Industrial Opportunity Partners, L.P. v. Kendrion FAS Controls Holding GmbH Doc. 26

INTHE UNITED STATESDISTRICT COURT
FOR THE NORTHERN DISTRICT OF ILLINOIS
EASTERN DIVISION

INDUSTRIAL OPPORTUNITY
PARTNERS, L.P.,

A —
N

Case No. 18v-6622
Plaintiff,
V. Judge Robert M. Dow, Jr.

KENDRION FAS CONTROLS
HOLDING GmbH,

N N N

Defendant.
MEMORANDUM OPINION AND ORDER

This matter is before the Court on Defendant Kendrion FAS Controls Holding GmbH'’s
(“Kendrion”) motion to stay proceedings in federal court pending the dispositioanby
independent accounting firm chosen by Kendrion and Plaintiff Industrial Opportuariyels,
L.P. (“IOP”) to resolve certain disputed matters involving a term of art in gt@iating industry
known as “EBITDA,” which stands for “earnings before interest, taxes, depoeciand
amortization.”[2]. The Court allowed the parties to file oversized briefs to present the issues
relating to the stay motiorsee [5]. IOP additionally has movddr leave to file a sueply [22],
which Kendrion opposef?4]. The Courtconcludes that stay during the relagly short
anticipated length of the proceedings on the accounting issue is warranted.didglgpithe
motion for stay [2]s granted"
l. Background

The partiesgenerallyare in agreement as to the faotsderlying thissuit, at least for

purposs of the instant motion.IOP entered into a stock purchase agreement with Kendrion

! The Courthas considered botl®P’s surreply and Kendrion’s response; accordingly, IQR¢&ion for
leave to file a surreply [22$ granted
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pursuant to which IOP solal companyFAS Controlsto Kendrion. The purchase price was set
at $39 million, plus or minus certain adjustments to be made after the deal’s.clGsiagf the
adjustments, called an “earnout payment,” reguikendrion to pay IOP threeotlars for each
dollar that FAS Controls’pro forma EBITDA exceeded $6 millionn fiscal year 2012
Kendrion was responsible for calculating fhre formaEBITDA in the first instance and came
up with a figure of $5.466 millior-less than the $6 million threshold that would obligateai
more money to IOP. IORlisagreed withKendrion’s calculations aneéngaged its own
accountant to calculate thero forma EBITDA. I0P’s accountancalculated a pro forma
EBITDA of $6.747 million, which would entitle IOP to a substantial upward adjustiment
purchase price under the stock purchase agreenidmd.lion’s share of the differencesome
$879,000 —was attributed td'potential price increases,” which appear to be the difference
betweenFAS Controls’sprojected price increases and those actually implemented by Kendrion
in fiscalyea 2012. IOP’s accountant noted that it lacked “adequate basis to determine” whether
Kendrion “used all ‘commercially reasonable efforts’ to implement price inesgafl1] Ex. C
at 29, but nonetheless proposed the $879,000 upward adjustment after “inquir[ing] of
management regarding efforts to pursue specific price increases in FY12t@mgdt[ing]
average actual unit prices to the planned AOP FY12 unit pride 4t 45.

IOP provided Kendrion written notice of its objections and revised calculation, which
incorporated its accountant’s report. [11] Ex. D. at 1; [9] at 7; [20] at 161@B.objeded “to
the computation of Pro Forma EBITDA as calculated by Kendrion (the ‘Buyer)tauwdiditors
Grant Thornton as set forth in the Earnout Statement.” [11] Ex. D at 1. Kendrion rejgietsd |
calculations “in full” via an informal-enail. Id. Ex. E.

IOP subsequentlyiled the instant lawsuiaigainstKendrion.In its two-count complaint,



IOP allegesthat Kendrionshould indemnify it for breaching two covenants of the parties’ stock
purchase agreement (Count |) asekksa declaratory judgment thas indemnificationclaims

are properlyresolved by the Court (Count II).The two covenants that Kendrion allegedly
breached are in sectidn7(e) of the stock purchase agreement: “Buyer shall act in good faith and
the spiritof fair dealing such that the intent of this Section 1.7 [the section providing for the
adjustment based on EBITDA|] is carried out to the fullest extent praltjtabd “Buyer Parent

and Buyer shall use commercially reasonable efforts to implementipamsases during the
Company’s fiscal year 2012 in the aggregate that are not less than those cuetéroplthe
Company’s 2012 business plafl1] Ex. A8 1.7(e). Essentally, IOP alleges that Kendrion did
not use its best efforts to implement prioereases and consequently deprived IO&nafarnout
paymenthatit otherwise would have been due.

Kendrion filed a motion to stay the litigatiopointing to povisions of the stock purchase
agreement in which the parties carved out a specifitiopoof any potential dispute for
resolution by accounting professionals. In particular, Kendrion argueseittainsl.4(b) & (c)
of the stock purchase agreement reqaggaindisputes, includinghis one,to be submitted to
an “arbitrator,”independent accounting firm Deloitte. Sections 1.4(b) & (c) set forth a dispute
resolution procedure for matters of pokising price adjustmentsection1.7(d) provides that
“the determination of the amount tie EBITDA for the period in question shall be resolved
following procedures set forth in Section 1.4(b) and 1.4(c), as applicable.” [11] Ex. Adg 1.7(
Pursuant to the dispute resolution process enumeratexciion 1.4, the parties firstre
obligated to “endeavor in good faith to resolve by mutual agreement all mattées Dispute
Notice,” a written noticehatthe aggrieved party furnishes to the oth&t. 8 1.4 (b). “In the

event that the Parties are unable to resolve by mutual agreement any matter iputeeNbsice



within [a] 14-day period, the Buyer and the Sellers hereby agree that they shall engaitfe Del
* * * * The Sellers and the Buyer shall submit the disputed matters, as described iispheeD
Notice, together with such arguments and supporting material as either oflibese to submit

in connection therewith, in writing” to Deloittdd. Deloitte then “shall determine, based solely
on presentations by the Sellers’ Representative and the Buyer, and not by indeperide,
only those issues in dispute specifically set forth in the Dispute Notice andestadl a written
report to the Sellers’ Representative and the Buyér* in which [Deloitte] shall after
considering all matters set forth in the Dispute Notice, determine what adjustmeansy,
should be made * * * *|d. § 1.4(c). Deloitte in its review “(i) shall be bound to the principles
of this Section 1.4, (ii) shall limit its review to matters specifically set forth in tispube
Notice, and (iii) shall not assign a value to any item higher than the highest vatueliotem
claimed by either Party or less than the lowest value for such item clainethéyParty.” Id.
Deloitte’s rgoort “shall be final and binding upon the Buyer and the Sekéa) be deemed a
final arbitration awardthat is binding on each of the Buyer and the Sellers, and no Party shall
seek further recourse to courts, other tribunals or otherwise, tbretoenforce” the report.”
Id. (emphas added).

IOP contends that the proceduresattionl.4should have no effect on the litigation of
its claimsbecause it iseekingindemnificationandnot merely disputing the calculation of the
pro formaEBITDA. Specifically, IOP points t@ection7.2 of the stock purchase agreement,
pursuant to which Kendrion (the Buyer) agreed to indemnify and hold harmless ICGFe({grg
for any damages resulting from “(a) Breach of any representation or warfatitg 8uye
contained in this Agreement or (b) Breach of any covenant or agreement ofyirecBatained

in this Agreement.” I0Fclaims that Kendrion should indemnify IOP for breachitg



agreements to “act in good faith and the spirit of fair dealing” and ¢ccise “commercially
reasonable efforts to implement price increases during the Company's femal2912
Because these allegations do not fall within the narrow scope of aedmpert the mechanical
calculation of thepro forma EBITDA — which IOP cowgedesthat Deloitte is authorized to
resolve, see [9] at 3 IOP contends thatection11.16 of the stock purchase agreement should
govern. Inthat provision, the parties agreed that “any action or proceeding arising @utnof
connection with this Agreemeshall be brought only in a federal court sitting in the city of
Chicago, lllinois (the ‘Chicago Courts’)” and consented “to submit to theusixel jurisdiction
of the Chicago Courts for purposes of any action or proceeding arising out of or in aamnecti
with this Agreement [11] Ex. A § 11.16(a). Nothing isection11.16 or any other sectiaf
the stock purchase agreemertjuires or authorizes the pagito submit their disputes to
Deloitte or ay other arbitrator; IOP’s representation that the word “arbitration” appears only
once in the stock purchase agreemeintthe emphasized language excerpted ab@pears to
be accurate.
. Discussion

“The division of labor between courts and arbitrators is a perennial question in cases
involving arbitration clauses. Janiga v. Questar Capital Corp615 F.3d 735, 74{7th Cir.
2010).1t is the sole question properly presented to the Catutis juncture ofthe case, even
though the document at issue doesawottainatypical arbitration clauselOP wants the Court
to resolve its indemnification clairhgither simultaneously with or prior @eloittes reolution

of the parties’ disputes ovehe calculationof the pro forma EBITDA. See [9] at 3, 19.

2]0OP also mentions in its briefing that it would like the Court smésadispositive ruling as to Count Il
of its complaint, namely that its indemnification claims must be resolvadebZourt. See [9] at 3, 19.
IOP has not sought this relief in a motion any other appropriate vehicle. The Court accordingly
declines to isue a dispositive ruling at this time.
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Kendrion takes the position thBieloitte “should decide whether to resolve the price increase
guestion as part of the earnout arbitration.” [2] T 3. Kendrion wants the Court toa*“[a]t
minimum * * * stay this matter pending the outcome of the arbitration” because “Detlutye
reach conclusions about issues in the Dispute Notice that IOP prepared * *utlimgcprice
increases.”ld. | 4.

Title 9, section 2 of the United States Code (section 2 of ¢uerl Arbitration Adt
provides, in pdinent part, that:

A written provision in any * * *contract evidencing a transaction involving

commerce to settle by arbitration a controversy thereafter arisingfaaich

contract or transaction * * shall be valid, irrevocable, and enforceable, save

upon such grounds as exist at law or in equity for the revocation of any contract.
9 U.S.C. 8§ 2. This provision embodies both a “liberal federal policy favoring anitratid the
fundamental principle that arbitration is a matter of contrag&l'&T Mobility LLC v.
Concepcion--- U.S.----, 131 S.Ct. 1740, 1745 (2011) (citations and internal quotation marks
omitted). But because arbitration is a matter of contract, “aypaahnot be required to submit to
arbitration any dispute which he has not agreed so to subnkiiotivsam v. Dean Witter
Reynolds, In¢.537 U.S. 79, 83 (2002); see aldolkswagen of Am., Inc. v. Sadf Peoria, Inc.
474 F.3d 966, 970 (7th Cir. 2007) (“[A]rbitration under the Act is a matter of consent, not
coercion and the parties are generally free to structure their arbitratemmants as they see fit’
and ‘may limit by contract the issues which they will arbitrate.” (quotiiog Info. Scis., Inc. v.
Bd. of Trs. of Leland Stanford Junior Uni¢89 U.S. 468, 479 (1989)))[T]he federal policy is
simply to ensure the enforceability, according to their terms, of private agméeto arbitrate.”
Volkswagen474 F.3d at 970 (quotingolt, 489 U.S. at 476).

To advance this poligythe Federal Arbitration Agprovides for stays ofitigation in

federal district courts when an issue in daseis referable to arbitratio® U.S.C. § 3, and for



orders compelling arbitrationtven one party has failed, neglected, or refused to comply with an
arbitration agreemeng U.S.C. § 4.Gilmer v. Interstatelohnson Lane Corp500 U.S. 20, 25
(1991). Courts also may stay litigation of noeferable issues if allowing them to proceedKs
‘inconsistent rulings’ because the pending arbitration is ‘likely to resoluessmaterial to [the]
lawsuit.” Volkswagen474F.3d at 972 (quotinggGrow Oils, L.L.C. v. Nat’l Union Fire Ins.
Co. of Pittsburgh242 F.3d 777, 783 (8th Cir. 2001)). “The factors that bear on this inquiry
include ‘the risk of inconsistent rulings, the extent to which parties will be boundheby t
arbitrators’ decision, and the prejudice that may result from deldgs.(quotingAgGrow 242

F.3d at 783). “When thegsactors weigh in favor of staying the entire action pending arbitration,
the district court may abuse its discretion in allowing the nonarbitredles to proceed absent a
stay. In many instances, moreover, district courts actually may prefer toh&tdyatance of the
case in the hope that the arbitration might help resolve, or at least shedgure,lithe issues
remaining in federal couft.Id.

Here,there is no motion to compel arbitration, presumably bedéwesparties agree that
the calculation of the pro forma EBITDA is “aeferable” or “arbitrable” issue. Based on the
representations in the parties’ briefs, see [9]&t[20] at 2 n.3[22-1] at 9,the Court expects
that the parties already have engaged Deloitte or will be dsmgn the very neafuture. The
guestion for the Couilis whether thedispute over the reasonableness of Kendrion’s efforts to
implement price increaseshould be stayeth the meantime (IOP suggests that the Deloitte
proceeding should be stayed pending the litigation, see [9] at 3, 19, but does not make any
argument as to whyramn what basis the Court should take that cour3&¢ parties invite the
Court to determine whether IOP’s claims are “arbitrable,” but the Court need notatalss

preliminary juncture. Even if the dispute is not an “arbitrable” one requiringya tsteCourt



concludes that a stay is proper because it is highly likely that “the arbitratybm imelp resolve,
or at least shed some light on, the issues remaining in federal chatk$wagen474 F.3d at
972.

The stock purchase agreement reflects the partiesSonableconclusionthat an
accounting firms better situated thaafederal courto expeditiously resolve disputes pertaining
solely to accounting computations. The claims instlsuit are potentiallymore robust, but
Deloitte’s binding and final determination of which itemand what amountsproperlymaybe
considered in the pro forma EBITDA is likely to inform (and perhaps even resolve¥ issue
material to the lawsuit. SeelLEx. A 8 1.4(c). If, for instance, Deloitte concludes that
projected price increases are not properly considered in the EBITDA calnulati that they
may be considered but only in an amount significantly below the $879,000 proposed by IOP, the
damags available to IOP in this action may be substantially reduced. At a minimum, Dsgloitte’
resolution of the underlying accounting issues will crystallize the rentpidispute for the
parties and the Court.

IOP has not indicatedside fromalluding to “inadvertentspoliation of evidence by third
partie$ in the concluding paragraph of its surrepl22-1] at 9, how (or even if) it willbe
prejudiced if the Court stays this action until the conclusion “by year end” of ti2&doi
“expedited process regarding disputes over the calculation of the Pro Forma EBITDA
Statement [9] at 18 If the anticipated timeframe for Deloitte’s deterntioa holds, any delay
in moving this case forward will be relatively minimal in the grand scheme efdklitigation—
delaying by perhaps a month or two IOP’s expressed goals of proceedng Ritile 26(f)
conference and commencing written discoveryDieggember 1.And waiting for that process to

unfold may enable to parties to better focus their discovery efforts once they do getaynder



Once Deloitte’s work concludeshe parties should be expectedwith the assistance and
supervision ba Magistrate Judge, if necessaryto make up for any lost time by promptly
commencing and moving forward with this litigation once the stay has been liftdtbugtt the
risk of inconsistent rulings if this action moves forward during Deloitte’s etgubdirithmetical
review appears low (and thus militates to some extent against a stapindieg nature of
Deloitte’s conclusions and absence of prejudice to either party from the shocteekpelay
convince the Court that the prudent course is to stay the instant proceedings penditg<Deloi
determination of the limited and specialized issue that the parties have assigned
[I1.  Conclusion

For the reasons explained above, the Court grants Kendrion’s motion to stayd[2]
IOP’s motion for leave to file a surreply [22]. The parties are directed to prdwvadedurt with
a joint status report withindldays of the completion of Deloitte’s “Adjustment Repahat (1)
summarizes (and attaches) the end product of Deloitta’s aval (2) addresses how they believe

this case should move forward.

Dated:November 1, 2013 E t f E ;/

Robert M. Dow, Jr. £~
United States District Judge




