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Termination Fees:  Possible Expanded Judicial 
Flexibility—Comverge, Practice Tips, and Ideas 
for Structuring 

Possible Expanded Flexibility 

The Delaware courts’ recent strong trend toward increased deference to the decisions of independent 

directors, even under the heightened scrutiny demands of Revlon duties in a sale process, raises the 

issue whether the courts may expand the range of termination fees that would be upheld as reasonable. 

Possibility of expanded flexibility in connection with termination fees.  Delaware law has long been 

clear that, in the context of a sale process, the courts are not to substitute their judgment for the board’s 

judgment as to what steps to take, but rather are to evaluate with some restraint whether the board 

process was reasonable.  The courts’ recent shift—in language, tone, and substantive decisions—subtly, 

but clearly, reflects increased judicial deference to directors’ judgments when making that evaluation.  

(See our memorandum, Key Delaware Trend in 2014: Increasing Deference to Directors’ Decisions—But 

Not ‘Anything Goes (1/15/15).) 

The courts have not given any specific indication that they will expand the upper end of the range of 

reasonableness for termination fees (currently about 4%).  However, there does not appear to be a logical 

basis for the courts not to apply to directors’ judgments about termination fees the same increased 

deference that is being applied to directors’ other judgments in a sale process—when the directors are 

independent, disinterested and engaged and have no entrenchment or defensive motive or other conflict 

with the interests of the shareholders.  Thus, the courts may (i) expand what they have established as the 

upper end of the range of reasonableness for termination fees and/or (ii) have more flexibility in upholding 

fees that are outside the usual range when unusual facts and circumstances support the reasonableness 

of a board decision to agree to a higher-than-usual fee. 

No clear standard for reasonableness.  The courts have been consistent that there is no bright-line test 

for the reasonableness of termination fees.  A variety of studies have shown that termination fees have 

tended to fall within the range of 3-4% of equity value.  The courts have typically upheld fees up to 4%, or 

slightly higher, as being reasonable.  The courts generally have not been supportive of fees much above 

4% of equity value under any circumstances—although they have expressed that reasonableness of a 

fee depends on, and will be evaluated in the context of, the particular facts and circumstances of the 

case, including: 

 The size of the fee and the percentage of the equity value (and, under certain circumstances, 

the enterprise value) that it represents:  What impact will the fee likely have on the bidding 
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process?  Do the costs imposed on competing bids effectively preclude further bidding or 

make it likely that further bidding will be materially inhibited?; 

 The circumstances under which the fee is to be paid (if the deal does not go through, if the 

shareholders vote it down, and/or if there is a higher bid); 

 The timing and circumstances under which the fee was agreed:  Was the fee necessary to 

draw the bidder into a contest or did the bidder insist on it as condition to raising its bid or 

improving other terms (and was that insistence credible)?;  

 The extent to which the company has been shopped:  For how long and how actively was the 

company shopped before the fee was granted?  Were all potential bidders advised to place 

their “best and final” bid beforehand?; 

 Whether one bidder was preferred over others:  If so, what were the reasons for the 

distinction and was value maximization the underlying motivation?; and 

 Whether management was involved on the buy-side and, if so, whether a special committee 

of independent directors was formed. 

In all events, a termination fee will be unreasonable if it is “preclusive”.  A fee is “preclusive” if it can be 

expected to materially inhibit a materially higher competing bid from being made after the merger 

agreement is signed.  It remains uncertain, however, how it can be determined that a fee would be likely 

to materially inhibit a materially higher bid.  Does it depend on no materially higher bid being made, or, if 

one is made, on its being conditioned on the termination fee being invalidated?  Further, if no higher bid is 

made, is that evidence that the termination fee was preclusive or confirmation that no other party was 

interested in making a higher bid?  There is very little judicial guidance on this issue.  Determinations 

must be made, seemingly, based only on inference or instinct. 

Issue raised by Comverge—will the court validate a termination fee significantly exceeding the 

usual range of reasonableness if the facts and circumstances clearly support the reasonableness 

of a higher than usual fee?  In In re Comverge, Inc. Shareholders Litigation (Nov. 25, 2014), the 

Chancery Court refused, at the pleading stage, to dismiss claims made against a termination fee that 

(when aggregated with other payments to the bidder that would be triggered by termination of the deal for 

a superior competing bid) represented at least 13% of the deal value.  The outcome of the case awaits 

further proceedings.  While it is no surprise that claims against such a large fee were not dismissed at an 

early stage of litigation, the factual context of the case squarely raises this question:  In light of the courts’ 

recent increased deference to the decisions of independent directors, is it possible that the courts will 

consider as reasonable a termination fee that exceeds the customary range if the facts and 

circumstances would seem to strongly support the reasonableness of a higher than usual fee? 

Factors in Comverge that indicate a higher-than-usual termination fee was not reasonable.  The 

facts in Comverge that appear to militate against a finding of reasonableness of the higher- than-usual 

termination fee are that the court characterized many of the board’s tactical decisions as having been 

“debatable” and the underlying transaction did not seem necessarily to be attractive and thus worthy of 

deal protection.  The  acquisition by private equity firm H.I.G. Capital was at a “negative premium” price—

the $1.75 per share deal price (dubbed by Comverge’s largest shareholder as a “takeunder”) was below 

the unaffected market price of $1.88 and far below the 52-week high of $5.09.  In addition, the board 

granted exclusivity to HIG (even though HIG’s bid allegedly violated its standstill agreement), while a 
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number of other parties, during the pre-signing period, had indicated interest in acquiring the company at 

significantly higher prices than $1.75—ranging up to $9, with even HIG itself having bid more than the 

deal price ($2.25) just a few months earlier.  After the indications of interest were received, however, HIG 

effectively reduced Comverge’s negotiating leverage by purchasing from a third party a Comverge note 

that was in default and, by its terms, gave the holder the rights to block any sale of the company and to 

force the company into bankruptcy.  Because Comverge had “little or no” negotiating leverage, according 

to the court, it may not have been in a position to resist a demand for an “unreasonable termination fee”. 

Factors in Comverge that indicate a higher-than-usual termination fee was reasonable.  On the 

other hand, however, the following facts in Comverge may well militate in favor of the reasonableness of 

a higher-than-usual termination fee.   First, the court deferred to the judgments of the board with respect 

to the sale process despite the “debatable” wisdom of many of the decisions and the apparently 

unattractive result.  The court reasoned that ten of the eleven directors were independent and that there 

was no indication that the directors had any improper motive.  In fact, the court emphasized that the 

board’s personal interests were aligned with the shareholders because the directors owned a significant 

amount of the company’s stock.  The court also commented on the fact that the company had engaged in 

an 18-month search for strategic alternatives.  Second, the transaction may well have been “attractive” 

and worthy of protection in that, under the circumstances, it was the only available alternative to 

bankruptcy (which the board might reasonably have determined was a worse result for shareholders).  

Presumably, these factors that were considered as positive with respect to the board’s sale process 

decisions should also be positive factors in an evaluation of the reasonableness of the termination fee. 

Moreover, and most critically—although, at the pleading stage, not argued by the defendants or noted by 

the court—Comverge’s negotiation with HIG, including the termination fee structure, transformed the 

situation from one in which a competing bid was not possible (because of HIG’s right to block a sale of 

the company) to one in which it was possible (because of HIG’s temporary waiver of the blocking right 

and agreement to a post-signing go-shop).  Of course, nonetheless, as noted by the court, if the 

aggregate termination fee were so high as to be preclusive, any post-signing market check would have 

been “useless”. 

Was the termination fee preclusive?  This will be an issue addressed at trial (if the case is not settled 

before trial).  The court calculated “total termination fees” as being comprised of the stated termination 

fee, the expense reimbursement provision, and a favorable (i.e., below the deal price) conversion rate on 

convertible notes that were issued by Comverge to HIG as part of the bridge financing for the deal (and 

which the court viewed as potentially constituting a “second termination fee”). Taken together (the 

“Combined Termination Fees”), these represented at least 13% of the equity value—a percentage well 

above the 4% or so upper end of the usual range of reasonableness.  In fact, no competing bid was 

ultimately submitted during the 30-day go-shop. 

Importantly, however, the pre-signing indications of interest for the company by several other parties had 

been at prices that were well above HIG’s $1.75 per share deal price—ranging up to $9 per share.  It 

should be noted that any party that valued the company at more than about $1.97 per share could have 

fully covered the Combined Termination Fees and still have been able to pay stockholders more than the 

$1.75 HIG deal price. 

In other words, at a deal price of $1.76 (just above HIG’s deal price), the cost of the Combined 

Termination Fees would have been about $0.21 per share (if termination occurred during the go-shop 

period)—meaning that, at a total cost to a competing bidder of about $1.97 per share, the competing 
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bidder would have been able to both cover the Combined Termination Fees and pay a higher deal price 

than HIG’s $1.75.  (Of course, as a practical matter, a deal price would have to exceed $1.76 to cause the 

company to terminate the $1.75 offer.  For each $0.10 increase in the price paid to stockholders, the total 

cost to a competing bidder would increase by $0.13 per share (an additional $0.10 paid to the 

stockholders and an additional $0.03 paid to HIG for the increased price payable on the convertible notes 

held by HIG).)  Thus, given the pre-signing indications of interest that had been received—at around $2 

per share, $5-6 per share, and $9 per share—the fact that no superior bidder emerged after signing does 

not appear to have been attributable to the Combined Termination Fees and more likely may have been 

due to the company’s deteriorating financial condition.  This issue, as yet unaddressed by the court, 

should be particularly relevant to any further analysis. 

The importance of Comverge. 

 Comverge underscores that, in a termination fee analysis, the court is likely to aggregate a 

termination fee with other payments or benefits to the acquiror—from whatever source—that 

would be triggered on termination of the merger agreement. 

 The opinion highlights that the court will be more suspect of deal protection measures in the 

context of an unattractive deal price; a deal that has not been shopped before signing; or a 

bargaining process by the target that appears to have been weak. 

 In addition, further proceedings in the case may elucidate whether the court—in the context 

of the courts’ recent increasing deference to decisions made by independent directors in a 

sale process—may validate termination fees that significantly exceed what the courts have to 

date considered to be the upper limits of the range of reasonableness, in the limited 

circumstances when facts exist that the court finds strongly support the reasonableness of a 

higher-than-usual fee. 

Current State of the Art 

Usual range of reasonableness.  As noted, the courts have typically upheld fees up to about 4% of 

equity value as being reasonable.  When the Chancery Court has considered fees above this range, it 

has: 

 upheld a post-go-shop termination fee of  4.3%, while characterizing it as “a bit high in 

percentage terms” (Topps); 

 described a 4.4% fee as “near the upper end of a ‘conventionally accepted’ range” (Answers); 

 criticized a 6.3% fee as “seem[ing] to stretch the range of reasonableness … beyond its 

breaking point” (Cyprus Amax); and 

 characterized a 5.5% fee as “test[ing] the limits of what this court has found to be within a 

reasonable range for termination fees” (Comverge, where the stated termination fee, before 

being aggregated by the court with other benefits to the bidder that would be triggered on 

termination of the merger agreement, represented 5.5% of the equity value). 

 

Transaction value or enterprise value.  Whether a court will evaluate a termination fee based on the 

percentage it represents of equity value or enterprise value will depend on the facts and circumstances.  
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Courts have most commonly used equity value.  However, enterprise value (which includes the target 

company’s equity plus net debt in the denominator of the calculation) may be the more economically 

appropriate metric, particularly in the case of a highly leveraged target company—as indicated by Vice 

Chancellor Parsons in Cogent, where the target had significant debt.  This also has been the consistent 

view of now Chief Justice Strine when serving as a Vice Chancellor, including in Synthes, where the then 

Vice Chancellor stated that enterprise value is “typically the more relevant measure for assessing the 

preclusive effect of a termination fee”—even though in Synthes the target did not have significant net 

debt.  Note that, as enterprise value of a company is generally higher than its equity value, the range of 

reasonableness for fees based on equity value is likely to be below the 3-4% range the court applies to 

fees based on equity value.  For highly leveraged companies, however, even at a lower percentage, a fee 

calculated based on enterprise value is likely to result in a larger fee than one based on equity value. 

Aggregation of fee with other benefits to an acquiror.  In evaluating whether a termination fee, in light 

of other deal protection provisions, is reasonable and not preclusive, the court will consider not only the 

stated fee but any expense reimbursement provision, and may also consider other payments or benefits 

to the acquiror, from whatever source, that would be triggered on termination of the merger agreement.  

As noted above, in Comverge, the court aggregated the termination fee and expense reimbursement with 

the favorable conversion rate on notes issued by the target to the bidder in connection with the bridge 

financing for the merger. 

Practice Tips 

For target companies: 

 Preparation with respect to termination fees.  When target directors are subject to Revlon 

duties, the board should consider the factors that the courts will use to evaluate the 

reasonableness of a termination fee (discussed above), as well as: 

 comparative information concerning the termination fee proposed (on both an equity and 

enterprise value basis) and the fees in similar transactions; 

 the negotiation process regarding the fees; 

 the point in the sale process at which the fee was agreed to—in a single bidder process 

with no prior solicitation (see our memorandum, Practice Tips for a Single Bidder Process 

(1/12/15)) or following a market canvas; 

 what, if anything, the company received in exchange for agreeing to the fee; and 

 the views of management and investment bankers as to the likelihood of other bids and 

the effect the proposed fee will likely have on any potential competing bidder. 

 Advance planning.  Extensive advance planning typically facilitates better outcomes in M&A 

transactions.  In Comverge, for example, the board, which was characterized by the court as 

having been “outmaneuvered” by HIG, could perhaps have been advantaged by a more 

“aggressive” approach in planning.  According to the court, the company engaged in “a 

search of strategic alternatives” for 18 months or more before the merger agreement with 

HIG was signed, but it was apparently only after HIG bought the defaulted note and just a few 

days before the merger agreement was signed that the board realized that the defaulted note 

contained a blocking right.  The facts have not been developed sufficiently to know the full 
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extent of the company’s planning.  Clearly, however, given the company’s knowledge well 

before the HIG bid that the company had a significant liquidity problem and, at a minimum, 

that the outstanding note existed, was in default, and provided the holder with the leverage 

over the company of being able to force it into bankruptcy, planning might have included 

considering how to prevent a potential bidder from purchasing the defaulted note and how the 

company could respond to such a purchase if it occurred (as discussed further below). 

 Engagement in the process; push-back in negotiating.  The critical judicial inquiry for a 

breach of fiduciary duty claim under enhanced scrutiny is the efforts directors made to fulfill 

their duties.  Even in the face of limited negotiating leverage, a company’s legal (and, often, 

its practical) position will be advantaged by its directors: being engaged in the process; being 

diligent in being informed; engaging advisors; holding meetings; considering alternatives; 

canvassing the market for potentially interested parties; and “pushing back” to at least try to 

achieve better terms and, particularly, to be in a position to accept a post-signing superior 

bid. 

In Comverge, the court contrasted the board’s efforts in the sale process (which it found 

complied with the board’s Revlon duties) with its efforts regarding the termination fee 

structure.   In the sale process, the court found that, although the company had little or no 

negotiating leverage and the tactical decisions made were “debatable”, the company had 

“pushed back and showed it was willing to say no, [and] engaged in hard-fought negotiating 

over a period of months”.  On the other hand, the court found that the company “passive[ly] 

acquiesce[d]… without any pushback” to the favorable conversion rate on the notes issued 

by the company to HIG (which benefit the court viewed as in effect a “second termination 

fee”).  While dismissing the sale process claims, the court refused to dismiss the termination 

fee claim and indicated the possibility for liability for breach of the duty of loyalty, stating that 

the board’s “passive acquiescence” to the favorable conversion rate may have been “so far 

beyond the bounds of reasonable judgment that it seems potentially inexplicable on any 

grounds other than bad faith.” (The court did not, at that early stage of the litigation, address 

why the board may have engaged in bad faith with respect to the termination fees but not 

otherwise in the sale process.) 

 Consideration of alternatives.  In Comverge, the court acknowledged that, given the 

bidder’s right to block other sales of the company, the target had “run out of road” when it 

agreed to be acquired by HIG at a “negative premium” (while other parties had expressed 

interest at higher prices).  What else could Comverge have done? 

 Bankruptcy option.  The court indicated that, in considering whether to agree to the 

merger with HIG, Comverge had compared the value of the merger with the stand-alone 

value of the company in bankruptcy.  The court appeared to accept that, based on that 

value, the stockholders would have received less if Comverge had declared bankruptcy.   

The opinion does not address what value could have been attained had the company 

obtained debtor in possession financing in a bankruptcy and then sold the company or its 

assets, possibly to one of the parties who had indicated interest at higher prices.  In any 

event, a bankruptcy filing, or the threat of one, might have increased the board’s 

negotiating leverage and (in the case of a filing being made) would have eliminated HIG’s 

blocking rights and stayed its right to accelerate the debt. 
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 Make blocking right inapplicable.  Was there an alternative transaction (such as a sale 

or lease of assets, a sale of preferred or common stock in a subsidiary, or a restructuring) 

that would not have triggered the blocking right in the defaulted note and could have 

created more value? 

 Tailored rights plan.  A tailored rights plan can provide time and leverage to a target 

company, particularly one facing difficult circumstances or limited options.   Given the 

negotiating leverage that any holder of the defaulted note would have in the event it bid to 

acquire Comverge, Comverge could have considered adopting a shareholder rights plan.  

The plan might have been structured to dilute the noteholder’s equity position if it 

purchased any Comverge shares or acquired Comverge and, in either case, did not 

waive its right to block any sale of the company or its right to force the company into 

bankruptcy. 

It is not clear from the court’s opinion whether the Comverge board did or did not consider these (or 

other) alternatives.   In any event, of course, nothing would have improved the outcome for the company 

if the reason that there were no competing bids was that the company’s financial situation had 

deteriorated and the HIG transaction was the best available option. 

For bidders: 

 Aggregation of other payments and benefits.  When there are multiple sources of 

payments or benefits to an acquiror on termination (beyond the stated termination fee and 

expense reimbursement in the merger agreement), these should be calculated and evaluated 

in the aggregate and a judgment reached whether, in combination, they are preclusive. 

 Judicial focus on percentage of deal value.  Based on recent decisions, generally 

termination fees (including expense reimbursement and other benefits, as discussed above) 

representing 3% to 4% of the equity value have been upheld.  Termination fees representing 

more than 4% of the equity value, up to around 5%, may be upheld, but, in the words of the 

Chancery Court in Comverge, will “test the limit” of reasonableness.  As noted, critically, the 

facts and circumstances should be evaluated to determine the reasonableness of the fee. 

Ideas for Structuring Termination Fees 

Termination fees generally are structured as a set amount or, often, as one amount if termination occurs 

during the go-shop period and a somewhat higher amount if termination occurs thereafter.  We set forth 

below some new possibilities for structuring termination fees that, in appropriate circumstances, parties 

may wish to consider in seeking to further their objectives (while keeping the fee non-preclusive). 

 Increasing percentage, based on timing of accepting a superior offer.  This formula has 

periodically been utilized.  In a situation where the target’s objective is to maximize its ability 

to shop the company post-signing, a fee could increase based on the length of time between 

the signing of the merger agreement and submission of a superior offer or termination to 

accept a superior offer. 

 Increasing percentage, based on amount of superior offer accepted.  In the context of a 

company that has not been shopped and a lower-than-expected deal price, a fee could 

initially be at a lower than typical percentage and could increase based on the amount of any 
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superior offer that is ultimately accepted by the target—i.e., the bidder could be incentivized 

to agree to a low (or even no) termination fee by sharing in the upside of a superior bid if one 

is made. 

 Decreasing percentage, based on amount of superior offer accepted.  In the context of a 

high deal price, strong pre-signing shopping process, and, possibly, to induce an unusually 

strong “process-ending” bid (or bids) at the end of the process, a fee could initially be at a 

higher than typical percentage, but then decrease (possibly below the normal range) based 

on the amount of any superior offer that is ultimately accepted by the target—i.e., 

encouraging the highest and best bid, with the fee being reduced as a percentage of the 

equity value if future events prove wrong the assumption that a superior bid would not be 

submitted. 

 Bidder payment for higher fee.  In the context of a deal where the gap between the bidder’s 

and target’s views of the appropriate termination fee cannot be bridged, the bidder might 

obtain an agreement for a higher termination fee by paying the target a non-refundable 

upfront amount equal to part of the increase in the termination fee.  The target might agree to 

this compromise (even though it might not otherwise have agreed to a higher fee) because it 

will have the benefit of receiving the upfront payment no matter what. 

 Potential for termination fee insurance.  Insurers may develop a new market and 

underwrite termination fee insurance—as they have for indemnification and tax obligations.  

(Whether a market could be developed would depend on, among other things, determining 

what would be insured (the entire termination fee or a portion of the termination fee above the 

usual range), analysis of the insurer’s risk, whether the risk could be diversified, and the 

premiums and terms on which the insurance would be offered.) 

Conclusion 

Given the courts’ recent generally increased deference to sale process decisions by independent 

directors, it is possible that—when a board is independent, disinterested and engaged, without a 

defensive or entrenchment motive—the court may evidence greater flexibility with respect to the board’s 

decisions relating to termination fees than in the past.  This flexibility might involve: 

  expanding the range of reasonableness for termination fees and generally upholding fees 

that exceed 3-4%, up to a new higher limit (say, 4-5%); 

 upholding termination fees that exceed the usual range of reasonableness when unusual 

facts and circumstances support the reasonableness of a board decision to do so; 

 more frequently basing calculation of termination fees on enterprise value rather than equity 

value; and/or 

 providing parties to a transaction with more flexibility in crafting termination fees in ways that 

help them to achieve their objectives under the circumstances. 

In the ongoing Comverge litigation, even though the court at the pleading stage refused to dismiss the 

termination fee that the court calculated as being at least 13%, a number of factors might support the 

reasonableness of a higher-than-usual termination fee.  These factors include the board’s obtaining a 

waiver of the acquiror’s rights, which made alternative transactions possible; an 18-month process 
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searching for strategic alternatives; and all but one of the directors being independent and disinterested, 

as well as the directors’ owning a significant equity interest in the company. 

More certainty awaits further proceedings (or a possible appeal) of Comverge, and judicial guidance in 

other cases, as to whether and to what extent the courts may demonstrate greater flexibility with respect 

to termination fees.  In the interim, parties who consider agreeing to higher-than-usual termination fees 

should do so with particular care and attention to process and to the factors that establish why a fee 

outside the normal range is reasonable under the circumstances. 

* * * 
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This memorandum is not intended to provide legal advice, and no legal or business decision should be 

based on its contents. If you have any questions about the contents of this memorandum, please call your 

regular Fried Frank contact or an attorney listed below: 
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