
I
n the wake of the global COV-
ID-19 pandemic, Congress hur-
riedly passed a host of eco-
nomic relief bills to provide 
“American workers, families, 

and small businesses fast and 
direct economic assistance and to 
preserve jobs.” The Coronavirus 
Aid, Relief, and Economic Security 
Act (CARES Act) was enacted in 
March 2020 to provide over $2 tril-
lion in economic relief. The CARES 
Act included the Paycheck Protec-
tion Program (PPP) and certain 
follow-on acts that injected over 
$650 billion for small business 
and their employees. Additionally, 
small businesses were granted the 
right to apply for Economic Injury 
Disaster Loans (EIDL) offered by 
the U.S. Small Business Adminis-
tration (“SBA”).

While we assume lawmak-
ers had the best intentions, the 
hasty implementation of such an 

unprecedented stimulus package 
has resulted in unforeseen conse-
quences and marked inconsisten-
cies in its application. We highlight 
several of these outcomes and dis-
crepancies, including how accept-
ing crisis funding could lead to 
a company becoming more dis-
tressed, how bankruptcy courts 
are inconsistently ruling on the 
ability for Chapter 11 debtors to 
receive PPP loans and how chang-
es to the Bankruptcy Code altered 
the rights of equity holders and 
debtholders.

 Loan Forgiveness Out  
Of Reach

The PPP was intended to expedi-
tiously deliver loans to businesses 
affected by the pandemic, with 

funds becoming fully or partially 
forgiven if a substantial majority 
of the loan proceeds were utilized 
to fund payroll costs. On June 5, 
2020, Congress passed the Pay-
check Protection Flexibility Act 
(the “Flexibility Act”) in order to 
ease conditions for small busi-
nesses and other PPP borrowers to 
qualify for full loan forgiveness by 
reducing the percentage required 
to fund payroll. Initially, business-
es were required to utilize 75% of 
the loan in eight weeks for payroll 
costs at pre-pandemic staffing lev-
els. The Flexibility Act reduced the 
requirement to 60% and extended 
the time to spend the funds to  
24 weeks.

While this amendment was well-
intentioned, many small busi-
nesses still may fall short of full 
forgiveness. If borrowers continue 
to operate at reduced staffing lev-
els and do not rehire employees 
furloughed during the shutdown—
which many cautious companies 
have done—they would receive no 
or partial, not full, loan forgiveness. 
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By the time a distressed business 
receives funds, its payroll would 
have likely been reduced to a 
survival level.

Forgiveness simply will not work 
for companies operating on a lim-
ited basis or not at all, or for those 
where payroll is relatively low ver-
sus inventory and supply costs. 
Further, the law sets a double 
standard regarding repayment: 
PPP borrowers who received loans 
before June 5 will continue to be 
required to repay the loan within 
two years while those receiving 
loans after that date will have five 
years.

In the worst cases, borrowers 
that accept PPP funds but are 
unable to meet loan forgiveness 
requirements may end up with a 
heavier debt load—exactly when 
they can least afford it. As such, 
these distressed borrowers will 
face additional interest expenses 
on top of on-going cash flow dis-
tress and, in the event of bankrupt-
cy, permanent incremental debt 
which will further impair equity 
holders.

Borrowers and PPP Loans

Since April 2020, bankruptcy 
courts have wrestled with the 
question of whether companies 
in bankruptcy can access PPP 
loans. While there are a number of 
bankruptcy courts that prohibited 
the SBA from refusing a debtor’s 
PPP loan application, the SBA 
views debtors in bankruptcy as 

having “an unacceptably high risk 
of an unauthorized use of funds 
or non-repayment of unforgiven 
loans” and determined that debt-
ors in bankruptcy are ineligible to 
receive PPP loans.

At least six bankruptcy court 
judges have granted temporary 
restraining orders or injunctions 
prohibiting the SBA and related 
lending institutions from refus-
ing a debtor’s PPP loan applica-
tion, two bankruptcy courts have 
declined to issuing any injunctive 
relief and on June 23, 2020, the 
Fifth Circuit held that an injunc-
tion issued by a bankruptcy 

court in Texas overstepped its 
bounds in issuance an injunction 
against the SBA based on federal 
law that forbids the issuance of 
any injunctions against the SBA 
administrator.

While the current round of PPP 
loans ended on August 8, 2020, 
Congress appears to be consid-
ering a new round of PPP loans 
and a proposed set of amend-
ments that would permit debtors 
in bankruptcy to obtain PPP loans. 
These loans would be granted 

superpriority status, receiving the 
highest priority as administrative 
claims against a debtor’s estate.

While this amendment would 
allow debtors previously denied 
PPP loans to reapply, it may also 
create issues with the availability 
of more traditional forms of debtor-
in-possession financing and nego-
tiating use of cash collateral with 
pre-existing lenders who typically 
demand to squarely be in the first 
priority of administrative creditor 
as a form of “adequate protection” 
for the use of collateral.

As a result, debtors that would 
like to access cash collateral and 
additional forms of DIP financing 
may be faced with a choice to 
either only seek the PPP loan or 
stay with a more traditional form 
of cash collateral use and DIP 
financing. Finally, traditional lend-
ers who extended credit will need 
to vigilantly monitor the debtors’ 
use of such PPP loan proceeds to 
ensure that the PPP loan will be 
forgiven during the bankruptcy 
case so that their loan’s adequate 
protection claims have first  
priority.

Further, the CARES Act has pro-
vided an incentive for a greater 
range of smaller business to uti-
lize Subchapter V in an attempt 
to discharge their pre-existing 
debts. While a traditional Chap-
ter 11 case prioritizes creditor 
recoveries over the ability for an 
equity owner to hold on to their 
ownership stake, Subchapter 
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V specifically allows for equity 
holders to maintain their owner-
ship while modifying or discharg-
ing the contractual obligations 
owed to creditors. It remains 
to be seen whether this realign-
ment in favor of business owners 
leaves creditors in a better posi-
tion, because their customers 
have a better chance for survival, 
or will become a significant lever-
age point in favor of struggling 
business who may be dissipating 
assets—leading to lower creditor 
recoveries overall.

Novel Bankruptcy Precedents

Recent pandemic legislation 
has exposed winners and losers 
in certain industries. For com-
mercial real estate landlords, for 
example, the CARES Act has intro-
duced unusual burdens while 
tenants have been widely sup-
ported. From March through July 
2020, evictions were suspended 
for millions of properties across 
America. While rental income was 
constrained, landlords were still 
on the hook for fixed expenses 
such as mortgages, maintenance, 
management fees and taxes. The 
CARES Act does little in the way 
of providing direct relief for com-
mercial property owners whose 
mortgages are held by non-fed-
erally backed or non-traditional  
lenders.

Many jurisdictions have extend-
ed even friendlier laws to commer-
cial tenants. Washington DC and 

other states have allowed com-
mercial tenants to defer rent. New 
York, North Carolina and Nevada 
temporarily prohibited evictions 
of some or all commercial tenants. 
Parts of California have frozen or 
limited rent increases and banned 
late charges and the state pro-
posed legislation that would allow 
tenants to terminate leases. The 
New Jersey legislature passed a 
bill that excused tenants from 
paying rent. However, the gover-
nor vetoed the bill.

Recent bankruptcy court deci-
sions provide continued victo-
ries for tenants at the expense 
of landlords. The Bankruptcy 
Code provides that a debtor/
tenant is supposed to pay rent 
on a timely basis after an initial 
60-day period, even if it has been 
delinquent with rent payments 
prior to filing. In May, however, 
the bankruptcy court granted 
Pier 1’s request to defer making 
regular rent payments on a timely 
basis, citing that doing so “would 
not decrease the value of any Les-
sor’s interest” in their property, 
since insurance and utilities were 
being paid.

One could argue the opposite: 
if Pier 1 cannot pay its deferred 
rents in a few months as prom-
ised, a highly likely scenario given 
plummeting retail demand, then 
the landlord may never recoup 
rent at the stated rate and be per-
manently impaired. As such, we 
may continue to see bankruptcy 

courts defer rental obligations 
which have, until now, long been 
upheld by courts post-filing.

Other bankruptcy rulings could 
be setting important precedents. 
On June 3, 2020, the U.S. Bank-
ruptcy Court for the Northern 
District of Illinois issued one 
of the first decisions to apply a 
force majeure clause to a com-
mercial tenant’s rent obligations 
in the wake of the governor’s 
shutdown mandate. Pursuant 
to an Illinois executive order, 
restaurant operations for Hitz 
Restaurant Group, the tenant 
debtor, were limited to curbside 
pickup. The court concluded that 
the force majeure clause in the 
parties’ contract supported a 
75% reduction in rent. Some legal 
commentary has highlighted that 
force majeure may now be the 
opportunity for tenants to defer 
rent that had no relief outside of 
a formal bankruptcy proceeding.

Conclusion

As COVID-19 continues to stress 
many segments of our economy, 
our legislators and judges are 
creating laws that are intended 
to improve the chances of corpo-
rate rehabilitation. In the process, 
however, we will likely continue 
to see courts grapple with the 
consistent application of this 
legislation.
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