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As corporate bankruptcy filings in the 
United States continue unabated, it seems 

that a growing number of cases are being re-
solved through Section 363 sales, a form of 
court supervised auction. Debate is growing as 
to whether secured creditors are pressing for 
such sales to the detriment of unsecured claim-
ants and other parties in interest. There is some 
concern over whether the ability to use Section 
363 to resolve bankruptcy cases should be cur-
tailed in some way as it seems that outcomes 
are biased toward secured lenders.

Why is use of Section 363 more frequent in 
recent cases? Based on anecdotal evidence, it 
appears that a strong link can be made between 
certain debt characteristics and the increased 
use of 363. 

First, for several years in the middle of the 
last decade, competition in the lending com-
munity was so fierce that many loans were 
offered with very few covenants. These ‘cov-
enant lite’ debt structures do not afford the 
early warning signal that caused lenders and 
borrowers to have to reckon with each other 
when such red flags as changes in fixed charge 
coverage, for example, occurred. While not a 
perfect mechanism, the dialogue and evalua-
tion that occurred when covenant violations 

and waivers were negotiated often created a 
process where enterprise based possibilities 
and remedies began to be worked on, well in 
advance of any court based solution. Manage-
ment often had to face reality when a variety 
of options were still available. Instead, even 
when covenants were in place, lenders were 
reluctant in many cases to push management 
to make necessary changes for fear that at refi-
nance time they would lose the asset. 

Second, traditional lenders in large part had 
in this past cycle become originators of loans, 
looking to fees rather than the loans them-
selves for their rewards. Not only did this 
tend to reduce the amount of debt held by the 
originator, often also the agent, but it meant 
that, given the high competition for the loans, 
a great many bidders and loans were highly 
syndicated. With highly fractured syndicates 
and agents without large financial stakes in the 
outcome, results are measured in loan values 
and not in whether there is a customer that 
emerges from a restructuring, stronger and bet-
ter able to service the debt. 

To make such syndicates even less effective 
at participating in restructuring negotiations, a 
wide variety of institutions bought the loans, 
including mutual funds, hedge funds, banks, 
insurance companies, and so on. Each of these 
has a different accounting and regulatory en-
vironment, and a different way of handling 
bad debt. Agreement, therefore, on any plan 
of action is rendered very difficult by varied 
contexts for holders and lacklustre leadership 
from agents. 

Finally, as the cycle of distress plays itself 
out, lenders under pressure to clean up balance 
sheets sell out, some par holders remain and 
new secondary market players join, often with 
a much lower basis. The new players gener-
ally don’t know the credit nor desire to do so, 
needing only to see the price improve slightly 
to achieve their goals, which may involve sale 
to yet another new player. Leadership of such 
a group, with varied accounting, value basis, 
and overall goals, is very difficult.

In such an environment, the clock is ticking, 
and intercreditor issues take time to resolve. 
Meanwhile the borrower is often floundering, 
and debtor management is trying everything it 
can to right the ship, which usually involves 
cutting costs, selling assets, and sometimes 
trying to sell the company. These activities, 

often undertaken under duress, reduce the 
value of the enterprise and typically succeed 
only for short periods. Cash is usually burning, 
and time is running out while the team awaits a 
bright new dawn and a miracle. 

As the clock ticks and the burn rate of a 
distressed business eats through what cash 
and liquid assets are available, the ability of 
management and creditors to envision and ex-
ecute a plan to save the business and maximise 
chances for strong recoveries to lenders and 
other claimants becomes both incredibly im-
portant and very difficult to do.

Lacking the discipline imposed by lenders 
armed with covenants, significant skin in the 
game, and the ability to organise and agree 
on common objectives, it is almost inevitable 
that discussions amongst various claimants 
and management fail to reach completion as 
there is no hard and fast stopping point until 
the company, running out of cash, is forced to 
file.

In these circumstances, the secured lenders’ 
interests become the dominant interests to sat-
isfy, not only because of their contractual rights 
but because they are often the only ones with 
ability or motivation to preserve their assets by 
providing debtor in possession financing. 

The company’s management by now has 
exhausted alternatives, and needs to face the 
choices available to get the greatest recovery 
for the estate that they can manage. Lacking 
funding, the time required to develop and pro-
mulgate a Chapter 11 plan of reorganisation, 
may not be available. 

The company may be too weak to develop 
sponsors for the plan and exit financing to 
make it feasible. Moving the company’s assets 
into the steady hands of an organisation with 
resources and a strong balance sheet, whether 
financial or strategic, rapidly becomes the best 
option available. 

Among the choices of how to effect such a 
transfer, Section 363 offers the most attractive 
features for both debtor management and the 
creditors, secured and even unsecured, be-
cause it provides a mechanism to sell the assets 
quickly and provide title free and clear, with a 
floor under the value to be realised assuming a 
stalking horse bidder can be found. 

An important feature of Section 363 that 
makes it attractive to all claimants is the fact 
that it can be used to sell businesses as going 
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Solon Group, Inc. is a merchant bank provid-
ing advisory, management, and transactional 
support for companies in transition. Solons 
bring a multidisciplinary approach to resolv-
ing corporate distress. Roles have included 

serving as Chairman, Director, Chief Executive 
Officer, Chief Restructuring Officer, General 
Counsel, Chief Investment Officer or advisor 
to many companies and their constituents 
including Mississippi Chemical, Hamilton 

Specialty Bar, United Companies Financial, 
Cityscape, Drexel Burnham Lambert Group, 
Inc., Standard Brands Paint, American Home-
star, Rodman & Renshaw, Parmalat USA, Tran-
sit Group, and FINOVA.

concerns, which can arguably capture substan-
tially greater value than the direct value of the 
fixed assets. If capturing going concern value 
is possible, then the speed of the Section 363 
process, coupled with its auction format, offers 
a very useful way to reduce the damage done 
to the business’s franchise by the filing, the 
continued high burn rate, and the uncertainty 
of success of efforts to develop and promul-
gate a Chapter 11 plan of reorganisation. 

Some commentators have decried the in-
creased use of Section 363 in recent bank-
ruptcy cases, fearing a process which unduly 
benefits the secured creditors. A strong case 
can be made that on the contrary, Section 363 
allows a much better opportunity for all par-
ties to capture value than would the alterna-
tives practically available: a Chapter 7 filing 
or conversion, or a sale proceeding under 
state law and Article 9 of the Uniform Com-

mercial Code. 
Looking at Section 363 in the context of the 

conditions in which the parties are negotiat-
ing as described above, Section 363 use offers 
possible outcomes more attractive to parties in 
interest, and more closely aligned with the re-
habilitation orientation of the US bankruptcy 
code, and plays a critical role in the menu of 
options available to distressed companies and 
their constituents. 
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and their constituents and has led various businesses 
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