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Material Adverse Change (MAC) Clauses in M&A Transactions
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For more than a decade, China has been a popular destination
of foreign mergers and acquisitions (“M&A”). While Chinese sellers
are excited for the opportunities to capitalize on their business or
to partner with foreign companies, it is not uncommon that such
sellers dread the thick and detailed transaction documents that
contain substantially foreign concepts. This article is intended to
help explain one such typical concept in M&A deals pertaining
material adverse change (“MAC”) or material adverse effect (“MAE")

provisions, helping to identifv advantages and disadvantages
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provided to transacting parties, as well as comment on the climate
for negotiations with respect to MAC, or MAE. The Introduction
explains MAC, or MAE, and the role that the relevant clause
plays in an agreement. The main text provides a case study of the
important and precedent-setting ruling in Hexion v. Huntsman from
the Delaware Court of Chancery (US) in October, 2008, regarding
the use of MAC clauses in M&A transaction documents. Annex
| provides an abridged text of the MAC provision in Hexion v.

Huntsman.



Introduction

MAC or MAE provisions in an agree—ment generally consist of
two elements of an acquisition agreement. In the first, the MAC or
MAE definition de—secribes the circumstances that would constitute
a material adverse change or effect on the target. This definition is
used in the representations and warranties of the target or sellers, i.e.,
“The company’s contracts are in full force and effect, except as would
have a Material Adverse Effect.”

The definition is also used to delineate the circumstances
that, upon their occurrence, permit a buyer to withdraw from the
transaction without penalty. This latter use is known in common
parlance as the “MAC out” and appears in the buyer’s conditions
precedent to close, i.e., “there shall not have occurred a Material
Adverse Change in the company.” The other side is the listing of
specific events, the “MAC exceptions,” that would prohibit a buyer
from backing out of a deal. The elements of MAC clauses generally
are negoti—ated heavily, with sellers attempting to narrow the MAC
definitional elements and include as many exceptions as possible, and

buyers doing the reverse.

MAC After Huntsman

In the wake of the Hexion v. Huntsman ruling in October, 2008,
there are important lessons to take away from the court’s ruling
and rationale regarding MAC provisions. Unlike China, a civil law
country, whose law is stipulated in codes, the United States has a
case law system, often referred to as a “common law” system. Prior
decisions made by competent courts are binding on subsequent cases.
Therefore discussing the specifics of a particular ruling made by a US
court not only has illustrative effect, but is also helpful in securing a
strong negotiating position should disputes arise. In addition to MAC,
the Huntsman case dealt with the concept of “reasonable best efforts”
il the context of the buyer obtaining financing for the acquisition, a
sitbject which goes hand-in-hand with MAC, as such obligation is
conditioned upon there being no MAC, and is particularly important
when credit markets are volatile and the valuation and performance
of target companies are uncertain. One effect of the credit crisis
is being seen readily in the increased attempts by buyers to walk
away from signed M&A deals by stating that a MAC had occurred
with respect to the target. This section is aimed to serve as a quick

reference guide for considerations of the aforementioned topics.

Background

In October 2008, the Delaware Court of Chancery rejected the

efforts of Hexion Specialty Chemicals Ine. and its affiliate (“Hexion”)
to avoid consummating a 510.6 billion leveraged cash acquisition by
merger of Huntsman Corp. (*Huntsman”) and granted Huntsman the
remedy of specific performance, ordering Hexion to comply with the
terms of the merger agreement (the “Agreement”).

The Agreement contained a standard condition that Hexion's
obligations were conditioned on Huntsman not experiencing a MAE
from the date of the Agreement through the closing date. It also
specifically provided that if Hexion had “knowingly and intentionally”
breached its covenants, its liability to Huntsman would not be
limited to the $325 million dollar termination fee that it could pay to
terminate the transaction if it otherwise complied with the Agreement.

During the Spring of 2008, Huntsman reported disappointing
financial results for the first fiscal quarter. Hexion argued that the
failure of Huntsman to meet its projected quarterly targets constituted
ann MAE for purposes of the Agreement, thereby excusing Hexion
from completing the transaction.

In his decision, Vice Chancellor Lamb found that Huntsman
had not suffered an MAE, and that Hexion had “knowingly and
intentionally” breached a number of its covenants under the
Agreement, including the covenants regarding the financing.
Consequently, the Court granted Huntsman's request for specific
performance, and ordered Hexion to perform all of its covenants and
obligations under the agreement (with the exception of the ultimate
obligation to close because the Agreement expressly provided that the
remedy of specific performance was not available with respect to that
obligation).

The Court's consideration of the major arguments of the parties
are discussed below, along with the corresponding takeaway points

for future transactions.

The MAE Clause

In a decision consistent with other cases in which the Delaware
courts have examined MAE or MAC clauses, the Court rejected
Hexion's argument that Huntsman had experienced an MAE. Vice
Chancellor Lamb remarked that it was no coincidence that Delaware
courts have never found a MAE to have occurred within the context of
a merger agreement. In the absence of clear language to the contrary,
the Court found that the burden of proof rests on the party invoking
the MAE clause and seeking to excuse its performance under the
contract.

® Takeaway Point #1: MAE Burden of Proof (“BOP") is heavy

on the buyer.
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o Buver has a “heavy burden” to prove MAE. No Delaware

court had ever found for a buver on a MAE claim.

o BOP is on buyer because it is partv seeking to excuse
performance under contract. It does not matter whether MAE is a
representation, warranty, or condition to closing.

o In a footnote, the judge noted that the burden of a MAE can
be shifted by contract, that MAE is a creature of contract and its
interpretation can be altered by the parties.

o Lesson Learned: Consider specifically allocating BOP in the
merger agreement.

The Court noted that, in examining an MAE clause, the
important question is “whether there has been an adverse change in
a target's business that is consequential to the company's long term
earnings over a commercially reasonable period” (i.e., years rather
than months). As the Delaware Chancery Court had previously noted
il another case, “a short-term hiceup in earnings should not suffice;
rather an adverse change should be material when viewed from the
longer-term perspective of a reasonable acquirer.” In analyzing the
decline in earnings, the Court stated “for such a decline to constitute
a MAE, poor earning results must be expected to persist significantly
into the future.”

* Takeaway Point #2: Adverse change duration

o Buyer must show that there has been an adverse change
consequential to the long-term earnings of the target company—

measured in years, not months. A short-term set-back in earnings is

_.-——Lxr//ﬁ-//‘f_\\t\
th €7 4 i % 42 4 98 54 :
z 19 & Fewrvmear hH £ R A
AR E R B W
Feriar AT, ) ML Forver l@'.
W e dARDS

58 THE CHINA DEALMAKER

not an MAE.

o Lesson Learned: MAE is a “backstop” protecting the buyer
from “unknown events” that threatens target in a “durationally-
significant manner.”

Hexion based its claim that an MAE had occurred (and,
therefore, that it was excused from consummating the merger
or paying the $325 million termination fee) on three factors: (i)
disappointing results in earnings since signing the Agreement relative
to management's projections, (ii) an increase in net debt contrary
to expectations, and (iii) underperformance of two of Huntsman's
divisions. The Court rejected all three arguments; in reaching its
conclusions, the Court found:

(a) Huntsman's “failure to hit its forecasts cannot be a predicate
to the determination of an MAE in Huntsman's business,”given
that the Agreement specifically excluded projections, forecasts and
estimates from Huntsman's representations and warranties, and
allocated to Hexion the risk that Huntsman's performance would
not live up to management's expectations at the time. Hexion had,
therefore, failed to demonstrate the existence of an MAE in order to
negate its obligation to close;

(b) Because Hexion's original financial models which considered
Huntsman's projected reduction in net debt to be not more than “an
added attraction,” accordingly, Hexion could not now claim that even
a 5% increase in net debt as against expectations should excuse its
obligation to perform; and

(c) the Agreement required a
MAE to be determined based on an
examination of Huntsman as a whole,
and not an examination of selected
divisions “only tangentially related
to the issue.” The court was also
satisfied that the underperformance
was “short-term” in nature, and that
Hexion was aware of the cyclical
nature of one of the division’s
businesses.

¢ Takeaway Point #3:
Appropriate benchmark for
measuring “materially adverse”

o Performance since Agreement
v. expected performance (e.g. 2008
EBITDA is 32% less than June 2007
forecast of 2008 EBITDA)



Compared performance since the execution of the Agreement
against industry indexes

Backward and forward looking comparison using a variety of
metrics (EBITDA, EBITDA margin, EPS, stock price, value, debt)

o Relevance of “disproportionate” peer comparison

Ounly if there has been an MAE

Relevant only to carve-outs

o Performance since Agreement v. historical performance (e.g.
2008 EBITDA only 7% less than 2007; 2007 only 3% below 2006)

Agreement disclaims representations and warranties regarding
projections

* Requiring target to substantially meet its forecast targets as a
condition precedent would void disclaimer

* Not a fraudulent inducement case; contract claim and contract
allocated risk to Hexion of missing projection

Target projections to show no reasonable expectation of MAE as
compared to past performance

o The correct metric—EBITDA v. EPS

Earnings per share (“EPS”) is a function of capital structure—
effects of leverage

Acquirer for cash is replacing the capital structure of target

Results of operations is what matters (EBITDA)

o Lessons Learned:

Consider specifying the benchmark and metric(s) to use to
determine MAE.

Non-reliance language on projections has a broad application.
Year-to-year comparison of results to ascertain a MAC is preferable.

Make carve-outs specific. E.g., what does disproportionate
mean? [s below the mean sufficient? Does disproportionate effect
have to be statistically significant? What peer groups used to measure
disproportionate? Because Judge Lamb found that the exclusions to
the MAC need not be considered, how these exclusions are read,
particularly the term “disproportionality,” is still an open question.

“Ounly to the extent” language should be significant protection
to seller: For “changes” to be relevant, buver should have to identify
and quantify the portion of the change that disproportionately affected
seller relative to other persons in the industry. Specifv that part of
the change that also affects others should not be counted toward an

MAE.

Conclusion
Although the Delaware Chancery Court decided in favor of

the seller, Huntsman, it is important for Chinese sellers and target

companies to understand the rationale behind such decision and
the basic rules how a MAC clause operates to the advantage and
disadvantage of one party. We hope the foregoing discussions will
facilitate Chinese companies to be Dbetter suited in negotiating a

favorable agreement with their foreign counterparts.

Annex |

The following is the MAC clause from the Hexion v. Huntsman
case. The original text contains much more sub-sections and details
which reflects a heavily negotiated position. The abridged part below
represents how a more standard MAC provision appear:

“A "Company Material Adverse Effect” means any occurrence,
condition, change, event or effect that is materially adverse to the
financial condition, business, or results of operations of the Company
and its Subsidiaries, taken as a whole; provided, however, that in
no event shall any of the following counstitute a Company Material
Adverse Effect:

(A) any occurrence, coundition, change, event or effect
resulting from or relating to changes in general economic or financial
market conditions, except in the event, and only to the extent,
that such occurrence, condition, change, event or effect has had a
disproportionate effect on the Company and its Subsidiaries, taken
as a whole, as compared to other Persons engaged in the chemical
industry;

(B) any occurrence, condition, change, event or effect that
affects the chemical industry generally (including changes in
commodity prices, general market prices and regulatory changes
affecting the chemical industry generally) except in the event, and
only to the extent, that such occurrence, condition, change, event
or effect has had a disproportionate effect on the Company and
its Subsidiaries, taken as a whole, as compared to other Persons
engaged in the chemical industry; or

(C) the outbreak or escalation of hostilities involving the United
States, the declaration by the United States of war or the occurrence
of any natural disasters and acts of terrorism, except in the event,
and only to the extent, of any damage or destruction to or loss of the

Company's or its Subsidiaries’ physical properties.
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