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“Top-Up” option provisions have become a
popular feature in two-step mergers over the past
several years. Indeed, in one recent decision, the
Delaware Court of Chancery described them as
“commonplace.”" Typically, these provisions en-
title a buyer to acquire authorized and unissued
shares of the target’s stock for the same purchase
price as the tender offer price, and are usually ex-
ercisable only if a certain “minimum threshold”
number of shares tender into the offer. The acqui-
sition of these additional shares permits the buyer
to obtain 90% of the target’s stock so that a “sec-
ond-step” merger can be completed more quickly
as a short form merger under 8 Del. C. § 253,
rather than as a long-form merger under 8 Del. C.
§ 251. At their core, Top-Up options are designed
to get a transaction done sooner, and “get money
into the hands of stockholders faster.”?

Prior to 2010, there was a dearth of Delaware
authority addressing Top-Up option provisions.
The few Delaware cases that addressed the issue
appeared to suggest that Top-Up options, standing
alone, were not improper.> However, some com-
mentators suggested that they could potentially re-
sult in the dilution of a company’s value in connec-
tion with any appraisal proceeding associated with
the short-form merger (the so-called “appraisal
dilution” claim).* The thrust behind this argument
is the concern that Top-Up options allegedly coerce
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shareholders to tender their shares to avoid the risk
that the issuance of a large number of shares pur-
suant to the Top-Up option, for less than fair value
(usually in the form of a promissory note with a
low interest rate),’ would dilute remaining stock-
holders’ interests in the corporation and restrict
their ability to obtain fair value for their shares as
part of an appraisal action.®

Not surprisingly, as the deal market began to
pick back up in 2010, and many deals were struc-
tured as two-step mergers with Top-Up option
provisions, a host of plaintiff shareholder suits
were filed, raising appraisal dilution claims with
the Top-Up option provisions squarely in their
sights. This renewed focus on Top-Up option pro-
visions afforded the Delaware Court of Chancery
an opportunity to weigh in on these provisions
with regularity throughout the year.

For example, in Olson v. EV3, Inc., Vice Chan-
cellor Laster permitted limited expedited discov-
ery surrounding the possible dilutive and coercive
effects of Top-Up options. As a primary matter,
Plaintiffs in this case claimed that the Top-Up op-
tion was impermissibly coercive and dilutive to ap-
praisal rights. Plaintiffs also argued that the EV3,
Inc. board failed to satisfy its obligations under
8 Del. C. §§ 152, 153, and 157, which generally
provide boards of directors the ability to set the
consideration for the issuance of stock and to di-
rect and implement the formation and issuance of
an option. The Court granted expedition, noting
that “[t]he potential coerciveness of these options,
and the potential validity...is of significant im-
port.”” The Court explained:

It is an intellectually interesting argument as
to whether...this deal structure is coercive. The
Top-Up Option is designed, as [the parties all]
recognizel[], to get money into the hands of the
stockholders faster. But there also is this poten-
tial unintended consequence—because | don't
think it's an intended consequence to dilute
down appraisal rights, but there is this potential
unintended consequence on the appraisal pro-
cess, and that's what the plaintiffs have focused
on here, and that's something that hasn't, as |
say, been definitively addressed.®
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Thus, the Court ordered expedited discovery
and set a date for a preliminary injunction hear-
ing, holding “the coercion argument, and the
suggestion that there are things about the Top-
Up Option that should be disclosed, even in some
type of contingent fashion, are ones that do give
rise to a basis to claim for irreparable harm, and,
hence merit the scheduling of a preliminary in-
junction hearing.”’

Significantly, however, the Court also noted in
EV3 that “the easy and obvious solution [to the
appraisal dilution issue] is that these shares and
the note just don’t get counted in terms of the ap-
praisal proceeding.” '’ Picking up on this cue, deal
makers responded to the Court’s concerns regard-
ing appraisal dilution by including express lan-
guage in merger agreements that would exclude
shares issued in connection with a Top-Up option
from any appraisal calculation. For example, the
merger agreement pursuant to which ICX Tech-
nologies, Inc. agreed to be acquired by FLIR Sys-
tems, Inc. provided that:

The parties agree and acknowledge that in any
appraisal proceeding with respect to the Dis-
senting Shares and to the fullest extent per-
mitted by applicable Law, the fair value of the
Dissenting Shares shall be determined in accor-
dance with Section 262(h) of the DGCL with-
out regard to the Top-Up Option, the Top-Up
Shares or any consideration paid or delivered
by Merger Sub to the Company in payment for
the Top-Up Shares."

The Court of Chancery’s reaction to this pre-
emptive strike against the appraisal dilution claim
was well-received. In a subsequent lawsuit chal-
lenging the ICX/FLIR merger agreement—in-
cluding, most notably, a challenge to the Top-Up
option provision—the Court forcefully denied
a motion to expedite discovery and cast signifi-
cant doubt on the validity of the appraisal dilu-
tion claim. In ICX Technologies, Inc. Shareholder
Litigation, Vice Chancellor Laster noted that ap-
praisal dilution claims surrounding the use of top-
up options in the ICX deal were “nonexistent”
because “the defendants undertook [upfront]
clearly and explicitly [in the merger agreement]
that they would not include the top-up shares of
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the related consideration in the calculation of fair
value for the purposes of any appraisal action.”!?
The Court went on to express the view that par-
ties could, under Delaware law, expressly provide
in the merger agreement that top-up options may
be excluded from any appraisal calculation.'
The Court based its rationale that parties may
decide what shares to include, and what shares
to exclude (i.e., the Top-Up shares) in part on
two older Delaware cases—Gholl v. eMachines™
and In re Sunbelt Beverage Corporation Share-
holders Litigation.” In Gholl, a case where the
underlying transaction involved Top-Up options,
Vice Chancellor Parsons went forward using an
agreed-upon number of shares in an appraisal
case. Though In re Sunbelt did not involve Top-
Up options, Chancellor Chandler permitted the
parties there to agree to set the number of shares
for appraisal purposes.

Additionally, Vice Chancellor Laster expressly
distinguished his ruling in ICX from his earlier
comments in EV3, noting that “this is not a case
like EV3. EV3 was a situation where there were
legitimate concerns about the validity of the
Top-Up provision and the validity of the Top-Up
shares. And given all that uncertainty, it made
sense to expedite [there] and to also expedite co-
ercion claims, which were based in part on the
related uncertainty. Here, no one is making EV3-
type validity claims, nor do I think they would
make sense if they were asserted.”!® Ultimately,
ICX presented a “pure type top-up challenge”
where defendants resolved the issue by making
the commitment not to include the effect of the
Top-Up option, if invoked, in the appraisal calcu-
lation.'” Thus, “in the context of [the ICX] deal,
the top-up is solely serving the function of getting
money into stockholders’ hands faster.”! Indeed,
the Vice Chancellor concluded that Plaintiffs’ ap-
praisal dilution theory in ICX was so without
merit that it would not even support a settlement
if the parties had managed to resolve it."”

Shortly thereafter, Vice Chancellor Parsons had
the opportunity to address Top-Up options claims
in In re Cogent Inc. Shareholders Litigation. In
that case, the Court rejected shareholder plain-
tiffs” challenges to the proposed merger between
Cogent, Inc. and 3M Company, and, in doing
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so, appeared to reinforce the validity of Top-Up
options.? Specifically, the Court again dismissed
appraisal dilution claims where the merger agree-
ment expressly excluded the Top-Up option from
the appraisal calculation, and found that:

While the issue of whether DGCL § 262 allows
parties to define the conditions under which
appraisal will take place has not been decided
conclusively, there are indications from the
Court of Chancery that it is permissible. The
analysis in the cited decisions indicates there
is a strong argument in favor of the parties’
ability to stipulate to certain conditions under
which appraisal will be conducted—certainly
to the extent that it would benefit dissenting
stockholders and not be inconsistent with the
purpose of the status. In this case, | find that §
2.2(c) of the Merger Agreement, which states
that “the fair value of the Appraisal Shares
shall be determined in accordance with Section
262 without regard to the Top-Up Option...or
any promissory note,” is sufficient to overcome
Plaintiffs’ professed concerns about protecting
the Company's stockholders from the potential
dilutive effects of the Top-Up Option. Accord-
ingly, | find that Plaintiffs have not shown that
they are likely to succeed on the merits of their
claims based on the Top-Up Option.”

Vice Chancellor Parsons also rejected plaintiffs’
other attacks on the Top-Up options as not wor-
thy of an injunction. Plaintiffs argued—like the
plaintiffs in EV3—that defendants breached their
statutory obligations under 8 Del. C. §§ 152,
153, and 157 to make an informed judgment
regarding whether to grant the Top-Up option.
However, the Court found that the record am-
ply refuted this assertion.?? Plaintiffs also claimed
that the Top-Up option would allow 3M to take
control of the company against the wishes of the
company’s minority shareholders, even if a ma-
jority of shares were not tendered in the deal. The
Court concluded that “[w]hile Plaintiffs appear to
be correct that it technically might be possible for
3M to acquire the Company through the Top-Up
Option without acquiring a majority of the shares
in the tender offer, this argument depends on the
occurrence of more than one highly unlikely event
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and is far too speculative to warrant injunctive re-
lief.”** The Court also determined that Plaintiffs’
claim (similar to the claim in EV3) that the Top-
Up option was essentially a “sham” transaction
because 3M was funding the Top-Up shares via a
promissory note that would subsequently be can-
celed was without merit. The Court found that
“while it may be true that this obligation likely
will be nullified if the two-step transaction clos-
es, this does not change the fact that, giving due
respect to the corporate form, when the note is
issued, it will be a legally enforceable obligation
owed by [the acquirers] to Cogent.”**

Subsequently, the Court of Chancery refused to
certify its decision in Cogent concerning the Top-
Up option claim for interlocutory appeal, stat-
ing that “I conclude that the Opinion does not
involve such exceptional circumstances that the
challenged ruling can be said to have determined
a substantial issue, established a legal right,” or
satisfied any of the other criteria sufficient to
warrant interlocutory appeal.”® The Court reiter-
ated that the Top-Up option at issue in the case
“presents little risk of any undue stockholder
coercion.”? The Delaware Supreme Court also
refused to accept plaintiffs’ application for inter-
locutory appeal.”’

Thus, after ICX and Cogent, deal makers were
left with an apparent blueprint for nullifying ap-
praisal dilution and coercion claims associated
with the use of Top-Up options. Thereafter, in ap-
proving a settlement in I re Protection One, Inc.
Shareholders Litigation,®® Vice Chancellor Strine
expressed a view that perhaps takes things one
step further. In that case, Vice Chancellor Strine
appears to suggest that the claim of appraisal di-
lution is illusory, because Top-Up options are part
of the accomplishment of the merger, as the “the
top-up option is designed essentially to effectu-
ate the completion of the transaction.”? Under 8
Del. C. § 262, the Court’s determination of fair
value for appraisal purposes must clearly exclude
the value arising from the accomplishment of the
merger. To this end, Vice Chancellor Strine noted
that “I would never think that in [anyone’s] wild-
est dreams...that you would reduce the value of
any award to an appraisal petitioner because of a
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top-up option included in the merger agreement
that gave rise to the appraisal triggering event.”3

Thus, it appears that the Court of Chancery is
largely unconvinced that appraisal dilution and
coercion claims relating to Top-Up options have
merit—at least when merger parties expressly
agree to exclude the Top-Up provision, shares is-
sued under that provision, and any consideration
from the acquiror for the Top-Up shares from any
appraisal calculation.’ There is even a strong in-
dication that at least one member of the Court of
Chancery thinks these issues would have no effect
whatsoever on an appraisal proceeding because
the Top-Up option provision, if invoked, would
be considered a part of the accomplishment of the
merger for appraisal purposes. Given the Court
of Chancery’s strong guidance on this area, deal
makers are likely to continue to include Top-Up
options in tender offer deals.

Understandably, plaintiff stockholders will re-
group, and likely develop new challenges. In that
vein, Vice Chancellor Parsons rightfully noted
in his opinion in Cogent declining to certify the
case for appeal that the Delaware courts have not
reached a “final conclusion about whether the
challenged Top-Up Option is valid,” but found
that he had “ample guidance” to support his con-
clusion that plaintiffs were not likely to be able
to show the Cogent board acted unreasonably.?
However, the Supreme Court subsequently denied
plaintiffs’ application for interlocutory appeal in
Cogent, signaling that the Delaware Supreme
Court does not seem overly concerned with the
way the Court of Chancery is currently approach-
ing appraisal dilution claims in connection with
Top-Up options.*
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1. See, e.g., In re Cogent, Inc. S’holder Litig.,
Consol. C.A. No. 578-VCP (Del. Ch. Oct. 5,
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commonplace in two-step tender offer deals”);
Olson v. EV3, Inc., C.A No. 5583-VCL, Trans. at
31 (Del. Ch. June 25, 2010) (stating that the
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2008 featured Top-Up provisions. See Mergers
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“neither the Cogent Board minutes nor the
Recommendation Statement reflects any
discussion of the Top-Up Option.” /d. at 28.
However, the Court determined that: “These
allegations are refuted convincingly by the
deposition of Defendant Bolger, in which he
testified that the Board received legal advice
regarding the Top-Up Option provisions and
that he understood the general nature of its
mechanics, including that: (1) it would make
the transaction ‘a lot more straightforward’; (2)

23.
24.
25.

26.
27.

28.

29.

30.
31.

32.

33.

January 2011 ® Volume 15 ® Issue 1

a majority of Cogent shares would have to be
tendered before the option would be exercised;
and (3) the option would not disadvantage the
minority stockholders....Thus, at the very least,
Defendants have proffered credible evidence
that they made a reasonable effort to be
informed as to the mechanics of the Top-Up
Option.” Id.

Id. at 29.

Id. at 31-32.

In re Cogent, Inc. S’holder Litig., C.A. No. 5780-
VCP, Letter Op. at 2 (Del. Ch. Oct. 15, 2010).

Id. at 6.

In re Cogent, Inc. S’holders Litig., No. 648, 2010
(Del. Oct. 19, 2010) (denying interlocutory
appeal, stating “[w]e have examined the Court
of Chancery’s October 5, 2010 opinion...and
have concluded that exceptional circumstances
as would merit review of that decision do not
exist in this case”).

In re Protection One, Inc. S’holders Litig., C.A.
No. 5468-VCS (Del. Ch. Oct. 6, 2010).

Id. at 16. See also id. at 11-12 (“This is all
essentially part and parcel of the transaction
that gave rise to appraisal in the first instance.”)
The Court also asked plaintiffs' counsel,
“[w]hat is the concern about these top-up
options in appraisal? I'm not sure | get it.
The price of the option is set as part of the
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proceeding. So the theory is that the appraisal
petitioner gets harmed how?” Id. at 10.

Id. at 16.

EV3 subsequently settled before trial. Under
the terms of the settlement, defendants agreed
that the Top-Up option, shares issued pursuant
to the Top-Up option, and the promissory note
would not be considered as part of a fair value
calculation any appraisal action. The defendants
also amended the merger agreement to state
that the par value of any shares issued pursuant
to the Top-Up option would be paid in cash,
explicitly set forth the terms of the promissory
note, and also amended the merger agreement
to state that there would be no amendment
to the Top-Up provision after the purchaser
became the majority shareholder in a way
that would adversely affect the rights of other
EV3 stockholders. The settlement is currently
awaiting approval by the Court of Chancery.

In re Cogent, Inc. S’holder Litig., C.A. No. 5780-
VCP, Letter Op. at 7 (Del. Ch. Oct. 15, 2010).

In re Cogent, Inc. S’holders Litig., No. 648, 2010
(Del. Oct. 19, 2010).



