The récession has shown that lenders
should tighten the wording of their loan
covenants, including more strictly defining
what constitutes a material adverse
change (MAC). MAC clauses often treat
materiality broadly and subjectively,
providing that'the occurrence of a
“matertal adverse change” in business,
operations or financial conditions
constitutes a default by the borrower under
the loan. Narrowly defining a material
adverse change limits the subjectivity. The
broader the terms-of 2 MAC clause, the
less clarity the parties (and a court) have
in:evaluating whether the clause applies to
a particular set of circumstances. Broadly
defined, MAC clauses ate not always to
the lender’s advantage, since lenders are
usually reluctant to declare a default based
solely on a violation of a MAC clause.

Specific MACs enable the lender. to more
closely monitor a borrower and identify
events that could potentially lead'to
répayment problems. Adverse changes
couild include indicators of financial
performance or events particular to’ the
financed project itself {such as the humber
of unsold units ih a commercial prqperty :
. or tinusual cost éverruns ina :‘const'ruction :
. project). By 1dent1fymg spec1ﬁc criteria
»that constitute a'material advérse change,
lenders proactively identify and address
developing problems and-create a dialogue
with their borrowers before the problems
jeopardize repayment of the loan. For
in-house counsel to craft such specific
covenants requires working closely with
the loan officer-and the borrower to fully
understand the borrower’s business and
financial statemerits. But because defaultis
in no one’s best interest, the benefits from
specifying and monitoring MAC terms
justify the‘effort,
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- 3. Third partles 1nclud1ng development

i -
ANSACTIONS

The “probleny loans” that have gone into
default int the past 12 months show that
lenders must-better understand the impact of
the following key factors on 1) borrowers;
2) borrowers’ collateral-arid 3) the rights of
third parties in loan transactions.

1, Lenders must understand the
“interrelationships among borrowers and
their affiliated comipanies; patticularly

- those relationships that may give rise to
-contingent liabilities that may affect loan
repayinent. Be ¢autious:in cross-soliciting
personal and business loans with the
same borrower because of the ripple
effect that any financial problems can
have. Conducting due dlllgence 1nclud1ng
Internet tesearch, will help uncover:

2 b}orrower s past litigation; ﬁnanual

7 problems or public controversies;

S 2 %Bié aware that certain types of collateral

réq‘uﬁr‘e lenders to take special stéps for
' ‘perfectmg their lien. For cxample, liens -
; on an'craft boats and mining rights may
o vrequlre filings with various local, state

- .and federal agencies: Real estate imay, have
¢ oning and permitting lithitations and
testrictive covenants that make the propertyi:~<

» hard to sellif the lenderforécloses Apain

* proper advance dué diligence can reveal -

nany potential problems. ..

authotities, other lenders and
-homeowner associations, may have

rights to repayment of their obligatidns
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if the lender forecloses on'a property.
“ Lenders should enisure thatall:such

third-party rights are disclosed and

understood before the loan is'made.

Given the consequences of unforeseen risks
and ligbilities; bank in-house counsel should
develop due diligence checklists thatloan
officers can use to-assess loan transactions.
Being methodical and vigilarit about
completing athorough checklist will help

-~ locate issues requiring further-investigation,
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Banks face increased litigation risks over
previously accepted business practices that
plaintiffs now allege caused or worsened
the credit crisis.

For example, consumers who default on
mortgages frequently charge that lenders
granted loans inappropriate for borrowers’
credit history and income, and seek class-
wide relief that would challenge bank
lending standards. Consumer litigants
also pursue class damages for such-bank
business decisions as the assessment of
overdraft fees, the reduction of hone
equity credit lines, and the incredse of
credit-card initerest rates withoit régard
to credit history. Banks can defend these
cases by raising merit defenses, such as:
the banks fully disclosed the challénged
practices to the consumers.and, in the
case ‘of class defenses, demonstrating that
class status is inappropriate given the
wide differences in individual financial

¢ircumstances. Also, banks can seek to

compel arbitration of financial claims;
however, legislation pending in Congress
could sharply limit future arbitration ase:

+Allegedly i 1nappropr1ate consumer loans

-+ havé also spurred lawsuits agamst banks -~
by insurérs that have:paid on loss claims -

-7 and-note holders that have lost money.on

financial products securitizing nowsdefaulted

~consumer loans. Insurers seek to recover

their payments by suing banks for failure
to follow prudent underwriting gidelines
in originally granting the loans. Many of
these lawsuits target banks’ entire loan
portfolios, but banks can argue that the
business decisions should be sctutinized on
an individual basis and not pertfolio-wide.

Given the severity of the financial crisis,
more lawsuits against banks are likely in
state and federal courts. In-house counsel
should closely follow emerging case law
trends, and should actively advise on
litigation risks from otherwise standard
business decisions.
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