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With one notable exception, a lender may not make a PPP loan to an entity in 
which a director or an officer has (or recently has had) an equity interest. 
 This prohibition extends to any equity interest of any size and to equity interests held w ithin the previous six 
months. Thus, a director or off icer cannot “save” a PPP loan from this conflict of interest by divesting shortly before a 
loan application is f iled. The SBA rules do not define “off icer,” although the term is generally understood to include 
any employee w ho has the legal capacity to agree to and sign documents on behalf of an institution. The prohibition 
on loans to entities in w hich a director or off icer has an equity interest does not extend to close relatives of a director 
or off icer, but they are caught up in other rules.  

 Recently, the SBA announced an important exception: it w aived the ethical requirements, including this 
prohibition, on PPP loans to entities in w hich an ow nership interest (w hether controlling or not) is held by an outside 
director or a shareholder of less than a 30% equity interest in the lender. Such loans similarly are no longer subject 
to the Federal Reserve’s rules on loans to insiders in Regulation O. Inside directors, larger investors, and off icers 
remain subject to the SBA’s prohibition. 

 

 

A loan to a small business in which a relative of an officer or director has an 
interest is subject to a rule against self-dealing. 

The SBA rules prohibit self-dealing by an “Associate” of a PPP lender. The term “Associate” includes any entity 
in w hich a “Close Relative” of a director, off icer, key employee, or holder of 20% or more of the value of the lender’s 
stock or debt instruments ow ns or controls at least 20% of the entity’s stock or debt instruments. A Close Relative 
includes a spouse and any parents, children, siblings, or spouses of the same. Thus, under the rules, a loan to an 
entity in w hich an off icer’s or a director’s son-in-law  held a 20% non-controlling interest, and in w hich the off icer or 
director w as part of the decision making process, w ould be a loan to an Associate of the lender – and therefore 
potentially self-dealing.  

This situation may come as a surprise to bankers since a similar loan w ould be covered under Regulation O 
only if  an executive off icer (rather than any off icer) w ere involved and if the director w ere to receive a tangible 
economic benefit from the loan.  

The risk of self-dealing can be avoided by the recusal of an off icer or a director from the review  or approval of a 
PPP loan application involving a family member. A lender should confirm that its existing policies on conflicts of 
interest and recusals are satisfactory. An unavoidable risk is that an off icer may not know  all of the entities in w hich, 
say, a son-in-law  has a 20% interest – but there is an expectation that loan off icers w ill know  the businesses in w hich 
their family members are engaged. Given the pace of the PPP lending process and imperfect know ledge, a full-
blow n recusal process and an extended due diligence effort into relatives of loan off icers are not realistic 
possibilities. The SBA appears to recognize these facts: the borrow er application form deals only glancingly w ith 
family relationships, asking for the identities of ow ners of 20% or more of the applicant’s equity.  
 
 
 

As the Paycheck Protection Program (“PPP”) is about to re-open follow ing passage of a bill that w ill provide additional $310 billion in funds to the 
program (including funds reserved for loans by certain small and mid-sized lenders), the rules of the Small Business Administration (“SBA”) that 
prohibit or restrict loans to the small business ventures of bank off icers, directors, and investors – and their family members – again take on 
renew ed importance. Because the SBA rules on conflicts of interest and self-dealing range widely over individuals and small companies, they 
present compliance risk as w ell as reputation and litigation risk. The necessary speed in making loans under the program before the additional 
funds are exhausted, however, makes it extremely diff icult for a lender to develop new  policies and procedures that are specif ic to the program. 
 
Accordingly, a lender should take special care that the off icers (and directors) who review or approve PPP loan applications adhere to the lender’s 
conflict-of-interest and recusal policies and that common sense continues to drive the approval process. A lender should also require any off icer 
or director to notify the lender’s PPP  team of any application in w hich the off icer or director, or a family member, may have an interest. Here are 
key principles to keep in mind in managing potential conflicts of interest: 
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We recommend that a lender make a specif ic effort to remind loan off icers of the lender’s existing conflict-of-
interest policies and recusal requirements and to encourage any off icer or director to alert the lender’s PPP lending 
team of applications in w hich the off icer or director, or a family member, may have an interest. A loan off icer should 
be vigilant w hen review ing the named ow ners of an applicant. 

 

 

“Close Relatives” of officers and directors may also be swept up in separate 
SBA affiliation rules used to determine employee size. 
 PPP loans generally are available only to companies w ith 500 or few er employees. If  tw o or more companies 
are aff iliated, then their employee counts must (w ith a handful of exceptions) be aggregated. If  the aggregated count 
exceeds 500, neither the company nor its aff iliates are eligible. The definition of aff iliate is similar to that in 
Regulation W, although the voting stock ow nership threshold is 50% under the SBA rules in contrast w ith 25% in 
Regulation W.  

 A bank should be aw are that the SBA creates a rebuttable presumption of aff iliation w here there is an “identity 
of interest” – that is, identical or substantially identical business or economic interests among “Close Relatives.”  
Under this presumption, otherw ise unrelated companies are presumed to be aff iliated if  they are operated by Close 
Relatives and do business in the same or similar industry in the same geographic area. The PPP application 
materials account for this requirement through a question on the borrow er’s application form that asks w hether the 
applicant or any ow ner of the applicant is an ow ner of any other business, or has common management w ith, any 
other business. An applicant also must certify that it employs no more than 500 employees (or a greater number as 
identif ied by the SBA for an industry). 

 A lender is entitled to rely on an applicant’s representations and certif ications in a PPP application, and the 
PPP timeline is so short that a lender cannot do much to test them. Still, w hen a lender has a reason to doubt a 
particular statement, it should make a further inquiry w ith the applicant. 

 

 

Even if the SBA rules do not preclude a PPP loan, Regulation O and fiduciary 
principles still apply to decisions on PPP loans. 
 The CARES Act and the PPP do not make any changes to Regulation O, w hich imposes dollar limits and procedural 
requirements on a bank’s loans to insiders and their related interests. A bank should be sure that its PPP lending operation 
adheres to the bank’s Regulation O procedures. Simply because a loan involving an off icer or director is permissible under 
the SBA rules does not mean that the loan is permissible under Regulation O, w hich reaches some individuals that the 
SBA rules do not. Perhaps most critically, the SBA rules should apply to off icers and directors of the lending entity only, 
w hile portions of Regulation O cover loans to executive officers and directors of a bank’s holding company and aff iliates. In 
addition, w hile Regulation O’s definition of immediate family is considerably narrower than the definition of Close Relative 
in the SBA rules, Regulation O covers any loan to any party if  the proceeds are used for the tangible economic benefit of 
an insider, a provision that could reach loans that the SBA rules do not.    

 A bank’s PPP loan to a business in w hich an officer or director of the bank has any interest w ould bring his or her 
duty of loyalty into play. Consistent w ith such duty, the officer or director must be recused from any role in the review of 
approval of the loan. 

 

Directors should keep litigation and reputation risks in mind when considering 
any aspect of a PPP lending program. 

The board of a PPP lender should conduct careful – and w ell-documented – oversight of the lender’s PPP 
program. Lenders are caught in the middle of tw o sets of parties w ith an intense interest in PPP. On one side, 
because the SBA w ill forgive PPP loans w ith taxpayer money, several federal entities, including the SBA, Treasury, 
the Justice Department, a lender’s primary federal regulator, and Congress, can be expected to devote considerable 
resources to monitoring lender compliance. On the other side, because the SBA’s funds are limited, not all  
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applicants w ill receive PPP loans even if they are qualif ied. Claims against lenders already have been f iled. The 
terms of the PPP attempt to place the compliance burden on borrow ers, but a lender should expect greater scrutiny 
than these terms might suggest. 

 
 
 

 

If you have any questions concerning the material discussed in this client alert, please contact the 
following members of our Financial Services practice: 

Bruce Bennett +1 212 841 1060 bbennett@cov.com 
Rusty Conner +1 202 662 5986 rconner@cov.com 
Nikhil Gore +1 202 662 5918 ngore@cov.com 
Eric Mogilnicki +1 202 662 5884 emogilnicki@cov.com 
Jeremy Newell +1 202 662 5569 jnewell@cov.com 
Michael Nonaka +1 202 662 5727 mnonaka@cov.com 
Michael Reed +1 202 662 5988 mreed@cov.com 
Jean Veta +1 202 662 5294 jveta@cov.com 
Stuart Stock +1 202 662 5384 sstock@cov.com 
Karen Solomon +1 202 662 5489 ksolomon@cov.com 
Dwight Smith +1 202 662 5329 dsmith@cov.com 
David Stein +1 202 662 5074 dstein@cov.com 
Anne Termine +1 202 662 5827 atermine@cov.com 
Randy Benjenk +1 202 662 5041 rbenjenk@cov.com 
Cody Gaffney +1 202 662 5195 cgaffney@cov.com 

 
 

This information is not intended as legal advice. Readers should seek specific legal advice before acting with 
regard to the subjects mentioned herein.  

Covington & Burling LLP, an international law firm, provides corporate, litigation and regulatory expertise to 
enable clients to achieve their goals. This communication is intended to bring relevant developments to our 
clients and other interested colleagues. Please send an email to unsubscribe@cov.com if you do not wish to 
receive future emails or electronic alerts.   
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