
Material Adverse Change Clauses During Market Turmoil
Most contracts for significant “balance sheet” transactions, such as mergers and acquisitions and debt financings, contain a material adverse
change (MAC) clause that enables a party (usually the buyer or source of financing) to identify a significant negative event the occurrence of
which before closing would allow such party leverage to renegotiate the transaction terms or to walk away from the deal. In simplified terms, a
buyer does not have to buy or a lender does not have to lend if a MAC occurs. The MAC clause is designed to address unanticipated adverse
events or circumstances not in effect at the time of contracting.

The recent crisis in our financial markets and the resulting credit crunch not only is itself a potential MAC, but has contributed to a downturn in
other economic activity that is a potential MAC. To be blunt, the recent downturn has made many potential transactions less attractive, and
potential parties are likely looking for legal excuses not to close. The result is that every significant transaction with a MAC is undergoing a
higher level of scrutiny and there will likely be increased litigation over MACs.

What is a MAC?

The words “material adverse change” seem fairly straightforward. But as with many other seemingly simple concepts, the devil is in the details.
One broad issue traditionally addressed in the drafting and interpretation of MACs is the question of whether a deterioration in overall economic
or market conditions should constitute a MAC. Indeed, in many transactions, parties intend to be bound to close, even if overall conditions
change, as long as the relevant company’s specific circumstances are unaffected. For example, parties to a merger agreement may not want the
agreed-upon price or a party’s obligation to close to be affected by a change in market interest rates. On the other hand, in a financing
transaction, a lead lender or underwriter may absolutely intend to have an “out” in the event of an overall market disruption. This has led to a
distinction between a MAC tied only to the relevant company’s unique circumstances (“Company MAC”) as compared to a broader MAC that
would also pick up adverse changes in the overall economy or relevant markets (“Market MAC”).

Company MACs

Generally, a Company MAC is defined as “any event, condition or change that materially and adversely affects or could reasonably be expected
to materially and adversely affect the assets, liabilities, business, financial condition or results of operations of the company.” In recent years,
parties (particularly sellers) have been increasingly successful in negotiating specific exclusions to the Company MAC for events outside the
company’s control, such as these:

Changes in general political, economic or financial market conditions that do not disproportionately affect the company 

Changes in industry conditions that do not disproportionately affect the company

Changes that result from the announcement of the transaction

Changes in generally accepted accounting principles

Changes in laws

Acts of terrorism or war

Failure of the company to meet its financial projections or a decline in the company’s stock price

Company MACs have failed to sufficiently protect buyers as courts have proven reluctant to allow the buyer to use the Company MAC to
walk away from a deal. In fact, in a recent case, the court noted that the Delaware courts have never found for a buyer on a Company
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MAC claim. In Hexion v. Huntsman (Del. Ch. 2008), the court found that a Company MAC did not occur when the target company’s
business declined prior to closing due to disappointing earnings as compared to the prior year, an increase in net debt and a significant
decline in projected results. The court evaluated the changes to the target company’s business based on the impact to “long-term earnings
power” and relied on historical EBITDA rather than projections. The court observed that the target’s failure to meet projections was not
relevant where the purchase agreement included specific language disclaiming reliance on projections. 

As unstable market conditions persist, expect parties to push to increase the effectiveness of the Company MAC. Emerging trends may include: 

Increasing inclusion of a downturn in a company’s prospects in the Company MAC. Sellers have traditionally been successful in excluding
a negative effect on its prospects from the Company MAC, arguing that the buyer should bear the risk of the company’s future
operations. Under current market conditions, buyers will be less likely to accept this risk.

More limited exclusions from the Company MAC. Buyers will be rethinking the exclusion of a decline in general market conditions and
may push to have a decline in projected results specifically constitute a Company MAC or, at a minimum, language that reliance on
projections is not disclaimed for purposes of determining whether or not a Company MAC occurred.

More objective Company MAC language, such as specific monetary declines and measurement periods.

Less general reliance by buyers on Company MACs, resulting in increasing identification of transaction-specific closing conditions to
address specific risks.

Increasing use of simultaneous sign-and-close transactions.

Market MACs

Expect a renewed focus on Market MACs as well. A Market MAC condition generally excuses a party (typically a lender) from funding if there
has been a material adverse change in general economic conditions or the financial markets, sometimes with a specific reference to a relevant
market such as the loan syndication market.

Before the recent credit crisis, when acquisition financing was abundant, so-called covenant-lite financing commitments that contained limited
conditions to the lender’s obligation to fund were common. With the tightening of the credit markets and the corresponding decrease in
borrower leverage, Market MACs have reemerged as the norm. Under current market conditions, expect lenders to continue to use Market
MACs to allocate market risk to borrowers:

Lenders will push for broad language to trigger a Market MAC.

Lenders may insist on shorter-term commitments to alleviate the risk of market disruption.

Expect increased use of “market out” and “market flex” provisions that enable parties to renegotiate terms to reflect current market
expectations for such terms.

We also expect that Market MACs will be considered and used increasingly in nonfinancing transactions as parties come to anticipate further
unforeseen repercussions of the financial markets crisis.

Conclusion

MACs have become important again. For a while, they were not much more than a lawyer’s attempt to protect a client from the truly
unforeseen, with little expectation that they would need to be used. In a time of uncertainty, it behooves all contracting parties to give more
thought to unexpected developments and how those developments should alter, if at all, the parties’ arrangements.
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