
NORTON JOURNAL
OF BANKRUPTCY

LAW AND PRACTICE

Vol. 23, No. 2 (2014)

The Enforceability of Ipso Facto Clauses in Financing Agreements:
American Airlines and Beyond

193

By Emil A. Kleinhaus & Peter B. Zuckerman

In Pari Delicto Doctrine in Lawsuits Against Third Parties after
Failed Leveraged Buyouts

212

By Marc S. Kirschner

Plan Accordingly: The Third Circuit Delivers A Knockout Punch
With Equitable Mootness in Con�rmed Chapter 11 Reorganiza-
tions in In Re Philadelphia Newspapers, LLC

224

By Nil Ghosh

Chapter 22 — When One Chapter 11 Filing Just Is Not Enough 243
By Kenneth M. Misken and Evagelia E. Papadimas

The Detroit Pension Bankruptcy Trust: A Proposal for the Resolu-
tion of Detroit’s Pension Obligations under Chapter 9 of the Bank-
ruptcy Code

262

By Mark P. Franke

Norton Journal of Bankruptcy Law & Practice (USPS 012-091), (ISSN 1059-048X) is
published bimonthly, six times per year, by Thomson Reuters, 610 Opperman Drive,
Eagan, MN 55123. Subscription Price: $546.96 annually. Periodicals postage paid at St.
Paul, MN, and additional mailing o�ces. Postmaster: send address changes to Journal of
Bankruptcy Law & Practice, PO Box 64526, St. Paul, MN 55164-0526.

Managing Editor, Norton Journal of Bankruptcy Law and Practice, Thomson Reuters, 50
Broad Street East, Rochester, NY 14694, (800) 327-2665, ext. 2586, fax (585) 258-3774,
clay.mattson@thomsonreuters.com.

For Customer Assistance Call 1-800-328-4880

Mat #41433600



© 2014 Thomson Reuters

For authorization to photocopy, please contact the Copyright Clearance
Center at 222 Rosewood Drive, Danvers, MA 01923, USA (978) 750-8400; fax
(978) 646-8600 or Copyright Services at 610 Opperman Drive, Eagan, MN
55123, fax (651) 687-7551. Please outline the speci�c material involved, the
number of copies you wish to distribute and the purpose or format of the use.

This publication was created to provide you with accurate and authoritative in-
formation concerning the subject matter covered; however, this publication was
not necessarily prepared by persons licensed to practice law in a particular
jurisdiction. The publisher is not engaged in rendering legal or other profes-
sional advice and this publication is not a substitute for the advice of an
attorney. If you require legal or other expert advice, you should seek the ser-
vices of a competent attorney or other professional.



Co-Editors-in-Chief: Richard Lieb and William L. Norton, Jr.
Associate Editors: Robert J. Feinstein and Lynne F. Riley
Co-Managing Editors: Clay Mattson and William L. Norton, III
Editor: Tom Loughlin
Publisher: Jean E. Maess, J.D.

EDITORIAL ADVISORY BOARD
Patrick M. Birney Robinson & Cole, LLP, Hartford, Connecticut
Prof. Susan Block-Lieb Fordham Law School, New York, New York
Rob Charles Lewis & Roca, LLP, Tucson, Arizona
John Collen Tressler, LLP, Chicago, Illinois
Dennis J. Connolly Alston & Bird, LLP, Atlanta, Georgia and New

York, New York
Richard J. Corbi Proskauer Rose, LLP, New York, New York
Robert J. Feinstein Pachulski Stang Ziehl & Jones, LLP, New York,

New York
Hon. Robert E. Gerber U.S. Bankruptcy Court, Southern District of New

York, New York, New York
Paul R. Hage Ja�e Raitt Heuer & Weiss, South�eld, Michigan
David G. Heiman Jones, Day, Cleveland, Ohio
William C. Heuer Duane Morris, LLP, New York, New York
Susan Power Johnston Covington & Burling, LLP, New York, New York
Prof. George W. Kuney University of Tennessee College of Law, Knoxville,

Tennessee
Prof. Lois R. Lupica University of Maine School of Law, Portland,

Maine
Daniel J. Morse Assistant United States Trustee, District of Wyo-

ming
Alec P. Ostrow Becker Glynn Melamed & Mu�y, LLP, New York,

New York
Travis Powers Fa�nski Mark & Johnson, P.A., Eden Prairie, Min-

nesota
Prof. Anthony M.

Sabino

Peter J. Tobin College of Business, St. John’s
University, Jamaica, New York and Sabino &
Sabino, Mineola, New York

Prof. Keith Sharfman St. Johns University School of Law, Jamaica, New
York

Prof. Michael D. Sousa University of Denver College of Law, Denver, Colo-
rado

Harris Winsberg King & Spalding, LLP, Atlanta, Georgia

We welcome the submission of material to be considered for publication, including
articles, essays, decisions, or other items of interest to practicing attorneys, corporate
counsel, and executives. The utmost care will be given to material submitted, although
we cannot accept responsibility for unsolicited manuscripts. The manuscript should be
sent electronically to each of the following editors:

Richard Lieb Clay Mattson, Managing Editor

St. John’s University School of Law Norton Journal of Bankruptcy Law & Practice

LL.M. in Bankruptcy O�ce Thomson Reuters

8000 Utopia Parkway 50 Broad Street East

Jamaica, NY 11439 Rochester, NY 14694

(212) 479-6020 (800) 327-2665, ext. 2586

rlieb@cooley.com clay.mattson@thomsonreuters.com





The Enforceability of Ipso Facto Clauses in
Financing Agreements: American Airlines and
Beyond
By Emil A. Kleinhaus & Peter B. Zuckerman*

Introduction

Provisions that purport to modify or terminate the rights of contracting
parties on account of a bankruptcy �ling are ubiquitous in commercial
�nancing agreements. These provisions — commonly referred to as “ipso
facto clauses” — typically provide that a bankruptcy �ling or other
insolvency event of the borrower is an “event of default,” permitting the
lender to accelerate the loan and to receive interest at a default rate. To avoid
running afoul of the Bankruptcy Code's automatic stay, many loan agree-
ments further provide that the default and acceleration resulting from a bank-
ruptcy �ling will occur automatically, so that the consequences of default
and acceleration, including the increased interest rate and in some cases the
imposition of a “make-whole” obligation, are not dependent on any post-
petition action by the lenders or their representative.

Subject to speci�ed exceptions, section 365(e) of the Bankruptcy Code
explicitly invalidates ipso facto clauses in executory contracts, which are
traditionally de�ned as contracts “on which performance remains due to
some extent on both sides.”1 Loan agreements, however, generally are not
considered to be executory, on the basis that after extending �nancing, lend-
ers usually do not have ongoing material obligations. For this reason and
others, the enforceability of ipso facto clauses in loan agreements has been
an area of controversy.

In a recent decision arising out of the bankruptcy of American Airlines,
the U.S. Court of Appeals for the Second Circuit provided signi�cant guid-
ance on the question of whether ipso facto clauses are enforceable in loan
agreements. In that case, over the objection of secured lenders, the court
enforced provisions in indentures that called for the automatic acceleration
of debt upon bankruptcy and that speci�ed that no make-whole payments
would be due from the debtor following such acceleration. In arguing for the
invalidation of the indenture provisions, the secured lenders asserted that
ipso facto clauses are generally unenforceable, even in cases where such
clauses bene�t the debtor. In rejecting this argument, the Second Circuit did

*The authors are a partner and an associate, respectively, at the law �rm of Wachtell,
Lipton, Rosen & Katz. The views expressed are the authors' and do not necessarily represent
the views of the �rm or its clients, which include issuers of commercial debt and banks and
other �nancial �rms that hold commercial debt.
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not focus on the fact that the lenders were seeking the protection of a statu-
tory provision, section 365(e), that was enacted to protect the debtor. Instead,
the court distinguished more broadly between executory and non-executory
contracts, concluding, based on the text of the statute, that “ipso facto clauses
in a nonexecutory contract are not unenforceable pursuant to 11 U.S.C
§ 365(e) or any other Bankruptcy Code provision.”2

American Airlines, however, is in arguable tension with other decisions
that have declined to enforce ipso facto clauses in commercial loan
agreements. A notable example is In re W.R. Grace & Co., in which the
District Court in Delaware declined to enforce an ipso facto clause that
would have provided a lender with default interest upon the borrower's bank-
ruptcy �ling. In doing so, the court concluded that the bar on ipso facto
clauses extends beyond situations explicitly covered by the Bankruptcy
Code.3

Amid this tension between the textual approach of American Airlines and
the policy-based approach of cases such as W.R. Grace, this article revisits
the question of whether ipso facto clauses in commercial loan agreements
are enforceable in bankruptcy cases. As we explain, the Bankruptcy Code
does not provide de�nitive guidance on the treatment of ipso facto clauses in
commercial loan agreements. Section 365(e) does not apply easily to loan
agreements, both because it is limited to “executory” contracts and also
because it provides in section 365(e)(2)(B) that ipso facto clauses remain en-
forceable in any “contract to make a loan, or extend other debt �nancing or
�nancial accommodations” to the debtor.4 Other sections of the Bankruptcy
Code, including sections 541(c)(1)(B) and 363(l), likewise re�ect a policy
against contractual provisions that prejudice the debtor as a result of a bank-
ruptcy �ling, but they too are not easily applied to standard provisions of
loan agreements.

Absent a clear statutory basis to invalidate ipso facto clauses in loan agree-
ments, it is di�cult to defend a broad-based rule against enforcement of such
clauses. Not only has Congress failed to impose a categorical bar on ipso
facto clauses in loan agreements, but it has enacted other provisions that deal
with the potential harms of such clauses. In the case of secured claims that
arise based on ipso facto clauses — such as claims for default interest or
make-whole payments — section 506(b) of the Bankruptcy Code already
operates to prevent abusive or punitive claim enhancements. Likewise, in
the case of unsecured claims, section 502(b)(2)'s disallowance of claims for
“unmatured interest” will in many cases eliminate the e�ect of an ipso facto
clause. Ultimately, although there may be some subset of cases in which
enforcement of ipso facto clauses in loan agreements will undermine a deb-
tor's ability to reorganize in some fundamental way, those cases are likely to
be rare. In most cases, the enforcement or non-enforcement of ipso facto
clauses in loan agreements will simply a�ect the allocation of value across
creditor groups.

I. The Bankruptcy Code's Treatment of Ipso Facto Clauses
Three provisions of the Bankruptcy Code are most relevant in assessing
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ipso facto clauses: (a) section 365(e) renders unenforceable ipso facto clauses
in executory contracts, subject to exceptions discussed below; (b) section
541(c)(1)(B) renders unenforceable ipso facto clauses that would cause for-
feitures of property that would otherwise enter the bankruptcy estate; and (c)
section 363(l) renders unenforceable ipso facto clauses that would hamper
the trustee's ability to use, sell, or lease property of the estate. While these
provisions di�er in certain respects discussed below, they are all intended to
protect the debtor from losing its rights and prerogatives as a result of a
bankruptcy �ling or change in �nancial condition.5

A. Section 365(e)
Prior to the enactment of the Bankruptcy Reform Act of 1978, ipso facto

clauses in most contracts were not explicitly unenforceable, and ipso facto
clauses in leases were explicitly enforceable.6 Nonetheless, even in leases,
courts at times refused to give e�ect to ipso facto clauses out of concern that
“the debtor's estate would be deprived of the essential res to e�ect reorgani-
zation, and thus the purposes of the Act would be frustrated and the reorga-
nization of the debtor thwarted.”7

In 1978, Congress enacted section 365(e), which provides, in relevant
part:

Nothwithstanding a provision in an executory contract . . ., an executory
contract may not be terminated or modi�ed . . . at any time after the com-
mencement of the case solely because of a provision in such contract that is
conditioned on—(A) the insolvency of the debtor . . .; (B) the commencement
of a [bankruptcy] case . . .; or (C) the appointment of or taking possession by
a trustee in a [bankruptcy] case . . ..

In enacting this provision, legislators made clear that their purpose was to
protect the debtor from losing valuable contract rights as a result of a bank-
ruptcy �ling. The House Report on the Bankruptcy Reform Act of 1978
states that ipso facto clauses “frequently hamper[ ] rehabilitation e�orts”
and that “[i]f the trustee may assume or assign [a] contract . . ., then the
contract . . . may be utilized to assist in the debtor's rehabilitation or
liquidation.”8

By its terms, section 365(e)(1) applies only to contracts that are
“executory.” In addition, section 365(e)(2) excludes two categories of
contracts from the rule of section 365(e)(1) even if they are executory: First,
section 365(e)(2)(A) excludes contracts, such as personal service contracts
and certain intellectual property licenses, as to which applicable law excuses
a party from accepting performance from or rendering performance to an
assignee.9 Second, and more importantly here, section 365(e)(2)(B)
preserves the enforceability of ipso facto clauses in any “contract to make a
loan, or extend other debt �nancing or �nancial accommodations.” Based on
its plain language, section 365(e)(2)(B) appears to apply to all loan agree-
ments, and the bankruptcy court in American Airlines suggested such a read-
ing is plausible.10 Nonetheless, relying on legislative history, various courts
have held that “[t]he [�nancial accommodations] exception pertains only to
executory commitments to extend future credit.”11 Under this view, �nanc-
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ing agreements such as note indentures, which normally do not commit lend-
ers to extend credit beyond the initial loan, do not fall within the statutory
exception;12 rather, the exception applies only to arrangements such as
revolving credit facilities that have not been fully drawn as of the borrower's
bankruptcy �ling.13

In light of the uncertainty as to whether the “�nancial accommodations”
exception to section 365(e)(1) applies to loan agreements that do not require
further extensions of credit, a critical question in analyzing ipso facto clauses
in loan agreements is whether the agreements are “executory.” The term
“executory” is not de�ned in the Bankruptcy Code. The legislative history
states broadly that executory contracts “generally include[] contracts on
which performance remains due to some extent on both sides.”14 Absent a
precise de�nition in the statute, many courts have turned to a more expansive
formulation pro�ered by Professor Vern Countryman, under which a contract
is executory if “the obligation of both the bankrupt and the other party to the
contract are so far unperformed that the failure of either to complete perfor-
mance would constitute a material breach excusing performance of the
other.”15 Alongside or in lieu of the Countryman de�nition, other courts have
relied on a so-called “functional approach” that determines “whether a
contract is executory . . . by the bene�ts that assumption or rejection would
produce for the estate.”16

Professor Countryman's article itself states that mortgages are not execu-
tory contracts.17 And based on the Countryman approach, courts generally
have not treated funded loan agreements as executory contracts.18 These de-
cisions rely in part on the House Report accompanying the Bankruptcy
Reform Act of 1978, which states that “[a] note is not usually an executory
contract if the only performance that remains is repayment.”19 Although this
language could be interpreted simply to mean that a loan agreement is not
executory where repayment by the borrower is the only material perfor-
mance due on either side, some decisions interpret it more broadly to mean
that “a contract is not executory as to a party simply because the party is ob-
ligated to make payments of money,” so that a �nancing contract is not exec-
utory even if the lender has material outstanding obligations.20 Under either
view, however, courts are likely to �nd that fully funded loan agreements are
not executory because the lenders have no ongoing material obligations.21

Consistent with this logic, in several recent cases, including American Air-
lines, parties have simply assumed that �nancing agreements are non-
executory.22

Nonetheless, the case law is not entirely uniform on the issue of whether a
funded loan agreement is executory. In In re Texaco, a case involving an
indenture governing unsecured notes, the court held that “[i]n light of the
fact that performance remains due on both sides, the Indenture may be clas-
si�ed as an executory contract.”23 The “continued performance” by the
indenture trustee referenced by the court included:

(a) Maintaining an o�ce where the Notes may be presented for payment. (b)
Maintaining a current list of names and addresses of security holders. (c) Ef-
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fecting transfers and exchanges of securities. (d) Replacing lost, mutilated or
destroyed securities. (e) Delivery of securities to the Trustee for cancellation.
(f) Redeeming securities. (g) Depositing the redemption price.24

Although In re Texaco has never been overruled, it has not been widely
followed.25 The decision is open to question given that the obligations at is-
sue were owed to the noteholders, not to the debtor.26 Because these obliga-
tions were owed to the noteholders, even if they were su�ciently material to
make the contract executory, it is doubtful that their non-performance could
have excused the debtor's performance in favor of the trustee.

B. Section 541(c)(1)(B)
Section 541(c)(1)(B) of the Bankruptcy Code provides that, with certain

exceptions, “an interest of the debtor in property becomes property of the
estate . . . notwithstanding any provision in an agreement . . . that is
conditioned on the insolvency or �nancial condition of the debtor, [or] on
the commencement of a case under this title . . . and that e�ects or gives an
option to e�ect a forfeiture, modi�cation, or termination of the debtor's
interest in property.”27 Unlike section 365(e), this provision applies without
regard to “executoriness”; indeed, some courts have held that it does not ap-
ply to executory contracts because it is superseded as to those contracts by
section 365.28

By its terms, section 541(c)(1)(B) invalidates ipso facto clauses only to
the extent that they cause a forfeiture, modi�cation, or termination of an
“interest in property” of the debtor that would otherwise enter the estate. Al-
though Congress could have drafted a provision that would simply invalidate
any contractual provision that negatively impacts a debtor as a result of a
bankruptcy �ling, the language of the statute is not that broad. Thus, in ap-
plying section 541(c)(1)(B) to ipso facto clauses in loan agreements, the key
question is whether enforcement of such provisions against the debtor will
have the e�ect of depriving the debtor of any of its “legal and equitable
interests . . . in property as of the commencement of the case.”29

There is no question that the enforcement of an ipso facto clause in a loan
agreement can alter the size of a debtor's obligation to a lender. But it is less
clear that the enforcement of a loan agreement by its terms — for example,
by generating a claim for default interest — e�ects “a forfeiture, modi�ca-
tion, or termination of the debtor's interest in property,” as the statute
requires. In one of the few cases to address the issue directly, In re Saint
Vincent's, a bankruptcy court in the Southern District of New York
concluded that section 541(c)(1)(B) did not prevent enforcement of a provi-
sion in secured loan documents that required payment of default interest
upon the debtor's bankruptcy. The court explained that “the collateral,” i.e.,
the property of the debtor securing the loan at issue, “unquestionably came
into the bankruptcy estate,” and that the question presented was simply “how
much the Creditor may recover” out of the debtor's estate.30 The court, ac-
cordingly, distinguished between impairment of a property interest, on the
one hand, and the creation of a contractual claim, on the other.

A decision arising out of the Lehman Brothers bankruptcy, also in the
Southern District of New York, adopted an apparently broader view of sec-
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tion 541(c)(1)(B).31 Lehman Brothers involved a swap agreement, as op-
posed to a commercial loan.32 Under the relevant transaction documents, the
debtor — in that case, a subsidiary of the holding company called Lehman
Brothers Special Financing (LBSF) — had rights in collateral securing its
exposure that had priority over the rights of certain noteholders. However,
the transaction documents also provided that, if an event of default occurred,
including a bankruptcy, a reversal of priorities would take place such that
the noteholders would have priority in the collateral.33 The bankruptcy court
held that both section 365(e)(1) and section 541(c)(1)(B) barred a contractual
reversal of priorities as a result of a bankruptcy �ling.34 In reaching this
conclusion, the court used broad language, stating that it is “axiomatic that
ipso facto clauses are, as a general matter, unenforceable.”35 As noted,
however, the court squarely held that the governing swap agreement was ex-
ecutory for purposes of section 365(e)(1), so the discussion of section
541(c)(1)(B) was of secondary importance. The court also expressly found
that the debtor's priority in the collateral was a “valuable property interest,”
the modi�cation of which would contravene section 541(c)(1)(B).36 It is
unclear whether Lehman Brothers’ treatment of section 541(c)(1)(B) would
extend to provisions in loan agreements that simply a�ect the size of a cred-
itor's claim.

As discussed below, even cases that have declined to enforce ipso facto
clauses in loan agreements generally have not relied on section 541(c)(1)(B),
and have instead concluded that the bar on ipso facto clauses extends beyond
the terms of the Bankruptcy Code. Nonetheless, since the statute is not
entirely clear in its application to contractual provisions that a�ect the size of
a lender's prepetition claim — and there is some basis to argue that such
provisions do “modify” property interests insofar as they generate larger
claims against the debtors' property — debtors can be expected to invoke
section 541(c)(1)(B) in seeking to disallow claims for default interest or
make-whole payments that result from a bankruptcy �ling.

C. Section 363(l)
Using language that tracks section 541(c)(1)(B) of the Bankruptcy Code,

section 363(l) of the Code provides that a trustee or debtor may “use, sell, or
lease property” of the debtor “notwithstanding any provision in a contract
. . . that is conditioned on the insolvency or �nancial condition of the debtor,
[or] on the commencement of a case under this title, . . . and that e�ects or
gives an option to e�ect a forfeiture, modi�cation, or termination of the deb-
tor's interest in property.”37 Unlike section 541(c)(1)(B), section 363(l) is
expressly “subject to the terms of section 365”; as a result, it follows that
section 363(l) is subject to the exception for “�nancial accommodations”
clauses in section 365(e)(2)(B).

Like section 541(c)(1)(B), section 363(l) has not generally been treated by
courts as a basis to invalidate ipso facto clauses in loan agreements. By its
terms, the statute protects the debtor's ability to use its property; it does not
speak to creditor recoveries or the claims allowance process. However, sec-
tion 363(l) has been used to invalidate a “springing lien” clause in a note
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indenture pursuant to which a bankruptcy �ling purported to provide the
noteholder with a lien, i.e., a property interest, on additional property owned
by the debtor.38 According to the court, not only did this clause contravene
the Bankruptcy Code's policy of providing debtors with a fresh start, but it
violated section 363(l) by e�ecting a “bald modi�cation” of the debtor's
interest in property that was otherwise unencumbered.39 This ruling was
cited by another court that disallowed an ipso facto clause requiring the bor-
rower to pay a 5% fee to a secured noteholder upon the borrower's bank-
ruptcy �ling.40 The court found this clause to be “void as a matter of public
policy” and violative of section 363(l) because, by increasing the secured
creditor's claim, the clause e�ected “a modi�cation of the debtor's interest
in property.”41 This decision, however, has not been widely cited, and debt-
ors in recent cases have not generally argued that section 363(l) applies to
loan agreements.

II. American Airlines and Its Predecessors
American Airlines and earlier bankruptcy cases in New York, including

General Growth and Saint Vincent's, present one approach to analyzing the
enforceability of ipso facto clauses in loan agreements. Under the textual ap-
proach adopted in these cases, the courts consider whether the provisions of
the Bankruptcy Code that relate to ipso facto clauses apply by their terms to
the clauses at issue. Based on this straightforward approach, the courts have
enforced ipso facto clauses where not expressly invalidated by the Code.

A. American Airlines

In American Airlines, the debtors aimed to “take advantage of the existing
low interest rate environment” by re�nancing $1.3 billion of notes secured
by various aircraft with up to $1.5 billion of new notes at interest rates that
would save the company “well in excess of $200 million.”42 The relevant
indentures provided that: (i) American Airlines's �ling of a voluntary bank-
ruptcy was an event of default; (ii) the bankruptcy default automatically ac-
celerated the notes; and (iii) upon such acceleration, the principal of the
notes, the accrued but unpaid interest, and all other amounts owing — “but
for the avoidance of doubt, without Make-Whole Amount” — were im-
mediately due and payable.43 Based on these provisions, including the ex-
plicit language providing that no make-whole amount was payable in the
event of a bankruptcy acceleration, American Airlines argued that it was
entitled to repay the notes without a make-whole.

U.S. Bank, as trustee under the three indentures, contended that the
indenture provisions that excused the debtor from paying a make-whole
were unenforceable as ipso facto clauses, even though they would bene�t
rather than prejudice the debtor. Since U.S. Bank presumed that the
indentures at issue were not executory, in arguing that the ipso facto clauses
were unenforceable, it pointed to statutory provisions beyond section 365(e),
such as sections 541(c) and 363(l), as evidence of a general policy against
ipso facto provisions. U.S. Bank also contended that American Airlines's
reliance on ipso facto clauses was inconsistent with its election under section
1110(a) of the Bankruptcy Code, which enabled it to retain possession of
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aircraft collateral by curing defaults other than ipso facto defaults.44

In January 2013, the United States Bankruptcy Court for the Southern
District of New York overruled U.S. Bank's objections.45 The court held
that, under the indentures, the bankruptcy �ling triggered an automatic ac-
celeration event and that, under the indentures, no make-whole was due in
that scenario.46 With regard to sections 363(l) and 541(c)(1)(B), the court
explained that “[n]othing in the plain language of either section” invalidated
the ipso facto clauses at issue.47 If anything, the court observed, not enforc-
ing the ipso facto clauses would undermine the purpose of section
541(c)(1)(B), which was enacted to protect the debtor, insofar as it would
“harm the estate by depriving the Debtors of a valuable contractual right,
namely the right to not pay a Make-Whole Amount.”48

In September 2013, the Second Circuit a�rmed the bankruptcy court's
decision.49 The court observed that “[the] case required [it] to address two
questions of law important to the workings of the Bankruptcy Code,” one of
which was “whether indenture clauses declaring a debtor's default upon the
�ling of a voluntary bankruptcy petition and providing for automatic debt
acceleration are unenforceable ipso facto provisions under § 365(e)(1) of the
Bankruptcy Code . . . or other Code provisions cited by U.S. Bank.”50 The
court concluded that the Code did not invalidate the clauses at issue, holding
that “the pertinent clauses, contained in nonexecutory contracts, [were] not
within the scope of . . . § 365(e)(1) and [were] not rendered unenforceable
by any other Bankruptcy Code provision identi�ed by U.S. Bank.”51

Despite the signi�cance that the court accorded to the issue, the appellate
court's analysis of the enforceability of the indentures' ipso facto clauses
was notably brief. First, the court found that sections 365(e)(1), 363(l), and
541(c)(1)(B) were all inapplicable. According to the court, section 365(e)(1)
did not apply because the parties had agreed that the indentures were not ex-
ecutory; section 541(c)(1)(B) did not apply because the ipso facto clauses
did not prevent any property from entering the estate; and section 363(l) did
not apply because the clauses did not preclude the trustee from using, sell-
ing, or leasing estate property. Having concluded that none of those provi-
sions were applicable, the court rejected U.S. Bank's contention that the
Bankruptcy Code invalidates ipso facto clauses in a more general way. As
the court explained, the speci�city of the provisions in the Bankruptcy Code
that do speak to ipso facto clauses “demonstrate[s] that Congress clearly
knows how to limit or negate the e�ect of ipso facto clauses when it wants
to” and thus, “counsels against” a broader invalidation of such clauses.52 The
court concluded that ‘‘ ‘[t]he absence of textual support [was] fatal' to U.S.
Bank's position that ipso facto provisions are broadly or categorically denied
enforcement by the Code.”53 In sum, the Second Circuit grounded its deci-
sion in the text of statute rather than the fact that the provisions at issue were
enacted for the bene�t of debtors rather than creditors.

B. General Growth and Saint Vincent's

The American Airlines decision was unusual insofar as the ipso facto
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clauses at issue bene�ted the debtor. As a result, the provisions of the Bank-
ruptcy Code that deal with preserving the debtor's property did not apply,
and the policy underlying the Code's disfavor toward ipso facto clauses was
not directly implicated.54 Nonetheless, in adopting a text-based approach, the
Second Circuit's decision was consistent with at least two decisions by bank-
ruptcy courts in the Second Circuit that enforced ipso facto provisions
against the debtor.

In In re General Growth Properties, Inc., the Bankruptcy Court for the
Southern District of New York enforced provisions in a loan agreement
under which lenders were entitled to a 3% bump-up in their interest rate fol-
lowing the debtor's bankruptcy �ling.55 The court concluded �rst that: (i) the
lenders were entitled to receive contractual default interest under section
506(b) of the Bankruptcy Code, which provides that an oversecured creditor
is entitled to post-petition interest; and (ii) the debtor could not reinstate the
loans at issue without paying such default interest. The court then rejected
the argument that the contract provision requiring payment of default inter-
est following a bankruptcy was an unenforceable ipso facto clause. The
court held that ipso facto “clauses are not per se invalid in the Second Circuit
except where contained in an executory contract or unexpired lease.”56 Al-
though the court noted that an ipso facto clause might not be enforced if it
impaired the debtor's ability to “�le for bankruptcy” and “enjoy a fresh
start,” the court ultimately grounded its decision in the statute, emphasizing
that “Congress singled out only executory contracts and unexpired leases for
special treatment under [section] 365(e)(1) when it could have spoken in
broader terms.”57

In In re Saint Vincent's Catholic Medical Centers of New York, the Bank-
ruptcy Court for the Southern District of New York likewise enforced an
ipso facto clause requiring payment of charges and attorneys' fees to secured
creditors following a bankruptcy default.58 After concluding that the
mortgage loans at issue were not “executory” under the Countryman de�ni-
tion, and that section 541(c)(1)(B) did not apply because the debtor's estate
was not being deprived of pre-petition property, the court upheld the charges
and fees.59 General Growth and Saint Vincent's demonstrate that American
Airlines, although unusual because it involved contractual provisions that
improved the debtor's position following a bankruptcy �ling, re�ects a
broader trend in favor of enforcing ipso facto clauses where they do not run
afoul of particular provisions of the Bankruptcy Code.

III. W.R. Grace and Its Predecessors
In contrast to American Airlines and the cases that preceded it in the Bank-

ruptcy Court for the Southern District of New York, other decisions have
relied on a policy-based approach to conclude that ipso facto clauses are
broadly unenforceable, even where no provision of the Bankruptcy Code
squarely applies.

A. W.R. Grace

In W.R. Grace, the United States District Court for the District of Dela-
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ware refused to enforce an ipso facto clause that would have entitled
unsecured creditors to default interest, which was 2% higher than the
contractual non-default rate.60 The court agreed with the lenders that the
credit agreement was not executory and did not cause a forfeiture of estate
property, and thus found that sections 365(e) and 541(c) were not applicable
by their terms.61 However, the court also “agree[d] with the general trend of
the federal courts that the prohibition against ipso facto clauses is not limited
to actions based upon §§ 541(c) and 365(e).”62 In reaching its decision, the
court invoked the “purpose” of bankruptcy — “to provide the debtor with a
‘fresh start’ ” — and concluded that “enforcement of ipso facto clauses,”
including in loan agreements, “would punish debtors by negating this central
purpose.”63

The W.R. Grace court's discussion of default interest was arguably unnec-
essary because the court went on to �nd that the unsecured lenders were not
entitled to any post-petition interest under section 502(b)(2) of the Bank-
ruptcy Code, which disallows claims for post-petition interest, subject to
certain exceptions, including section 506(b)'s protection of post-petition
interest on secured debt.64 Since the lenders in W.R. Grace were not secured,
they were not eligible for post-petition interest under section 506(b). More-
over, since there was not enough evidence to conclude that the debtor was
solvent, the lenders were not eligible for interest under section 1129(a)(7) of
the Code, which requires that each creditor receive as much in a reorganiza-
tion as it would in a liquidation. (In a liquidation, section 726(a)(5) of the
Code requires that unsecured creditors receive interest at the “legal rate”
before any payments may be made to equity.)

In a footnote, the W.R. Grace court distinguished the case from General
Growth largely on the grounds that General Growth involved a secured cred-
itor and debtors that were “unquestionably solvent.”65 Based on this distinc-
tion, the court in W.R. Grace may have enforced the ipso facto clause if the
debtors were clearly solvent or if the lenders were secured. Nonetheless, in
explaining its rationale for not enforcing the clause at issue, the court did not
distinguish between secured and unsecured creditors or solvent and insolvent
debtors.

B. W.R. Grace's Predecessors
W.R. Grace cited several cases in support of its holding that ipso facto

clauses are unenforceable on non-statutory grounds. Those cases, however,
involved notably di�erent factual or legal circumstances from those at issue
in W.R. Grace. The corporate bankruptcies cited by W.R. Grace all invali-
dated ipso facto clauses on statutory grounds, relying on section 365(e),
363(l), or 541(c).66 The two cases that invalidated ipso facto clauses on non-
statutory grounds were personal bankruptcies where ipso facto clauses
threatened to deprive the debtors of their cars.67 Moreover, one of those deci-
sions expressly “decline[d] to draw any inferences regarding Congressional
intent insofar as nonexecutory contracts are concerned.”68 The other personal
bankruptcy case, In re Rose, relied on legislative history and principles of
equity to conclude that invalidation of ipso facto clauses should not be
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limited to executory contracts.69 According to the court, “[t]he legislative
history [of section 365(e)] indicates that bankruptcy-default clauses are to be
invalid in all types of contracts, without limitation.”70 The court further
concluded that enforcing a clause that would in e�ect penalize debtors for a
bankruptcy �ling would be inequitable and “defeat the purpose of providing
a ‘fresh start.’ ”71

IV. Analysis of Case Law: Ipso Facto Clauses in Financing
Agreements

The case law summarized above shows that there is still a meaningful
divergence of opinion among courts regarding the proper treatment of ipso
facto clauses in loan agreements. One strand of case law, including W.R.
Grace, has looked beyond the text of the Bankruptcy Code to conclude that
ipso facto clauses are at odds with bankruptcy policy and generally
unenforceable. A second strand of case law, including American Airlines,
General Growth, and Saint Vincent's, has adopted a more text-based ap-
proach and enforced ipso facto clauses in the absence of an express statutory
prohibition, regardless of whether they bene�t or prejudice the debtor.

Yet despite these di�ering approaches, courts have generally been careful
to avoid per se rules. As noted above, the W.R. Grace court, in denying a
claim for default interest predicated on a bankruptcy default provision, went
out of its way to distinguish General Growth on the basis that it involved a
solvent debtor and secured loans. Likewise, the bankruptcy court in Ameri-
can Airlines, although endorsing the textual approach of General Growth as
opposed to the policy rationale of W.R. Grace, stated in a footnote that W.R.
Grace was “factually distinguishable.”72 The bankruptcy court in American
Airlines also explained in a footnote that enforcement of the ipso facto clause
in the circumstances presented, rather than impeding the debtor's “fresh
start,” would “do just the opposite by saving the estate and its creditors sev-
eral hundred million dollars.”73

Although W.R. Grace leaves open the possibility that ipso facto clauses
might be enforced in extraordinary circumstances, the court's conclusion
that “the ban on ipso facto clauses” is “much broader” than “the con�nes of
§§ 541(c) and 365(e)(1)” is not well supported.74 On the simplest level, as
noted by the Second Circuit in American Airlines, the provisions of the Bank-
ruptcy Code that invalidate ipso facto clauses in speci�c situations “demon-
strate that Congress clearly knows how to limit or negate the e�ect of ipso
facto clauses when it wants to.”75 An extra-statutory prohibition on ipso
facto clauses has the e�ect of interfering with private contractual relations in
a broader category of cases than Congress appears to have intended.

Beyond the lack of statutory support for interfering with ipso facto clauses
in loan agreements, it is questionable whether such interference is necessary
in light of other protections in the Bankruptcy Code. As discussed above,
W.R. Grace itself involved a situation where the default interest at issue was
subject to disallowance under section 502(b)(2) of the Bankruptcy Code
because the loans were unsecured and the debtor was not demonstrably
solvent.
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The Bankruptcy Code also places limits on ipso facto clauses in secured
loan agreements. In cases where bankruptcy defaults lead to the incurrence
of default interest, section 506(b) provides that creditors, to the extent that
they are oversecured, are entitled to “interest” on their claims as well as “any
reasonable fees, costs or charges provided for under the agreement.”76 In the
Second Circuit, the application of section 506(b) to award secured creditors
interest at the contractual default rate, as opposed to a lesser non-default
rate, has generally been subject to “equitable considerations,” including the
debtor's solvency.77 When the debtor is solvent, “there is much more leeway
to grant the default rate because other creditors will not be injured.”78

Like default interest, make-whole obligations resulting from bankruptcy
defaults also invite scrutiny. Under section 502(b)(1) of the Bankruptcy
Code, for a prepayment provision to yield a valid bankruptcy claim, it must
be enforceable under applicable non-bankruptcy law.79 Under New York
state law, prepayment clauses are typically construed as liquidated damages
provisions and, accordingly, are enforceable only “where (1) actual damages
may be di�cult to determine and (2) the sum stipulated is not ‘plainly
disproportionate' to the possible loss.”80 Additionally, as in the case of
default interest, secured claims arising from prepayment clauses must pass
muster under 506(b) of the Bankruptcy Code, which requires that fees or
charges arising under credit documents be “reasonable.”81 Although even
substantial make-whole provisions have been deemed reasonable under sec-
tion 506(b),82 sections 502(b)(1) and 506(b) ensure that such provisions are,
at the very least, thoroughly reviewed by courts prior to being enforced
against the debtor.

Conclusion

Despite the Second Circuit's recent decision in American Airlines, the law
on the enforceability of ipso facto clauses in loan agreements is to some
degree unsettled and fact-dependent. In the Second Circuit, there is reason to
believe that ipso facto clauses in commercial �nancing agreements will gen-
erally be enforced, although, even there, provisions that disadvantage the
debtor have drawn scrutiny. Beyond the Second Circuit, decisions such as
W.R. Grace present a greater obstacle to enforcement of ipso facto clauses in
loan agreements. As discussed above, there is no compelling justi�cation to
invalidate ipso facto clauses that, while a�ecting creditor recoveries, are not
punitive and do not jeopardize a debtor's prospects for reorganization.
Whether persuasive or not, however, the reasoning of W.R. Grace and simi-
lar cases presents a risk to parties seeking enforcement of ipso facto clauses
adverse to the debtor. Given the ubiquity of ipso facto clauses in commercial
loan agreements, it is certain that neither American Airlines nor W.R. Grace
will be the last word on these issues.
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