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Bankruptcy’s Up Side
Acquiring the discounted assets or equity of bankrupt companies can be a lucrative 
investment strategy. By Schuyler cArroll, colonel Betz And richArd london

permitted to commence a bankruptcy case 
with a voluntary petition. There is also a 
mechanism whereby a group of creditors 
(in most circumstances, three or more) 
can file an “involuntary petition” to force 
a debtor into bankruptcy. The filing of 
a bankruptcy petition creates a fictional 
“estate” that generally includes all of the 
debtor’s present and future assets.

Upon filing, the debtor, through its offi-
cers and directors, often continues to man-
age its affairs as a “debtor in possession,” 
or “DIP.” In certain circumstances, usually 

involving fraud or gross mismanagement, a 
trustee will be appointed. The trustee takes 
over management of the debtor and displac-
es the officers, directors and shareholders. 

Although it is called the “reorganiza-
tion” chapter of the Bankruptcy Code, 
Chapter 11 offers a company the flexibility 
to accomplish various objectives, includ-
ing a traditional restructuring, a debt-for-
equity swap, a sale of equity or a sale of 
its assets as a going concern. Sometimes 
Chapter 11 is used for a straight liquida-
tion or a “going out of business” sale. 

the continued uncertAinty in the 
stock market coupled with the coming 
wave of loan maturities have left investors 
looking for alternatives asset classes and 
different places to park their money.

One area investors might want to take a 
look at is bankrupt and distressed companies. 

Many well-known and sophisticated 
investors have made fortunes in distressed 
companies, and family offices have also 
turned their attention to the opportunities 
in this arena.

Investors interested in purchasing dis-
counted assets and entities, investors will-
ing to consider creative purchase options 
and structures, and those open to a trans-
action requiring court approval may find 
the bankruptcy process to be an attractive 
alternative to other types of securities.

In analyzing this opportunity, this ar-
ticle provides a brief overview of the bank-
ruptcy process (focusing on Chapter 11 
bankruptcy cases) and discusses the two 
principal ways of acquiring assets or eq-
uity through a bankruptcy case. 

Brief Bankruptcy primer
The bankruptcy process is governed by 

federal law and administered by federal 
bankruptcy courts throughout the United 
States and its territories. Bankruptcy judges 
are accustomed to overseeing large cases in-
volving complicated issues of fact and law 
(think of General Motors, Lehman Broth-
ers, Washington Mutual and WorldCom).

The “debtor” is the company that files 
for bankruptcy. Nearly any type of entity is 
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Bargain Hunter only paid $5 million, Bar-
gain Hunter is only entitled to be paid (and 
thus, credit bid) $5 million. The Bankrupt-
cy Code protects Bargain Hunter and al-
lows it to credit bid the entire amount of 
the loan (i.e., $10 million)—even though it 
paid less. Thus, OverPayer will need to pay 
more than $10 million to win the auction.

This is where the real benefit of act-
ing early and buying out the bank comes 
in. Bargain Hunter gets the benefit of the 
entire discount it got in buying the loan—
and can use it to outbid other bidders. 

Furthermore, the order approving the Sec-
tion 363 sale should give the buyer the follow-
ing significant safeguards and protections:

• Section 363(f) of the Bankruptcy 
Code says the debtor’s assets can be trans-
ferred to the buyer free and clear of a wide 
variety of claims, liens, encumbrances and 
interests, and the sale order will include 
many determinations necessary to allow 
such a transfer. One makes sure that the 
buyer is not a successor and has no liabil-
ity for the debts. There is also a waiver of 
bulk sales laws. 

• Once the sale is approved, the likeli-
hood of an appeal is very slim. The appeal 
of a sale order will be deemed moot as long 
as the buyer acted in good faith. Thus, the 
finding of good faith in a sale order will 
give the buyer significant comfort, after it 
has invested time and effort, that the sale 
will not be reversed.

• Since the sale goes on in a federal 
court-approved process, the risk of future 
litigation prompted by the transaction is 
greatly minimized. A transaction with a 
distressed company outside of bankruptcy, 
for instance, could be subject to fraudulent 
transfer claims by a creditor who asserts 
that the buyer did not provide fair consid-
eration. Such litigation should be dismissed 
almost immediately in a bankruptcy case 
after the entry of a sale order (assuming that 
all parties acted appropriately).

Breakup fees, expense reimbursements 
and other bid protections designed to pro-
tect the buyer are also approved in nearly 
all cases. The bankruptcy court will often 

Section 363 Sales
In recent years, the prearranged sale of 

assets has become the most prevalent type 
of bankruptcy filing.

Section 363 of the Bankruptcy Code 
allows companies to sell some or all of 
their assets outside the ordinary course of 
business, and it requires the approval of 
the bankruptcy court. If structured prop-
erly, so-called “Section 363 sales” are an 
efficient way to sell the debtor’s assets. The 
debtor company has a great deal of flex-
ibility in structuring these sales—so long 
as the process is transparent and its goal 
is to maximize value—even when creditor 
claims will be wiped out.

As is the case with a transaction out-
side of bankruptcy, a buyer looking at a 
distressed company can identify any li-
abilities that it might want to assume and 
those assets that it would acquire, includ-
ing real property, personal property, con-
tracts and leases, as well as those items it 
would like to exclude. Bankruptcy courts, 
meanwhile, regularly approve mecha-
nisms to limit disruptions to the debtor 
company’s business as a result of either 
the bankruptcy or the transaction. These 
mechanisms include transition service 
agreements and consulting agreements.

Section 363 sales have a number of ad-
vantages over transactions conducted out-
side bankruptcy. For example, if the buyer 
is also one of the company’s creditors with 
a lien on the assets, Section 363(k) of the 
Bankruptcy Code allows the creditor to 
“credit bid” the entire amount of the debt. 
A third-party buyer (that is not a creditor) 
also can take advantage of this, reaching 

a deal to buy a lender’s claim—often at a 
steep discount—and get a substantial leg 
up on the competition via the credit bid.

 “Credit bid” is a term of art. It’s the 
ability of lenders to essentially repay 
themselves without having to lay out the 
money. The following example should 
help illustrate one of the benefits of a 
strategy like this. Say a company called 
Deadbeat Inc. borrows $10 million from a 
lender (MegaBank), which gets a first pri-
ority lien on all of Deadbeat Inc.’s assets. 
Deadbeat Inc. can’t repay the loan, and 
its assets are no longer worth $10 mil-
lion. Deadbeat Inc. identifies a potential 
buyer (Bargain Hunter). Bargain Hunter 

is willing to pay $5 million to buy all of 
Deadbeat Inc.’s assets. MegaBank wants 
out, does not want to wait until the sale 
closes and is willing to accept $5 million 
and take a loss for the rest.

Bargain Hunter approaches MegaBank 
and buys the bank’s loan. Bargain Hunter 
then enters into a stalking horse agree-
ment to buy all of Deadbeat Inc.’s assets 
for $5 million. Since MegaBank had a 
first priority lien on all of Deadbeat Inc.’s 
assets, MegaBank is entitled to all of the 
sale proceeds, but since Bargain Hunter 
bought MegaBank’s loan, Bargain Hunter 
gets the money. Instead of actually paying 
that money to itself, Bargain Hunter can 
“credit bid” under the Bankruptcy Code 
and thus reduce the amount of the loan by 
the amount of the purchase price.

Let’s take this example a step further. 
Another buyer (OverPayer) comes in and 
wants to bid against Bargain Hunter. Over-
Payer offers $7 million and says that since 

“credit bid” is a term of art. It’s the ability of lenders 

to essentially repay themselves without having to lay 

out the money.
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require that the assets be marketed for 
sale and that the debtor conduct a sales 
process, which includes implementing bid 
procedures. The usual structure of a pro-
cess with bidding procedures includes the 
debtor identifying a “stalking horse” pur-
chaser of the assets with whom it has nego-
tiated and executed a definitive agreement 
for the sale of substantial assets. The stalk-
ing horse agreement would be subject to a 
competitive bidding process, but the stalk-
ing horse would be entitled to a breakup 
fee (usually around 3% of consideration) 
and possibly an expense reimbursement in 
the event that its offer is outbid. The debtor 
would seek approval of the breakup fee, 
expense reimbursement and any other bid 
procedures. The bid procedures usually set 
forth the requirements of any competing 
bids, including the required structure of 
the offer (for example, if it were all cash 
and came without financing contingen-
cies); the deadline for the submission of 
competing offers; the minimum amount 
of consideration that must be given in the 
competing offer (which, generally, is the 
consideration under the stalking horse 
agreement plus the breakup fee and the 
expense reimbursement plus a minimum 
overbid); the rules for any auction of the 
assets, including the amount of bidding in-
crements; and the approval of backup bids 
in the event the winning bidder does not 
close the transaction.

After the bankruptcy court approves 
the breakup fee and bid procedures, the 
debtor will run the sales process and hold 
an auction. Then the court will conduct a 
hearing to consider approval of the sale and 
determine whether the sale is an exercise 
of the debtor’s business judgment (a fairly 
low threshold to meet). Assuming that no 
other government approvals are necessary, 
the sale can close soon after the court’s ap-
proval. Depending on the facts, a sales pro-
cess often closes days after court approval 
and the entire process is often completed 
within 60 days from start to finish.

The sale is often approved on terms 
very favorable to the buyer. The poten-

tial discounted value, the structure of the 
transaction and the timing of the sale can 
make the option highly attractive next to 
other investment opportunities. 

Sales through Bankruptcy plans
Another way to buy debtor assets is 

through a Chapter 11 reorganization plan. 
A reorganization plan, if it can be con-
firmed, is generally preferred to a Section 
363 sale when a buyer seeks to acquire the 
equity interests in, rather than the assets 
of, a debtor or when the buyer seeks to 
issue new securities. The reorganization 

plan mechanism also may be favorable if 
there are other issues that need to be ad-
dressed in the transaction, such as a settle-
ment of outstanding litigation or a merger.

The Chapter 11 plan is superior to a 
Section 363 sale in several respects:

• According to Section 1145 of the 
Bankruptcy Code, a security issued in con-
nection with a Chapter 11 plan is exempt 
from registration with the Securities and 
Exchange Commission under many cir-
cumstances. This is important to a buyer 
because under a reorganization, the fil-
ing company’s assets would vest when the 
company is reorganized, and that equity 
interest would then be issued to the buyer. 
This way, the buyer can purchase assets and 
at the same time issue free tradable stock—
which can be listed on an exchange—or re-
stricted or preferred stock, even when the 
debtor might not be permitted to. 

• Section 1146 of the Bankruptcy Code 

says transactions included in the Chapter 
11 reorganization plan will be free from 
stamp and transfer taxes. In this way, sales 
of real estate, for example, may proceed 
without payment of transfer taxes or other 
taxes required to record a deed. 

• A Section 363 sale and the associated 
bidding process can still be contemplated 
under a Chapter 11 plan, and the bidding 
process can take place at the same time 
that the plan process plays out.

• A reorganization plan generally gives 
the parties more flexibility and allows 
them to find creative solutions to prob-

lems. For instance, Section 363 sales are 
not well designed for non-cash transac-
tions, but those types of transactions can 
be made under a Chapter 11 plan. 

Like a Section 363 sale, a Chapter 11 
reorganization plan will normally be a 
two-step process. First, the bankruptcy 
court will consider whether to approve 
a disclosure statement with background 
information about the debtor, the events 
that transpired in the bankruptcy case and 
the proposed transaction. If the court ap-
proves the disclosure statement, the debtor 
and any other proponents will solicit votes 
from creditors in favor of the plan. At the 
confirmation hearing, the bankruptcy 
court will evaluate whether the requisite 
creditors accepted the plan and whether 
the plan satisfies the requirements of the 
Bankruptcy Code. Assuming that gov-
ernment approvals are unnecessary, the 

Continued on page 62

A chapter 11 reorganization plan, if it can be 

confirmed, is generally preferred to a Section 363 sale 

when a buyer seeks to acquire the equity interests in, 

rather than the assets of, a debtor or when the buyer 

seeks to issue new securities.



phisticated investor to structure the terms 
of an asset or entity purchase and to close 
on the sale in a protective manner. 

At a time when the securities markets 
are difficult to navigate and present various 
risks, bankruptcy sales offer a legitimate 
and attractive opportunity. Sophisticated 
investors and family offices should con-
sider exploring these options. 
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plan can “go effective” or close soon after 
confirmation by the bankruptcy court. 
Depending on the facts, a plan process is 
often completed within 90 days after the 
execution of a stalking horse agreement.

Although Chapter 11 plans may be 
used to resolve tricky issues associated with 
bankruptcy transactions, they are not ap-
propriate for all situations. If a buyer seeks a 
straightforward cash transaction to acquire 
assets that are not subject to stamp taxes or 
similar taxes, the buyer may be best served 
to pursue a Section 363 sale. (Stamp taxes 
per se are rare these days, but there are 
many similar taxes that fall under that defi-
nition, including most transfer taxes, sales 
taxes and gains or profits taxes.) Moreover, 
if the assets are quickly deteriorating in val-
ue or the debtor does not have the liquidity 
necessary to operate in bankruptcy pend-
ing a plan process, it may be best to proceed 
with a Section 363 sale. Furthermore, since 
the confirmation of the plan marks the 
debtor’s exit from bankruptcy (which may 
be an orderly liquidation), proceeding via a 
plan may result in other parties raising ob-
jections that are not relevant to the sale, the 

buyer or the purchased assets (such as dis-
putes between creditors over which creditor 
is entitled to the sale proceeds or whether 
the seller must pay certain taxes) that can 
result in a significant delay and interfere 
with the buyer’s objectives.

conclusion
Bankruptcy sales, whether through 

Section 363 sales or Chapter 11 reorgani-
zation plans, are meant to give a buyer a 
level of certainty about acquiring the assets 
or equity of a distressed entity. Either a sale 
order or a plan confirmation order can en-
sure the buyer is getting the assets free and 
clear and minimizes the risks associated 
with successor liability claims. 

Although bankruptcy sales are often 
subject to bid procedures (and the pos-
sibility that the buyer will be outbid), the 
award of breakup fees and expense reim-
bursements and the approval of a struc-
tured bidding process can minimize the 
downside risk associated with competitive 
bidding (from the buyer’s perspective). 

These sales, when properly evaluated, 
present significant opportunities to the so-
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