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One's loss is another's gain: buying assets 
in a US bankruptcy court
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Chapter 11 was added to the United States 
Bankruptcy Code in 1978 as a court-super-

vised forum for financially restructuring oper-
ating commercial enterprises. More recently, 
however, many Chapter 11 bankruptcies have 
evolved into a sale of all of a distressed com-
pany’s assets. When the underlying business is 
strong and simply overleveraged or misman-
aged, a savvy buyer can find an opportunity. 
What can a potential purchaser expect in a Sec-
tion 363 sale?

The process is generally referred to as a ‘363 
Sale’ after the Bankruptcy Code section that 
authorises these sales. The assets are purchased 
‘free and clear of any interest’ that previously 
existed. This is the buyer’s primary benefit. It 
gives buyers greater protection than they would 
enjoy if the sale was done outside of bank-
ruptcy. 

The decision to sell assets instead of reorga-
nise rests with the debtor. The formal process 
commences when the debtor files a motion re-
questing the court’s permission to sell its assets. 
That motion can be brought any time during 
the Chapter 11 case. Notice of the motion must 
be sent to all creditors and parties in interest. 
Generally, absent exigent circumstances, 20 
days will be the shortest time prior to a court 
hearing on the motion. A quick sale process 
would be 60-90 days. Many times the first mo-
tion asks the court to approve sale procedures 
and a process so that an auction may occur at a 
later date. Or, if the debtor and a specific buyer 
have finalised the sale terms, the motion may 
seek authority to sell assets at a price certain. 
Other parties have the opportunity to object 
to sale. Courts, even in the absence of objec-
tion, generally conduct a hearing – typically 
taking testimony and other evidence. Creditor  
opinions of the process and sale will be given 
great weight by the court. 

A buyer must understand that the debtor has 
a fiduciary obligation to try to find the buyer 

who will pay the most. This is unlike a more 
typical situation where a ‘no-shop’ clause is 
included. This unusual dynamic many times 
leads the first potential purchaser to seek special 
protections. Without it, the first potential buyer 
would have performed all the due diligence 
and expended its time and their professional’s 
time only to have a second possible purchaser 
be a ‘free-rider’ by offering the same deal for 
a dollar more without incurring the expense. 
Granting protection encourages a purchaser to 
come forward and establish a price ‘floor’. The 
protections will not be permitted if they ‘chill’ 
or discourage the bidding and are not legally 
binding until approved by the court. A purchaser 
granted these protections is generally referred to 
as the ‘stalking horse’ since the debtor uses a 
first bid to draw out other purchasers who may 
pay more.

The special protections generally include 
‘break-up fees’ and the establishment of some 
‘minimum bid’ increment. A break-up fee is es-
tablished to ensure that the stalking horse’s due 
diligence costs will be reimbursed should it not 
prevail. Courts generally closely examine break-
up fees to determine that they only reasonably 
compensate the stalking horse rather than act as 
a poison pill. Break-up fees should approximate 
the actual out of pocket due diligence costs and 
are usually set at a small percentage of the total 
transaction costs as an estimate. The first bid-
ding increment usually covers the break-up fee 
with an additional component so that the next 
bid is financially better for the bankruptcy estate 
and encourages other purchasers to participate 
earlier in the process by becoming a stalking 
horse rather than to waiting. Any party has a 
right to increase its bid until the maximum value 
is obtained. A cash down-payment in escrow is 
required to demonstrate the buyer’s commit-
ment and to forfeit if the buyer walks away from 
the transaction.

Since the process must be open and above 

board, colluding with other buyers to depress 
the price is illegal. General discussion is per-
missible, but anything that reduces the price is 
not. Moreover, the bankruptcy process does not 
eliminate the need to follow other general laws. 
For instance, if the purchase is large enough, 
the purchase must comply with laws such as the 
federal Hart-Scott-Rodino Act or plant closing 
laws. Likewise, for foreign entities buying US 
real estate, there are other laws that need to be 
followed. In addition, when licenses or permits 
to operate are required, such as environmental 
permits, the buyer must comply with that ad-
ministrative process. When the debtor is selling 
assets of foreign subsidiaries or the foreign 
subsidiaries themselves, there is nothing in the 
US bankruptcy process that obviates the need to 
comply with laws regarding transfer of owner-
ship in those countries. 

The debtor’s general financial information 
is already disclosed in the financial schedules 
it filed with the bankruptcy court. For more 
specific information such as customer lists, a 
confidentiality agreement is required from the 
potential buyer.

While the sale is free and clear of all liens 
(liens attach to the sale proceeds), there are 
other potential trailing liabilities that a buyer 
needs to watch. For instance, under different US 
laws, it is possible to have successor liability in 
areas such as environmental and product liabil-
ity. The law is, at best, muddled on these issues 
and there still remains potential liability from 
the previous operations. 

With respect to contracts and leases, in general, 
so long as the buyer provides evidence that it 
can perform under those agreements, the leases 
and contracts may be assumed by the debtor and 
assigned to the buyer. On a practical level, in most 
cases, there is no problem assuming and assigning 
leases and contracts. In some instances, however, 
issues arise requiring the buyer to deal on a ‘non-
legal’ level through a relationship basis with the 
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non-debtor party to the agreement. The buyer will 
need to do its own due diligence and satisfy itself 
that any necessary critical employees, critical 
vendors and critical customers will continue the 
relationship. 

The buyer needs to be acutely aware that the 
sale is ‘as is where is’, without warranties that 
buyers are accustomed to receiving. Accordingly, 
the due diligence process is particularly critical 
so that the buyer understands exactly what it is 
buying. Some buyers attempt to deal with this 
by not making an entire cash offer, but rather 
by keeping a note due with some amount so that 
the buyer could potentially offset any surprises.

In a bankruptcy process, however, cash is king. 
A cash offer for less money may be preferred 
over a higher offer where there is a note or some 
remaining obligation due. Likewise in dealing 
with ‘critical vendors’, many times a buyer, for 
business reasons, may want to assume certain of 
the debtor’s obligations. This generally causes 
more problems than it solves. If a buyer believes 

it needs to financially ‘take care’ of a vendor, that 
is best done totally outside the process. Generally 
speaking, a buyer should have its financing lined 
up at the time it makes the offer. Just like transac-
tions outside of bankruptcy, a buyer with con-
tingencies is not as valuable as a buyer without 
contingencies.

A particular issue arises when management is 
one of the other bidding parties. Other buyers 
need to have full access to information and if 
for some reason that is being denied, the buyer 
may seek court intervention to order informa-
tion disclosed. All sales proceeds are supposed 
to be paid to the bankruptcy estate. The court 
may need to determine that any payments made 
directly to former management or equity hold-
ers compensate only for future services and are 
not part of the purchase price. 

Some courts are particularly accustomed to 
doing these kind of sales and they are routine. 
In other jurisdictions, the court will be hostile 
to selling all the assets outside of a plan of 

reorganisation process. This is an issue that the 
buyer should explore with its counsel. 

When a traditional auction occurs, the parties 
pre-qualify. Frequently, the debtor will negoti-
ate with several of the parties to determine if a 
stalking horse bid can be arranged. Then, many 
times, the assets are auctioned in a number of 
separate individual lots. Usually the first round 
of bidding determines what buyers are willing 
to pay for the individual lots. Then, a second 
round of bidding occurs to see what buyers are 
willing to pay for all assets. If a higher price 
can be obtained for the individual lots, rather 
than the whole, they will generally be sold in 
that fashion. A potential buyer needs to have 
flexibility and be able to move quickly and 
accommodate itself to a rapidly changing situ-
ation. The auction itself most frequently occurs 
outside of court, without the judge present, with 
the results reported in court afterwards. 

Most courts hold the bidding closed at the 
end of the auction process. Other courts permit 
additional bids to be made up to the point that 
the court executes the order approving the sale. 
Generally, this situation should be addressed in 
the bidding procedures. Once the court signs 
the order approving the sale, traditional closing 
occurs 10 later. There are special protections 
that the bankruptcy court can include in the sale 
approval order that permit the closing to occur 
immediately after the signing of the order.

363 Sales have become a popular vehicle in 
the US bankruptcy process. It is not magical or 
difficult, but experience counts. That should not 
inhibit a first-time acquirer from jumping into 
the process.

This article was co-written by Marie L. Nienhuis, 
Special Counsel for the Business Finance and Re-
structuring Team of Godfrey and Kahn, S.C. She 
can be contacted on +1 (414) 287 9423 or by email: 
mnienhuis@gklaw.com

A buyer must understand that the debtor has a 
fiduciary obligation to try to find the buyer who will 
pay the most.
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