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Delaware Courts Continue to Provide Guidance
on the Parameters of Acceptable Termination Fees
By Spencer D. Klein, Michael G. O'Bryan, Scott M. Stanton, and Shai Kalansky
On October 5, 2010, the Delaware Chancery Court decided In re Cogent, Inc. S’holder Litig., handing Cogent’s Board of
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Directors a clear and decisive victory with respect to its actions in connection with the sale of Cogent to 3M Company.
Among other claims, the plaintiff shareholders argued that the deal protection measures Cogent granted to 3M, including
a $28.3 million termination fee, breached the Board’s fiduciary duties. The court rejected this claim, and in so doing gave
further guidance on how termination fees should be viewed under Delaware law.
Importantly, although the termination fee in Cogent amounted to only 3 percent of Cogent’s $943 million equity value, it
2
was 6.6 percent of the company’s $430 million enterprise value. The reason for this large disparity is that Cogent’s
balance sheet included $513 million in cash and no debt. The Cogent court rejected the plaintiff’s position that enterprise
value is the proper measure against which to assess the termination fee, holding instead that Cogent’s cash should be
included for purposes of evaluating the reasonableness of the fee.
3

Under Revlon, Inc. v. MacAndrews & Forbes Hldgs, Inc., when the sale of a company becomes inevitable (as when it
enters into an agreement to be acquired), the board of directors has a duty to act in a way reasonably intended to
maximize the sale price. As a result, deal protections that are preclusive of higher offers are generally not permissible.
However, the Delaware courts have refused to establish hard-and-fast rules on the correct or maximum permissible size
of a termination fee. Instead, the Delaware courts have insisted that each case be decided based on the particular facts
4
and circumstances surrounding the transaction. Indeed, the Court in In re Toys “R” Us, Inc. S’holder Litig. noted that the
reasonableness of a particular termination fee requires a “nuanced fact intensive inquiry.” Nevertheless, valuable
guidance can be gleaned from the existing case law:
RANGE OF PERMISSIBLE PERCENTAGE
•

A termination fee of 3 percent is “generally reasonable.” 5

•

Termination fees of 3.3 percent, 6 3.5 percent, 7 3.75 percent 8 and 3.9 percent 9 of equity value were specifically upheld
under the facts and circumstances of the relevant cases.

1

2010 Del. Ch. LEXIS 203 (Del. Ch. Oct. 5, 2010).
“Enterprise value” is generally thought of as the inherent value of the business, without regard to its capital structure, whereas “equity value” is the
value of the company’s outstanding stock, which can be derived by deducting the company’s net debt (debt less cash) from enterprise value.
3
506 A.2d 173 (Del. 1986).
4
877A.2d 975, 1015 (Del. Ch. 2005).
5
Cogent, 2010 Del. Ch. LEXIS 203, at *33.
6
In re MONY Grp. Inc., 852 A.2d 9 (Del. Ch. 2004).
7
McMillan v. Intercargo Corp., 768 A.2d 492 (Del. Ch. 2000).
8
Toys “R” Us, 877 A.2d at 1021.
9
In re Dollar Thrifty S’holder Litig., 2010 Del. Ch. LEXIS 192, at*29 (Del. Ch. Sept. 8. 2010).
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•

A termination fee of 4.3 percent was found to be “a bit high” but not “likely to have deterred a [higher] bidder.” 10

•

On the other hand, a termination fee of 6.3 percent “certainly seems to stretch the definition of range of
reasonableness and probably stretches the definition beyond its breaking point.” 11

KEY FACTS AND CIRCUMSTANCES
•

Larger termination fees are more likely acceptable when the Board of Directors has fully shopped the company
through a thoughtfully run, broad-based auction, and should be lower where the auction was less robust and the sale
process would benefit from a post-signing market check. 12

•

Similarly, the termination fee percentage can be larger in smaller deals since the transaction costs are likely to be
higher relative to the overall deal value. 13

•

Negotiations matter. A court recently noted, in upholding a termination fee of 3.9 percent (inclusive of expense
reimbursement), that the fee was the result of a package that included a price increase and provisions providing
greater deal certainty for the target from an antitrust perspective. 14 Similarly, the Cogent court noted that the 3
percent fee had been negotiated down from 3M’s original request. 15

EQUITY VS. ENTERPRISE VALUE
•

For companies with large net cash positions, the target’s cash can be included for purposes of calculating the
termination fee, whether the parties intend for the cash to remain on the balance sheet at closing 16 or be paid out to
shareholders in a special dividend. 17

•

Under appropriate circumstances, enterprise value could replace equity value as the proper measure against which to
assess the termination fee, for example, where the target is highly leveraged and the buyer will refinance the
company’s debt. 18

In summary, under Delaware law, a buyer may base a termination fee on the metric that provides it with the best deal
protection whether that amount is pegged to equity value or enterprise value. The decision in Cogent makes it clear that,
going forward, the seller’s board of directors will continue to get significant deference in agreeing to a termination fee that
it reasonably believes to be appropriate in the context of the whole transaction, so long as that amount does not appear to
preclude a topping bid.
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About Morrison & Foerster:
We are Morrison & Foerster—a global firm of exceptional credentials in many areas. Our clients include some of the
largest financial institutions, investment banks, Fortune 100, technology and life science companies. We’ve been
included on The American Lawyer’s A-List for seven straight years, and Fortune named us one of the “100 Best
Companies to Work For.” Our lawyers are committed to achieving innovative and business-minded results for our clients,
while preserving the differences that make us stronger. This is MoFo. Visit us at www.mofo.com.
Because of the generality of this update, the information provided herein may not be applicable in all situations and should
not be acted upon without specific legal advice based on particular situations.
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