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Material Adverse Change Conditions
and Ordinary Course Covenants in
Pandemic-Tested Acquisition Agreements
In business acquisitions, it is important to

and that the seller failed to operate the

transaction was originally slated to close on

the buyer that the business he or she has

business in the ordinary course. Many of the

April 17, 2020.

agreed to buy does not change dramatically

cases settled after the parties revisited the

between signing and closing. As the

economic terms. One of the cases, AB Stable

Hotels asserted that it was not obligated

pandemic’s severity became apparent, it

VIII LLC v. Maps Hotels and Resorts, 2020 WL

to close because, among other reasons,

changed nearly every business, most in

7024929 (Del. Ch. Nov. 30, 2020), proceeded

the business had undergone a material

a material way. As a result, many of the

through trial and the decision offers some

adverse change since signing (also known as

contractual risk-shifting devices designed to

valuable lessons for future drafting and

a “material adverse effect” (MAE), the term

ensure continuity between what the buyer

navigating an acquisition process through a

used in the acquisition agreement) and AB

agreed to buy at signing and what is handed

worldwide upheaval.

Stable failed to operate the business in the

over at closing were put under a stress test.
Buyers looking to escape their pre-

AB Stable VIII LLC is a holding company
for upscale hotel properties in the United

On the scheduled closing date, Maps

ordinary course. AB Stable then sued to force
the closing.

pandemic agreements and not be stuck with

States that was owned by the Anbang

dramatically damaged businesses filed a

Insurance Group of China and is now held

had a material adverse effect on the luxury

In ordinary speech, the pandemic clearly

number of cases in the Delaware Court of

by Dajia Insurance Group, the successor

hotel business. The hospitality business

Chancery. Those cases tended to claim that

to Anbang. AB Stable leased the hotel

collapsed as the pandemic took hold. AB

the buyer was excused from closing because

properties to hotel managers, but it also

Stable’s “financial performance deteriorated

the pandemic had caused a material adverse

maintained a high level of direct involvement

at an accelerating rate” and its “outside

change to the business being acquired

in the hotel operations at the properties and

auditors discussed whether the Company’s

was not a mere landlord. AB Stable entered

financial statements needed to [include] a

into an acquisition agreement with Maps

going-concern qualification.”

McCollom D’Emilio Smith Uebler LLC

Hotels and Resorts on September 10, 2019,

But an acquisition agreement is not

under which Maps Hotels would acquire the

ordinary speech, and instead involves

Little Falls Centre Two
2751 Centerville Road, Suite 401
Wilmington, Delaware 19808

membership interests in an intermediate

“verbal jujitsu” as the court described it.

holding company that held hotel properties

“The standard MAE provision … plac[es] the

for a total purchase price of $5.8 billion. The

general risk of an MAE on the seller, and
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then us[es] exceptions to reallocate specific

implemented to respond to the COVID-19

categories of risk to the buyer. Exclusions

pandemic obviously deviated from how the

from the exceptions return risk to the seller.”

[business] normally operated and therefore

Ultimately, the court found that no material

fell outside the ordinary course of business.

adverse effect, as defined in the agreement,

Seller responds that management must

had occurred.

be afforded flexibility to address changing

The MAE clause at issue was particularly

circumstances and unforeseen events,

seller-friendly. The court found that the

including by engaging in ‘ordinary responses

buyer, Maps Hotels, was left to bear the

to extraordinary events.’”

risk of general “calamities” that included

The court found that the case law dictated

pandemics and other “systematic” and

the relevant analysis was to “compare the

“structural” risks. The MAE clause did

company’s actions with how the company has

not even provide a favorable outcome

routinely operated and hold that a company

for the buyer if a systematic event had a

breaches an ordinary course covenant by

disproportionate effect on the acquired

departing significantly from that routine.”

business. The court found that the “omission

The provision at issue in the case “impose[d]

of a disproportionality exclusion signals

an unconditional obligation to operate in

a seller-friendly MAE clause.” As a result,

the ordinary course consistent with past

the buyer was unable to argue that the

practice.” Since past practice did not involve

especially dramatic effect on the luxury hotel

making the drastic changes the seller did,

properties at issue would excuse it from

seller had breached its obligation to operate

closing.

in the ordinary course and the buyer was

Lesson One:

excused from closing. The court reached this

Insistence on a disproportionality
exclusion under which the buyer will
be excused from closing if a worldwide
calamity is especially damaging to the
acquired business is a common provision
that should not be overlooked.
The buyer lost the material adverse

finding even though it also found that the
“circumstances created by the pandemic
warranted those changes, and the changes
were reasonable responses to the pandemic.”
Reasonableness in response to extraordinary
events was not the relevant standard imposed
by the contract.
In light of the court’s findings and other

The court found that
the case law dictated
the relevant analysis
was to “compare the
company’s actions
with how the company
has routinely operated
and hold that a
company breaches
an ordinary course
covenant by departing
significantly from that
routine.”
Lesson Three:

The court noted that there was a safety
valve that might have allowed the
seller to take its ordinary responses to
extraordinary events. The agreement

change battle, but it won the war. The buyer

provisions in the acquisition agreement,

was excused from closing because AB Stable

it ordered that the buyer be paid back

failed to operate the business in the ordinary

its deposit of $581 million and recoup its

course under the pressures of the pandemic.

transaction fees and expenses as well as its

In response to the pandemic, AB Stable

litigation fees and expenses.

not be unreasonably withheld. If seller had

had closed two of the 15 hotel properties

Lesson Two:

extraordinary responses, it may have kept

completely for some time and most were
operating as “closed but open.” Among
other dramatic changes: staff were laid off;
hotel restaurants were shut down; other
amenities were severely curtailed or shut
down; marketing expenses were cut yearover-year by as much as 76 percent; and all
non-essential capital spending was placed
on hold.
The court summarized the competing
positions succinctly. “Buyer argues that
the radical changes that management

An ordinary course covenant and material
adverse change condition address different
risks. A material adverse change condition
“is concerned primarily with a change in
valuation, irrespective of any change in
how the business is being operated.” An
ordinary course covenant “recognizes that
the buyer has contracted to buy a specific
business with particular attributes that
operates in an established way.” In drafting
the provisions, care must be taken to
ensure that both risks are addressed and

provided that the seller could ask for the
buyer’s consent to take actions outside of
the ordinary course and such consent could
consulted with the buyer before taking its
buyer in the transaction.

Lesson Four:

The court noted that the ordinary course
covenant could have been drafted to provide
that only a deviation from the ordinary
course that constituted a material adverse
change would excuse buyer from closing, but
the ordinary course provision at issue did
not. It did not allow seller to take ordinary
responses to extraordinary events without
jeopardizing the transaction.

that their interaction is sensible.
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