.”'® In fact, the Court of Appeal recently made
clear that a failure to consider extrinsic evidence is an appealable er-
ror. According to the court:

[w]here the meaning of the words used in contract is disput-
ed, the trial court must provisionally receive any proffered
extrinsic evidence which is relevant to show whether the
contract is reasonably susceptible of a particular meaning.
Indeed, it is reversible error for a trial court to refuse to con-
sider such extrinsic evidence on the basis of the trial court’s
own conclusion that the language of the contract appears
to be clear and unambiguous on its facet. Even if a contract
appears unambiguous on its face, a latent ambiguity may be
exposed by extrinsic evidence which reveals more than one
possible meaning to which the language of the contract is yet
reasonably susceptible."

Thus, in Okun v. Morton, the Court of Appeal held enforceable a
promisor’s written commitment to provide the promissee an oppor-
tunity to participate in certain future business opportunities notwith-
standing the fact that the document failed to expressly state the terms
for such participation.”® The document at issue was a private place-
ment memorandum setting forth certain terms on which Okun would
invest in a corporation being formed by Morton, a restaurateur, to de-
velop Hard Rock Cafe restaurants throughout the United States. It pro-
vided in relevant part that if any Hard Rock Cafe related business op-
portunities arose which the corporation itself did not elect to pursue,
then Okun and Morton individually would “have the right to exploit
such opportunity together in a manner mutually agreeable in the same
ratio which we currently hold stock in [the corporation].”?! Follow-
ing a deterioration of the relationship between the parties, Morton
began development of restaurants in Houston and Honolulu without
offering Okun an opportunity to participate and Okun brought suit
to enforce the joint exploitation provision of the memorandum. In
rejecting the defendant’s claim that that language amounted to only
an unenforceable agreement-to-agree, the court relied on evidence of
the financing and ownership of the parties’ prior ventures and found
that the fundamental structure of each was based on an 80/20 owner-
ship ratio used for the parties’ first Hard Rock Café development. Ac-
cording to the court, this past practice effectively defined the parties’
agreement as to their respective capital contribution requirements for
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all future investments and, thus, provided persuasive evidence that the
language in the private placement memorandum, when interpreted
in accordance with the parties’ intended meaning, encompassed the
necessary essential terms.*

In Patel v. Liebermensch® the California Supreme Court took this
trend even further and ruled that, in the context of an agreement for
the sale of real property, the only essential terms necessary for enforce-
ment are the identities of the buyer and seller, the identity of the prop-
erty and the purchase price. According to the court, all other terms,
including the manner and timing of payment, are incidental and, if
not specified in the written agreement, will be furnished by the court
based on what it determines to be usual and customary.?* This decision
overruled a long history of California case law holding that the time
and method of payment were essential terms for an agreement to sell
real property.” In reaching this decision, the court stated that “[i]t is
settled that if a contract for the sale of real property specifies no time
for payment, a reasonable time is allowed. The manner of payment
is also a term that may be supplied by implication.”?® Thus, the court
held that an option to purchase set forth in the parties’ lease agree-
ment was enforceable even though the document in question failed to
include, among other things, the timing for payment of the purchase
price, the terms for the escrow, or the timing for closing on the sale.?

These cases make clear that, when presented with a letter of intent
that is ambiguous or apparently lacking in essential terms on its face,
California courts are not hesitant to look beyond its four corners to find
clarification and support for enforcing it. Moreover, these cases evidence
an increasingly narrow view of what terms are essential for purposes of
contract formation and, with respect to any terms deemed non-essen-
tial, a willingness by the courts to take it upon themselves to effectively
impose terms on the parties based on the court’s own determination of
what is reasonable or customary.

C. Statute of Frauds

In addition to satisfying the basic requirements for formation of a con-
tract discussed above, any agreement to lease real property for more than
one year or to sell an interest in real property must also comply with the
statute of frauds.?® This requires that any such agreement be memorial-
ized in some note, memorandum, or other writing which is subscribed
by the party to be charged or by his agent.”” The memorandum or writing
in question must also identify the subject of the parties’ agreement, show
that they made a contract, and state the essential terms of that contract
with reasonable certainty.*
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However, the modern preference for honoring parties’ agreements
has also influenced the rigidity with which courts apply the statute of
frauds. As a result, even when the parties themselves are disputing
whether a particular writing sets forth the necessary essential terms
for compliance, the court takes upon itself the determination of what
constitutes an “essential term” based on the context of the agreement
and the conduct of the parties. In such cases, the court may enforce
an agreement where the essential terms can be explained by extrin-
sic evidence or inferred from the parties’ conduct.’' Accordingly, “an
agreement will not be held deficient for failure to express that which is
clearly implied when the writing is interpreted in accordance with the
intentions of the parties.”?

In Seaman’s Direct Buying Service, Inc. v. Standard Oil Company of
California > for example, the California Supreme Court ruled that a let-
ter of intent related to the supply of oil to the plaintiff’s marine fuel dis-
tributorship was sufficiently precise to satisfy the statute of frauds not-
withstanding the fact that it failed to expressly state the quantity of oil
the plaintiff was purchasing. The court resolved this apparent deficiency
by interpreting language in the letter of intent that said the plaintiff’s
distributorship would become a Chevron dealer to mean that the par-
ties intended to form a “dealership arrangement,” the obvious implica-
tion of which was, according to the court, that the parties’ intended for
the defendant to supply as much fuel as the plaintiff required.** Thus,
the court concluded, the letter of intent, when viewed in light of what
the court decided was the parties’ intentions, did contain all the essen-
tial terms of a contract and was therefore enforceable.

Similarly, in the First National Mortgage v. Federal Realty Invest-
ment Trust decision discussed above, the Court of Appeal upheld the
jury’s determination at trial that the duration of a ground lease, which
is an essential term for purposes of the statute of frauds in the context
of a lease, could be inferred from the parties’ inclusion of a ten year
put and call option in their letter of intent. According to the court, the
test for the admission of extrinsic evidence to explain the meaning of
a written instrument is “whether the offered evidence is relevant to
prove a meaning to which the language of the instrument is reason-
ably susceptible.”*> Because the court found that the language of the
letter of intent regarding duration of the ground lease was reason-
ably susceptible of either of two interpretations (i.e., that the letter
of intent failed to provide a duration or that a duration was implied
by the put and call options), it ruled that the trial court properly al-
lowed the jury to consider evidence regarding the conduct of the par-
ties’ negotiations as a means to evaluate their intent.*® The court also
found that the evidence presented, specifically testimony that Federal
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Realty’s goal all along was to purchase the subject property rather than
lease it and that, therefore, Federal Realty intended to exercise its call
option at the end of ten years if First National did not first exercise its
call option, was sufficient to support the jury’s finding that the parties
intended a ten year term for the ground lease and that the letter of in-
tent was therefore enforceable under the statute of frauds.*’

Il. LETTER OF INTENT AS AN AGREEMENT TO NEGOTIATE

Even where a letter of intent is not enforceable as a binding contract
to perform the contemplated transaction, it is possible, as was made
clear by the Court of Appeal in Copeland v. Baskin Robbins U.S.A.,*® for
the parties to create an enforceable obligation to negotiate in good faith.

A. Copeland v. Baskin Robbins U.S.A.—Facts

In the Copeland case, the plaintiff, Kevin Copeland, was engaged
in negotiations with Baskin Robbins for the purchase of an ice cream
manufacturing plant located in Vernon, California. Throughout these
negotiations Copeland repeatedly stressed that any agreement to pur-
chase the plant had to be contingent on the parties entering into a
co-packing agreement pursuant to which Baskin Robbins would pur-
chase the ice cream produced by Copeland’s operations at the plant.
After several months of negotiations, the terms of a deal began to take
shape and in May 1999 Baskin Robbins sent Copeland a letter summa-
rizing certain business terms, which included a statement that “Baskin
Robbins would agree, subject to a separate co-packing agreement and
negotiated pricing, to provide [Copeland] a three year co-packing
agreement.” The letter went on to request that Copeland acknowledge
his agreement with the proposed terms by delivering to Baskin Rob-
bins a signed copy of the letter, along with a non-refundable deposit
of $3,000. Copeland accepted Baskin Robbins’ terms and the parties
continued negotiating the specific terms of the co-packing agreement.
Shortly thereafter, however, Baskin Robbins informed Copeland that,
for strategic reasons, it would not be engaging in any further negotia-
tions of the co-packing agreement and returned Copeland’s deposit.>

Copeland filed suit for breach of contract and the trial court granted
Baskin Robbins summary judgment based on the conclusion that no
matter how the letter agreement was interpreted it failed as a contract
because certain essential terms of the co-packing agreement were never
agreed to and there was no reasonable basis on which those missing
terms could be ascertained.*

B. Copeland v. Baskin Robbins U.S.A.—Decision

On appeal, rather than arguing that the terms of the May 1999 letter
were sufficient to constitute an enforceable co-packing agreement, Co-
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peland claimed that the May 1999 letter constituted a contract to ne-
gotiate the terms of a co-packing agreement and that Baskin Robbins
had breached this by failing to continue negotiations in good faith.*!

The Court of Appeal, though it ultimately affirmed summary judg-
ment for Baskin Robbins based on an absence of damages, agreed with
this interpretation and found that a commitment to engage in negotia-
tions can constitute an enforceable obligation. In reaching this conclu-
sion, the court explained that unlike in the case of an agreement-to-
agree, which can never be performed because of a lack of sufficiently
defined obligations, the parties to a contract to negotiate can actually
fulfill their obligations under such a contract. As stated by the court:

A contract to negotiate the terms of an agreement is not, in
form or substance, an “agreement to agree.” If, despite their
good faith efforts, the parties fail to reach ultimate agreement
on the terms in issue the contract to negotiate is deemed per-
formed and the parties are discharged from their obligations.*

In the context of such an agreement, a failure of negotiations to re-
sult in a final agreement is not, itself, a breach of the contract to negoti-
ate. Instead, a party will be liable only if a failure to reach an ultimate
agreement results from a breach of that party’s obligation to nego-
tiate or to negotiate in good faith.* Additionally, where a party has
breached a contract to negotiate, the damages recoverable by the non-
breaching party are limited to reliance damages as measured by “the
injury the plaintiff suffered in relying on the defendant to negotiate in
good faith.”# This includes the plaintiff’s out of pocket costs incurred
in conducting the negotiations and potentially costs for any opportu-
nities foregoing in order to conduct the negotiations, but it does not
include any expectation damages such as lost profits. The reasoning
for the exclusion of the latter is that “there is no way of knowing what
the ultimate terms of the agreement would have been or even if there
would have been an ultimate agreement.”*

Ill. CONCLUSION

As demonstrated by the decisions reached in the cases discussed above,
California contract law leans decidedly in favor of enforcing purported
agreements to the greatest extent possible and, in order to further that
objective, it instructs a court evaluating whether a letter of intent is an en-
forceable agreement to look beyond the parties’ written words and take
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into consideration such other factors as the parties’ conduct surround-
ing the execution of the subject letter, any terms that may be implied
by the language of the subject letter, and the general custom applicable
to transactions of the type contemplated in the subject letter. Because
of this, parties seeking to form a non-binding letter of intent cannot re-
liably insure such non-enforceability simply by giving their document a
conditional sounding title, such as “Letter of Intent” or “Proposal,” or in-
cluding general statements that they intend to later execute more formal
contracts. Instead, to minimize the risk of a court deeming their letter
of intent enforceable, negotiating parties should make sure to explicitly
state in the letter of intent that it is non-binding on the parties and that no
party shall be bound in any way until a final contract has been agreed to,
executed and delivered by each party. Moreover, all parties involved in the
deal should avoid taking any actions that could imply that they intend to
be bound by the letter of intent or believe that a binding contract exists,
such as making public announcements that a deal has been reached.

Additionally, the court’s ruling in Copeland makes clear that inclu-
sion of language in a letter of intent contemplating negotiation of
future documents, especially if that language imposes some sort of
standard on the conduct of such negotiations such as “best efforts” or
“good faith,” could be interpreted as creating binding obligation to
negotiate in good faith. To avoid this result, negotiating parties should
include in their letter of intent language clearly denying the existence
of a duty to negotiate in good faith and expressly stating that either
party may terminate negotiations for any reason, or no reason, at any
time prior to consummation of the contemplated final agreement.
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