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“I keep going to a lot of places and ending up somewhere I’ve already been.”
— Don Draper in “Mad Men”
The CARES Act and corresponding paycheck protection program (PPP) provisions
continue to provide fertile ground for discourse concerning policy implications and legislative
intent amid an unprecedented pandemic. In the early months of implementing the CARES Act’s
PPP provisions, the bankruptcy world was particularly fraught with such debate.2 Courts across
the country grappled with the SBA’s authority to enforce rules prohibiting access to the $659
billion of relief afforded to small businesses solely based on their status as debtors in bankruptcy.
Although that phase of litigation appears to have concluded, debtors who received PPP
loans and are now seeking loan forgiveness may need to clear a new hurdle. Specifically, lenders
of the PPP loans may refuse to process a borrower’s application for loan forgiveness because the
applicant’s filing of bankruptcy constituted a default under the terms contained in the PPP loans.
Despite going to a lot of places and engaging in what has affectionately been referred to by one
commentator as the “SBA Tango,”3 debtors may end up somewhere they have already been: in
front of a bankruptcy court seeking the relief necessary to have their PPP loan forgiven.
A New Hypothetical Challenge
Consider the following hypothetical: A small business applies for and receives a PPP
loan. The small business uses the funds for approved purposes under the PPP provisions and
would otherwise be entitled to forgiveness. Faced with continued financial problems caused by
the pandemic, the small business files for bankruptcy and subsequently applies for loan
forgiveness. The lender refuses to process the loan-forgiveness application because the loan
defines an event of default to include the filing of a bankruptcy petition.
Now, the debtor, who otherwise qualified for loan forgiveness under the PPP provisions,
is saddled with an unforgiven debt only because the debtor filed for bankruptcy. This latest
approach comes on the heels of the numerous hurdles the SBA has already thrown up to limit
access to these funds available to a certain group of distressed borrowers.
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The CARES Act
As discussed at great length in the suits seeking to enjoin the SBA from prohibiting
access to PPP loans based solely on an applicant’s filing for bankruptcy, the CARES Act’s PPP
provisions never once mention the word “bankruptcy.” Section 1106 of the CARES Act details
the requirements for a PPP loan to be forgiven. Section 1106(b) states that a PPP loan recipient is
eligible for forgiveness of a PPP loan provided that the loan was used on payroll costs, any
payment of interest on any covered mortgage obligation, any payment on any covered rent
obligation and any covered utility payment. Section 1106(e) outlines what is required to be
included in an application. Nowhere in any of these sections is an event of default mentioned or
defined.
Ipso Facto Clauses
Events of default based on a borrower filing for bankruptcy are common in financing
agreements. So-called ipso facto clauses also have a long history in bankruptcy. The Fourth
Circuit defines an ipso facto clause as a contractual provision that causes a debtor to immediately
default under the terms of a contract upon filing for bankruptcy protection.4 Bankruptcy courts
generally disfavor ipso facto clauses.5 The origins of the Bankruptcy Code’s disapproval of ipso
facto clauses are found in 11 U.S.C. §§ 541(c) and 365(e)(1).6
Possible Solutions
Debtors whose applications for loan forgiveness are rejected by a PPP lender based solely
on a bankruptcy ipso facto clause may have a couple of procedural mechanisms at their disposal.
Debtors could object to the lender’s claim. Debtors could also consider initiating an adversary
proceeding and seeking declaratory relief that the ipso facto clause is unenforceable. Under
either of these options, debtors may consider relying on § 525’s anti-discrimination provisions or
alternatively argue that the ipso facto clause is unenforceable based on public policy.
Debtors who choose to argue that the lender’s refusal to process the loan-forgiveness
application based on a bankruptcy filing violates § 525’s anti-discrimination provisions may be
aided by Treasury Secretary Steven Mnuchin’s recent comments before the House Small
Business Committee. On July 17, 2020, Treasury Secretary Mnuchin suggested that the Trump
administration would support a proposal from U.S. banks that the paycheck protection program
should see loans under $150,000 automatically converted into grants.7 As those who followed
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the litigation between debtors and the SBA will recall, the classification of PPP money as
“loans” or “grants” was determinative for many courts in holding that § 525 did not apply. Those
courts determined that § 525’s anti-discrimination provisions did not apply because § 525(a)
only prohibits a governmental unit from discriminating against debtors in denying a “license,
permit, charter, franchise, or other similar grant” (emphasis added).
Treasury Secretary Mnuchin’s recent suggestion provides debtors with ammunition for
the argument that money provided for under the PPP provisions is in fact a “grant.” Treasury
Secretary Mnuchin’s comments are consistent with comments previously made by Sen. Marco
Rubio (R-Fla.).8 Although § 525(a) only applies to a governmental unit and not to private lenders
who made these loans, lenders will have a difficult time arguing that the ipso facto default
provisions contained in their loan documents were the result of rules promulgated by the SBA.
As to the public policy argument, debtors have ample case law supporting bankruptcy
courts’ tendency to look to public policy to refuse to enforce ipso facto clauses.9 Not only do
ipso facto clauses arguably contradict the fresh-start policy of the Bankruptcy Code, they also go
against the intent to provide forgivable loans to small businesses adversely impacted by the
pandemic.
Conclusion
The hypothetical presented above is a novel issue for debtors and differs from the SBA’s
prohibition against debtors having access to the PPP loans in the first place. To begin with, in
this hypothetical it is the lender bank who is arguably violating the Bankruptcy Code, not the
SBA. Unlike the situation in which the SBA enforced rules prohibiting access to PPP loans based
on an applicant’s status as a debtor in bankruptcy, the lender bank is refusing to process loanforgiveness applications. Furthermore, although the SBA arguably had the rule-making authority
as an agency to promulgate and enforce such rules it deemed necessary to carry out legislative
intent, the lenders do not have the benefit of courts applying the Chevron deference. While some
courts justifiably deferred to the SBA and refused to enjoin the agency from enforcing rules that
prohibited debtors from accessing the funds, lenders will not enjoy the same deference. Lenders
will have to argue that these ipso facto clauses are enforceable and that they do not violate the
Bankruptcy Code or public policy.
As debtors have already learned, although the PPP provisions seemingly provided muchneeded relief in times of unparalleled economic uncertainty, there is no such thing as a free
lunch. Whether it is the SBA or the private lenders creating the hurdles, debtors seem to end up
somewhere they have already been: being denied forgiveness of loans seemingly intended to
serve as a lifeline in trying times.
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