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IN THE COURTS

Delaware Court of Chancery
Applies Step Transaction Doctrine
to Contract Interpretation.

By Timothy R. Dudderar and Justin Morse

The Delaware Court of Chancery issued its
memorandum opinion in Coughlan v. NXP B. V1
on November 4, 2011, confirming that the step
transaction doctrine—an interpretive regime orig-
inally developed in the tax context—has a place
in the Court’s toolbox as means of evaluating
whether related but superficially separate trans-
actions should be regarded as one unified trans-
action for purposes of contract interpretation.
The case called on the Court to interpret two
provisions of a merger agreement in an action
brought by the appointed representative of an
acquired corporation’s former stockholders,
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who alleged that certain obligations to former
stockholders had been accelerated by transfer
of the acquired business into a joint venture.
The Court concluded, by application of the
step transaction doctrine, that a triggering event
occurred, thereby potentially requiring accelera-
tion. The Court also concluded, however, that
acceleration was precluded because separate pro-
visions of the merger agreement were satisfied by
transfer of certain duties to the joint venture. The
Court therefore granted defendant’s motion for
summary judgment.

The GloNav Merger And
The Contingent Payments

The parties’ dispute arose out of the January
2008 all-cash merger of GloNav, Inc. (GloNav),
a developer of semiconductors for the GPS
industry, with and into a wholly-owned subsid-
iary of NXP b.v. (NXP), a Dutch semiconduc-
tor company (Merger), pursuant to a merger
agreement executed in December of the previ-
ous year (Merger Agreement).2 Although the
former stockholders of GloNav (Former Stock-
holders) were wholly divested of their shares
following the Merger, they retained certain con-
tractual rights under the Merger Agreement.
Specifically, Section 2.4 of the Merger Agree-
ment obligated NXP to deliver certain sched-
uled payments to the Former Stockholders,
contingent on achievement of specified revenue
and product development targets during the
years 2008 and 2009 (Contingent Payments).3



Under the terms of the Merger Agreement, such
payments could total a maximum of $25 mil-
lion.4 Section 2.4 provided certain protections
to ensure the Former Stockholders received the
Contingent Payments, including requiring NXP
to develop an operating plan for the business
“that was ‘aligned with the achievement of the
Product Development Target’” and to “provide
GloNav with the tools, libraries, intellectual
property, and other support needed to achieve
the targets.”s

The Merger Agreement also included two
provisions that would, in the event of certain
specified change-in-control transactions and sub-
ject to certain exceptions, either accelerate pay-
ment of the Contingent Payments or transfer the
obligations associated with such payments to an
acquirer.® The first provision provided that the
Former Stockholders would be entitled to receive
all Contingent Payments then remaining avail-
able in the event of a sale or transfer of “either
(x) a majority of the outstanding capital stock
of or other equity interests in [GloNav], (y) all
or substantially all of the assets of [GloNav], or
(z) a portion of the assets of NXP in which all
or substantially all of such assets consist of all or
substantially all of the assets of [GloNav]” (Trig-
gering Event).” The second provision provided
an exception to the first whereby, in a transfer
of GloNav assets as part of a larger transaction
involving NXP, the acquirer could elect either
to pay the maximum amount of Contingent
Payments then potentially available or assume
NXPs obligations with respect to the Contingent
Payments.$

The ST Joint Venture

Simultaneously with entering into the Merger
Agreement, NXP undertook negotiations to
form a joint venture with STMicroelectronics
(ST), a French semiconductor company. NXP
and ST executed an agreement (JV Agreement)
in April 2008, under the terms of which the two
companies formed a new organization, ST-NXP

Wireless (ST Joint Venture) to contain all of
each companies’ wireless businesses, including
GloNav.? The parties completed all transactions
creating the ST Joint Venture in July 2008, after
which ST owned 80 percent of the ST Joint Ven-
ture and NXP owned the remaining 20 percent.

NXP’s role in creation of the ST Joint Ven-
ture was effectuated by two sequential transac-
tions. First, NXP created a pair of wholly-owned
subsidiaries, into which it transferred all of its
wireless businesses, including GloNav. Then, at
closing of the Merger, NXP transferred the shares
of the two subsidiaries to the ST Joint Venture in
exchange for its 20 percent stake and $1.52 billion
in cash. The JV Agreement specified which duties
connected to transferred assets would be assumed
by the ST Joint Venture, and which would be
retained by NXP. In particular, NXP retained its
obligation to make the Contingent Payments, but
assigned all “Performance Obligations” to the ST
Joint Venture itself.10 Thus, NXP would continue
to deliver the Contingent Payments as they came
due, and the ST Joint Venture would assure that
GloNav had the resources it needed to meet the
required milestones.!!

NXP’s participation in the ST Joint Venture
would be short-lived. In February 2009, ST pur-
chased all of NXP’s interest pursuant to certain
preexisting call options, which the parties agreed
to accelerate subsequent to ST’s announcement
that it had agreed to form a new joint venture with
Ericsson.!2 It was undisputed, however, that NXP
continued to make the Contingent Payments as
they came due.

NXP Makes the Contingent Payments
but the Stockholders’ Representative
Demands Acceleration

The first of the Contingent Payments, in the
amount of $3 million, came due prior to the
announcement of the ST Joint Venture and was
paid by NXP as required by the Merger Agree-
ment. Following announcement of the ST Joint

INSIGHTS, Volume 25, Number 12, December 2011

2



Venture, Elaine Coughlan, the Former Stock-
holders’ appointed representative, contacted NXP
by letter. Coughlan requested that the remaining
Contingent Payments be accelerated as a con-
sequence of the ST Joint Venture, or that NXP
“advise [her] on how the new owners intend[ed]
to ensure the continuity of [the] agreement
through this M&A Process.”13 NXP replied that
the ST Joint Venture would “assume all of NXP’s
remaining obligations,” and that acceleration
would therefore not be triggered by the terms of
the Merger Agreement.!4 In the ensuing months,
Coughlan sent additional similar letters demand-
ing acceleration.!> In all of its communications
with Coughlan, NXP took the position that no
Triggering Event had occurred and acceleration
therefore was not required.

By early September 2009, only $5 million in
Contingent Payments remained, the rest having
been paid or having failed to accrue due to poor
business performance.!¢ In October of that year,
Coughlan wrote NXP, again asserting that NXP’s
obligations had not been assumed as required by
the Merger Agreement, and this time arguing
that NXP’s continued fulfillment of the Contin-
gent Payments was “at odds with the assumption
by the ST Joint Venture.”!7” NXP again commu-
nicated to Coughlan its position that the Con-
tingent Payments had not been accelerated, and
claimed that nothing in the Merger Agreement
precluded NXP from continuing to make the
Contingent Payments despite the ST Joint Ven-
ture having assumed its obligations under the
Merger Agreement.!8

Plaintift thereafter filed suit in the Delaware
Court of Chancery, claiming that the ST Joint
Venture had failed to assume the obligations
required by the Merger Agreement in a transfer
of the GloNav business, thereby giving rise to a
Triggering Event and accelerating the remain-
ing $5 million in Contingent Payments. NXP
argued in response that the Merger Agreement
obligated it only to transfer certain obligations
related to supporting GloNav’s operations, which

obligations the ST Joint Venture had assumed
under the terms of the JV Agreement.!® Both
parties moved for summary judgment.

The Court of Chancery’s Decision

The Court approached its task, as in any exer-
cise of contract interpretation, with the objective
of effectuating the contracting parties’ intent. It
was uncontested that each of NXP’s two trans-
actions on its own would not give rise to a Trig-
gering Event. It was also clear, however, that a
Triggering Event would arise under the Merger
Agreement if the two transactions were treated
as a unified transfer of GloNav’s assets into the
ST Joint Venture. Coughlan therefore argued that
the Court should treat the two transactions as one
for purposes of interpreting a Triggering Event.
The plain language of the Merger Agreement,
however, failed to specify the circumstances, if
any, under which separate transactions could be
so treated.

Despite the lack of textual guidance, Cough-
lan argued, and the Court of Chancery agreed,
that NXP should not be permitted to avoid its
contractual obligations by means of transac-
tional artifice. Coughlan persuaded the Court
that NXP’s two-part transfer of GloNav’s assets
should be treated as a unified event under the
step transaction doctrine, an interpretive tool
that arose out of tax law as a means of deciding
whether superficially separate transactions should
be treated as a unified event, thereby “dictat[ing]
consideration of the series as one transaction for
the purposes of a given legal analysis.”20 The doc-
trine treats the steps in a series of separate but
related transactions as one transaction if all of
the steps are linked under one or more of three
tests. First, the “end result test” deems a series of
transactions as a step transaction “if the ‘sepa-
rate transactions were prearranged parts of what
was a single transaction, cast from the outset to
achieve the ultimate result.””’2! Second, the “inter-
dependence test” analyzes whether the steps are
independently significant or whether they only
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have meaning as part of a greater transaction.2?
Finally, the “binding commitment test” deems a
series of transactions to be one if, when the first
step was entered into, there was a binding com-
mitment to undertake the subsequent steps.23

Just a few months before the Coughlan decision,
adding to a thin but potent line of Delaware deci-
sions considering the application of the step trans-
action doctrine, Vice Chancellor Laster applied
the doctrine in another case to decide whether,
under New York law, several spin-off transactions
undertaken over the course of nearly a decade
divested a corporation of “all or substantially all”
of its assets such that a bond indenture’s successor
obligor covenant would be triggered.24 Although
the Vice Chancellor in Liberty did not rely exclu-
sively on the step transaction doctrine in reaching
his decision that the covenant had not been trig-
gered, he did identify it as “an appropriate doc-
trinal tool” to bring the facts into “sharper focus”
for purposes of interpreting the covenant.25 On
appeal, the defendant in Liberty argued that the
Court of Chancery had erred by invoking the step
transaction doctrine to interpret the bond inden-
ture at issue.26 The Delaware Supreme Court con-
cluded, however, that it need not reach the issue of
whether the Court of Chancery properly invoked
the doctrine. Rather, the Supreme Court concluded
that the Vice Chancellor’s separate examination of
precedent unrelated to the doctrine correctly lead
to his decision not to aggregate the transactions
at issue.2’ The Supreme Court’s decision therefore
left open the question of whether the step transac-
tion doctrine may be applied to consider whether
to treat multiple transactions as one where the
parties have failed to provide a textual basis for
doing so in their contract.

Similar to the defendant in Liberty, NXP
argued that the step transaction doctrine was inap-
plicable outside of the tax and fraudulent convey-
ance contexts, and that applying the doctrine to
interpretation of its contractual relationship with
the Former Stockholders would “violate the intent
of the parties.”?8 As to the former argument,

the Court noted multiple arenas in which it had
applied the doctrine, including “partnership
agreements, warrant agreements, and recapital-
ization transactions,” each of which exemplified
the “governing principle” that “transactional
formalities will not blind the court to what truly
occurred.”?9 It therefore found no basis to avoid
application of the doctrine in this case.

While the Court agreed with NXP that it
should “refrain from applying the step transac-
tion doctrine to interpret a contract if doing so
would contravene the parties’ intent,” it concluded
that the doctrine provided an appropriate analyti-
cal tool in the present case.30 In cases where the
Court is asked to apply a doctrinal tool like the
step transaction doctrine to interpret the intent
of contracting parties, the Court concluded, “the
controlling principal . . . is the effectuation of ‘the
parties’ intentions as expressed in, or reasonably
inferred from, their agreement.””3!

The step transaction doctrine, the Court
found, provided the appropriate analytical tool
to identify the parties’ intent here because “noth-
ing in the Merger Agreement’s drafting history . .
. suggest[ed] that the acceleration was not meant
to occur upon a series of interdependent trans-
actions that, when analyzed substantively rather
than hyper-technically, clearly fits within the trans-
actions enumerated in [the change-of-control pro-
vision].”32 Instead, the Court found it “clear” that,
examining the Merger Agreement as a whole, the
parties’ intent had been “to ensure that the [Former
Stockholders] would continue to receive their bar-
gained-for Contingent Payments in the event that
NXP sold GloNav.”33 To allow NXP to avoid its
obligations simply by splitting a transaction into
two pieces, the Court found, “would render those
protections meaningless,” and lead to the imper-
missible result of rendering the Former Stockhold-
ers’ bargained-for protections illusory.3

The Court therefore concluded that application
of the step transaction doctrine was appropriate,
and found each of its three tests easily satisfied
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by NXP’s actions in creating the ST Joint Ven-
ture. Those actions satisfied the end result test
because the two transactions NXP undertook to
create the ST Joint Venture “were provided for
under a single agreement the purpose of which
was to achieve the ultimate result of the Joint
Venture’s ownership of GloNav.”35 The inter-
dependence test was satisfied because each of
the two transactions was “so interdependent on
[the other] that it would have been fruitless in iso-
lation.”3¢ Finally, the two transactions satisfied
the binding commitment test because “the JV
Agreement obligated NXP to transfer the GloNav
business to the ST Joint Venture in two steps.”37
The Court therefore found it “clear” that each
of the step transaction doctrine’s three tests had
been satisfied.38 The Court added, however, that
NXP’s two transactions could also be regarded as
one for purposes of identifying a Triggering Event
“as a matter of equity,” which regards “substance
rather than form,” in evaluating a transaction.39
The Court made clear, therefore, that a holding
that a Triggering Event had occurred would have
been the result even without application of the
step transaction doctrine.

Despite finding that transfer of the GloNav
assets gave rise to a Triggering Event, the Court
nevertheless concluded that acceleration was not
required. It found, rather, that NXP had satisfied
its obligations under the Merger Agreement by
transferring to the ST Joint Venture all required
duties. Although Coughlan argued that the JV
Agreement failed to transfer any duties with
respect to the contingent payments, the Court
found the plain language of the agreement to
the contrary. In relevant part, the JV Agreement
provided that the ST Joint Venture “shall . . . meet
all the Earn-Out Obligations assumed by the rel-
evant Group Company in respect of the Earn-Out
Payments.”40 Coughlan argued that this provision
required only that the ST Joint venture would
meet whatever duties that it assumed. The Court
concluded, however, that such a “hyper-technical”
reading would circumvent the plain language of
other provisions of the JV Agreement, which

“plainly indicate[d] that the ST Joint Venture
assumed NXP’s Performance Obligations and that
NXP retained its Payment Obligations.”#! Such
an arrangement, the Court concluded, satisfied
NXP’s obligations under the Merger Agreement
and precluded acceleration of the remaining Con-
tingent Payments. Moreover, the Court found that
both NXP and the ST Joint Venture had satisfied
their respective duties. The ST Joint Venture met
its Performance Obligations by “provid[ing] Glo-
Nav with the resources it needed,” and NXP met
its Payment Obligations by delivering payments
as required by the Merger Agreement.4?2 Find-
ing it unimportant from whose coffers the cash
for the Contingent Payments came, and noting in
particular that all required payments had been in
fact made, the Court granted NXP’s motion for
summary judgment.43

Conclusion

Vice Chancellor Glasscock’s decision in
Coughlan confirms, particularly when read in
conjunction with earlier decisions such as the
Liberty case discussed above and Vice Chancellor
Parsons’s 2007 decision in Twin Bridges Limited
Partnership v. Draper,* that at least some mem-
bers of the current Court of Chancery consider
the step transaction doctrine a potential tool
to interpret the conditions under which techni-
cally separate but related transactions should be
treated as one for purposes of contract interpre-
tation. As noted above, the Delaware Supreme
Court did not address the issue in Liberty at the
appeal stage of that case but appears to have ear-
lier endorsed the application of the step trans-
action doctrine under certain circumstances in
Gatz v. Ponsoldt.#5 Importantly, though the Gatz
Court did not apply the step transaction doctrine,
its decision to analyze a recapitalization as two
transactions, and not the single transaction its
proponents presented it as, effectively mirrored
the considerations of the Court of Chancery in
Coughlan and other cases cited above, as the Garz
Court reasoned that a contrary analysis would
“unjustly exalt form over substance.”46
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Given this line of decisions, including the
recent Coughlan decision, it seems that the step
transaction doctrine’s role in contract interpreta-
tion (and possibly beyond) under Delaware law is,
at least for now, well-established. Parties drafting
an agreement enforceable in Delaware or under
Delaware law therefore would be wise to take care
when crafting a provision under which the issue of
combining nominally separate asset-transferring
transactions might arise. Having rejected the
argument that application of the step transaction
doctrine under such circumstances would fail to
effectuate the parties’ intent, Delaware Courts
have shown themselves willing to use the doctrine
to fill in where a contract wants for specificity.
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