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Abstract

It is common for contracts to include a clause that pro-

vides that on an event of default the counterparty has an

unconditional right to terminate the contract or accelerate

payment (an ipso facto clause). The regulation of ipso facto

clauses has become a topic of debate in recent years with

a number of jurisdictions introducing constraints on such

clauses as part of broader restructuring reform packages.

These jurisdictions include Germany in 2021 (as part of its

implementation of the EU Restructuring Directive) and

the United Kingdom in 2020. For jurisdictions introducing

such constraints for the first time, there is much to learn

from those, such as Canada, that have had constraints on

ipso facto clauses in place for much longer. This article

examines the experience in Canada alongside the con-

straints introduced in the United Kingdom, the EU

Restructuring Directive and Germany, and identifies a

series of steps that policymakers should follow when revis-

ing a regime on ipso facto clauses. Although there are a

number of common themes that emerge, it is clear that

different jurisdictions often make quite distinct policy

choices regarding the rationale for any constraints on ipso

facto clauses as well as on the specific nature and scope of

the provisions. Different jurisdictions find different points

of balance between the interests of individual creditors in

upholding their freedom of contract and the rights of the
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debtor and creditors as a whole in preserving the business

as a going concern. The range of choices is not per se

problematic as long as they are implemented with clarity

and transparency, so that debtors and creditors can bar-

gain ex ante in the light of any legislative provisions.

1 | INTRODUCTION

Many jurisdictions have made changes to their debt restructuring regimes in recent years to
provide financially distressed but viable businesses with the means to restructure their business
and avoid liquidation. These amendments were initially prompted by the aftermath of the 2008
global financial crisis, but more recently the financial problems caused by the COVID-19 pan-
demic have demonstrated how important it is for jurisdictions to have effective mechanisms to
deal with these issues. These reform packages bear a remarkable similarity in their core compo-
nents, which invariably include the possibility of cross-class cramdown, a restructuring morato-
rium and ipso facto provisions, even though the details differ. Commonly, these debt reform
packages have looked to other regimes that have already integrated these measures, such as US
Chapter 11 and the Canadian regime, for inspiration in formulating and shaping these reforms.

This article examines one aspect of these reform packages, namely, the introduction of mea-
sures to regulate ipso facto clauses. Specifically, it considers the ipso facto reforms introduced in
the United Kingdom in the Corporate Insolvency and Governance Act 2020 as part of a broader
package of reforms of restructuring and insolvency law in response to the COVID-19 pandemic,
and the ipso facto reforms introduced in Germany in 2021 as part of its implementation of the EU
Restructuring Directive.1 For those jurisdictions introducing constraints on the enforceability of
ipso facto clauses for the first time, there is much to learn from jurisdictions that have experience
operating a ban on ipso facto clauses. This article examines the Canadian experience, both in
terms of the choices made and the way in which those choices have operated in practice, as a
means of casting light on the nascent United Kingdom and European ipso facto regimes.

1.1 | What is an ipso facto clause?

Many contracts include a clause that states that on an event of default, the counterparty has an
unconditional right of termination of the contract or acceleration of payment, sometimes
referred to as ipso facto clauses.2 The words ipso facto literally mean ‘by the fact itself’ and in
contract law mean ‘by the mere effect of an act or a fact’.3 Hence, by the fact of being insolvent,
or an insolvency proceeding commencing, the termination and/or acceleration clause is acti-
vated. Events of default can include making an application for commencement of insolvency
proceedings by the debtor or creditors; the appointment of an insolvency representative; the fact
that the debtor satisfies the criteria for commencement of insolvency proceedings; and in some
cases, a debtor being in financial distress and failing to meet its obligations under the contract.4

An ipso facto clause allows the counterparty to terminate or amend the contract or to
demand an accelerated payment in the event that the other party is in default or on the occur-
rence of other events specified in the contract. Such clauses clearly set out the reasons that the
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creditor can demand loan repayment, providing some protection to lenders who extend financ-
ing to businesses. The ipso facto clause offers an automatic remedy for the creditor without the
time and expense of judicial enforcement proceedings as the creditor can demand accelerated
payments or terminate the contract, thus saving transaction costs associated with default.

1.2 | A ban on enforceability of ipso facto clauses solely by reason of
insolvency or commencing insolvency proceedings

Deciding whether and how to implement a ban on enforceability of ipso facto clauses can raise
difficult policy choices for jurisdictions. Fundamental questions about the appropriate balance
between creditors' and debtors' interests, and between creditors inter se, are raised. Jurisdictions
need to make choices about the extent to which they will uphold the freedom of contract of
individual creditors, or constrain those rights for the benefit of broader policy goals. Even once
the decision to implement a ban is taken, difficult choices need to be made about the breadth of
the provision, for example, whether some creditors may be exempted, and if so, which ones,
and the extent to which compensation or protection may be offered to affected parties. The
choices made by jurisdictions are likely to depend on a number of factors, including the extent
to which the jurisdiction is creditor-friendly or debtor-friendly, regulatory competition issues,
and macro-economic conditions.

The structure of this article is as follows: in Section 2, the Canadian experience of
implementing an ipso facto ban is analysed; in Sections 3 and 4, the United Kingdom and
German experiences are discussed together with recent EU legislative developments (Section 5);
in light of this material, Section 6 deduces underlying principles and policy choices informing a
statutory ban of ipso facto clauses, while Section 7 concludes with some general observations
that might benefit other jurisdictions that may consider implementing partial or complete bans
on enforcement of ipso facto clauses.

There are several observations that will become apparent as we examine each jurisdiction.
First, in making a decision to limit the effectiveness or enforceability of ipso facto clauses during
insolvency proceedings, it is important to be very clear on the underlying rationale for interfering
with parties' freedom to contract, including consideration of the express goals of any provisions
rendering these clauses unenforceable, such as to advance restructuring and/or going concern liq-
uidation, and the balance between debtors' and creditors' individual and collective interests.

Second, there are a number of policy choices to be made even after a decision has been
taken to limit the enforceability of ipso facto clauses, including the scope of the unenforceability
by type of contract, the creation of safeguards for creditors affected, and exemptions of particu-
lar kinds of financial or other contracts for broader public policy reasons; the precise moment
that the ipso facto clause becomes unenforceable in terms of the debtor being insolvent within
the meaning of the legislation and/or the commencement of proceedings or other events. Part
of that consideration is any incentive effects created by limiting creditor rights at a specific
moment or on occurrence of a specific event, such as commencing a proceeding.

Third, the clarity of the actual provision is critically important to creating certainty, trans-
parency and predictability for contracting parties well before insolvency and then during the
proceedings. Finally, there may be implications for certainty in commercial relations if policy
choices regarding ipso facto clauses in one jurisdiction are radically different from those in
another in a cross-border case, requiring careful consideration of how such provisions may
interact as well as any impact on cross-border comity and cooperation.
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2 | THE CANADIAN EXPERIENCE

2.1 | Legislative history and impetus

Canada's insolvency statutes pursue an array of overarching remedial objectives that reflect the
wide-ranging and potentially catastrophic impacts of insolvency.5 The objectives of both the
Bankruptcy and Insolvency Act (BIA)6 and the Companies' Creditors Arrangement Act
(CCAA)7 include providing for timely, efficient and impartial resolution of a debtor's insol-
vency; preserving and maximizing the value of a debtor's assets; ensuring fair and equitable
treatment of the claims against a debtor; protecting the public interest; and, in the context of a
commercial insolvency, balancing the costs and benefits of restructuring or liquidating the com-
pany.8 The BIA sets out a framework of both bankruptcy liquidation and proposals for restruc-
turing for individual debtors and companies. The CCAA is an insolvency restructuring statute
that applies to companies with debts greater than CA$5 million. Notably, the statutory provi-
sions on ipso facto clauses cover insolvency under the CCAA but cover only proposed restruc-
turing for companies under the BIA.9

Pursuant to the BIA, the relevant clause regarding ipso facto clauses is section 65.1, which is
triggered when a debtor files a notice of intention to file a proposal (NOI) or files a proposal
pursuant to the BIA to propose a composition, an extension of time, or a scheme of arrange-
ment.10 It prevents a contract counterparty from enforcing an ipso facto clause solely for the rea-
son that the debtor company is insolvent or has commenced proposal proceedings. Section 65.1
was enacted in 1992, with minor amendments in 2005 and 2009, primarily safeguards for eligi-
ble financial contracts (EFC).11

Canada's other primary insolvency statute, the CCAA, is aimed at facilitating the restructur-
ing of insolvent companies through a plan of arrangement and/or compromise. It has become
the statute of choice for many Canadian insolvency restructurings, given its flexibility. The
Supreme Court of Canada (SCC) has held that the CCAA:

has the simultaneous objectives of maximizing creditor recovery, preservation of
going-concern value where possible, preservation of jobs and communities affected
by the firm's financial distress … and enhancement of the credit system generally.12

In 2009, the CCAA was amended to expressly embed protection against ipso facto clauses,
aligning with the BIA provisions. The public policy reasons were the same, that ipso facto clau-
ses should not be used to defeat the company where it can devise a going-concern restructuring
plan that is acceptable to creditors and is approved by the court. Prior to 2009, Canadian courts
typically approved prohibitions on enforcement of ipso facto clauses in the initial order granting
commencement of the CCAA proceedings and setting out the scope of the initial stay order.13

Thus, the court used its broad statutory authority to impose stays on ipso facto clauses at the
commencement of CCAA proceedings without there being express statutory language. The stay
prevented contractual counterparties from acting on the insolvency of the debtor company or
other contractual breaches caused by the insolvency to terminate contracts or accelerate the
repayment of the indebtedness owing by the debtor company when it would interfere with
the debtor's ability to restructure its financial affairs.14 These provisions were also included in
the Model Orders that were developed by the court in cooperation with practitioners.

Also of note is that Canada's common law, which allows the court to set aside specific con-
tracts during insolvency, dates back to the 1870s, with judgments affirming the existence of the
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common law anti-deprivation rule before federal bankruptcy legislation was enacted.15 In 2020,
the SCC affirmed that the anti-deprivation rule continues to operate in common law, comple-
mentary to the Canadian statutory regime.16 This judgment essentially results in rendering ipso
facto clauses unenforceable in liquidation proceedings, a policy choice to treat contractual clau-
ses consistently across different types of insolvency proceedings. Thus, after Canada introduced
its clauses protecting debtors from ipso facto clauses almost three decades ago in the BIA and
more recently in the CCAA,17 the common law rule continues to operate alongside the statutory
provisions.

2.2 | Scope of unenforceability of ipso facto clauses

The fundamental purpose of the Canadian BIA is to provide for the financial rehabilitation of
insolvent persons and to provide for the orderly and fair distribution of the property of a bank-
rupt among their creditors on a pari passu basis.18 The provisions that render ipso facto clauses
unenforceable are aimed at both of these objectives.

Section 65.1 of the BIA specifies that if a NOI or a proposal has been filed in respect of an
insolvent debtor, no person may terminate or amend any agreement, including a security agree-
ment, with the insolvent person, or claim an accelerated payment, or a forfeiture of the term,
under any agreement, including a security agreement, with the insolvent person, by reason only
that the debtor is insolvent or a NOI or a proposal has been filed in respect of the debtor.19

Under Canadian law, the debtor must be insolvent before accessing the provisions, insolvency
defined on a balance sheet test or being unable to pay debts as they generally become due test.20

Notably, section 65.1 protection does not apply to bankruptcy or receivership of a company,
only NOI and proposals.

The BIA further specifies that in respect of a lease or a licensing agreement, no person may
terminate or amend any agreement or claim an accelerated payment, or a forfeiture of the term
under the agreement, only by reason that:

the insolvent person has not paid rent or royalties, as the case may be, or other pay-
ments of a similar nature, in respect of a period preceding the filing of (i) the notice
of intention, if one was filed, or (ii) the proposal, if no notice of intention was
filed.21

The BIA also prohibits a public utility from discontinuing service to the debtor only by rea-
son that the debtor is insolvent, has filed an NOI or a proposal, or the debtor has not paid for
services rendered, or material provided, before the filing of an NOI or proposal.22 The BIA
expressly states that any contract provision that permits anything contrary to these protections
or in substance contrary to the provisions is of no force or effect.23

Thus, overall, if a contract, security agreement or other agreement specifies that it can be
terminated or payments accelerated because of insolvency and the filing of a proposal or NOI,
the provisions of the agreement cannot be enforced until a restructuring proposal is resolved.24

The amendments clarified the scope of protection against the impact of ipso facto clauses, and
essentially put an end to what was perceived as an abuse of ipso facto clauses in Canada, where
contracts were cancelled only because of the debtor's insolvency event and not for any other
breach in performance of the contract.25 If a proposal is withdrawn, refused by creditors or the
court, or is annulled, section 65.1(1) no longer operates to prevent enforceability of the clause.
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There are also a series of provisions in the BIA that allow for disclaimer, resiliation or
assignment of contracts during proposal and NOI proceedings, with a number of checks and
balances in the interests of the co-parties,26 a topic beyond the scope of this article. Unlike the
US provisions, these provisions operate quite independently.

While this article addresses only corporate entities, it is important to note that for individual
debtor entrepreneurs and partnerships, there are mirror provisions in the BIA to the above-
discussed provisions.27 In contrast to incorporated businesses, the provisions for unincorporated
businesses apply to both liquidation and restructuring of the business.28 The provisions were
enacted after the Canadian Senate Committee studying the legislation concluded that there was
an unfairness in the treatment of individual business debtors that were attempting a proposal
and those seeking ‘bankruptcy fresh start’.29

Effective 2009, the CCAA was amended to mirror the safeguards for suppliers and lessors in
the proposal provisions of the BIA. Section 34 of the CCAA specifies that no person may termi-
nate or amend, or claim an accelerated payment or forfeiture of the term under any agreement,
including a security agreement, with a debtor company by reason only that the debtor is insol-
vent or has commenced CCAA proceedings, including lessors and public utilities.30 Thus, other
than EFC excluded pursuant to regulation, all suppliers and contract counterparties are
included in the stay on enforcement of ipso facto clauses. As under the BIA, a lessor may not
terminate or amend the lease by reason only that proceedings have commenced under the
CCAA, that the company is insolvent or that the company has not paid rent in respect of any
period before the commencement of those proceedings.31 There are similar protections against
public utilities cutting off services.32 Any contractual provisions that have the effect of providing
for, or permitting, anything that, in substance, is contrary to section 34 are of no force or
effect.33

2.3 | Safeguards and exemptions

There are several counter-balancing measures to the prohibition on enforceability of ipso facto
clauses on insolvency in Canada. They take two forms. First is protection of suppliers of goods
and services as counterparties to contracts with the debtor, and the second is a series of exemp-
tions from the provisions for particular types of contracts in the financial sector.

2.3.1 | Safeguards

The BIA expressly states that the provisions limiting enforcement of ipso facto clauses shall not
be construed as prohibiting a person from requiring immediate payment for goods, services, use
of leased or licensed property or other valuable consideration provided after the filing of the
NOI or proposal or as requiring the further advance of money or credit.34 Thus, while the coun-
terparty to the contract cannot terminate the contract and must continue to supply product to
the debtor, it can demand that it be paid on a cash-on-delivery (COD) basis for all goods and
services supplied going forward. The Court of Appeal for Ontario has held that it cannot require
a supplier to continue to supply product solely on the basis of security provided by the debtor.35

In this respect, the BIA differs from the CCAA, the latter of which has a critical supplier clause.
Another safeguard protection is that the BIA authorizes the court, on application by a party

to an agreement or by a public utility, to declare that these prohibitions on termination or
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acceleration do not apply, or apply only to the extent declared by the court, where the applicant
satisfies the court that the operation of those subsections would likely cause it significant finan-
cial hardship.36 Thus, if the party to the agreement can satisfy the court that the operation of
section 65.1(1) would cause significant financial hardship, the court can modify the order.37

The public policy goal of the BIA proposal provisions is to enhance the likelihood of success-
ful restructuring of insolvent companies by prohibiting enforcement of ipso facto clauses and
permitting debtors to disclaim and assign contracts while treating counterparties fairly
and equitably. The premise underlying these provisions is that a debtor's ability to reorganize
and survive as a going concern may be stymied if the non-defaulting party refuses to supply
goods and services vital to the debtor's business. Ipso facto clauses that require a debtor to trans-
fer a portion of its assets or to make an accelerated payment to the non-defaulting party result
in fewer assets in the debtor's estate to meet the claims of creditors, which is contrary to a cen-
tral purpose of insolvency legislation. Thus, provisions rendering such clauses unenforceable
are aimed at maximizing the value of assets available to be paid out to the debtor's creditors.38

Considering that the provisions have been in place for three decades, there are remarkably
few judgments, in large measures because they are generally considered in Canada to fairly bal-
ance the rights of creditors and debtors. The fairness to debtors is that the provisions encourage
timely filing of restructuring proceedings because creditors cannot accelerate payment or termi-
nate executory contracts only for the reason that they filed. It therefore encourages early resolu-
tion to insolvency with the assistance of professionals, collectivizing the process. The stay
(moratorium) pursuant to the BIA proposal provisions and the CCAA plan of arrangement pro-
visions gives the debtor company ‘breathing room’ to try to negotiate with all creditors where a
viable going-forward business plan may be possible. It thus assists in avoiding premature liqui-
dation. The fairness to creditors is that it prevents sophisticated or powerful creditors from
being able to use ipso facto clauses to accelerate payment, which diminishes the value of the
insolvency estate if the debtor is unable to get creditor acceptance and court approval of a pro-
posal or restructuring plan and must liquidate. It is essentially another means of preventing a
race to the assets or allowing a creditor to jump the queue in terms of its entitlements.

Most cases revolve around the hardship provisions. To obtain an order under section 65.1
(6) lifting the stay imposed by section 65.1 on the basis of financial hardship, a creditor must
prove objective hardship, not subjective hardship.39 The creditor must be able to show quantita-
tively the financial hardship that it will suffer if the stay is not lifted; and in deciding whether
to lift the stay, the court will take into account the effect of lifting the stay on the administration
of the estate and the prejudice to other stakeholders; and where the hardship suffered by the
applicant creditor by the court refusing to lift the stay is outweighed by the effects on the
administration of the estate, the proposal proceedings and the interests of the general body of
creditors, the order should not be made.40

The Canadian court has jurisdiction to make an order for payment of amounts falling due
under section 65.1(4) after the filing of a notice of intention or a proposal. Where a notice of
intention to file a proposal has been filed, critical suppliers who are required to continue to sup-
ply pursuant to section 65.1 of the BIA can seek relief from the court under section 65.1(4) in
order to enforce immediate payment for goods supplied to the debtor during the period after
the notice of intention was filed and before the date on which the critical supplier became
aware of the filing.41 The stay provisions in sections 69(1) and 69.1 do not require an application
to lift the stay with respect to payments to be made under section 65.1(4) after the filing of the
notice of intention or proposal but that were due prior to those dates.42
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The safeguards in the CCAA mirror the ones in the BIA proposal provisions. The CCAA
allows counterparties to require payments to be made in cash for goods, services, use of leased
property or other valuable consideration provided after the commencement of CCAA proceed-
ings.43 Section 34 also makes clear that nothing in the section is to be construed as requiring
the further advance of money or credit.44 The co-party can apply for relief on the basis of signif-
icant financial hardship.45

While Bélanger and Rigaud observed that Parliament deliberately decided to exempt corpo-
rate bankrupts and receiverships from the prohibition on ipso facto clauses,46 recent judgments
at the appellate level suggest that the common law continues, at least in the case of bankruptcy,
as discussed in Section 2.3.3.

Parliament implemented the hardship relief provisions to reserve flexibility in the system.47

Its recommendations were supported by the Canadian Association of Insolvency and Restruc-
turing Professionals (CAIRP) and the Insolvency Institute of Canada (IIC), the two leading
insolvency professional organizations in Canada, and the Canadian Bar Association.48

2.3.2 | Safe harbour exemptions

There is a safe harbour for EFC, in that they are not stayed from acting on the contractual provi-
sions.49 The definition of EFC was originally contained in the BIA, but was moved to the regula-
tions in 2007 to provide greater flexibility in the definition as different types of derivatives and other
EFC develop.50 Derivatives include a contract for differences, including a total return swap, price
return swap, default swap or basis swap; a futures agreement; a cap, collar, floor or spread; an
option; and a spot or forward.51 Section 65.1(7) specifies that the unenforceability does not apply to
EFC and does not apply to prevent a member of the Canadian Payments Association established by
the Canadian Payments Act from ceasing to act as a clearing agent or a group clearer for an insol-
vent person in accordance with that Act and the by-laws and rules of that Association.52 The BIA
permits the following actions under an EFC entered into before the filing that is terminated on or
after that filing, but only in accordance with the provisions of that contract:

a. the netting or setting off or compensation of obligations between the insolvent person
and the other parties to the EFC; and

b. any dealing with financial collateral including
i. the sale or foreclosure or, in the Province of Québec, the surrender of financial collat-

eral, and
ii. the setting off or compensation of financial collateral or the application of the pro-

ceeds or value of financial collateral.53

If net termination values determined in accordance with an EFC are owed by the insolvent
person to another party to the EFC, that other party is deemed to be a creditor of the insolvent
person with a claim provable in bankruptcy in respect of those net termination values.54

When the EFC safe harbour was enacted, there was discussion concerning the appropriate
balance between the economic and social policy objective of facilitating the restructuring of
insolvent businesses for the benefit of all stakeholders on the one hand and the importance of
the legal certainty necessary to preserve the efficiency and liquidity of the capital markets on
the other.55 Derivatives market players argued that uncertainty around the ability to enforce
EFC in an insolvency represented a material risk to the efficiency, stability and liquidity of the
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capital markets that depend on such instruments.56 They argued that it was required in order
for financial institutions to comply with the Basel Capital Accord in that the institution has the
right to liquidate and take possession of the collateral in a timely manner; that because the
essence of EFC is the mitigation of risk, if counterparties are forced to assume new insolvency
risk, the benefits of entering into an EFC may not be available; and that Canadian financial
markets would not be able to compete with markets in the United States and elsewhere if the
safe harbour was not given.57

As with the BIA, the CCAA provisions do not apply to EFC and members of the Canadian
Payments Association acting as clearing agent in accordance with the provisions of that contract:
the netting or setting off or compensation of obligations between the company and the other
parties to an EFC; and any dealing with financial collateral including the sale or foreclosure or, in
the Province of Québec, the surrender of financial collateral, and the setting off or compensation
of financial collateral or the application of the proceeds or value of financial collateral.58

The carve-out for EFC under the CCAA was determined after extensive consultation with
the insolvency profession and financial market participants. For example, the IIC supported the
EFC exception in order to protect non-defaulting counterparties from the risk of increasing
exposure to the insolvent counterparty under the EFC and to reduce systemic risk in Canadian
and global financial markets.59

In summary, the codification of provisions rendering ipso facto clauses unenforceable, with
the exception of EFC, has been uncontroversial in Canada, even after almost 30 years of experi-
ence with them. Although there are no empirical studies, the Canadian federal government
confirms that there have been no reported cases contesting the provisions, and that parties gen-
erally have adjusted their commercial contracts to recognize these provisions.60 There have
been a few instances in which parties litigate whether the contract is an EFC not caught by the
stay. The only other caselaw that exists tends to consider the scope of the hardship relief. Other-
wise, the clarity of the language and the certainty that it brings to parties to commercial con-
tracts has meant that it has been largely unproblematic in Canada. Combined with recent SCC
jurisprudence on how the common law aligns with these provisions, discussed in the next part,
the Canadian system offers a balanced approach to protection of the rights of debtors and
creditors.

2.3.3 | The common law anti-deprivation rule is alive and well in Canada

In Canada, the stay on ipso facto clauses has recently been linked with the common law anti-
deprivation rule, an important development in the treatment of contracts during insolvency. In
2020, the SCC rendered a judgment in Chandos Construction Ltd v. Deloitte Restructuring Inc.
(Chandos), which held that the anti-deprivation rule operates to prevent contracts from frustrat-
ing the purposes of the BIA as it renders void contractual provisions that would prevent prop-
erty from passing to the trustee, in turn helping to maximize the global recovery for all
creditors in accordance with the statutory priorities.61 The SCC held that the rule continues to
operate at common law in Canada, not eliminated by statute, rendering void contractual provi-
sions that, upon insolvency, remove value that would otherwise have been available to an insol-
vent person's creditors from their reach.62

The anti-deprivation rule has two parts: first, the relevant clause must be triggered by an
event of insolvency or bankruptcy; and second, the effect of the clause must be to remove value
from the insolvent's estate, an effects-based test.63 Contract law and bankruptcy law work
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together through the operation of the anti-deprivation rule.64 What should be considered is
whether the effect of the contractual provision was to deprive the estate of assets upon bank-
ruptcy, not whether the intention of the contracting parties was commercially reasonable. The
SCC held that the effects-based rule is clear and provides commercial certainty.65 The SCC held
that adopting a purpose-based test would create new difficulties, requiring courts to determine
the intention of contracting parties long after the fact; detract from the efficient administration
of corporate bankruptcies; and encourage parties that can plausibly pretend to have bona fide
intentions to create a preference over other creditors by inserting such clauses.66 The SCC held
that under a purpose-based rule, unsecured creditors would receive even less than they do
now.67

The rule maximizes the assets that are available for the trustee to pass to creditors.68 The
effect of a clause can be far more readily determined and provides parties with the confidence
that contractual agreements, absent a provision providing for the withdrawal of assets upon
bankruptcy or insolvency, will generally be upheld.69 The SCC recognized that there are
nuances with the anti-deprivation rule; for example, contractual provisions that eliminate prop-
erty from the estate, but do not eliminate value, may not offend the anti-deprivation rule; or
provisions whose effect is triggered by an event other than insolvency or bankruptcy; or the rule
is not offended when commercial parties protect themselves against a contracting
counterparty's insolvency by acquiring insurance or requiring a third-party guarantee.70

The Chandos judgment is seen as helpful as the BIA and CCAA provisions were aimed at
incremental changes as both contract law and insolvency law have developed and not aimed at
ousting the common law. While arguably it might leave a gap in treating of ipso facto clauses in
receivership, interim receiverships and receivers appointed for taking urgent conservatory mea-
sures presumably do not need protection in the same way.

In summary, in Canada, the clarity of the language making ipso facto clauses unenforceable
in insolvency law in Canada has meant that there have been few legal disputes and few judg-
ments, other than some cases on whether a contract is an EFC and what the standard of hard-
ship is for relief against the provisions. It is a sign that the legislation is working well, and there
have been no calls for reform by insolvency professionals or civil society groups.

3 | THE UK EXPERIENCE

3.1 | Legislative history and impetus

Until the Corporate Insolvency and Governance Act 2020 (CIGA), the United Kingdom had
only minimal constraints on the use of ipso facto clauses. The main reason for this late develop-
ment is the importance of the principle of freedom to contract in the United Kingdom. Since
the 19th century, the starting point for the courts has been the idea that when entering into
contracts, parties are free to decide when and in what circumstances that contract should come
to an end.71 Of course there have been inroads into this principle in the context of insolvency
law. In particular, there is a common law rule that it is contrary to public policy to contract out
of pari passu distribution,72 and the common law anti-deprivation rule provides that contrac-
tual provisions designed to remove from the estate of a bankrupt or insolvent company assets
held at the commencement of bankruptcy or winding up are void as being contrary to public
policy.73 However, these inroads have been comparatively limited. Even as the Supreme Court
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in Belmont Park Investments Pty Ltd. affirmed and clarified the ambit of the anti-deprivation
principle, the court continued to emphasise the importance of freedom of contract:

Despite statutory inroads, party autonomy is at the heart of English commercial
law…it is desirable that, so far as possible, the courts give effect to contractual terms
which parties have agreed.74

In Belmont, the Supreme Court called for a ‘common sense’ approach to the application of
the rule that would prevent it from disturbing:

bona fide commercial transactions which do not have as their predominant pur-
pose…the deprivation of the property of one or more parties on bankruptcy.75

The test established by the Supreme Court in Belmont therefore involves an assessment in
every case of whether the transaction is a commercially sensible one entered into in good faith.
After Belmont the position was that while ipso facto clauses constituted a ‘deprivation’ that
would attract the application of the rule, the inclusion of a provision entitling one party to ter-
minate on another's entry into insolvency proceedings would generally be considered commer-
cially sensible and would survive the application of the anti-deprivation rule.76

In this context, it is perhaps unsurprising that, prior to CIGA, the constraints on ipso facto
clauses that had been introduced in the United Kingdom were limited in scope, being focused
on preserving the supply of utilities such as gas, water and electricity and other ‘essential’ goods
and services.77 ‘Essential supplies’ are narrowly defined however, so that in practice, prior to
CIGA, an insolvency office holder could only compel the continued supply of utilities and vari-
ous forms of IT supply, so long as the company continued to pay for them.78 The operation of
these sections was limited to situations where the company entered administration or a Com-
pany Voluntary Arrangement. CIGA introduced a new section 233B into the Insolvency Act
1986,79 which significantly expands these provisions and introduces a broad and far-reaching
constraint on ipso facto clauses. These changes represent a material policy shift.

The immediate prompt for the introduction of these changes was the financial crisis created
by the COVID-19 pandemic and, in particular, the financial distress it created for numerous
otherwise viable companies. CIGA contains a range of measures, some temporary, others per-
manent, to tackle these difficulties. The main permanent measures are the introduction of a
new restructuring mechanism, the restructuring plan, which enables a cross-class cramdown to
take place,80 the introduction of a restructuring moratorium,81 and a broad constraint on ipso
facto provisions.82

This set of permanent measures, including the ipso facto reforms,83 had their genesis in a
2016 consultation paper from the UK Insolvency Service84 and a set of 2018 proposals by the
UK Government, which responded to that consultation,85 although the provisions in CIGA are
not identical to the proposals in those earlier papers, and indeed involve more radical reform
regarding ipso facto clauses than was proposed by the Insolvency Service in 2016. While con-
cerns around the financial difficulties created by the COVID-19 crisis were undoubtedly an
important prompt for these reforms, there were also other significant drivers. These include a
measure of regulatory competition as jurisdictions around the world have unveiled their debt
restructuring proposals. There has also been increased political focus in the United Kingdom
and elsewhere on rescuing companies, through indicators such as the World Bank's Doing Busi-
ness figures.86
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3.2 | Scope of unenforceability of ipso facto clauses

Section 233B of the Insolvency Act 1986 provides that any provision that allows for the termina-
tion of a contract for the supply of goods and services or for a party to do ‘any other thing’
when a counterparty enters into a relevant insolvency procedure ceases to apply once the coun-
terparty enters into that relevant insolvency procedure. CIGA therefore seeks to maximize the
opportunities for the rescue of businesses reliant on the continuation of supply agreements.
Although the UK provisions introduced in CIGA take their inspiration from constraints on ipso
facto clauses elsewhere, such as those in the US Chapter 11 Bankruptcy Code provisions, they
are distinct from the equivalent provisions in other jurisdictions, narrower in some aspects and
broader in others.

The stated policy intention of the new constraint on ipso facto clauses is to help companies
trade through a restructuring or insolvency procedure, maximizing the opportunities for rescue
of the company or the sale of its business as a going concern.87 The constraint applies in the
event that a company enters an ‘insolvency procedure’.88 This procedure is defined to include a
moratorium, including therefore the restructuring moratorium introduced by CIGA, adminis-
tration, a Company Voluntary Arrangement, liquidation, or a restructuring plan.89 The inclu-
sion of liquidation in this list arguably looks odd given the purpose of this provision is to aid
the rescue of a company as a going concern or of its business.90

Clearly, the principle of freedom of contract can be constrained for policy reasons that
extend beyond corporate rescue. The development of the anti-deprivation principle, for exam-
ple, recognizes that contractual arrangements can be used to undermine the statutory insol-
vency process in a way that diminishes both the potential for rescue and the ability of a
liquidator to get in the assets, realize them and distribute them in accordance with the statutory
order of distribution.91 The stated aim of rescue, however, does not seem to encompass a situa-
tion where no rescue objective exists, so, for example, in the more typical liquidation scenario
in the United Kingdom where the company ceases to trade almost immediately. To justify the
constraint on ipso facto clauses in such a situation requires a clear policy statement, and the
lack of such a statement may create problems later. For example, creditors making a hardship
application to court (see Section 3.3) may seek to persuade the courts to take into account the
question of whether a rescue rationale exists, perhaps suggesting that supplier risk is not justi-
fied where a rescue or preservation of the business for the purposes of a sale is not in prospect.

The constraint on ipso facto clauses introduced in CIGA is triggered by formal insolvency of
the company or entry into one of these procedures rather than actual insolvency. A termination
clause based simply on the company's inability to pay its debts (cash flow or balance sheet insol-
vency) will therefore remain exercisable before the company enters a formal insolvency process.
It will be unfortunate if this focus on formal insolvency results in suppliers exercising termina-
tion clauses at the first sign of a company's distress (in order to avoid the ban should the com-
pany go into a formal insolvency procedure), thereby precipitating the company's descent into
insolvency. If premature insolvency filings occur, it will undermine the rescue objective under-
pinning these provisions.

The provisions now in section 233 of the Insolvency Act 1986 have two main effects.92 First,
a supplier's contractual right to terminate on the grounds of insolvency is permanently switched
off as from the date of the relevant insolvency procedure.93 The prohibition is on termination or
‘any other thing’94 by reason of insolvency. The reference to ‘any other thing’ is extremely
broad. It includes exercising any other contractual rights triggered by or exercisable upon the
commencement of an insolvency procedure and includes any provision requiring higher
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payments or payments on default, for example, default interest or an acceleration of unpaid
payments. These provisions also cover the invalidation of any guarantee in the supplier's favour
where the supplier would be prevented from making any claim under such guarantee as a result
of the company's insolvency.

The provisions specifically prohibit the supplier from making it a condition of continued
(post-insolvency) supply that outstanding charges are paid.95 However, suppliers will retain the
right to terminate or ‘do any other thing’ with respect to any non-insolvency related events con-
tained in the contract, where the event occurs after the commencement of the insolvency proce-
dure. These rights may include, for example, non-payment. Second, a supplier's contractual
right to terminate on the grounds of any pre-insolvency events of default are temporarily
suspended until the relevant insolvency procedure comes to an end (unless the company exits
into a subsequent insolvency procedure).96

CIGA provides that the prohibition of termination on the basis of insolvency covers con-
tracts for the supply of goods and services other than contracts excluded from the operation of
the section. Various contracts are excluded from its scope, such as an insolvent company's cus-
tomer contracts. This constraint on ipso facto clauses is therefore narrower than some of the
constraints elsewhere in the world, such as that within US Chapter 11, which generally applies
to all executory contracts (subject to carve-outs).97

3.3 | Safeguards and exemptions

3.3.1 | Safeguards

As in other jurisdictions, the UK regime includes a series of safeguards for suppliers of goods
and services, and exemptions for particular types of contracts in the financial sector. It is clear
that a constraint on ipso facto clauses can be beneficial to companies in financial distress, and
to the creditors generally, particularly if the constraint promotes the rescue of the company or
its business, but there is a balance to be struck between these benefits to the debtor and the
rights of the individual creditors, which are otherwise being overridden. A measure of creditor
protection is built into the UK provisions.

One means of achieving this protection is via the payments that the supplier can expect for
continuing to supply goods or services to the debtor. In Canada creditors can demand payment
on a COD basis. A different approach is utilized in the United Kingdom. Under the pre-CIGA
provisions, suppliers were protected by their ability to demand a personal guarantee from the
officeholder for post-insolvency charges (failing which the supply can be terminated). By con-
trast, in the new provisions, introduced in CIGA, there is no requirement for the insolvency
practitioner to supply a personal guarantee.98

A further form of protection that is commonly utilized is the ability of the supplier to termi-
nate the contract in certain circumstances despite the general ban. In the United Kingdom,
there are three such exceptions, whereby termination by a supplier on account of an insolvency
event will be permitted:

1. with the consent of an office holder (i.e., an administrator or liquidator) or the com-
pany itself, if it is subject to debtor-in-possession proceedings, such as a restructuring
plan or a CVA99;

2. with the approval of the court, where continuation of the contract would cause the
supplier hardship100; and
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3. if a post-insolvency event of default occurs, giving rise to a new event of default, such
as non-payment.101

In practice, it is this second exception, based on creditor hardship, which is likely to be the
focus for creditors seeking to terminate the contract despite the ban. However, the concept of
‘hardship’ is not defined within the legislation and it will therefore be for the courts to establish
this threshold. This is the same terminology as adopted in Canada and, as discussed, most of
the cases in the Canadian courts have revolved around the hardship provisions. Different courts
will have to develop their own definitions of this concept, and it makes sense for them to look
to similar situations within their own jurisdiction for guidance. It may be that the UK courts
will apply the concept of balance that they have developed in relation to creditor challenges to
the UK administration moratorium, whereby the hardship to the individual creditor is balanced
with the benefits to the creditors as a whole in light of the overarching aim of securing the res-
cue of the company or business.

A high hurdle is imposed for the individual creditor: the court will relax the prohibition
where it is demonstrated that it would be ‘inequitable’ for the prohibition to apply.102 If a simi-
lar threshold is applied to this scenario, it is likely that ‘hardship’ will be interpreted to mean
the possible insolvency of the supplier if it is forced to continue to supply. This interpretation
would seem to be what the Government has in mind; it has described the hardship test as a
‘safeguard of last resort’, suggesting that it may be of limited value to suppliers.103 Furthermore,
this form of protection requires suppliers to go to the trouble and expense of litigation, some-
thing that is likely to dissuade many, particularly small suppliers, from seeking this form of pro-
tection.104 The level of creditor protection provided by this provision may therefore be less than
it appears at first sight.

3.3.2 | Safe harbour exemptions

In common with other jurisdictions, the UK constraint on ipso facto clauses is subject to carve-
outs for certain kinds of creditor. The categories of supplier and categories of contract, which
are excluded, are set out in Schedule 4ZZA of the Insolvency Act 1986.105 There are also exclu-
sions where the termination clause forms part of a contract involving financial services.

In summary, loan agreements, hedging arrangements and other types of financial contracts
are carved-out of the application of section 233B; and certain entities (e.g., deposit-taking and
investment banks and insurance companies) are excluded from the effects of the section,
regardless of whether they are the insolvent entity or the supplier.106 There is also a carve-out
for any set-off, netting arrangements or capital market investments. These carve-outs largely
mirror those that exist in other jurisdictions, including the US Bankruptcy Code. They will be
welcomed by financial creditors as it will enable them to, among other things, withdraw com-
mitted funds on the commencement of the relevant insolvency process (and thus mitigate
against risk), charge default interest on overdue amounts and accelerate debt in order to enforce
security and call upon guarantees on the occurrence of an insolvency event. Excluded contracts
largely relate to financial services,107 and the changes to the law introduced by CIGA will, con-
sequently, largely affect trade creditors. There is some sense to the exclusion of financial credi-
tors. In the absence of this carve-out, financial creditors may have been prompted to
incorporate earlier triggers into financial documentation to enable them to withdraw from the
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company working capital necessary for the company's ongoing operation at a point when insol-
vency is reasonably likely, to avoid the effects of the ipso facto ban, an outcome that could be
more detrimental to a distressed company than excluding the financial creditors from the ambit
of these provisions.

The changes introduced around the enforceability of ipso facto clauses in 2020 via CIGA rep-
resent a significant shift in policy in the United Kingdom. Despite the carve-outs described
above, the effect of the 2020 reforms is to expand significantly the ambit of the constraints on
enforceability of ipso facto clauses that apply in the United Kingdom. Although, in many ways,
the form of the post-2020 constraints on ipso facto clauses in the United Kingdom mirrors those
elsewhere, there are reasons to be concerned about some of these changes. The speed with
which the legislation was introduced, in response to the COVID-19 pandemic, means that the
provisions were not, perhaps, scrutinised quite as closely as might otherwise have been the case.
Some key terms, such as the ‘hardship’ creditors will need to demonstrate if they wish to termi-
nate the contract despite the constraints, are left largely undefined by the statutory provisions.
Other aspects of the legislation, such as the precise ambit of the phrase ‘any other thing’, will
also take time to settle. The example of equivalent Canadian provisions suggests that these
issues may iron themselves out over time, as parties get used to the provisions and can adapt to
them in future contract negotiations. This, however, makes the retrospective nature of the UK
changes introduced via CIGA particularly hard to justify.

4 | THE GERMAN EXPERIENCE

In contrast to Canada or the United Kingdom, German law contains two separate and signifi-
cantly different regulations on ipso facto clauses (‘Lösungsklauseln’). German insolvency law has
featured an ambiguous statutory position on such clauses in section 119 of the Insolvenzordnung
(InsO) (German Insolvency Code), which will be explained in this part of the article. The imple-
mentation of the EU Restructuring Directive108 into German law created a new statutory frame-
work for preventive restructuring procedures, which also included a statutory ban of ipso facto
clauses, which renders such clauses null and void. As these provisions result from policy choices
made by the EU legislator, they are discussed separately (below in Section 5.4).

The German insolvency law on ipso facto clauses presents the remarkable case of a seem-
ingly unending debate about a well-balanced compromise between the Canadian and English
‘extremes’. The debate centres on section 119 of the InsO, which reads:

Agreements excluding or limiting the application of sections 103 to 118 in advance
shall be invalid.

This prohibition protects the right of the insolvency administrator to assume or reject execu-
tory contracts granted in sections 103–108 of the InsO.

4.1 | Legislative history and impetus

German insolvency law has never included any explicit regulation on ipso facto clauses, but it
has always prohibited and invalidated contractual agreements that directly limited or
rearranged the right of the insolvency administrator to accept or reject executory contracts as
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such modifications hindered the administrator in maximizing the value of the estate.109

Whether the prohibition extended to contractual clauses that did not directly, but merely factu-
ally, interfere with these rights, such as ipso facto clauses, has been a topic of constant debate. It
started based on a very liberal case law under the old bankruptcy laws (KO and VglO) before
1999, which – similar to the case law in the United Kingdom at the time – principally respected
the right of contractual parties to adopt ipso facto clauses.110

In 1978, a reform commission111 was instituted in order to design a new insolvency statute that
was meant to replace the old statutes. The commission's report in 1985 included a specific proposal
with regard to ipso facto clauses and, while mentioning that there was no unanimous position, pro-
posed to ban such clauses by rendering them null and void.112 It was the majority view that such
contractual termination rights would jeopardize the continuation of the debtor's business and that
the interests of contracting parties were sufficiently protected by allowing them to terminate or accel-
erate contracts whenever an actual event of default occurred (no performance, late performance,
etc.). The minority in the commission objected with a view to the well-established German practice
of accepting such clauses as valid and the trust invested in this principle across industry sectors.

The ensuing legislative process initially adopted the (majority) position of the commission
and included relevant provisions into the draft text of the InsO in 1992. Section 137113 repeated
the well-known prohibition on agreements (directly) limiting the rights of the insolvency
administrator with regard to executory contracts in its first paragraph before detailing two new
specific rules for ipso facto clauses in the subsequent paragraphs. Paragraph 2 explicitly prohibi-
ted the use of such clauses in contracts provided that they simply connected to the fact of the
commencement of insolvency proceedings (insolvency-related ipso facto clauses). Paragraph
3 stated that the prohibitions in the first two paragraphs do not affect contractual rights for late
payments or any other form of breach of contractual duties.

Unfortunately, section 137 of the draft law suffered significant amendments in Parliament in
1994. Following an exchange of arguments in the Parliamentary Committee on Legal Affairs, the
second and third paragraphs in section 137 were deleted without any replacement based on the
view of the Parliamentary Committee that mere factual impediments of the rights of the insol-
vency administrator would not justify a strict prohibition of ipso facto clauses. Firstly, such a ban
would significantly limit the freedom of contract without a sufficient supporting cause. Secondly,
the Parliamentary Committee adopted the view of German practice that the new ban would hin-
der, rather than support, rescue operations in failing businesses because it would deter business
partners in the critical time period of a preventive rescue attempt as they had no way of limiting
their engagement if the attempt failed. Thirdly, it was stated the international contractual stan-
dards commonly include such clauses and that they should remain valid in Germany.114

So eventually, the InsO went into force in 1999 without containing any specific provision regard-
ing ipso facto clauses (again). While Parliament had uttered a clear position in favour of the validity
of such clauses, the contrary position of the reform commission remained well and alive, and its pro-
ponents used the prohibition in section 119 of the InsO to argue in favour of a limited ban on ipso
facto clauses – a position that was actually adopted by the Federal Supreme Court 13 years later.115

4.2 | Scope of the German ipso facto ban

Firstly, there has always been a general consensus in Germany that the insolvency of a party to
a contract or the commencement of insolvency proceedings shall not affect or limit the (statu-
tory) rights of the counterparty deriving from a breach of contract (late performance, no
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performance). The sole exception to this principle is explicitly included in section 112 of the
InsO limiting the termination rights for late payments of the debtor in lease and rental contracts
in insolvency proceedings. Beyond this special provision, it is generally agreed that contractual
clauses connecting to events of default (non- insolvency-related ipso facto clauses) are valid and
may well be invoked after insolvency proceedings were filed or commenced.116

Secondly, the prohibition of remaining insolvency-related ipso facto clauses, which are
agreements that provide a right to terminate or accelerate a contract merely due to the fact that
the debtor is insolvent, is deduced from section 119 of the InsO. Thus, the ban may only include
clauses in executory contracts as defined in section 103 of the InsO (not, for instance, articles of
association under company law) and, further, in executory contracts where the right to termi-
nate or assume is actually granted to the insolvency administrator under section 103 of the InsO
and not derogated by explicit provisions in sections 104–118. These provisions include deroga-
tions for financial contracts (section 104 of the InsO), lease or rental contracts for real estate
and employment contracts (section 108(1) of the InsO), loan agreements (section 108(2) of the
InsO) and agency contracts (sections 115–117 of the InsO). As the insolvency administrator
does not have an election right in these cases, ipso facto clauses may not interfere and cannot
be banned. A relevant prohibition of ipso facto clauses was stated by the Federal Supreme Court
to supply contracts for goods and energy.117 The line of arguments could potentially also affect
such clauses in licensing contracts.

If a prohibition applies, it includes all clauses relating to the insolvency of the debtor, either
by connecting to the motion for or the commencement of insolvency proceedings or by con-
necting to the debtor's inability to pay or balance sheet insolvency (the relevant German insol-
vency tests). The ban would preclude the counterparty from invoking the rights under the
clause retroactively back to the moment when the insolvency of the debtor is imminent.118

Thirdly, even an insolvency-related ipso facto clause is not prohibited if it merely mirrors a
statutory right under contract or commercial law.119 Statutory ipso facto clauses are indeed
prominently featured in German law, for instance, in insurance120 law or in the law on con-
struction contracts.121

The limited scope of the remaining ban may be mitigated in cases where the execution of
such clauses by the counterparty results in a loss of value for the estate due to the application of
German insolvency law rules on avoidance actions and fraudulent transfers. While the relevant
case law of the Federal Supreme Court122 predates the InsO and is not easily transferred to
today's law, the decision is still relevant in principle and may well be upheld.

4.3 | Safeguards and exemptions

As the ban of ipso facto clauses is not specifically regulated but rather deducted from a general
protection of the right of the insolvency administrator, there are also no explicit provisions on
safeguards and exemptions.

4.3.1 | Safeguards

If the contractual counterparty may not invoke an ipso facto clause due to the application of
section 119 of the InsO, it is the insolvency administrator's right and duty to terminate or
assume the executory contract pursuant to section 103(1) of the InsO. Section 103(2)2 of the
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InsO enables the counterparty to prompt such an election immediately. If the contract is termi-
nated, the counterparty may file a damages claim against the estate, which ranks as a general
unsecured claim pursuant to section 103(2)1 of the InsO. If the contract is assumed, the claim
for performance of the counterparty ranks as an administrative expense pursuant to section 55
(1) no. 2 of the InsO and may generally expect to be paid in full. German insolvency law does
not foresee any discretion of the court to amend this regime, for example, due to individual
hardship for the contractual counterparty.

If, however, the ipso facto clause is valid, the counterparty may either invoke it or nonethe-
less leave the decision to the insolvency administrator by requesting the election under
section 103(1) of the InsO.

4.3.2 | Safe harbour exemptions

The limited scope of the ban produces a larger safe harbour similar to the exemptions under
Canadian or UK law. Financial contracts, broadly defined in section 104 of the InsO, are
exempted from the right of the insolvency practitioner to assume or reject and thus also
exempted from a ban protecting this right. The same logic applies to other types of execu-
tory contracts that are terminated or assumed automatically by law, in particular real estate
lease or rental contracts and employment contracts (section 108 (1) of the InsO), or loan
agreements (section 108(2) of the InsO), but also for contracts that are not even executory
contracts.

Overall, German insolvency case law only provides for a very limited ban of ipso facto clau-
ses beyond the background of a contested legislative decision not to prohibit such clauses
expressly. For many types of contracts, it is still an open legal question whether commonly used
ipso facto clauses fall within the scope of the ban. Today's legislator relies on the German courts
to further develop the scope of the ban. Similar to the situation in the United Kingdom, more
certainty might be available over time.

5 | THE INTRODUCTION OF ipso facto REGULATION BY
THE EU LEGISLATOR

The EU Restructuring Directive123 aims to ensure that every Member State has in place an
effective debt restructuring mechanism that can facilitate the rescue of financially distressed yet
viable companies.124 The Preventive Restructuring Framework outlined in the first substantive
part of the Directive does not aim at improving restructuring options in existing insolvency
frameworks of EU Member States. Instead, it looks at procedures that are or should be available
before a debtor becomes insolvent under national law, namely before the debtor fulfils the con-
ditions under national law for entering collective insolvency proceedings, which normally entail
a total divestment of the debtor and the appointment of a liquidator.125 The Directive requires
EU Member States to revise their laws in order to offer preventive restructuring procedures con-
taining a package of measures such as a restructuring professional accompanying the debtor-in-
possession, a moratorium, a restructuring plan containing classes of creditors and a cross-class
cramdown option, and measures to deal with ipso facto clauses.
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5.1 | Legislative history and impetus

The purpose of constraining the use of ipso facto provisions is stated in the recitals as being to
ensure the successful rescue of the business.126 This broad purpose leads the EU legislator to
adopt two separate provisions banning rights of the counterparty.

Firstly, Article 7(5) contains a ban on ipso facto clauses:

5. Member States shall ensure that creditors are not allowed to withhold perfor-
mance or terminate, accelerate or, in any other way, modify executory contracts to
the detriment of the debtor by virtue of a contractual clause providing for such
measures, solely by reason of:

a. a request for the opening of preventive restructuring proceedings;
b. a request for a stay of individual enforcement actions;
c. the opening of preventive restructuring proceedings; or
d. the granting of a stay of individual enforcement actions as such.

Contractual clauses connecting solely to the fact of taking procedural steps in a restructur-
ing or insolvency framework would not be valid or at least not enforceable.

Secondly, Article 7(4) expands the ban beyond traditional ipso facto clauses:

4. Member States shall provide for rules preventing creditors to which the stay
applies from withholding performance or terminating, accelerating or, in any
other way, modifying essential executory contracts to the detriment of the debtor,
for debts that came into existence prior to the stay, solely by virtue of the fact that
they were not paid by the debtor. ‘Essential executory contracts’ shall be under-
stood to mean executory contracts which are necessary for the continuation of
the day-to-day operations of the business, including contracts concerning sup-
plies, the suspension of which would lead to the debtor's activities coming to a
standstill.127

The first sub-paragraph shall not preclude Member States from affording such cred-
itors appropriate safeguards with a view to preventing unfair prejudice being cau-
sed to such creditors as a result of that subparagraph. Member States may provide
that this paragraph also applies to non-essential executory contracts.

This provision prohibits the right of the counterparty to affect the contract based on an
event of default (no payment) regardless of the statutory or contractual basis of the right in
order to secure the continuation of the business.128 Such a strict prohibition has no precursor in
Canadian, English or German law.

5.2 | Scope of the EU ipso facto ban

The scope of the EU ban is broader than those in the other jurisdictions analysed in several
aspects.

The ban of contractual ipso facto clauses in Article 7(5) is broader than both the UK provi-
sions introduced in 2020 and the German ban in insolvency proceedings as it principally applies
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to all executory contracts, not just suppliers of goods and services. Similar to German insolvency
law and contrary to the UK provisions, the Directive limits the ban in Article 7(5) to ‘restructur-
ing-related’ clauses while it permits clauses that connect to other, additional grounds such as a
late payment.

It is Article 7(4) that extends the ban beyond contractual clauses and beyond clauses con-
necting to the mere fact of entering procedures by encompassing statutory rights of the counter-
party for non-payment. The very broad scope of this prohibition is confined by two aspects.
Firstly, it only applies to ‘essential executory contracts’, defined as executory contracts ‘neces-
sary for the continuation of the day-to-day operations of the business, including contracts con-
cerning supplies, the suspension of which would lead to the debtor's activities coming to a
standstill’. Yet it is explicitly provided that Member States may extend the provision to also
encompass non-essential executory contracts. Secondly, the ban only limits the rights of credi-
tors to whom a stay applies. As Article 6 allows EU Member States to specify the details of such
a stay including provision for exemptions, the scope of the ban will probably differ significantly
across Member States.

It needs to be remembered, however, that these provisions are only applicable to parties in a
preventive debt restructuring mechanism implemented according to the Directive. The scope of
the EU ipso facto ban is narrower than those in the United Kingdom and in Canada where, by
contrast, the ipso facto provisions apply much more broadly and include the situation where
the company is in liquidation, leading to a separate set of rules for preventive procedures in
Germany.

5.3 | Safeguards and exemptions

On the face of the Directive, the encroachment into freedom of contract is clear, and significant,
but the potential protections for creditors on this issue, such as those in the US Bankruptcy
Code or section 233B of the UK Insolvency Act 1986, are missing. Indeed, Article 7(4) makes it
clear that this issue is left to Member States since it leaves open to Member States the option of
affording creditors ‘appropriate safeguards with a view to preventing unfair prejudice’. Clearly
this approach leaves a lot of discretion to Member States and could lead to these provisions
being implemented in very different ways in different Member States.

Similar to the provisions in the United Kingdom and Germany, the EU ipso facto ban is
only affecting the rights of a counterparty in executory contracts. Ipso facto clauses in other
contracts are exempted. The term ‘executory contracts’ is broadly defined as contracts
between debtors and counterparties under which both sides still have obligations to perform
at the time the stay of individual enforcement actions is ordered,129 and would also include
financial contracts. Article 7(6) authorizes Member States to provide that a stay of individual
enforcement actions does not apply to netting arrangements, including close-out netting
arrangements, on financial markets, energy markets and commodity markets, if such arrange-
ments are enforceable under national insolvency law. This provision does not amount to an
exemption of financial contracts to the extent we see in the United Kingdom, German and
Canadian provisions or in the US Bankruptcy Code. Such an exemption does also not follow
from the fact that Article 1(2) provides a long list of debtors to whom the provisions of the
Directive do not apply, including insurance undertakings, credit institutions, investment
firms, central counterparties, etc., and that Article 1(3) provides that Member States may
exclude from the scope of these Directive procedures that concern debtors that are financial

20 SARRA ET AL.



entities, other than those referred to in Article 1(2). All these provisions concern the debtor
being the financial institution and do not extend to excluding counterparties that are financial
institutions.

5.4 | The German implementation in sections 44 and 55 of the
StaRUG

In Germany, the Parliament proposed a reform bill in late 2020, which was then passed and
came into force on January 1, 2021.130 This bill included, amongst other reforms, the introduc-
tion of a preventive restructuring framework as described by the Directive in a new statute:
‘Gesetz über den Stabilisierungs- und Restrukturierungsrahmen für Unternehmen’ or
‘StaRUG’. This amendment represented a significant shift in German law as prior to the imple-
mentation of these provisions, German law only provided for either out-of-court restructurings
requiring the consent of all affected creditors and shareholders or in-court restructurings by
means of an insolvency plan under the InsO.

Implementing Article 7(4) and 7(5) of the Directive, the German StaRUG regime includes a
ban of ipso facto clauses (‘Lösungsklauseln’) and other rights of the counterparty in sections
44(2) and 55(1) of the StaRUG.

Section 44 of the StaRUG implements Article 7(5) by providing:

Section 44 – Prohibition of Termination Clauses

1. The notification of the restructuring case or the use of tools of the stabilisation and
restructuring framework by the debtor is not in and of itself justification

i. for terminating contracts to which the debtor is a party;
ii. for accelerating the due date of payments or performance; or
iii. for entitling the other party to refuse the payment or performance incumbent on it or

demanding modification or renegotiation of the contract.
They also do not in and of themselves affect the effectiveness of the
contract.

2. Agreements that conflict with subsection (1) are invalid.
3. Subsections (i) and (ii) do not apply to transactions pursuant to section 104 (1) of

the Insolvency Code, to agreements on close-out netting pursuant to section 104
(3) and (4) of the Insolvency Code or to financial collateral within the meaning of
section 1 (17) of the Banking Act. The foregoing also applies to transactions that
are subject to the settlement of claims and performance as part of a system pur-
suant to section 1 (16) of the Banking Act.

Section 44 therefore provides that creditors' rights to alter a legal relationship by unilateral
declaration, for example, by termination of contract, calling in receivables or a refusal to per-
form, cannot be exercised in a pending restructuring matter and any contractual provisions to
the contrary are deemed invalid. This prohibition extends to demanding ‘adjustments to or
other modification of the relevant contract’, which is presumably the ‘any other thing’
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equivalent in this context. Any termination or acceleration right or rights of retention based on
other grounds, however, remain unaffected.

Interestingly, the reference to section 104 of the InsO in section 44(3) of the StaRUG effec-
tively excludes financial contracts and their netting agreements from the scope of the ban. This
exclusion is largely in line with the principles known from the debate about section 119 of the
InsO, but a clear deviation from the missing exemption in the Directive.

In contrast to both the scope of the EU ipso facto ban and the scope of a ban under Ger-
man insolvency law, section 44(1) of the StaRUG extends the ban in preventive procedures
to all contracts of the debtor. There is neither a reference to executory contracts as defined
in section 103 of the InsO nor a condition to the existence of an election right for such a
contract, which would give relevance to the (other) exceptions in sections 104–118 of the
InsO. Hence, the scope of the StaRUG ipso facto ban is significantly larger than that of an
InsO ban, or a ban in other Member States strictly implementing the provisions in Article 7
(5) of the Directive.131

Further, section 55 limits the use of statutory rights from a late payment of the debtor in line
with Article 7(4) of the Directive if a stay of enforcement actions (‘stabilisation order’) is issued
against the counterparty:

Section 55 – Effects under Contract Law

1. If the debtor owes a creditor something under a contract at the time of a stabilisation
order, the creditor may not, solely by virtue of a late performance, refuse to provide its
performance during the period of the order or execute rights to terminate or modify
the contract; the foregoing does not affect the creditor's right to refuse to provide that
portion of its performance that is attributable to the performance owed by the debtor.
If extended or renewed orders are issued, the time of the initial order is decisive.

2. Subsection (1) does not apply if the debtor is not reliant upon the creditor's perfor-
mance for the continued operation of the business.

3. If the creditor is obligated to perform in advance, it has the right to make its perfor-
mance contingent on the posting of security or on the debtor providing its perfor-
mance concurrently. Subsection (1) does not affect the right of lenders to terminate
the loan contract prior to disbursement of the loan due to a deterioration in the
debtor's financial circumstances or in the value of the collateral provided for the
loan (section 490 (1) of the Civil Code). Sentence 2 also applies to other loan
commitments.

The provision applies only to executory contracts and requires the counterparty that is
affected by a stay to continue to perform as promised even though the debtor defaulted on its
obligation before. The creditor may, however, insist on a payment of the debtor for the new
continued performance (cash on delivery). Paragraph 2 effectively limits the ban to essential
executory contracts. Paragraph 3 extends the right to demand cash or collateral on delivery to
counterparties who would otherwise need to perform in advance. It also protects ipso facto clau-
ses for lenders. Further, financial contracts are explicitly excluded from the scope of a stay pur-
suant to section 56.

Overall, sections 44 and 55, 56 StaRUG implement the rules of the Directive without any
reference to the pre-existing German insolvency rules developed for such clauses under
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section 119 of the InsO. Effectively, the InsO and the StaRUG regime for ipso facto clauses are
separate and independent both legally and principally.

6 | PRINCIPLES AND POLICY CHOICES INFORMING
STATUTORY CONSTRAINTS ON ipso facto CLAUSES

The analysis of the Canadian, United Kingdom, European Union and German rules for ipso
facto clauses makes it clear that largely divergent regimes have developed based on the discus-
sion of a similar set of principles and arguments. When revising their regime on ipso facto clau-
ses, often in connection with a general insolvency or restructuring law reform, policymakers
should follow a sequence of steps in their decision-making.

6.1 | Step 1: Clarity on the underlying rationale for interfering with
parties' freedom to contract

Any policy discussion in this area should begin with a basic decision about the rationale of the
envisioned or existing ipso facto clause regulation. The German insolvency law example pro-
vides proof of the amount of uncertainty in a jurisdiction when this discussion remains largely
unfinished.

Two broad approaches can be observed. The first is to rationalize the constraints on ipso
facto clauses as necessary to preserve the debtor's business operations in a crisis or insolvency.
This approach may be regarded as a particularly strong-form debtor-friendly approach, justify-
ing constraints on ipso facto clauses as necessary to preserve the debtor's business with the pre-
insolvency owners. It is based on a restructuring (rather than insolvency) approach. Where
policymakers have such a legislative agenda, as, for instance, the EU legislator did when ban-
ning ipso facto clauses in order to secure restructuring options, or the former German legislators
when deciding against a statutory prohibition, this rationale should be expressed clearly and
guide the subsequent steps in the legislative process.

The second approach contains a broader rationale for the constraints that go beyond preserv-
ing the business with the pre-insolvency owners. It recognizes that such constraints can have the
purpose of safeguarding the going-concern value of a business until a decision is made in a formal
process about whether to restructure, sell or wind it down. Preserving going-concern value is good
for the debtor company if a restructuring ensues, but it is also good for the general body of credi-
tors as the value of the estate is maximized by preserving the going-concern value even if the busi-
ness is then sold as a going concern in liquidation proceedings. As such, a ban on enforceability
of ipso facto clauses may improve the expectations for both the debtor and the estate and thus the
general body of creditors. Adopting this second approach requires a legislator to state clearly that
such a wider purpose is being pursued and that this policy rationale is why an individual creditor
should lose a contractual right in order to improve these expectations. It is the individual, often
sophisticated, contract creditor versus the collective interest of all creditors that must be balanced
here, and the design of an ipso facto clause regime balancing them will probably look different
than one implementing the first approach, in particular in terms of scope (restructuring versus
insolvency frameworks) and safeguards.

The principal policy choice to regulate the use of ipso facto clauses in the first place is often
framed as one about the extent to which freedom of contract should be infringed. Indeed,
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insolvency and restructuring law principles seem ambiguous in handling contractual arrange-
ments that aim at fixing the position of one party in case of the other party's insolvency. On the
one hand, any contractual right based on a contract clause is a pre-bankruptcy entitlement and
basically respected in insolvency just like a security interest or an arrangement about the
seniority or subordination of rights. On the other hand, insolvency law does not respect acts of
an individual creditor that are detrimental to the general interest of creditors and either avoids
such acts or recovers transactions that effect such a harm to the common interest. Hence, the
principles of insolvency and restructuring law cannot assist much in making this first-step pol-
icy decision. It remains a policy decision whether and for which purpose the law should curtail
the use of individual rights of a counterparty in the specific circumstances of insolvency or
distress.

Today, many jurisdictions have introduced limitations, and amongst those who have, we
see no agreement about whether to follow the first or second of the approaches described
above. Indeed, there is disagreement between jurisdictions as to whether clauses that make
ipso facto clauses unenforceable in insolvency proceedings should be available only for
restructuring/reorganization or whether they should be available for liquidations, either in
all cases or only in cases where the business is being liquidated on a going-concern basis.
The first approach (restructuring protection) seems to find support in recent law reforms in
the EU as well as in relevant international standards.132 The second approach (going con-
cern protection both in a liquidation and restructuring) is also mentioned in these interna-
tional standards where the argument is that such clauses may work to:

keep the business together to maximize its sale value or to enhance its earnings
potential; to capture the value of the contract for the benefit of all creditors rather
than forfeiting it to the counterparty; and the desirability of locking all parties into
the final disposal of the business.133

German insolvency case law seems to support this view. The German legislative process,
however, also points to a key argument against a ban on enforceability of ipso facto clauses
as such a regime effectively disables the parties to an agreement with a distressed firm from
autonomously determining the fate of contractual rights in case of a further deterioration
of the firm's financial status. This inability might keep them from contracting and
supporting such businesses when they need this support most. Suppliers, for instance,
could cease supplying even before relevant restructuring or insolvency proceedings are
even initiated, and a ban on such a cessation becomes effective. Experiences with ipso facto
regulations in jurisdictions such as Canada seem to indicate, however, that these concerns
may be unjustified.

Finally, concerns about regulatory competition might suggest that jurisdictions should avoid
such constraints at least while such constraints remain relatively uncommon globally, on the
basis that those introducing limits on the use of ipso facto clauses might suffer an economic disad-
vantage. Again, such concerns do not seem to be supported empirically if we look at the experi-
ence of jurisdictions that provide for such a regime. The reason why these jurisdictions avoid
economic disadvantages might be found in the fact that they provide for exemptions from their
ipso facto regime for specific types of contracts, such as shipbuilding or financial contracts, where
market participants hold the use of certain ipso facto clauses as established and essential, espe-
cially in cross-border contracts. In conclusion, this aspect should prompt policymakers to consider
such exemptions carefully, but they might not justify a decision to not regulate such clauses at all.
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6.2 | Step 2: Clarity in the scope of rules on limiting the enforceability
of ipso facto clauses

Once a policymaker has adopted the relevant rationale for a (new) ipso facto clause regime, the spe-
cific design of this regime would first need to outline the scope of restrictions with utmost clarity.

6.2.1 | Which kind of proceedings shall trigger an ipso facto clause ban?

The first decision is to consider the relevant procedural framework in a jurisdiction based on
the principal decision made in step 1. If the rationale is to protect the restructuring effort of the
debtor (only), the regime would only encompass restructuring procedures. The EU preventive
restructuring framework is a prime example.

If the rationale for the imposition of constraints is broader and also includes the protection of
any going concern of the debtor's business, the ipso facto regime would also need to apply to all
procedural options in a jurisdiction where the business is continued. The ban would also apply to
liquidation proceedings as far as the business continues trading here, probably in order to secure
a going-concern liquidation or, where still possible, a plan solution. Only procedures with the sole
purpose of a piecemeal liquidation would not need to restrict the use of ipso facto rights. In juris-
dictions where liquidation is predominantly on a piecemeal basis and therefore the company
ceases to trade immediately, such as in the United Kingdom, the inclusion of liquidation may be
hard to justify. However, it is not always easy to determine in advance whether a liquidation will
be on a going-concern or piecemeal basis. Many jurisdictions feature a uniform liquidation pro-
cess where businesses enter as a going concern. Here, the protection of the going-concern sale
option could support the application of an ipso facto regime in liquidation generally.

6.2.2 | Which kind of contracts are affected by an ipso facto clause ban?

The rationale adopted in step 1 would also guide the policy decision about the scope of a ban
with regard to the types of contracts encompassed by it. Aspects of legal certainty and non-
discrimination could mandate a broad scope, including all contracts of the debtor. The specific
rationale would, however, only demand a ban that is limited to contracts that are still to be per-
formed (‘executory contracts’) and also essential to keep the debtor's business alive when
proceedings as defined in the previous paragraph are commenced. The EU Directive and the
pre-2020 UK legislation include limits to a small number of contracts that are essential for the
continuation of the debtor's business.

1. Executory contracts: Connecting the scope of the ipso facto ban on enforceability to
executory contracts provides the comfort of borrowing the definition of the scope from
a concept that is well established in many jurisdictions' insolvency laws, most promi-
nently in the United States,134 but also, as explained above, in the United Kingdom
and Germany. Such a connection may, however, also complicate things as the relevant
insolvency law rules on executory contracts in many jurisdictions contain specific pol-
icy choices about how to handle such contracts in insolvency proceedings in order to
balance the interests of the estate and the counterparty. These choices might not be in
line with those made in the ipso facto discussion.
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Further, any ambiguity inherent to the local rules on executory contracts is being
imported to the ipso facto regime as the US experience seems to demonstrate where
the close linking of the stay on ipso facto clauses with how executory contracts can be
treated during bankruptcy proceedings has moved the site of litigation in the
United States to whether the contract is executory or not and the case law in this
respect is uneven, with some courts finding that contracts are non-executory and all-
owing ipso facto clauses to be enforced and other courts finding them to be executory
contracts and thus the clause unenforceable in order to facilitate a reorganization.135

Thus, contesting a contract as non-executory has been a path through which to find
the bankruptcy default clause enforceable.

2. Essential contracts: The rationale for imposing constraints on ipso facto clauses may
well justify the policy not encompassing all executory contracts. The EU Directive
would require Member States to implement a ban for essential executory contracts
only in Article 7(4) while preserving an option to include more. The UK regime, for
example, has implemented its ipso facto constraints in stages, first focusing on certain
essential supply contracts, such as utilities and information technology, and subse-
quently expanding to include all suppliers, subject to exclusions, but not executory
contracts more broadly.
When aiming to adopt such a differentiating regime, the required legal design raises
difficult questions as to the definition of which contracts are to be regarded as ‘critical’
or ‘essential’ and who has the task of performing this assessment, leading to potential
uncertainty for debtors and creditors.

3. Excluded contracts: Instead (or in addition) to defining essential (executory) con-
tracts, the ipso facto regime could principally include all contracts with the debtor
and then only exclude an exhaustive and clearly defined list of types of contracts, on
specific policy grounds. This policy choice is grounded in a special need for legal cer-
tainty, but also (and more often) in the need for a harmonized treatment of such
contracts in all jurisdictions globally. Hence, international contracts would often try
to set up a bankruptcy-remote set of default rules including ipso facto clauses and
national lawmakers could find good reason not to interfere. Ipso facto clauses have
been a key part of long-term contracting in many industries, most prominently in
shipbuilding, licensing, and/or financial contracts. They meet the desire to avoid
uncertainty in case of the insolvency of a contractual counterparty to the extent pos-
sible, especially in an international contract. Any ban, which may be well balanced
under local law policy choices, might collide with such standards and effectively
exclude a jurisdiction from participating in standardized international markets.

The UNCITRAL Legislative Guide also observes in this respect that such exceptions to a gen-
eral override of these clauses can be made for certain types of contracts, such as financial con-
tracts.136 As noted in all the jurisdictions discussed in parts II–V, EFC are frequently excluded
from bans on enforceability of ipso facto clauses for reasons of risks to the financial system and
the availability of capital. There can be significant advantages to excluding these contracts, in
order to incentivize these creditors continuing to provide capital at a reasonable cost.

However, jurisdictions need to be very clear on the scope of these exemptions and the
underlying policy rationale. For example, the US Bankruptcy Code exempts derivatives from
the stay on enforceability of ipso facto provisions, and the 2005 amendments enhanced this spe-
cial treatment by adding §561, which specifically preserves the contractual right to terminate,
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liquidate, accelerate or offset under a broad range of derivative contracts and master netting
agreements.137 Several scholars have argued that the scope of exclusions from the ipso facto stay
provisions for derivatives and other qualified financial contracts has been cast too broadly, with
considerable litigation on whether the contract is a qualified financial contract.138

An exclusion of financial creditors from the scope of these constraints does also have the con-
sequence of focusing their effect on trade suppliers and others who are often unsecured, and who,
absent statutory protections for them, will in many cases lose substantially all the value of their
claims. This issue raises questions of unfairness between different classes of creditors of the com-
pany and highlights the importance of the law's protection of these creditors, discussed next.

6.3 | Step 3: Clarity in the availability of safeguards for affected
counterparties

Once the rationale and the scope of the ban are determined, counterparties of the debtor
affected by the regime must also know about the availability of remedies. The next policy ques-
tion is thus what types of safeguards can be included to mitigate the effects on creditors.

For example, as discussed above, Canada protects creditors by stating that they do not have to
offer any further credit, and they can demand COD for the provision of any further goods or ser-
vices or leased property. Alternatively, the UNCITRAL Legislative Guide observes that one way
of dealing with any negative impact of limiting the effectiveness of ipso facto clauses is by provid-
ing compensation to creditors that can demonstrate they have suffered damage or loss as a result
of the contract continuing to be performed after commencement of insolvency proceedings.139 In
making a policy choice to compensate, legislators will have to consider what is the nature of the
claim and what evidence is required to establish that claim; what is the nature of the compensa-
tion, the amount that might be available, how the claim or the hardship is assessed or evaluated;
whether it is coming out of the assets of the estate, and if so, at what level of priority.

Another safeguard protection that can be considered is a policy that the creditor affected can
apply to the court for a determination that prohibitions on termination or acceleration do not
apply or apply only to the extent declared by the court, where the applicant satisfies the court that
the operation of those subsections would likely cause it significant financial hardship. The issue
for the court will be whether such a route is open to individual creditors, and what the precise
grounds of hardship or other reason are in order for the court to grant an exception. If a hardship
or similar exemption is available to single creditors, such requests are likely to involve weighing
the interests of the individual creditor against the interests of the debtor/creditors as a whole,
against the backdrop of the policy goals of imposing the constraints in the first place. The greater
the level of protection provided, the more the balance swings back in favour of creditors. How-
ever, such limited purpose exemptions can give rise to intra-creditor issues, where one group of
creditors concludes that treatment of their ipso facto clause has been inequitable in comparison
with another creditor. These issues are undoubtedly important, but difficult, as the ongoing litiga-
tion around this issue in the otherwise relatively settled Canadian ipso facto regime demonstrates.

6.4 | Step 4: Transparency about the choices made

Whatever the policy choices, they need to be clearly articulated so that contractual counter-
parties understand the rationale for setting aside their negotiated arrangements at the point of
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insolvency proceedings. These policy choices can also be relevant to creditors' ability to chal-
lenge the imposition of ipso facto constraints. For example, in regimes that stress a rescue ratio-
nale for the imposition of ipso facto constraints, creditors making a hardship application to
court could seek to argue that the constraints are not justified where a rescue or preservation of
the business for the purposes of a sale is not in prospect.

The Canadian system works well on the whole because it is regarded as having achieved a
satisfactory balance of multiple creditor and other stakeholder interests. The same cannot be
said about the German system where its insolvency law position on ipso facto clauses is unclear
and yet to be fully determined by case law. The UK reforms illustrate the need to take account
of the likely effect on creditor behaviour; for example, is the test for constraint on enforceability
of ipso facto clauses meeting the technical definition of insolvency or the commencement of an
insolvency proceeding? Where, as in the United Kingdom, it is formal insolvency of the com-
pany or entry into a specified procedure, rather than actual insolvency, it might incentivize
creditors to exercise termination clauses at the first sign of financial distress. The incentive
effects will vary from jurisdiction to jurisdiction, but poorly drafted ipso facto constraints may
risk undermining the very rescue objective they aim to promote. The UNCITRAL Legislative
Guide recognizes this danger and cautions that where an insolvency law provides that termina-
tion clauses can be overridden, creditors may be tempted to take pre-emptive action by termi-
nating the contract on some other ground before insolvency proceedings commence; and such
a result may be mitigated by providing that the insolvency representative has the power to rein-
state those contracts, provided that both pre- and post-commencement obligations are
fulfilled.140

6.5 | Step 5: Timing of a law reform

The clarity of the actual provisions is critically important to creating certainty, transparency,
and predictability for contracting parties well before insolvency and then during the proceed-
ings. The example of jurisdictions such as Canada in which these provisions have been in place
for some time suggests that the parties do learn to bargain in the shadow of these provisions
and clarity in the structure and ambit of the provisions maximizes the creditors' ability to bar-
gain effectively ex ante for the protection they need.

One question is whether the introduction of any such constraints should operate retrospec-
tively. Arguably such changes might be fairer to prospective creditors, who can bargain with
these changes to the law in mind as compared with existing creditors who bargained under one
regime but now find themselves in another. In the United Kingdom, for example, while the
pre-2020 constraints on ipso facto clauses were not retrospective,141 the ipso facto constraints
introduced in 2020 apply retrospectively.142 This timing is problematic from the point of view of
allowing creditors to adjust their position in light of the change in the law, particularly given
the significant policy shift that this change represents. It is preferable if such changes are not
retrospective.

6.6 | Step 6: Cross-border challenges

Finally, policymakers should consider how their constraints on enforceability of ipso facto clau-
ses may interact and/or impact cross-border comity and cooperation. Are the envisioned
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constraints even effective in a cross-border setting where the contract is governed by the law of
a jurisdiction other than the jurisdiction of the insolvency or restructuring proceeding, or does
the law of the other jurisdiction apply? Similarly, if the exemptions for specific contracts, such
as financial contracts, are not the same in the jurisdiction of the proceeding and the jurisdiction
in which the executory obligations of the contract are being undertaken, what is the policy deci-
sion regarding extraterritoriality of the jurisdiction of the proceedings?

There is no substantial harmonization on these issues, and nor is it the purpose of this arti-
cle to suggest that harmonization is necessary. Although some issues seem common to all juris-
dictions (e.g., the exclusion of financial creditors from the effect of any constraints), there are
also many differences. Different jurisdictions can and should take account of the different legis-
lative and market conditions within their regimes to fashion the provisions that will work for
them. However, this will undoubtedly raise the question of which regime applies in a cross-
border case. As part of the lex fori concursus, the ipso facto ban of the jurisdiction in which main
proceedings are commenced would apply in many jurisdictions (see e.g., Article 7(2) lit. e of the
European Insolvency Regulation)143 unless territorial proceedings were opened in parallel. To
avoid such complications, the ipso facto ban could instead be governed by the law of the con-
tract, which would require a specific rule in the cross-border insolvency law framework as an
exception to the lex fori principle in many jurisdictions including the European Union. There is
no room in this article to further evaluate these two options or even consider others. We wish
to stress nonetheless that any comprehensive ipso facto insolvency or restructuring law reform
should consider the issue of cross-border effects, parallel proceedings and forum choice.

7 | CONCLUSION

The existence of ipso facto clauses raises the issue whether and to what extent they should be
given effect during insolvency and/or financial distress related restructuring proceedings. In
contract law, the primary rationale for respecting ipso facto clauses is the importance of respect-
ing commercial bargains. Moreover, concern has been expressed that an insolvent business
delaying the termination of contracts that the debtor is unable to pay will increase existing
levels of debt, to the prejudice of all creditors. Such clauses recognize the need for creators of
intellectual property and other intangibles to be able to control the use of that property, and rec-
ognize that inability to terminate the contract may negatively affect the co-party's business.144

However, allowing creditors to rely on ipso facto clauses can be problematic from an insolvency
perspective and such clauses can be regarded as running counter to the public policy of encour-
aging the restructuring or rehabilitation of financially distressed companies where they can
devise a viable business plan that creditors can support in the requisite numbers. There can be
a tension between promoting the debtor's financial survival, which may only be possible with
the preservation of some key contracts, and the issue of injecting unpredictability and extra cost
into commercial dealings by creating a variety of exceptions to general contract rules.145

Legislators may address such concerns by designing the scope of their ipso facto clause law
carefully, as regards the circumstances in which the constraints will operate, the nature of those
constraints and the types of contracts that will be affected, as well as considering safe harbour
exemptions for sensitive types of contracts. Hardship clauses and other forms of creditor protec-
tion may further provide necessary relief for individual counterparties in specific circumstances.
This article has examined the choices made in this regard by Canadian, United Kingdom,
European Union and German legislators.
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Although there are a number of common themes that emerge, such as the exclusion of
financial creditors from the scope of the provisions, it is clear that different jurisdictions often
make quite distinct policy choices regarding the rationale for any constraints on ipso facto clau-
ses as well as on the specific nature and scope of the provisions. The range of choices is not per
se problematic as long as they are implemented with clarity and transparency, so that debtors
and creditors can bargain ex ante in the light of any legislative provisions. It is sensible for juris-
dictions to take account of their own preferences (debtor-friendly or creditor-friendly), the spe-
cific legislative and market-based circumstances that operate, and the extent to which they
wish to have regard to regulatory competition or other pressures in making these decisions, and
harmonization of these constraints is unlikely to be beneficial although that does raise the need
for a clear conflict of law rule to identify the relevant applicable law in cross-border scenarios.
Different jurisdictions will find different points of balance between the interests of individual
creditors in upholding their freedom of contract and the rights of the debtor and creditors as a
whole in preserving the business as a going concern. This article has highlighted the policy
choices that need to be considered in designing and implementing any ban on the enforceability
of ipso facto clauses in order to craft an appropriate balance.
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