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*350 I. INTRODUCTION

Purchasing assets from a debtor in bankruptcy is not the same as purchasing eggs at a supermarket. The reasons that this trivial statement is true have important consequences for bankruptcy practice. Consumers pay posted prices for eggs without question because they know that shopping around or haggling with the grocer will not yield significant price reductions or quality increases. There are lots of markets which sell virtually indistinguishable eggs. In contrast, no organized and established market exists in which a bankruptcy debtor, or a representative of its estate, [FN1] may sell its assets. Potential buyers may not immediately know of the availability of the assets, and may wish to haggle over price due to quality or synergy considerations.

A debtor facing these constraints will often attempt to sell assets through a public auction. [FN2] Sometimes such an auction may not yield the best price available, and the debtor may attempt to sell its assets by private sale. [FN3] Even if a private sale is chosen, an estate representative who tentatively agrees with a buyer as to a particular sale ordinarily must still seek court approval of that sale. [FN4] The court, in turn, will confirm the sale only if it is convinced that the price to be paid is the best price under the circumstances. [FN5]
*351 The possibility that a court may reject a bid in favor of a higher bid gives any bankruptcy sale-regardless of whether it is by formal auction procedures-auction-like qualities. [FN6] Any deal reached is subject to overbid in court, just as any bid at an auction is subject to overcall by another bidder. This fact can cause bidders to act differently in negotiating a purchase price with a debtor than they might if the sale were final and closed when signed, as is the norm in the non-bankruptcy world. One aspect of this effect is that bidders will some-times ask for and receive the right to collect a payment from the debtor if the court approves a competing bid. Often called a breakup fee, there seems to be a trend towards adoption and approval of these types of fees in bankruptcy settings. [FN7] Whether this trend is good is subject to debate. I take the position that it is not.

To establish this point, I first review breakup fees generally, and then review some illustrative bankruptcy cases which have approved breakup fees. Against this background I analyze the reasons commonly given in bankruptcy cases for the approval of breakup fees. These include: the assertion that breakup fees are a necessary inducement for bidders and for bidding generally; that they are necessary to preserve parallel procedures between bankruptcy and non-bank-ruptcy asset sales; and that they promote fair treatment for third-party bidders.

None of these justifications can sustain the authorization of breakup fees in bankruptcy. A relatively standard economic analysis demonstrates that breakup fees are rarely necessary to induce otherwise interested bidders to bid. Moreover, this analysis also shows that in those rare instances in which such fees are warranted, courts should limit them to reimbursement of direct costs attributable to making the bid.

Even if this economic analysis is discounted or discarded, other reasons *352 exist to banish breakup fees from bankruptcy. Asset sales in bankruptcy are fundamentally different from non-bankruptcy asset sales. These differences effectively undercut any wholesale adoption of non-bankruptcy procedures for bankruptcy sales, and the notoriety of such differences effectively dispenses with claims that different treatment is somehow unfair to bidders.

I conclude with a short review of what creditors should do if a court authorizes a breakup fee. Such creditors face significant hurdles: courts have found that orders approving such fees may not be appealable. Even if heard on the merits, appellate courts review such orders under the abuse of discretion standard. Neither of these hurdles is insurmountable. Creditors have powerful arguments that such orders are appealable, and can take steps to avoid other procedural problems. In addition, if a court reaches the merits, creditors have strong arguments that the award of a breakup fee is almost always an abuse of discretion.


II. THE CURRENT STATUS OF BREAKUP FEES IN BANKRUPTCY

A. Breakup Fees Generally
Breakup fees are post-sale payments made to bidders who fail to acquire the target sought. [FN8] In the non-bankruptcy area, such fees are negotiated prior to the execution of a final acquisition agreement, and often before the proposed acquisition is public knowledge. Breakup fees have many purposes. They compensate the buyer for the risk of being outbid; they also deter others from making bids. [FN9] Non-bankruptcy courts have enjoined such fees if they would unduly chill bidding or were entered into in bad faith. [FN10] They have also upheld them if they are necessary to attract the bidder and are “reasonable” in relation to the transaction at hand. [FN11]
*353 Acquirers often ask for breakup fees due to the requirement that corporate shareholders must approve most major corporate combinations. Since shareholders in public companies are often widely dispersed, this approval delays the closing of the deal, and allows competitors to use the interim period to make competing bids at higher prices or better terms. The existence of such superior offers, in turn, makes obtaining the required shareholder approval difficult, if not impossible: the shareholders will not approve an inferior offer when a superior one is available. In addition, corporate management may also be under a fiduciary duty to spurn an acquirer and recommend a competitor's bid to share-holders if that bid is superior. [FN12] As a consequence of these two factors, a potential acquirer's task is not finished when it signs its deal with management: it could lose to a better bid if shareholders fail to approve its bid. The breakup fee is designed in part to compensate for the risk of losing a signed deal.

Bankruptcy acquisitions do not typically require shareholder approval, [FN13] but they do require court approval. Section 363(b) of the Bankruptcy Code [FN14] requires bankruptcy court approval for any transaction not in the debtor's ordinary course of business. Moreover, parties may legitimately object under §363(b) that there is a higher and better offer than that for which approval is sought, or that the price proposed is too low. [FN15] As in the non-bankruptcy situation, a potential acquirer must do more than just sign the deal: it must also run the gauntlet of court approval, and this run exposes the bidder to the risk that a competing bidder will appear and make a superior bid.

*354 Given the widespread use of breakup fees in corporate acquisitions, it is not surprising that buyers of bankruptcy assets would also request them. There are now several reported cases on such fees, [FN16] and second-hand lore about others. [FN17] An examination of two cases illustrates the issues raised and the responses given in these cases.

B. The Use of Breakup Fees in Bankruptcy
The first reported case to deal directly with breakup fees was In re 995 Fifth Avenue Associates L.P. [FN18] The debtor had entered into a contract to sell its major asset, the Stanhope Hotel in New York City, to Stanhope Interstate Associates (“SIA”) for a cash payment of $62,000,000 and an $11,000,000 secured note. [FN19] Over some objection, the buyer had asked for and received a clause in the contract calling for a $500,000 fee if the property were sold to someone else “as reimbursement for costs and expenses in connection with negotiation of the Contract, the inspection of the Premises and arrangements for necessary financing”. [FN20]
When the contract was presented for court approval, several bidders appeared. After a “spirited auction,” [FN21] a third party bidding $76,000,000 cash-with all other terms being the same-finally bought the property. The new bid represented an increase of approximately 23% in the amount of cash offered. The bidding, however, did not include SIA: it made no bid other than the one *355 contained in its original contract. After the conclusion of the bidding, however, it requested its $500,000 fee. [FN22]
The court authorized payment of the fee. Although the contract provision was out of the ordinary course of the debtor's business, the court focused instead on the beneficial aspects of the fee. It noted:

In the corporate takeover context it is recognized that breakup fees are not illegal where they enhance rather than hamper the bidding. ... When reasonable in relation to the bidder's efforts and to the magnitude of the transaction, breakup fees are generally permissible. [FN23]
The court brought these corporate principles into bankruptcy with the following blanket statement: “These principles have vitality by analogy in the chapter 11 context.” [FN24]
Application of these principles proved relatively easy, especially since the court had the benefit of hindsight. The court first noted that protections for creditors were present in bankruptcy that are not available to corporate shareholders; in particular, the contract adopted at the auction had been prepared with the benefit of the creditors' committee. [FN25] The court then used this point against the creditors: “Significantly, even the Committee's form contract contained a virtually identical fee in the same amount. ...” [FN26] Finally, since the court assumed that the spirited bidding meant that the bidders had not been chilled, it had no problem finding that the fee was “not unreasonable”. [FN27]
The decision in 995 is unsatisfactory on several levels. First, the court uncritically borrowed standards for assessing breakup fees from corporate law, and supported this borrowing simply by noting that such principles “have vitality by analogy.” As argued below, these standards are not fully compatible with the bankruptcy setting. [FN28] Moreover, the court simply cited three corporate breakup fee cases in its discussion of the standards to be applied; it then referred to none of these when it applied the standard so set. [FN29] So applied, the standards adopted appear to be little more than authorization for the court to exercise business discretion: to determine the reasonableness of a fee a court need only refer to its own notion of the appropriate ratio between the fee and the consideration. [FN30] *356 More importantly, the court simply did not address the major bankruptcy issue: the debtor apparently negotiated and signed the proposed contract without first obtaining court approval which §363(b) seemingly requires. The court was thus dealing with a postpetition contract which was not in the debtor's ordinary course of business. As such, it was probably avoidable under §363(b) for failure to obtain approval. [FN31]
In re Integrated Resources, Inc. [FN32], at least at the bankruptcy level, addressed the application of §363(b). In Integrated the debtor in possession had tried, without much success or support from creditors, to propose a plan funded by its own operations. [FN33] Integrated then met with various parties to discuss funding a plan of reorganization. One of these parties was Bankers Trust. Bankers Trust was interested in lending Integrated the funds it needed-some $565,000,000-but wanted assurances of a loan closing before it committed itself. [FN34] These assurances took the form of an agreement granting a breakup fee and providing assurances on reimbursement. This agreement had complex payout provisions, the essence of which was that Integrated would pay Bankers Trust $9,000,000 if an agreement was signed but did not close due to the acceptance of another plan of reorganization. [FN35] The debtor sought approval of this agreement before *357 proposing any plan, and even before entering into any financing agreement. [FN36]
The bankruptcy court ultimately approved a breakup fee, albeit at the lower amount of $6,000,000. [FN37] Its analysis began with equating the standards for approval of a sale of an asset with the standards for approving the fee: a transaction must maximize asset values through demonstration that the transaction will yield the highest and best price. [FN38] The bankruptcy court then analyzed why breakup fees are used. It offered two reasons. First, the granting of such a fee encourages offers that the bidder knows will then be shopped around in order to obtain a higher bid. If such a bid materializes, the first bidder will have to raise its bid-and lower its expected profit-to acquire the company. If a fee is provided, the bidder then is at least partially compensated for its due diligence which courts presume the successful bidder has used to top the first bid. Second, the court asserted, breakup fees encourage bidders to start with their highest and best offer, since they know that they will have protection if that bid is surpassed. [FN39]
The court then cited the same three corporate cases as did the court in 995 to support the proposition that breakup fees are allowed in the non-bankruptcy context. The court, however, stated the rationale for the fee in the non-bankruptcy context differently than did the court in 995: “[W]hen the fee is so large that it chills the bidding process, it will not be protected.” [FN40]
The court recognized that something different occurs in bankruptcy, but it was not really clear as to what that difference is. The court stated its bankruptcy standard as follows:

When a sale of the debtor's assets outside the ordinary course of business is proposed, Code §363, bankruptcy courts will carefully scrutinize the use of breakup fees. This is because bidding incentives impose expenses on the debtor's estate, and do not merely affect shareholders as in the corporate control cases, but affect the debtor, creditors and equity holders, alike. [FN41]
The court did not explain what this “careful scrutiny” entailed. [FN42] Rather, it simply cited and discussed five cases-three of which were unreported-and its own prior practice of approving such agreements in the same case for *358 sales of lesser assets. [FN43] It followed this discussion with a point by point rebuttal of objections made by the parties. In its conclusion the court flipped back to the non-bankruptcy mode in stating the reasons for its approval:

In the end, the business judgment of the Debtor is the standard applied under the law in this district. ... Integrated's business judgment, coupled with the support of the Senior [Debtholder] Committees and the modification of the Break-Up Fee convinced this Court that approval of the agreement was appropriate under the circumstances. [FN44]
On appeal, the district court affirmed primarily on the basis that the grant of the fee was within Integrated's business judgment. [FN45] The opinion is almost a textbook on application of the business judgment rule to the facts. [FN46] The problem, however, is that the court uncritically accepted the business judgment rule as its standard of review. The opinion is devoid of any citation to §363(b), and was seemingly written without much thought about the differences between a debtor in possession and a non-debtor. As a consequence, if the business judgment rule is not fully applicable, the opinion is mostly irrelevant.

The bankruptcy court and district court opinions are odd for several reasons. The bankruptcy court did not refer to its own “critical scrutiny” test, and opted instead for a business judgment standard, which the district court then adopted without much discussion. More importantly, however, even under the business judgment standard as it is applicable in bankruptcy, neither court seemed to offer a complete analysis. Typically, debtors in possession bear the burden of proving that there is “some articulated business justification” or some “good business reason” for approving a transaction under §363(b). [FN47] In Integrated neither court probed deeply into the reasons offered. Rather than examine critically the assertions that breakup fees were necessary to the transaction-an examination made nearly impossible in the time allotted-the court seemed to accept the efficacy of such fees simply because they were requested, and the request was not unique. In short, rather than test whether the clause was in the best interests of the estate, both courts instead treated the clause as just another topic for the give and take of corporate negotiation.

*359 C. Lessons From the Cases
The justifications courts use for breakup fees are easy to identify. First, courts believe that such fees are necessary inducements to realistic and substantial bids. [FN48] Without them, so this theory goes, no bidder would risk time and money to make the first bid. Aligned with this reason is the explanation that such fees tend to extract higher bids. The logic behind this explanation is that if a bidder is assured of at least some return, it will be able to make a higher bid. [FN49]
Bankruptcy courts also refer to non-bankruptcy decisions for support, and adopt tests developed in these non-bankruptcy settings which test both the size of the fee and the process by which it is negotiated. [FN50] None of these bankruptcy cases, however, has spent any substantial time analyzing the differences between bankruptcy and non-bankruptcy sales. Consequently, these bankruptcy cases do not conduct any inquiry into whether these non-bankruptcy cases should be adapted to meet the different conditions under which bankruptcy courts conduct bankruptcy sales.

This borrowing of precedent may also be an attempt to increase the number of bidders in bankruptcy by standardizing bidding practices in all business acquisitions. Under this reasoning bidders for troubled companies do not just operate in bankruptcy; indeed, their main focus and market is the nonbankruptcy arena. Having different rules in bankruptcy for what is essentially the same transaction only injects confusion into the process, and this confusion translates into lower bankruptcy dividends through reduced bids (to compensate for the confusion) or reduced competition (brought about by the confusion). By adopting the rules of the main game, courts hope that more bidders will consider bankruptcy debtors as acquisition candidates, and will bid more confidently for those debtors.

Finally, courts seemed to be moved by an element of, for want of a better term, fairness. Through the use, or misuse, of the term “stalking horse,” [FN51] courts seem to be signalling that it is somehow improper for the debtor to sign a deal and then shop it around for a higher price. [FN52] Compensation for this harm is to be found in the amount of the breakup fee.

Although each of these reasons sounds plausible, none withstands critical analysis. To demonstrate this, I first set forth a simple model of the economic decisions to be made by a potential bidder for bankruptcy assets. I then assess the effect on the decisionmaking process under this model if breakup *360 fees are available. Finally, I examine the non-economic claims: that there should be parallelism between corporate and bankruptcy acquisitions, and that breakup fees are necessary to promote essential fairness.


III. ANALYSIS OF THE JUSTIFICATIONS USED TO AUTHORIZE BREAKUP FEES

A. Are Breakup Fees a Necessary Economic Inducement to Bidding?
Most cases state, without much analysis, that breakup fees are necessary to induce a healthy bidding process. [FN53] This lack of analysis is troubling. All a court typically has before it when deciding to approve a breakup fee is the bidder's self-serving statement that it will not go forward in the absence of a fee. A court has no sure way to test fully this type of statement. It must thus make an informed guess at the parties' true motivations, and may often err on the side of allowing a transaction to proceed with a fee since the alternative-if the bidder is not bluffing-may be no transaction at all. [FN54]
Do courts have other means to test bidders' motivations? An economic analysis of bidders' motivations, using both auction theory and search theory, can help to test bidders' self-serving statements. [FN55] The start of this analysis is simple: a firm will bid for a debtor's assets only if it expects to gain from doing so. This does not mean, however, that a potential acquirer will bid for assets if it perceives that the object has a positive value-almost any asset has at least scrap value. From the bidder's perspective, the profitability of bidding has at least two components: the estimated value to the bidder of the asset or the firm once it is acquired, and the bidder's cost in acquiring it. The interrelationship of these two factors influences when, and how much, a prospective bidder will bid. If, for example, the cost of acquiring an asset is greater than the bidder's expected value of the acquisition, then the bidder will not proceed.

The process by which a bidder formulates and makes a bid can be analyzed in three stages. [FN56] First, the bidder must discover the debtor and learn that all *361 or some of its assets are for sale. Once the bidder finds the prospect, the bidder progresses to the second stage of deciding whether to commit itself to a firm bid. In most cases this stage will commence with a general analysis of the costs and benefits of making a bid. If the benefits outweigh the costs, the bidder will invest additional funds to purchase information about the object being sold. This information is then used in formulating a business strategy for the third stage: bidding.

1. Discovery of the Target
Calling a firm a “bidder” assumes that the firm is interested in some form of acquisition or combination, and that it is prepared to take steps to act on that interest. Much must happen, however, before a bidder reaches this state. Initially, the prospective bidder must learn of the target and its availability. This can happen in two ways. First, the prospective bidder or its agents can discover the target independently. A prospective bidder, for example, may have an investment banker on retainer, or it may maintain an in-house staff to search for possible business deals. These agents may identify the prospect for the bidder. Second, the debtor itself, or its agents, may contact the prospective bidder and provide relevant information. In larger cases the debtor's investment banker may present a summary of the asset or business to be sold to those firms identified by the investment banker as possible acquirers. In either case, at this stage the prospective bidder will have, at most, only a rough idea of a range of possible valuations of the object to be sold. It will similarly have only a rough idea of how many other bidders there may likely be.

2. Initial Investigation and Due Diligence
In most cases the firm will want to acquire additional information before making its bid. It may want different information than originally disclosed, or it may want to verify the accuracy of the information already provided. As useful as such information is, the bidder must spend some of its funds to obtain it. Moreover, if the bidder loses the auction, the information will likely have no continuing value to it-it will be irrelevant to its own operations. [FN57] Once this information is acquired, however, the bidder can use it to formulate a strategy that will maximize any gain associated with a winning bid. For example, the prospective buyer may use the obtained information to refine its initial value estimate of the target. This information will also be useful in assessing possible*362 competition and the likely range of winning bids.

Nevertheless, a firm will spend the money to acquire the information if its initial information on value indicates that the discounted probability of the bidder's expected gain exceeds the cost of the information. [FN58] For example, assume a firm identifies a business which it believes, after discounting probable future cash flows and taking into account synergies presented by the acquisition, has a value to it of $100. Assume also that the firm has arrived at this belief after estimating that there is one out of two chances that the firm is worth only $50, and a similar chance that it is worth $150. Finally, the firm also believes that there will be at most nine other bidders, and that, since all the bidder knows about its competition is how many will bid, each bidder has an equal chance of prevailing. Under these assumptions, it will buy additional information so long as the cost of such information does not exceed $5 (the discounted value multiplied by the probability that the firm will be the one bidder out of ten to prevail).

3. The Strategies of Bidding
After spending the money for the information, the bidder will know with more certainty whether any particular bid will be more or equally likely to prevail than a lower bid. [FN59] I say with more certainty, rather than with absolute certainty, because the bidder cannot know at the time of making the bid that it will prevail. The bidder also typically does not know with certainty the ultimate value of the target. [FN60] The only variables known with any certainty are the price to be bid and the costs to be incurred in making the bid. Given these factors, a bidder will make a bid only when it estimates that its net gain from doing so is positive. This is shorthand for a traditional cost/benefit analysis: if the bid costs and the bid price exceed the estimated value of the asset, then the bidder will not proceed. More formally, a bidder can estimate its likely net gain by discounting the expected value of the target, and then by subtracting from that discounted figure the amount it will bid and the cost of its bid. [FN61]
*363 If the information purchased leads the bidder to believe it holds the highest valuation of the target, the bidder has a dominant-or “play in all circumstances”-strategy in order to win: bid its valuation. Since it holds the highest valuation, it will win. [FN62] But if the bidder does bid its valuation and it does win, however, it will likely not maximize its profit from the transaction. If, for example, two bidders hold valuations of $50 and $100, respectively, and each bids its valuation, the bidder holding the highest valuation will win. In so doing, however, it will pay almost twice what was required to win the auction.

If the bidder wishes to proceed, it has to decide how far below its estimated valuation it should begin its bidding. This decision entails selecting a probability/payoff pair from the list of such pairs generated from the purchased information. [FN63] For example, assume that the information purchased by the bidder indicates that it has a 25% chance of winning if it bids one-half of its valuation, and a 10% chance of winning if it bids one-quarter of that valuation. If in each case the discounted payoff exceeds anticipated bidding costs, it will bid one-quarter of its valuation. The bidder will not be overly concerned about losing. In an increasing-bid auction, the bidder is able to rebid and raise its bid if necessary. [FN64] Thus, the bidder's strategy will be to select the bid that produces a minimum price consistent with a positive net gain on the acquisition. In addition, if there is any competition, the bidder should continue to bid in small enough increments to just beat any other bids. [FN65]
*364 4. The Flip Side-Maximizing Creditor Dividends
Enter the debtor. Its goals are directly opposite. It wants to maximize revenues from the sale of the business or asset. Every dollar by which the bidder's profits are reduced translates into an extra dollar of revenues for distribution to creditors. The problem for the debtor is how to extract the greatest price from a group of bidders, when the number of those bidders and the valuations they hold of the debtor or its assets are not known with certainty.

One strategy a debtor could pursue is to contact possible acquirers one by one. The time involved in this search, however, has a cost, and could very likely exceed the gains ultimately reaped from finding a bidder with a high valuation. [FN66] To avoid this problem, auctions are typically used to rank bidders and to award the assets to the bidder with the highest valuation. [FN67]
Designing auctions is somewhat of an art. Optimally, the debtor would like to sell its assets for an amount equal to the highest valuation held by a bidder. Two factors, however, impede achieving this goal. First, an inherent design limitation of an increasing-bid auction is that the winner does not pay its expected valuation. Rather, it pays the valuation of the second highest bidder. To see this, imagine an auction in which you are prepared to pay $20 for the item being auctioned. You are engaged in lively bidding. Your opponent bids $12; you bid $12.01. No one else bids. You get the object being auctioned for $12.01, a price essentially equal to the second highest bid.

The second hurdle faced is that a bidder will not bid its full valuation if it will incur costs because of its bid. [FN68] The best bid by any bidder will be the bidder's expected valuation less that bidder's additional costs associated with *365 completing the bid. [FN69] A risk-neutral bidder will bid only if its specific costs are covered or protected, or when the expected gain from acquiring the assets at the price bid exceeds its transaction costs incurred in making that bid. For example, assume that after purchasing information about a target, I value an object at $110. I know that I will incur out of pocket costs of $10 in formulating and making a bid, and that at the levels that I am likely to bid I have a 10% or greater chance of winning. In such cases I will bid up to $100, but no more during the auction. [FN70]
5. Bidding Incentives and Breakup Fees
In a bankruptcy setting not all bids are made at the same time. An auction exists only in the loosest sense: since any bid requires court approval, the time frame can extend over several months. Given the uncertainties involved in court approval, bidders often ask for assurances that their bids will not be used against them. The last thing a bidder wants is to have its offer “shopped” or used as a stalking horse for other bids. [FN71] But that is exactly what the debtor wants. It knows that an increase in the number of bidders will likely increase its revenues. [FN72] As a consequence, a bidder may ask for something akin to an *366 insurance payment: it will want to be compensated in case its bid is initially accepted, but later loses to a higher bid. These payments, known colloquially as breakup fees or topping fees, are apparently common in non-bankruptcy settings.

A bidder in the above example might ask to be paid $10, its specific costs, if its bid is used and it loses. A debtor should agree to this demand only if two conditions are met. First, there should be some showing that the authorization of the fee is necessary to increase the amount of the winning bid over what it otherwise would have been. [FN73] Second, the amount of the fee should be limited to the expenses generally incurred by most bidders.

The first condition is easy to justify. Since a bidder will reduce its maximum bid by the estimated amount of its transaction costs, the bidder should simultaneously agree to increase its bid by the same amount if the debtor agrees to pay those costs if the bidder ultimately loses. Thus, if the fee is granted and the price is increased, the debtor's revenue should not be affected if that bidder prevails. The second condition assumes that the bidder does not prevail. If, however, the debtor would grant a breakup fee to any bidder, it does not matter who gets the payment. If the initial bidder is overbid and loses, the revenue to the debtor is the new, higher, bid less the payment to the defeated bidder. If the defeated bidder's fee equalled the fee that would have been granted to the victorious bidder, the result is the same as if the debtor had granted the breakup fee to the ultimate winner. As a consequence, the debtor should grant, and the bankruptcy court should approve, a breakup fee only if there is a showing that the fee induces an increased bid by the amount of the fee, and if the amount of the fee correlates with the fee that other bidders would have received.

But what amount should the debtor and bidder agree upon as the amount of a breakup fee? There are two major considerations, one local and one global. The local issue is that the debtor (and especially its creditors) want the maximum amount of revenues they can extract from the winning bidder. The global issue is that bankruptcy courts should desire, as a policy matter, to use procedures that ensure that in the long run bidders trust the system sufficiently to offer their best bids without fear of being the subject of unfair tactics. [FN74]
Another way to view the global concern is that courts have a desire to maximize the number of bidders for all assets of all debtors in all bankruptcies. *367 In the argot of economics, courts should desire to increase the search level of all prospective bidders. [FN75] On a theoretical level, it can be shown that potential bidders will maximize their search levels if the searcher who spots a potential acquisition receives the entire gain from that acquisition. [FN76] That is, once the auction identifies the bidder with the highest valuation, that bidder should receive an amount equal to the net gain from the transaction for both parties. Actually, this spread can be split between the searcher and its agents-brokers or investment bankers-and maximization will still occur. [FN77] In one sense, however, the debtor's creditors still bear this cost. To the extent that a bidder takes its costs into account when bidding, and thus submits a lower bid, the bidder will include the cost of these agents in the transaction.

These global concerns mesh with the local concerns of maximizing revenues if the seller selects an auction as the mode of selling the asset. If bidders each value the assets differently for different reasons, a condition referred to as independent private values, [FN78] an English, increasing-bid auction will serve to maximize revenue, at least to the level of valuation placed on the asset being sold by the second highest bidder. [FN79] The winner captures the surplus represented*368 by the difference between the maximum bid it was prepared to make and the price at which it wins. Combined with payments to financial intermediaries, the award of this difference increases the returns to searchers, and may tend to ensure that, for all other cases, sufficient incentives remain to continue to search bankruptcy estates for bargains.

6. The Appropriate Fee
So what should a debtor do when a bidder wishes to buy assets and wants a breakup fee? As indicated above, such a fee is appropriate only on the following conditions: the bidder will increase its offer by the amount of the fee only if the fee is granted, and the amount of the fee does not exceed the fee that other bidders would receive. If neither of these conditions is satisfied, then the case for a fee is non-existent. Even if these conditions are present, a fee can be justified only as a necessary inducement to start the bidding. All of these reasons counsel a small fee. But how small?

As pointed out above in Section III.A.5, a bidder will bid so long as the marginal cost of the bid is less than the expected gain if the bid is accepted. A breakup fee attempts to reduce this marginal cost to zero. As a consequence, at most the fee should equal the bidder's marginal costs. But what are these? Once the target is identified to the bidder, the marginal costs equal the cost of making a bid, or put another way, the transaction costs associated with the bid. [FN80] Relative to the price bid, these costs should be low, especially if the bidder recognizes postive gain from the acquisition at low probabilities of winning. In the context of a bankruptcy acquisition, these costs could include lawyers' fees, any non-refundable commitment fee paid to a financial intermediary to arrange financing, and the direct and specific cost of an investment banker.

Note that only marginal costs are at issue in this decision. To the extent that the bidder incurred costs in acquiring information to make the initial bid-through direct expenditure or through capitalized costs (such as paying an annual retainer to an investment banker to bring possible acquisitions to its attention, or maintaining an in-house staff that evaluates mergers) these costs are not “marginal.” [FN81] The process by which the bidder decided to incur those costs was independent of the decision to bid. [FN82] These costs are thus “sunk” costs which *369 should not affect the decision of a rational bidder. They thus should not factor into the decision on how large any breakup fee should be. [FN83]
As a consequence, the maximum breakup fee that a court should approve is one that offers to repay a bidder's direct costs of preparing and making its bid. Any additional fee will overcompensate the bidder for its risk in bidding; it pays the bidder for bidding when it would have bid without the fee. Given the direct correlation between revenues from the sale and creditor dividends, paying a fee in excess of reimbursable costs is tantamount to paying a party to do something that it already was going to do. It is wasteful, and should be discouraged. The actual court reaction to such requests for breakup fees, however, has not followed this course.

7. One Alternative-Provide Information and Certainty
Note also that the debtor can achieve the same result as that obtained by an optimal breakup fee if, instead of reducing the bidder's marginal cost, it attempts to increase the bidder's marginal gain. The debtor cannot, of course, change the bidder's estimated valuation. It can, however, reduce uncertainty held by the bidder in making that valuation by volunteering information about the item auctioned. [FN84] This information can be raw data about the company's assets-sales and other revenue figures-or it can be data that links such raw data to some external measure of value. [FN85] With this information the bidder *370 can better estimate its probability of prevailing and the probability of achieving its estimated yield. Its bid will thus tend to be higher. [FN86]
Other conditions can also increase the bidder's perceived marginal gain. If the procedures under which the auction is conducted-e.g., minimum deposits and minimum bid increments-are known in advance, or if the terms of the transaction are standardized, then the bidder's ability to map its strategy is easier. It can thus bid closer to its estimated value, since uncertainty in the bidding process will not cause it to lower its bid. Such standardized procedures are already in use [FN87]-although these procedures can be abused as well. Bidders sometimes try to create special types of consideration-unique to their offer-which is difficult if not impossible for a competing bidder to match or, more importantly, for a court or creditor to evaluate. [FN88]
Courts can police this type of activity, since any objections filed to the proposed sale will usually contain corrective suggestions which do not involve calculating a bidder's private value of the asset being sold. For example, if a creditor objects to a bidding increment, it is a fairly easy task to reduce it to an acceptable level. In addition, courts can require creditors to quantify their non-cash consideration, and can in appropriate cases require bidders to provide*371 alternative cash compensation if the chosen value for the non-cash consideration proves inaccurate. [FN89]
If an economic analysis constituted the beginning and the end of legal analysis, I could stop now. As with all analysis, economic analyses are sensitive to their assumptions. [FN90] For example, the assertion that sunk costs are or should be disregarded in making a bid assumes, among other things, that participants are risk-neutral. [FN91] Although acquiring troubled firms is not for the faint-hearted, strict risk-neutrality may not describe well the world of bankruptcy acquisitions. In addition, the above analysis relies heavily on economic analysis of search behavior. That analysis, however, may not be sufficiently robust in the bankruptcy area-after all, simply being a bankruptcy debtor may indicate more information about a firm's availability than anticipated in the simple models relied upon. For these and other reasons, courts may not wish to rely blindly on economic analysis. Indeed, many economists themselves debate whether expected utility theory-the basis for most economic analysis-describes human behavior completely. [FN92] Recognizing this state of affairs, I next examine other justifications offered for breakup fees, and employ a traditional doctrinal analysis to test their validity.

B. Are Breakup Fees Necessary to Preserve Parallel Procedures in Bankruptcy and Non-Bankruptcy Asset Sales?
Starting with 995 Fifth Avenue Associates, bankruptcy courts have looked to non-bankruptcy law for reasoning to support the authorization of breakup fees. [FN93] This search has been accompanied by some uneasiness: courts have noted *372 that the tie is only “by analogy”, and have required some unspecified level of “critical scrutiny.” [FN94] But, so far, bankruptcy courts have not gone beyond uncritically adopting standards from non-bankruptcy cases.

This failure to examine non-bankruptcy standards critically before their adoption can be criticized on many levels. First, the non-bankruptcy standard is not much of a standard. As indicated earlier, breakup fees are permissible under non-bankruptcy law if they are necessary to induce or continue bidding and if they are reasonable in relation to the transaction. [FN95] In addition, the fee must further, rather than impede, the bidding process. [FN96]
These tests, however, weigh heavily in favor of validating the fee. Invariably, non-bankruptcy courts test breakup fees along with other bidding incentives, such as lock-ups and no-shop provisions, in the heat of a battle for corporate control. Unlike bankruptcy, courts explicitly defer to the business judgment of the granting company's management. [FN97] Even if an auction duty is applicable, the standard is a relatively mild one: conduct a fair process designed to yield the best price for shareholders. [FN98] And also unlike breakup fees in bankruptcy, well-drafted agreements regarding non-bankruptcy breakup fees are presumptively valid. [FN99] Finally, when a duty to auction exists, non-bankruptcy *373 courts often focus on whether the fee allows for an effective “market check.” [FN100] That is, non-bankruptcy courts will assess a fee's validity in part on whether management's deal allows the market to react to the firm's availability. In bankruptcy, however, assets are sold, and no market for assets approaches the efficiency and stability of stock exchanges. As a result, bankruptcy courts are deprived of external validation, and must rely on self-interested statements of management as to their efforts to sell the assets. [FN101]
The combination of these factors has caused non-bankruptcy courts to favor breakup fees obtained through the give and take of private bargaining unless there is a showing of bad faith, questionable rationality or a grossly negligent process. [FN102] This preference is easily reached through a test which seeks to sort valid breakup fees from invalid ones on the basis of their effect on bidding. As noted by one court, classifying a bidding incentive as “a permissible type that promotes bidding, or a harmful strain that discourages bidding, appears to be no more than conclusory judicial labels that are affixed by hindsight after the bidding incentive has been scrutinized by the courts.” [FN103] The reliance by non-bankruptcy courts on market checks, which by their nature are backward looking, helps confirm this position.

This deference to privately-negotiated fees outside of bankruptcy is also aided by significant procedural advantages that proponents of breakup fees enjoy. Such proponents need not make any affirmative showing of the benefits of breakup fees. Their opponents, by contrast, must on short notice invoke equity jurisdiction -complete with its requirements of inadequate remedy at law and irreparable injury-to enjoin such agreements. [FN104] Proponents of breakup fees thus need not defend, nor need a court reach, the merits of the fee except in unusual cases.

Bidders who want breakup fees in bankruptcy do not enjoy such procedural advantages. They bear the burden of justifying their award before the start of the auction. The standard is not whether the fee was within the business*374 judgment of the debtor's management, but whether the transaction will “further the diverse interests of the debtor, creditors and equity holders, alike.” [FN105] Another perspective on this point is that non-bankruptcy courts focus on procedure in their reveiw of breakup fees, while §363(b) instructs bankruptcy courts to look at substance. Non-bankruptcy courts check to see that the target's board of directors proceeded properly and was free of conflict. [FN106] Bankruptcy courts look at process as well, but also have the ability and the responsibility to ask if the proposed transaction makes economic sense for all concerned. [FN107] If the estate is insolvent and the primary beneficiaries of the estate are creditors, this difference may indicate deference to a parsimonious approach, especially if the economic necessity of the fee is, as argued above, questionable.

The different procedural setting also correlates with more substantive differences. Chief among these differences is that, while a sale in bankruptcy passes title just as it would outside of bankruptcy, bankruptcy sales offer the opportunity to increase the quality of title in a meaningful way. A bankruptcy sale provides the purchaser with title that is free and clear of most, if not all, claims. [FN108] This particular benefit is so strong that bankruptcy cases are sometimes filed for this reason alone. [FN109]
Also different are the interests protected in any bankruptcy sale. Since creditors often face a loss even in the best of bankruptcies, bankruptcy sales are supposed to yield the best deal that will result in distributable dividends to unpaid creditors. [FN110] Judicial opinions speak of the “highest and best” offer, and often favor a lower all-cash deal over a nominally higher non-cash transaction or one with contingencies on financing. [FN111] This explicit favoring of the highest *375 and best deal creates a different setting from the non-bankruptcy world. Whereas non-bankruptcy courts assume that each side operates independently in proposed corporate combinations, and thus ought to keep any gains from shrewd bargaining, bankruptcy transactions proceed on wholly different assumptions. Due to the loss already facing creditors, courts review out of the ordinary course transactions for fairness to the estate. Thus, a knowledgeable bargainer knows at the outset that its deal will be reviewed by an outside party. [FN112] It can thus adjust its bid to take this contingency into account. [FN113]
The inability of a trustee or the management of a debtor in possession to bind the estate highlights yet another change from the corporate world. Different duties bind representatives of the bankruptcy estate. A non-debtor's management is under no special duty to auction the company and deal fairly with all comers unless and until a decision is made or it is inevitable that the company will be sold. Only then does a duty to conduct an auction arise. [FN114] In contrast, representatives of bankruptcy estates-be they trustees or debtors in possession-are obligated to sell or transfer assets, either explicitly [FN115] or through a plan of reorganization. [FN116] Personal preferences over the long term fate of the *376 corporation in the hands of the prospective acquirer recede in significance. To the extent that breakup fees outside of bankruptcy are designed or have the effect of favoring one bidder over another, that justification simply does not apply in bankruptcy.

Finally, the nature of the rights of the ultimate beneficiaries differs greatly in and outside bankruptcy. In non-debtor firms, solvency is the norm. The ultimate beneficiaries are thus shareholders. Every marginal dollar gained or lost through the use of breakup fees is just another dollar, more or less, of the shareholders' profit. The inability of management to maximize that profit due to bad business decisions is just one of the risks that shareholders assume when they invest. In short, while shareholders have a right to expect competence and fidelity from the management of their concern, that right is directed against the directors; shareholders have no priority claim to the marginal dollars gained or wasted by use of devices such as breakup fees. [FN117]
Bankruptcies are different. Instead of solvency, insolvency is the norm. Thus, a different class of participants-creditors-has rights to the marginal dollars garnered in any sale. And these creditors have a priority claim to each marginal dollar as against shareholders: the absolute priority rule ensures that, absent consent, creditors receive every dollar of value in a company before its residual equity holders receive anything. [FN118] Section 363(b) recognizes this priority claim by reversing the normal presumption of validity. Courts do not approve bankruptcy sales because such sales are a descendent of equity foreclosures and judicial sales; [FN119] rather, when combined with the notice and hearing requirements, §363(b) preserves the ability of each creditor to object to any sale since the marginal dollars realized by that sale belong, in a very strong sense, to creditors.

In this context it makes little sense blindly to adopt corporate rules for bankruptcy transactions. The increased level of protection for creditors' priority claims gives rise to an increased level of obligation and duty on the part of those who negotiate bankruptcy asset sales. This difference is also reflected in the different procedural context in which bankruptcy breakup fees arise. Rather than the presumption of validity, bankruptcy transactions must be justified before they occur. As a consequence, instead of borrowing from the law of corporate acquisitions, bankruptcy courts might better look to sales by trusts *377 and estates for guidance: the level of protection afforded beneficiaries in that context is more analogous than that of the non-debtor corporate acquisition.

In addition, non-bankruptcy rules also fail to account for the benefits of bankruptcy acquisitions. The ability to receive assets with certainty that there are no competing claims, or that liabilities associated with those assets are within certain limits, is rarely mentioned. In the non-bankruptcy context, parties laboriously negotiate representations and warranties to protect their bargains from such uncertainties. These extensive representations, and the ongoing monitoring of compliance and readjustments of price that they entail, are simply not necessary when the representative of the estate can deliver a court order protecting the purchasers from just these kinds of risks.

A simple-minded analysis might equate the benefits of clear title with the burdens of uncertainty brought about by court approval. Yet no court has addressed this relationship. Instead, courts have focused on the cries of bidders that their offers are being used against them. This claim of unfairness is discussed next.

C. Are Breakup Fees Necessary to Ensure Fair Treatment of Bidders?
Almost every bankruptcy decision attempts to justify a breakup fee as compensation to the bidder for being a “stalking horse.” [FN120] Although I think this is a misuse of the term, [FN121] I take it that the sense here is that one who commits to make a bid only to lose to a superior bid has been abused, and should at least be compensated for its participation in the auction process. This sentiment is variously described as: awarding the bidder liquidated damages for breach of the acquisition agreement, with the liquidated amount being the amount of the breakup fee; [FN122] that the fee is the price of a “put” (that is, the estate buys the option of taking the offer while it itself remains unbound); [FN123] *378 or that the breakup fee is compensation to the bidder for the forced disclosure of its private information about the debtor which other bidders presumptively may use to outbid it. Finally, courts may also be uncomfortable with the process by which bids are approved, which, if done outside of bankruptcy could be characterized as lacking good faith. Each of these interconnected characterizations contains some notion of unjust enrichment or sharp dealing. Each, I submit, is a flawed analysis.

The liquidated damages analogy is the easiest to rebut. Due to §363(b), there simply is no enforceable contract until court approval. Without a contract, there can be no contractual liability, and no damages, liquidated or otherwise. It would be odd indeed if a court could approve an award of damages for breach of contract and, at the same time, deny approval of the contract to which those damages relate. This rationale may have force in the non-bankruptcy area, due to the reversal of assumptions on validity, but it has no force in bankruptcy.

The “put” analogy has more substance. It is beyond dispute that winning bidders must comply with their contracts. It is also beyond dispute that the estate is not bound until court approval. [FN124] The option contract would seem to fit this situation well, and thus the bidder should be compensated for its bid.

This observation, however, proves too much. Every offer to enter into a binding contract could be characterized as a put under this analysis, yet not every offeror is compensated for making an offer. [FN125] Under most circumstances offerors go uncompensated. Add to this observation the insight that it would be an odd auction in which the seller paid one or only some of the bidders to attend and bid. [FN126] From this, I take it that bankruptcy bids are, by custom or by law, bids without compensation, which are final and binding only upon court confirmation. [FN127]
This is not harmful to bidders. If they know that their bids will be subject to higher bidding at sale confirmation time, they can simply submit lower bids *379 initially. If no one else appears, they will reap the profit attributable to the lower bid. If they are forced into a bidding contest, no one can force them to bid beyond the point of their making an ultimate profit. This foreknowledge of the form and process of the bidding, and bidders' ability to adjust their bids, levels the playing field and removes any unfairness argument.

Finally, the best fairness argument begins by noting that bidders have private information about targets. This private information may be quantifiable-such as knowledge of the amount of excess inventory-or it may be intangible-such as an estimate of the management's worth. By subjecting the bidder to an auction, the bidder is forced to quantify this private information (in the form of the price it is willing to pay) and to make such information available to the market. For this disclosure it potentially receives nothing, and others may get a free ride on the bidder's due diligence. [FN128] Fairness, so this argument goes, requires that the bidder receive some compensation, or some rent, for the forced transfer of this information to competitors. [FN129]
The value of this information, however, is transferred to creditors. Revelation of such information is exactly what auction theory suggests is critical to increasing revenues from auctions. [FN130] The more private information becomes public, the more bidders are forced to bid their own valuations, and the better the chances that the seller will maximize revenues. Increased revenues, in turn, translate into increased creditor dividends, a specific bankruptcy goal. If bidders suffer some loss that is made up by gains to creditors, we might very well accept that result on a policy basis. Moreover, any losses suffered by bidders are preventable in the same way as with the put argument: bidders may adjust their bids to take into account the form of the auction. In addition, if they believe that the auction form does not suit them, they are not forced to bid. The potential gains from trade should be enough to attract others.

An argument can also be made that binding the bidder while not binding the estate, and doing so for the express purpose of attracting better bids, lacks good faith. This argument, however, ignores the fact that bidders know the rules of the game before committing any resources. As indicated above, their protection rests in adjusting their initial bids to compensate for this contingency. It is a short and complete answer that the process is public and that it lacks the surprise usually essential to an absence of good faith.

Moreover, similar actions in the non-bankruptcy world may not constitute *380 bad faith. Although the duty to negotiate in good faith does exist, it has limited boundaries. [FN131] While this duty seeks to prevent a party from expressly attempting to frustrate the expectancy interest of the other party, [FN132] it typically requires a more mature interest than that possessed at the formation stage. For example, unless the parties explicitly state that they will not negotiate with other parties over the same subject matter, such double negotiations are allowed, even if undisclosed. [FN133] The rationale again mirrors that set forth above. Parties know that their prospective partners may go to someone else until the deal is final, and failure to protect oneself in the face of this knowledge does not provide a basis for judicial relief.

If breakup fees in bankruptcy are considered without reference to the non-bankruptcy world, the case for their approval is quite weak. Due to the notoriety of bankruptcy procedures, claims of unfair treatment ring hollow. The rules are available for the interested, and ignorance of their effect is not a basis for judicial relief. No less notorious are the benefits of bankruptcy sales. Buyers of assets receive assurances as to the quality of the title received which are far superior to comparable assurances obtained outside of bankruptcy. That bankruptcy courts have not considered those points suggests the infirmity of such orders. When combined with the economic argument, that breakup fees are superfluous to a bidder's decision to bid, the case against them becomes strong.


IV. BREAKUP FEES ON APPEAL

In spite of the strength of the arguments against breakup fees, bidders may still press for their authorization. Worse, since the cost to the bidder of brinkmanship is small, requests for fees may be no more than thinly-veiled threats to withdraw unless tribute is promised. [FN134] Under a version of the maxim that *381 a sure bid-even if artificially low-is better than no bid at all, courts may still approve such fees. This moves the dispute to the appellate courts, [FN135] where opponents of breakup fees face serious handicaps. The ability and willingness of appellate courts to hear such appeals is limited. In addition, just as for other pre-plan orders, an award of a fee is presumptively valid, and reversible only upon a showing of an abuse of discretion. As discussed below, these obstacles should not prove insurmountable.

A. Appealable Orders
The lack of an appealable order was dispositive in Twenver, Inc. v. MCA Television, Ltd. (In re Twenver, Inc.). [FN136] In Twenver a potential purchaser was to receive a topping fee pursuant to a sale to be made pursuant to a creditor plan. The debtor objected to the fee, but the bankruptcy court approved it. The debtor appealed and the creditors' committee moved to dismiss. The court did so. [FN137]
The creditors' committee argued that the order was not final for one simple reason: the sale had not yet occurred. As a consequence, the court noted that “there is no certainty that the topping fee will ever be paid.” [FN138] Without this certainty, the court felt, it could “enter an order that has no real effect on the administration of this bankruptcy estate.” [FN139]
Twenver countered that the fee would chill the bidding process, but apparently did not make a convincing presentation. The court felt that, without knowing who would pay the fee, the estate or the new bidder, “it is hard to see how this will chill other purchasers from bidding”. [FN140] The court thus dismissed *382 Twenver's chilling claim as “speculative.” [FN141]
The district court's opinion is fraught with problems. Especially in the case of a sale, denying immediate review of a breakup fee effectively denies review of that fee at all, since the sale will proceed and bidders will assume that the fee will be honored. The result will be a different sale than if the fee had not been authorized. Moreover, if no review is granted, and the fee chills a bidder, that bidder may not have standing to challenge the sale. [FN142] Even if it does have standing, unless it obtains a stay of the order authorizing the sale, any appeal may be moot, given the effect of §363(m) which provides that the “reversal or modification on appeal of an authorization to sell or lease estate property does not affect the validity of a sale or lease ... to an entity that purchased or leased such property in good faith ...” so long as no stay was obtained. [FN143] As a consequence, a court will not even hear a meritorious appeal if the property was sold. The appeal at that point is probably moot. [FN144] To complete the cycle, the requirements for a stay-one of which is typically irreparable injury-effectively deny frustrated bidders any recourse if they cannot initially challenge the order. [FN145]
These factors have caused many courts to adopt an expansive view of finality with respect to orders entered under §363. [FN146] These courts have extended appellate jurisdiction to the review of administrative orders “if they resolve discrete disputes with the larger case.” [FN147] The authorization of breakup fees fits this test well. As even non-bankruptcy cases note, some breakup fees can chill *383 bidding, and thus effectively resolve the issue of who will prevail in the effort to buy the estate's assets. Unless jurisdiction exists to review a trial court's reasons for granting a breakup fee, fees which chill will be shielded from appellate review. In another sense, a breakup fee does alter finally the rights of the parties: it gives the recipient of the fee a bidding advantage, and forces all other bidders to make their bids higher just to stay even. Separating orders setting the ground rules from the sale itself sharpens this analysis: if a court ordered that only blue-eyed purchasers could qualify, it would clearly abuse its discretion. It would be a waste of judicial resources (and as argued above, would create potentially unreviewable orders in the absence of a stay) to delay until the actual sale is authorized.

Second, Twenver also fails to perceive unique aspects of the bankruptcy process. A bidder attempts to obtain advance authorization of a breakup fee in order to satisfy §363(b) and to preserve its claim to an administrative expense. [FN148] In this light, it can be seen that the authorization of the fee is the same as the grant of a postpetition lien. Both payment of the fee and foreclosure of the lien are contingent upon future activity-overbid in the case of the fee, and default in the case of the postpetition loan. Both could be meaningless in the ultimate administration of the estate. But the fact that the parties fight so hard for each type of order indicates that such orders are both serious and critical to the outcome of a sale. No one contends that the grant of a postpetition lien is not appealable, and similar treatment should be accorded to breakup fees. [FN149]
B. Abuse of Discretion
No appellate case has yet dealt with the issue of whether the authorization of a breakup fee in bankruptcy is an abuse of discretion. [FN150] When and if the issue is litigated, however, I suggest that abuse can and should be found. First, as noted above, there is no firm economic reason why a fee should be necessary, except in that rare case in which a bidder is prepared to bid its own valuation, and then the fee should be limited to reasonable expense reimbursement. Second, due to the nature of the bankruptcy process, and the ability *384 of any bidder to know and appreciate the fact that it could be overbid, claims of unfairness ring hollow.

To allow a breakup fee to stand would be tantamount to allowing representatives of the estate to bribe customers to buy goods when there is a showing that the customer would have bought without the bribe. Bidders do not need incentives to bid. They have it within their power to adjust their bids to account for all risks they might face, and they have the power to gather information about the bankruptcy process so that they may quantify that risk for themselves. To allow a breakup fee in the absence of any showing that the amount bid is that bidder's maximum valuation deprives the estate of possible consideration, and thus consciously spurns a process designed to yield the highest and best offer for creditors.

In similar situations courts have found an abuse of discretion. In Coal City House Furnishing Co. v. Hogue (In re Williams), [FN151] for example, a trustee had auctioned the debtor's real property. At the auction, however, he had refused to accept bids from one of the bidders, a man named Herd. [FN152] Herd, however, continued to bid, and finished as the high bidder with a bid of $75,525. The second best bid was $75,500, and the trustee sought to have that bid confirmed. The referee in bankruptcy confirmed the sale to the trustee's bidder after extending the opportunity to Herd to buy the property for $78,000.

Herd appealed, the district court reversed and the circuit court affirmed. Adopting a common sense approach, the circuit court stated that the bidder “proposing to pay the largest and highest sum was entitled to have his bid or offer accepted upon complying with the terms of the sale, and reported to the court for confirmation.” [FN153] The court found that the referee in bankruptcy had abused his discretion in confirming the second highest bid when there was no good reason for excluding Herd's higher bid. [FN154]
A more recent example is In re Financial News Network, Inc. [FN155] There, Financial News Network, Inc. (“FNN”) had agreed prepetition to be acquired by Dow Jones/Group W (“Dow”) for $90 million. Shortly thereafter, Consumer *385 News and Business Channel Partnership (“CNBC”) offered $105 million. [FN156] FNN accepted, filed a chapter 11 bankruptcy, and sought immediate court approval of the sale. FNN and CNBC secured a pre-sale order from the bankruptcy court establishing bidding procedures. Among other things, this order required competing bids to be free of breakup fees and set minimum bidding increments of $10 million. Dow responded with a bid of $115 million.

The problems then began. Dow did not want to have its $115 million bid open indefinitely. It thus said the offer would be open until the earlier of the asset sale, which was scheduled to follow a hearing on April 3, or May 31. Since CNBC's offer was not so qualified, the bankruptcy judge ruled that Dow's bid was non-conforming, and confirmed CNBC's lower $105 million bid. [FN157]
Dow appealed and prevailed. CNBC and FNN made much of the fact that Dow's bid did not conform to the court's order regarding similarity of offers. The district court, however, was not persuaded: “requiring strict comparability, while understandably useful ... ought not be adhered to so uncompromisingly as to interfere with consideration of a bid which may well be of more benefit to creditors than the bid that was accepted.” [FN158] The court concluded that failure to consider a higher bid that presented fewer regulatory problems [FN159] “obliged the court to at least consider the relative merits of the competing bids. Only by doing so could the court fulfill its paramount obligation of determining the highest and best bid. ...” [FN160]
Both Williams and FNN stand strongly for the proposition that courts ought to consider substance over form when entertaining bids on estate assets. While the concerns both trial courts faced were not trivial-possible puffing in Williams and procedural regularity in FNN-they paled when considered against the added revenues lost by rejecting the highest bid. Breakup fees present similar concerns. Folklore suggests that such fees are necessary to induce bidding. I have argued above that this proposition is typically wrong as a factual matter. Even to the extent that it is not wrong, it does not support fees in excess of out-of-pocket expenses. In this light, authorization of breakup fees presents the type of abuse present in both Williams and FNN: favoritism which skews bidding and deprives creditors of funds. Opponents of breakup fees should argue that such fees present the same type of favoritism.

This argument is not hard to make. The presence of a breakup fee makes it possible that the bidder willing to pay the “largest and highest sum” will not prevail. The reason for this is simple: bidders who do not receive a breakup fee start with a handicap in the amount of the fee, and they must bid more *386 just to be comparable to the favored bidder. If, for example, a breakup fee of $5,000,000 is authorized, a bidder willing to top the last bidder by $4,000,000 will not prevail; after the estate pays the fee, creditors will be $1,000,000 poorer in spite of the better bid. Given that breakup fees are dubious inducements to bid, the end result is that the estate will have wasted funds otherwise payable to creditors.


V. CONCLUSION

Breakup fees in bankruptcy cases are an unwelcome importation from the non-bankruptcy world. A simple economic analysis illustrates that, except in rare circumstances, they do not cause otherwise unwilling bidders to make a firm bid. Moreover, the uncritical acceptance of the reasoning employed by non-bankruptcy courts to validate such fees ignores significant procedural, substantive and policy differences between the world of corporate raiders and the world of bankruptcy dividends. The effect of these considerations is that breakup fees, except in rare circumstances, waste estate assets.

Their vice can be seen by an analogy. If a court authorized the representative of an estate to fly bidders to Monaco for a gambling spree at estate expense as an inducement for them to buy estate assets, I suspect an appellate court would have no problem in reversing for an abuse of discretion. The problem would be more acute if, as is the case with breakup fees, there was good evidence that the bidders would have bid even without the trip. Breakup fees are no different. Although the stated purpose of breakup fees is permissible in theory, this purpose fails to materialize in practice. Breakup fees thus represent unnecessary payments of estate funds. Trial courts should not hesitate to deny awards of such fees, and appellate courts should not hesitate to reverse improvident grants of such fees.
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[FN1]. A bankruptcy debtor typically has no power to sell assets which are property of the estate. That power vests in statutory fiduciaries: the bankruptcy trustee or the debtor in possession. 11 U.S.C.A. §§721, 1106 (West 1979 & Supp. 1992). Throughout this article, however, I use the terms “debtor” and “estate representative” interchangeably, primarily for purposes of style. In each case I mean to refer to the authorized estate representative.

[FN2]. The Bankruptcy Rules permit sale by public auction. Fed. R. Bankr. P. 6004(f)(1). Under the 1898 Bankruptcy Act, all sales of estate property were to “be by public auction, unless otherwise ordered by the court ... for good cause shown.” Fed. R. Bankr. P. 606(b)(2) (superseded 1983). See also 4B Collier on Bankruptcy ¶70.98[5] (Frank R. Kennedy & Lawrence P. King eds., 14th ed. 1978). Auction theory predicts that auctions will produce higher average revenues than sales with posted prices for a seller who has a unique or scarce product. R. Preston McAfee & John McMillan, Auctions and Bidding, 25 J. Econ. Lit. 699, 733-34 (1987).

[FN3]. The Bankruptcy Rules permit private sales of estate assets. Fed. R. Bankr. P. 6004(f)(1).

[FN4]. “The Trustee, after notice and a hearing, may use, sell or lease, other than in the ordinary course of business, property of the estate.” 11 U.S.C.A. §363(b)(West Supp. 1992). Although the Code's definition of “notice and a hearing” is flexible enough to permit sales without a hearing, see id. § 102(1), I assume that transactions involving breakup fees will always be the subject of a court hearing, whether for prudential reasons or due to an objection by a party in interest. See Fed. R. Bankr. P. 6004(b), (e).

[FN5]. In re Chung King, Inc., 753 F.2d 547, 549 (7th Cir. 1985) (stating, in dicta, general rule that goal of bankruptcy sales is to obtain best price); In re General Insecticide Co.. 403 F.2d 629, 631 (2d Cir. 1968) (same); In re Financial News Network, Inc., 126 B.R. 152, 157 (S.D.N.Y. 1991), appeal dismissed sub nom. Consumer News & Business Channel Partnership v. Dow Jones/Group W Television Co. (In re Financial News Network, Inc.), 931 F.2d 217 (2d Cir. 1991) (failure to consider superior bid did not meet court's “paramount obligation of determining the highest and best bid”); Wes-Flo Co. v. Wilson Freight Co. (In re Wilson Freight Co.), 30 B.R. 971, 975 (Bankr. S.D.N.Y. 1983) (assessing debtor's post-auction duties in light of “debtor's paramount duty to obtain the best price”); 2 Collier on Bankruptcy ¶363.03[1], at 363-20 (Lawrence P. King ed., 15th ed. 1992). See also Ballentyne v. Smith, 205 U.S. 285 (1907) (affirming refusal to confirm sale to highest bidder at regularly conducted, non-collusive foreclosure auction when evidence indicated property sold was worth at least seven times the amount bid); Porter v. Graves, 104 U.S. 171, 174 (1881) (“When the law requires a sale of property ... to be made by public auction ... it is for the purpose of inviting competition among bidders that the highest price may be obtained for what is sold”).

[FN6]. See In re Webcor, Inc., 392 F.2d 893, 899 (7th Cir.), cert. denied, 398 U.S. 837 (1968) (comparing submission of a revised reorganization plan by debtor to a bid in the sale process of the bankrupt's assets).

[FN7]. See, e.g., Official Comm. v. Integrated Resources, Inc. (In re Integrated Resources, Inc.), No. 92 Civ. 430 (MBM), 1992 U.S. Dist. LEXIS 16526 (S.D.N.Y. Oct. 29, 1992), aff'g In re Integrated Resources, Inc., 135 B.R. 746 (Bankr. S.D.N.Y. 1992) (approving $6,000,000 breakup fee); Twenver, Inc. v. MCA Television, Ltd. (In re Twenver, Inc.), 127 B.R. 467 (D. Colo. 1991) (dismissing appeal from order approving topping fee); In re Crowthers McCall Pattern, Inc., 114 B.R. 877 (Bankr. S.D.N.Y. 1990) (approving $500,000 breakup fee); In re 995 Fifth Avenue Associates, L.P., 96 B.R. 24 (Bankr. S.D.N.Y. 1989) (approving $500,000 breakup fee). But cf. In re Hupp Indus., Inc., 140 B.R. 191 (Bankr. N.D. Ohio 1992) (denying pre-approval of $100,000 breakup fee payable even if party receiving fee ultimately acquired assets, but at higher price). There are many more instances of breakup fees being awarded, but most awards seem not to be reported. See also infra note 17.

[FN8]. A leading corporate law treatise states that “[q]uite simply, break-up fees are specified amounts payable if a transaction that has been agreed upon is not consummated, often limited to circumstances in which there is some sense of fault or breach attributable to the party required to make the payment.” 11 Simon M. Lorne, Acquisitions and Mergers: Negotiated and Contested Transactions §2.06[2][d], at 2-75 (1992). See also In re Hupp Indus., Inc., 140 B.R. 191, 193-94 (Bankr. N.D. Ohio 1992) (discussing various definitions of breakup fees); Official Comm. v. Integrated Resources, Inc. (In re Integrated Resources, Inc.), No. 92 Civ. 430 (MBM), 1992 U.S. Dist. LEXIS 16526, at *26 (S.D.N.Y. Oct. 29, 1992) (same).

[FN9]. “‘[B]reak-up’ ... fees are designed to protect thee transaction for the acquirer, to make it more expensive for any third party to enter the bidding after an agreement has been announced, and to ensure the initial putative acquirer that it will be appropriately compensated if such should occur.” Lorne, supra note 8, §1A.07[2][d], at 1A-54.

[FN10]. Edelman v. Fruehauf Corp., 798 F.2d 882 (6th Cir. 1986); Hanson Trust PLC v. ML SCM Acquisition, Inc., 781 F.2d 264, 281-83 (2d Cir. 1986); Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173, 183-85 (Del. 1986) (injunction against $25 million termination fee on basis that it unduly chilled bidding).

[FN11]. Cottle v. Storer Communication, Inc., 849 F.2d 570, 578-79 (11th Cir. 1988); CRTF Corp. v. Federated Dep't Stores, Inc., 683 F.Supp. 422, 440-41 (S.D.N.Y. 1988); Samjens Partners I v. Burlington Indus., Inc., 663 F.Supp. 614, 625 (S.D.N.Y. 1987). Samjens cited a study which found that the average breakup fee in corporate transactions was approximately 1% of the value of the transaction. 663 F. Supp. at 620.

[FN12]. Indeed, many acquisition agreements have a so-called “fiduciary out” provision that allows corporate management to decline to recommend any bid to the extent that the recommendation would be inconsistent with its fiduciary duty to recommend the best deal for shareholders. See ConAgra, Inc. v. Cargill, Inc., 382 N.W.2d 576, 582 (Neb. 1986) (clause approved which conditioned directors' best efforts obligation to close merger upon directors' “continuing duties to ... shareholders”).

[FN13]. See, e.g., In re Entz, 44 B.R. 483, 485 (Bankr. D. Ariz. 1984) (debtor in possession not required to get shareholder approval for sale and lease-back of estate property notwithstanding fact that sale would require shareholder approval outside of bankruptcy; only exception would be if property sold pursuant to plan and shareholder class impaired but not eliminated).

[FN14]. 11 U.S.C.A. §363(b) (West Supp. 1992) (“The trustee, after notice and a hearing, may ... sell ... other than in the ordinary course of business, property of the estate.”). Just what is “ordinary course” is left to be defined in each individual context. Burlington Northern R.R. v. Dant & Russell, Inc. (In re Dant & Russell, Inc.), 853 F.2d 700 (9th Cir. 1988). But it is more likely that a breakup fee will not be a transaction entered into in the ordinary course of business, especially if the fee relates to the sale of all or most of an estate's assets. At least one treatise suggests the parties attempt to obtain pre-approval of breakup fees due to their out of the ordinary course status. Richard F. Broude, Reorganizations Under Chapter 11 of the Bankruptcy Code §6.04[2], at 6-22.7 n.5.1 (1992).

[FN15]. Committee of Equity Sec. Holders v. Lionel Corp. (In re Lionel Corp.), 722 F.2d 1063, 1071 (2d Cir. 1983) (appropriate for court to look at relationship between proposed price and appraisals of property); Consumer News & Business Channel Partnership v. Financial News Network Inc. (In re Financial News Network Inc.), 134 B.R. 737, 740-41 (S.D.N.Y. 1991) (appropriate to consider higher offer notwithstanding minor pre-auction bid irregularities). But cf. In re Karpe, 84 B.R. 926 (Bankr. M.D.Pa. 1988) (standing denied to third party to request court to approve its bid for assets of estate, even though proposed bid was almost 20% more than next highest bid).

[FN16]. See supra note 7.

[FN17]. Several bankruptcy opinions on breakup fees have been reported in electronic data bases, but not in West's Bankruptcy Reporter. See In re Marrose Corp., No. 89B 12171-79 (CB), 1992 WL 33848 (Bankr. S.D.N.Y., Feb. 15, 1992) (denying payment authorization for previously authorized breakup fee since conditions for payment not met); In re Financial News Network, Inc., No. 91B-10891 (FGC), 1991 WL 127524 (Bankr. S.D.N.Y., May 10, 1991) (discussing effect of breakup fee on analysis of consideration to be paid to the estate), aff'd, 134 B.R. 737 (S.D.N.Y. 1991). Courts are also prone to refer to unreported cases in which they had previously established the propriety of awarding breakup fees. See In re Integrated Resources, Inc., 135 B.R. 746, 751 (Bankr. S.D.N.Y. 1992) (discussing three unreported cases in which the court had authorized breakup fees); In re Crowthers McCall Pattern, Inc., 114 B.R. 877, 889 (Bankr. S.D.N.Y. 1990) (discussing prior practice in authorizing a lock-up provision). Finally, lawyers have published reports of their success in obtaining breakup fees for their clients, and have printed the moving papers and orders for others to follow. See, e.g., James E. Millstein & Shari Sigel, Strategic Investments and Acquisitions in the Chapter 11 Context, in Vol. 1, 23rd Annual Institute on Securities Regulation 353 Corporate Law and Practice Course Handbook Series No. 754, 1991) (discussing breakup fees awarded in The Southland Corporation's and the A.H. Robin Co.'s bankruptcies, and setting forth copies of orders authorizing breakup fees in the Rosemar Silver Company, Apex Oil Company, Financial News Network, Inc. and Crowthers McCall Pattern, Inc. bankruptcy case); Donald S. Bernstein, Pre-Plan Divestitures Under Chapter 11 of the Bankruptcy Code, in Investing in the Troubled Company-1990, at 265, 349 (PLI Commercial Law and Practice Series No. 556, 1990) (reprinting order authorizing breakup fee in the Allis-Chalmers Chapter 11 case).

[FN18]. 96 B.R. 24 (Bankr. S.D.N.Y. 1989).

[FN19]. The property was to be sold subject to a first lien of $65,300,000, so that the total consideration was approximately $138,300,000. Id. at 25.

[FN20]. Id. at 25 n.2. The contract called for this amount to be secured by any sale proceeds and, to the extent they were insufficient, to be an administrative expense of the debtor's estate. Id.

[FN21]. Id.

[FN22]. Id. at 27.

[FN23]. Id. at 28.

[FN24]. Id.

[FN25]. Id.

[FN26]. Id.

[FN27]. Id. at 29.

[FN28]. See infra text accompanying notes 95 to 117.

[FN29]. 96 B.R. at 28. The cases cited were Cottle v. Storer Communication, Inc., 849 F.2d 570 (11th Cir. 1988); CRTF Corp. v. Federated Dept's Stores, Inc., 683 F. Supp. 422 (S.D.N.Y. 1988); Samjens Partners I v. Burlington Indus., Inc., 663 F. Supp. 614 (S.D.N.Y. 1987).

[FN30]. One court recently cited evidence that most breakup fees were approximately 1% of the value of each transaction. Samjens Partners I v. Burlington Indus., Inc., 663 F. Supp. 614, 620 (S.D.N.Y. 1987). Some courts, however, have approved breakup fees equalling up to 2% of the transaction's value. Id. at 625 (breakup fees and other expenses total 2%); In re Vitalink Communications Corp. Shareholders Litigation, [1991-92 Transfer Binder] Fed. Sec. L. Rep. (CCH) ¶96,585 (Del. Ch. Ct. 1991) (breakup fee of almost 1.9%); Roberts v. General Instrument Corp., [1990 Transfer Binder] Fed. Sec. L. Rep. (CCH) ¶95, 465 (Del. Ch. Ct. 1990) (breakup fee of 2%).

[FN31]. Section 549(a) was not implicated because there was no “transfer of property of the estate” as required by that section. 11 U.S.C.A. § 549(a) (West Supp. 1992). The request was probably best characterized as a request for payment of an administrative expense. 11 U.S.C.A. §503(a) (West Supp. 1992). If this were the case, however, SIA would have had to show that the fee was an “actual, necessary cost and expense of preserving the estate,” 11 U.S.C.A. §503(b)(1)(A) (West Supp. 1992), and there was no showing that the expense was “actual” or for that matter “necessary.” Cf. Burlington Northern R.R. v. Dant & Russell, Inc. (In re Dant & Russell, Inc.), 853 F.2d 700, 707 (9th Cir. 1988) (expenses incurred pursuant to ordinary course transaction entered into without court approval must provide actual benefit to estate); In re Hupp Indus., Inc., 140 B.R. 191 (Bankr. N.D. Ohio 1992) (denying request for administrative expense status for breakup fee). The case as reported does not indicate whether the successful bidder would have found out about the sale without SIA.

Section 503(b)(3)(D), relating to reimbursement of expenses for entities which make a “substantial contribution” to the case, was not relevant; that section only authorizes reimbursement to “a creditor, an indenture trustee, an equity security holder, or an [unofficial] committee representing creditors or security holders.” 11 U.S.C.A. §503(b)(3)(D) (West 1979).


[FN32]. 135 B.R. 746 (Bankr. S.D.N.Y. 1992), aff'd, Official Comm. v. Integrated Resources, Inc. (In re Integrated Resources, Inc.), No. 92 Civ. 430 (MBM), 1992 U.S. Dist. LEXIS 16526 (S.D.N.Y. Oct. 29, 1992). The opinion contains no citation to §363.

[FN33]. Id. at 748.

[FN34]. Id. at 752. Under the proposed funding, however, Bankers Trust would only have had to provide $190,000,000 at closing. Id.

[FN35]. Id. at 749.

[FN36]. The debtor and senior creditors committees also agreed to a “window shop” clause under which they could not solicit offers to purchase or fund a plan, but could talk to and negotiate with purchasers or funders who contacted them. Id.

[FN37]. Id. at 753.

[FN38]. “These tenets also apply to the outright purchase of a debtor or its primary assets, as well as the effective acquisition of a debtor through the funding of a plan of reorganization.” Id. at 750.

[FN39]. Id.

[FN40]. Id.

[FN41]. Id. at 750-51 (emphasis added).

[FN42]. Perhaps the court had in mind those cases which have held that courts must closely scrutinize pre-plan sales of substantially all of the estate's assets. See, e.g., In re Wilde House Ent., Inc., 136 B.R. 830, 841 (Bankr. C.D. Cal. 1991); In re Channel One Communications, Inc., 117 B.R. 493, 495 (Bankr. E.D. Mo. 1990).

[FN43]. Integrated, 135 B.R. at 751.

[FN44]. Id. at 753.

[FN45]. Official Comm. v. Integrated Resources, Inc. (In re Integrated Resources, Inc.), No. 92 Civ. 430 (MBM), 1992 U.S. Dist. LEXIS 16526, at * 13 (S.D.N.Y. Oct. 29, 1992) (“The question ... for this court to resolve is how the business judgment rule applies to bidding incentives, such as break-up fee arrangements, in bankruptcy.”)

[FN46]. Id. at *13-39.

[FN47]. Committee of Equity Sec. Holders v. Lionel Corp. (In re Lionel Corp.), 722 F.2d 1063, 1070-71 (2d Cir. 1983). The Second Circuit recently affirmed Lionel. Official Comm. of Unsecured Creditors v. The LTV Corp. (In re Chateaugay Corp.), 973 F.2d 141 (2d Cir. 1992).

[FN48]. See, e.g., Integrated, 1992 U.S. Dist. LEXIS 16526, at *29-31; In re Crowthers McCall Pattern, Inc., 114 B.R. 877, 888-89 (Bankr. S.D.N.Y. 1990).

[FN49]. See, e.g., Integrated, 1992 U.S. Dist. LEXIS 16526, at *29-31.

[FN50]. See, e.g., Id.; In re Crowthers McCall Pattern, Inc., 114 B.R. 877, 888-89 (Bankr. S.D.N.Y. 1990); In re 995 Fifth Avenue Associates, L.P., 96 B.R. 24, 28 (Bankr. S.D.N.Y. 1989).

[FN51]. See infra note 121.

[FN52]. See, e.g., In re Hupp Indus., Inc., 140 B.R. 191, 194 (Bankr. N.D. Ohio 1992); In re Integrated Resources, Inc., 135 B.R. 746, 750 (Bankr. S.D.N.Y. 1992).

[FN53]. See, e.g., Integrated, 1992 U.S. Dist. LEXIS 16526, at *29-30; In re Crowthers McCall Pattern, Inc., 114 B.R. 877, 888-89 (Bankr. S.D.N.Y. 1990); In re 995 Fifth Avenue Associates, L.P., 96 B.R. 24, 28 (Bankr. S.D.N.Y. 1989).

[FN54]. In re Integrated Resources, Inc., 135 B.R. 746 (Bankr. S.D.N.Y. 1992), aff'd, Official Comm. v. Integrated Resources, Inc. (In re Integrated Resources, Inc.), No. 92 Civ. 430 (MBM), 1992 U.S. Dist. LEXIS 16526 (S.D.N.Y. Oct. 29, 1992), presents the problem. In Integrated the parties had negotiated an agreement containing a $9,000,000 breakup fee. The agreement provided that it would not take effect unless approved by November 25, 1991. Id. at 751. The court, however, did not hear the matter until that date, which necessitated after-hours proceedings. Notwithstanding the imminent expiration, the court challenged the amount of the fees requested and, in short order, secured a one-third reduction-from $9,000,000 to $6,000,000-of the fee payable if the transaction did not proceed due to acceptance of another proposal. Id. at 752-53.

[FN55]. There has been some cross-fertilization already between auction theory and non-bankruptcy cases. The Delaware Supreme Court recently cited several key articles on auction theory when discussing the difficulties inherent in designing an auction for corporate control. Mills Acquisition Co. v. Macmillan, Inc., 559 A.2d 1261, 1287 (Del. 1989).

[FN56]. The separation of the process into three stages is, of course, a simplifying assumption. In practice there is no clear demarcation between each of these stages. In addition, I assume that no secured creditor can bid and offset its claim, 11 U.S.C.A. §363(k) (West Supp. 1992), and that no entity possesses a valid option or right of first refusal on the assets being sold. See 11 U.S.C.A. §363(h) (West 1979 & Supp. 1992) (claims of co-owners); § 363(i) (claims of individuals with community property interest in such property).

[FN57]. This may not be the case if the potential acquirer is a competitor of the target. In these cases there are potential concerns regarding antitrust violations or unfair trade practices-the bidder may mount a sham bid simply to acquire non-public information regarding the debtor.

[FN58]. See Peter Cramton & Alan Schwartz, Using Auction Theory to Inform Takeover Regulation, 7 J.L., Econ. & Org. 27, 30 (1991); Peter Morgan & Richard Manning, Optimal Search, 53 Econometrica 923, 927-28 (1985); Jennifer F. Reinganum, Strategic Search Theory, 23 Int'l Econ. Rev. 1, 7-8 (1982).

[FN59]. In short, the information bought can be used to create a series of probability/bid pairs. It will be able to estimate that a bid, for example, of $100 is 75% likely to succeed, and that increasing the bid to $125 will increase the likelihood of success to 95%. In this example, there are two probability/bid pairs: $100/75%; and $125/95%. In practice, this process can be generalized to the intuition of most bidders that they have a better chance of winning if they bid higher.

[FN60]. This uncertainty has several sources. Bidders may be uncertain over how to apply certain standard indices of value (the appropriate capitalization rate, for example), or they may not trust completely the information that they receive as part of their investigation (the amount of net sales, for example).

[FN61]. Cramton & Schwartz, supra note 58, at 31. The relationship between the various variables can be expressed as pi = p[(EV-C)-B] where: pi stands for the bidder's profit; p is the probability, expressed as a percent, that the bidder will prevail at the level of bid selected; EV is the expected value to the bidder of the acquisition; C is the cost of making the bid; and B is the amount bid. As developed below, p and B are linked in the sense that each bid level B is correlated to a discrete probability that the bid will succeed, and p increases as B increases.

FNNote at this point that acquisition costs, C in the above equation, should not include the costs of acquiring the additional information, nor should they include any costs incurred in acquiring the initial information. For purposes of making the actual bid, these costs are “sunk” and rational, risk-neutral, bidders will not count them in formulating their bidding strategies. Since those costs can never be regained, the whole vantage point shifts to the return on each new dollar expended. See Owen Phillips, et al., Sunk and Opportunity Costs in Valuation and Bidding, 58 So. Econ. J.. 112, 112 n.1 (1991); James H. Holcomb & Doria Evans, The Effect of Sunk Costs on Uncertain Decisions in Experimental Markets, J. Behavioral Econ. 59, 59 (Fall, 1987); Kenneth R. French & Robert E. McCormick, Sealed Bids, Sunk Costs, and the Process of Competition, 57 J. Bus. 417, 424 (1984).

[FN62]. Even if a bidder does not hold the highest valuation and bids its own valuation, it will simply lose, and no payment is due if a bidder loses. The bidder's market value, however, will decrease by the amount of costs incurred since it will have incurred costs for which there is no economic return. French & McCormick, supra note 61, at 439.

[FN63]. See supra note 59.

[FN64]. In short, I assume that the marginal cost of submitting a higher bid is zero.

[FN65]. See French & McCormick, supra note 61, at 420-23. Other factors may affect the process. The debtor may have set a minimum, or reserve, price. In bankruptcy, this should be the liquidation value of the assets being sold. Cf. Ballentyne v. Smith, 205 U.S. 285 (1907) (affirming refusal to confirm sale to highest bidder at regularly conducted, non-collusive foreclosure auction when evidence indicated property sold was worth at least seven times the amount bid); Munro Drydock, Inc. v. M/V Heron, 585 F.2d 13, 16 (1st Cir. 1978) (adopting bankruptcy standards in admiralty to prevent confirmation of sale of vessel when evidence showed appraised value to be twice sale price, and that a prospective bidder was prepared to bid seven times sale price). In addition, the bidder and debtor may have obtained prior court approval of minimum bid increments. See infra text accompanying note 87.

[FN66]. R. Preston McAfee & John McMillan, Search Mechanisms, 44 J. Econ. Theory 99 (1988).

[FN67]. See John Riley & William Samuelson, Optimal Auctions, 71 Am. Econ. Rev. 381, 381 (1981) (“The auction model is a useful description of ‘thin markets' characterized by a fundamental asymmetry of market position”). See also Paul Milgrom, Auctions and Bidding: A Primer, 3 J. Econ. Perspectives 3, 19 (1989) (“When goods are not standardized or when the market clearing prices are highly unstable, posted prices work poorly, and auctions are usually preferred. ... [T]he assets of bankrupt firms [are typically sold at auction because they] are valued depending on their age, condition, location, and so on.”) For a general survey of auction theory, see Jeremy Bulow & John Roberts, The Simple Economics of Optimal Auctions, 97 J. Pol. Econ.. 1060 (1989); Paul Milgrom, Auction Theory, in Advances in Economic Theory: Fifth World Congress 1 (Truman F. Bewley ed., 1987) [hereinafter Milgrom, Auction Theory]; McAfee & McMillan, supra note 2; Paul Milgrom, The Economics of Competitive Bidding: A Selective Survey, in Social Goals and Social Organization: Essays in Memory of Elisha Pazner 261 (Leonid Hurwiz, et al. eds., 1985) [hereinafter Milgrom, Competitive Bidding]; Paul R. Milgrom & Robert J. Weber, A Theory of Auctions and Competitive Bidding, 50 Econometrica 1089 (1982).

[FN68]. A bidder might also adjust its bid to take into account a phenomena known as the winner's curse. The winner's curse arises when the value of the object being auctioned is not known with certainty to the bidders. In such a case, the “true” value of the item would lie somewhere along the range of valuations held by all bidders. The winner, however, is the bidder holding the highest valuation. Unless the winner is invariably right in its valuation, its estimation will be too high, and it will have paid too much. Accordingly, many models of bidding account for a downward adjustment to take this effect into account. See, e.g., J. Richard Harrison, A Model for Sealed-bid Auctions with Independent Private Value and Common Value Components, 11 Managerial & Decisional Econ. 123, 124 (1990); French & McCormick, supra note 61, at 421-22.

[FN69]. At equilibrium (an unlikely state for an auction of a unique asset), the best bid will be the value held by the bidder with the highest estimate less the total amount of transaction costs incurred by all bidders. Cramton & Schwartz, supra note 58, at 34-35; French & McCormick, supra note 61, at 417. This consequence has led some scholars to suggest that reduction of the number of bidders at an auction will tend to maximize seller revenue, since fewer bidders will presumably incur smaller aggregate transaction costs. Cramton & Schwartz, supra note 58, at 35.

This recommendation seems to conflict with the theoretical and empirical studies which indicate that more competition leads to greater seller revenues. See infra notes 72 and 85. This research can be harmonized by realizing that the later studies assume, explicitly or implicitly, that bidders have correlated values: that is, a state in which each new bid causes other bidders to reassess their own valuations and thus their strategies on bidding. See Roberta Romano, A Guide to Takeovers: Theory, Evidence and Regulation, 9 Yale J. on Reg. 119, 163 n.175 (1992) (suggesting that Cramton & Schwartz may place too much weight on classification of corporate tender offers as common value auctions, and suggesting that the model of affiliated values may better describe corporate takeovers). The increase in valuation brought about by the dynamic reassessment may compensate for the reductions brought about by the transaction costs incurred by additional bidders. See McAfee & McMillan, supra note 2, at 720-23; see also infra note 85.


[FN70]. This result can be shown by reference to the equation set forth supra note 61. That equation expresses the relationships between the elements of the textual hypothetical as: pi = p[(EV-C)-B]. If we assume that a bidder will stop bidding if its expected profit is zero, the equation starts out as 0 = .10[(110-10)-B]. By successive arithmetic operations, this equation becomes 0 = .10[100-B], 0 = 10-.10B, 10 = .10B, and finally 100 = B.

[FN71]. Since the firm commitment of a bidder conveys useful information-the opinion of one entity as to the value of the auctioned item-to other bidders, the bidder's request can also be interpreted as that bidder's desire to be paid for its provision of an externality-information-to the market in general and to its potential competitors in particular. This externality becomes more significant if the affiliated values model best describes the process by which the bidder values the auctioned item. See infra note 78 for a description of the models used to describe the valuation process.

[FN72]. Raymond C. Battalio, et al., The Effect of Varying Number of Bidders in First Price Private Value Auctions: An Application of a Dual Market Technique, in 2 Advances in Behavior Economics 95, 106-07 (Leonard Green & Johann Kagel eds., 1990); Lance Brannman, et al., The Price Effects of Increased Competition in Auction Markets, reprinted in Concentration and Price 67, 77-80 (Leonard W. Weiss ed., 1989); McAfee & McMillan, supra note 2, at 710-11; Charles A. Holt, Uncertainty and the Bidding for Incentive Contracts, 69 Am. Econ. Rev. 697 (1979).

[FN73]. This showing of necessity will entail some showing that the bidder is making its highest and best bid (its estimated valuation). To see why this is so, imagine a firm which makes a low bid. The reason it is making a low bid is to maximize its gain on the transaction. It would be perfectly willing to raise its bid in the face of competition because, although its overall profit would be reduced, it would still be positive. In such a case there is no causal link between the provision of a fee and the increase in price. As indicated supra note 64, in such a situation I assume that the marginal cost of an increased bid is zero, and the difference between the expected valuation and the transaction costs is still positive. All a fee does in this case is increase the bidder's profit without any return to the seller. As such, there cannot be any showing that the granting of a fee has induced a higher bid.

[FN74]. Cramton & Schwartz, supra note 58, at 41-43.

[FN75]. See supra note 58 and infra note 76 for a partial listing of economic literature on search.

[FN76]. See Dale T. Mortensen, Property Rights and Efficiency in Mating, Racing, and Related Games, 72 Am. Econ. Rev. 968, 973-74 (1982) [hereinafter Mortensen, Property Rights]; Dale T. Mortensen, The Matching Process as a Noncooperative Bargaining Game, reprinted in The Economics of Information and Uncertainty 233, 249 (John J. McCall ed., 1982) [hereinafter Mortensen, Matching Process]; Peter A. Diamond & Eric Maskin, An Equilibrium Analysis of Search and Breach of Contract, I: Steady States, 10 Bell J. of Econ. 282 (1979); Elazar Berkovitch, et al., Tender Offer Auctions, Resistance Strategies, and Social Welfare, 5 J.L., Econ. & Org. 395, 399 (1989).

[FN77]. Mortensen, Property Rights, supra note 76, at 975 (speculating that real estate commission structures may come close to allocating efficiently the surplus in the housing market); Mortensen, Matching Process, supra note 76, at 252-53.

[FN78]. Auction theorists speak of two types of auctions, independent private values and common values. See generally McAfee & McMillan, supra note 2, at 705; Milgrom, Competitive Bidding, supra note 67, at 266. In an independent private values auction, the item auctioned has a different value to each bidder, and each bidder knows that value with complete certainty. By contrast, a common values auction involves an item which has the same value to each bidder, but that value is not known with any certainty by any bidder. McAfee & McMillan, supra note 2, at 705-06. An art auction may be an example of the independent private values auction; each bidder will value the art somewhat differently, but will know what its own maximum bid will be. An oil lease auction may be an example of a common values auction. The object of the auction has the same price for all bidders, but no one bidder is certain as to how much oil is present. Id.
Most auctions lie somewhere between these extremes. In bankruptcy it may be illuminating to think of bankruptcy sales as a mixed auction. They are common values in that the assets being sold have a common, and probably unknown, liquidation value. But the difference between the liquidation value and the value to the bidder, also known as the going concern surplus, may add an independent private values component. The characterization of the auction has relevance in the choice of the form of the auction, as well as the seller's decision to set reserve prices and entry fees. See Cramton & Schwartz, supra note 58, at 33-41.


[FN79]. See, e.g., Milgrom & Weber, supra note 67, at 1091. Actually, most auction literature focuses on the revenue equivalence theorem, which states that the revenue produced by different forms of auctions should be the same. Id. at 1092. These papers generally assume risk neutral bidders. Id. at 1090, 1095. With risk adverse bidders, however, theory predicts that either the English, increasing-bid auction, or the sealed bid, first price, auction produces greater revenues, and that the ultimate selection depends on whether bidders have affiliated values. Id. at 1096-97. See also McAfee & McMillan, supra note 2, at 719; Steven Matthews, Comparing Auctions For Risk Averse Buyers: A Buyers' Point of View, 55 Econometrica 633 (1987); Eric Maskin & John Riley, Optimal Auctions with Risk Averse Buyers, 52 Econometrica 1473 (1984).

[FN80]. Cramton & Schwartz, supra note 58, at 42.

[FN81]. See supra note 61.

[FN82]. An argument can be made that, due to the availability of breakup fees outside of bankruptcy, firms incorporate into their search analysis a certain recovery of search costs even if they are not successful. To deprive them of this benefit just because the target is a debtor in bankruptcy will cause firms searching for business combinations to alter their practices when searching among bankruptcy debtors. This added cost will translate into reduced search for firms in bankruptcy. Although not without some force, this argument ignores that there already are significant differences between bankruptcy and non-bankruptcy acquisitions. See infra text accompanying notes 95 to 117. For example, bankruptcy acquisitions offer the possibility of free and clear title to assets backed by a court order. As a consequence, firms engaged in search for possible combinations will already have to modify their model to include bankruptcy debtors, and thus they will have to incur the additional sunk costs of maintaining at least two sets of criteria for possible targets.

[FN83]. While these informational and capitalized costs do not factor into the local decision on whether to bid, they do factor into the global decision of encouraging sufficient search by non-bankrupt firms. As argued above, the structure of auctions always assures the winner of a surplus equal to the difference between its valuation and the valuation of the bidder with the second highest valuation. Bidders thus capture this surplus. In addition, to the extent that financial intermediaries extract a fee from the transaction, they also help push search to its optimal level. Mortensen, Property Rights, supra note 76, at 975.

[FN84]. An argument can be made that bidders could, in appropriate circumstances, request a fee prior to making a firm bid as part of defraying information acquisition costs. The same analysis applies as set forth above, except that the deal is somewhat different. If a debtor is to pay bidders to look at its assets, then it should receive something in return: a firm bid and a commitment to engage in the auction process. Otherwise, the bidder will enjoy a free look without any commitment to join the bidding process. Indeed, if the debtor provides the prospective bidder with information about its business and assets, it has effectively paid the bidder an amount equal to the value of the information.

[FN85]. Auction theory anticipates that provision of maximum information-including any other bidder's valuation-increases seller's revenue. Milgrom, Auction Theory, supra note 67, at 4-5; Milgrom, Competitive Bidding, supra note 67, at 278-80; Milgrom & Weber, supra note 67, at 1112. But see Battalio, et al., supra note 72, at 108-12 (finding no statistically significant difference in bids in controlled experiment when more information provided to subjects).

One of the leading scholars in this field, Paul Milgrom, has called the linkage between the reduction of private information to bidders and the increase of seller's revenues the “common thread” running through auction theory. Milgrom & Weber, supra note 67, at 1110-11; Milgrom, Auction Theory, supra note 67, at 20 n.24. Milgrom's formulation focuses on the reduction of bidder's profits through the use of private information. As stated by Milgrom, “[t]he intuition of the Linkage Principle is that the auctions yielding the highest average prices are those that are most effective at undermining the privacy of the winning bidder's information, thereby transfering [sic] some profits from the bidders to the seller.” Id. at 4. See also Christopher D. Hall, A Dutch Auction Information Exchange, 22 J. Law & Econ. 195 (1989) (exploring information transmitting function of Dutch auction rules and practices); Kenneth Hendricks & Robert H. Porter, An Empirical Study of An Auction with Asymmetric Information, 78 Am. Econ. Rev. 865 (1988) (exploring informational advantages inherent in oil leasing auctions when bidder owns leasing tracts close to tracts being auctioned).


[FN86]. This logic also applies to so-called “no-shop” or “window-shop” clauses which, respectively, prevent representatives of the estate from entertaining any other offers, or from actively soliciting other bids. See In re Crowthers McCall Pattern, Inc., 114 B.R. 877, 880 (Bankr. S.D.N.Y. 1990) (no-shop provision approved pursuant to which the representative of the estate promised “not to take any action to cause, promote, authorize or result in the purchase, by any person other than [the party to the acquisition contract], of the stock or assets of McCall”; provision also prohibited the representative of the estate from “granting access to the company's books or records, and employees or management, except as required pursuant to its fiduciary duties, or by order of the bankruptcy court”).

Since there is a direct link between a bidder's private information and its profit (with correlative reductions in creditors' gains), bidders have a tremendous incentive to insist on these types of clauses. Creditors, by contrast, have an equally strong incentive to resist them.


[FN87]. See In re Financial News Network, Inc., 126 B.R. 152, 156 (S.D.N.Y. 1991), appeal dismissed sub nom. Consumer News & Business Channel Partnership v. Dow Jones/Group W Television Co. (In re Financial News Network, Inc.), 931 F.2d 217 (2d Cir. 1991); Millstein & Siegal, supra note 17, at 388, 425-28 (order in Apex Oil Company bankruptcy setting forth bidding, deposit and qualification requirements); Bernstein, supra note 17, at 363-71 (order in Allis-Chalmers bankruptcy authorizing sale and setting bidding and qualification requirements for prospective overbidders). The power to make such orders may legitimately be derived from §105's grant of power to “issue any order, process or judgment that is necessary or appropriate to carry out the provisions of this title.” 11 U.S.C.A. §105(a) (West Supp. 1992). Here, an order regulating bidding procedure furthers the court's ability “to carry out” the sale provisions of §363(b).

[FN88]. As noted in the materials at a recent continuing education program aimed at educating securities lawyers to the benefits and practices of bankruptcy sales:

Structuring a purchase so that part of the consideration is not susceptible to precise valuation will make it more difficult for a competitor to bid against the potential purchaser. Particularly when use of “soft” consideration (e.g., stock, debt cancellation, provision of services) is combined with a pre-approved break-up fee and overbid provisions, a competitor may be hard pressed to prove the superiority of its bid.

Millstein & Siegal, supra note 17, at 389.


[FN89]. This procedure was adopted in the De Laurentiis Entertainment Group Inc. bankruptcy. Debtors' Joint Disclosure Statement Pursuant to Section 1125 of the Bankruptcy Code for the Debtors' Modified Second Amended Plan of Reorganization (March 1, 1990), at 42-43, In re De Laurentiis Entertainment Group Inc., Case No. LA 88-17251-AA (Bankr. C.D. Cal., March 1, 1990) (plan proponent agreed essentially to repurchase stock issued pursuant to reorganization plan for $6,000,000 if such stock did not have a market value of $6,000,000 within 30 months of full distribution of stock; obligation supported by standby letter of credit). The use of this type of procedure forces the bidder to quantify the amount of the benefit it offers in a meaningful way-if it values the non-cash consideration too low, it facilitates competing offers at lower levels; if it estimates too high, competing offers are discouraged, but the bidder must ultimately pay as advertised.

[FN90]. See generally Kenneth G. Dau-Schmidt, Relaxing Traditional Economic Assumptions and Values: Toward a New Multi-Disciplinary Discourse on Law, 42 Syracuse L. Rev. 181 (1991).

[FN91]. See supra note 61.

[FN92]. See Jason Scott Johnston, Law, Economics and Post-Realist Explanation, 24 Law & Soc. Rev. 1217 (1990); Jeffrey L. Harrison, Egoism, Altruism and Market Illusions: The Limits of Law and Economics, 33 UCLA L. Rev. 1309 (1986). See also Herbert Hovenkamp, Rationality in Law & Economics, 60 Geo. Wash. L. Rev. 293 (1992). Indeed, the standard economic model of preferences based upon rational balancing of risk and utility has a competitor in prospect theory. In lieu of risk neutrality, prospect theory assumes that people are risk averse in the domain of gains, risk seeking in the domain of losses, and generally more sensitive to losses than to gains. Daniel Kahneman & Amos Tversky, Prospect Theory: An Analysis of Decision Under Risk, 47 Econometrica 263, 277-80 (1979); Richard L. Hasen, Student Note, Efficiency Under Informational Asymmetry: The Effect of Framing on Legal Rules, 38 UCLA L. Rev. 391 (1990).

[FN93]. See supra text accompanying note 50.

[FN94]. Id.

[FN95]. Cottle v. Storer Communication, Inc., 849 F.2d 570, 578-79 (11th Cir. 1988); CRTF Corp. v. Federated Dep't Stores, Inc., 683 F.Supp. 422, 440-41 (S.D.N.Y. 1988); Samjens Partners I v. Burlington Indus., Inc., 663 F. Supp. 614, 625 (S.D.N.Y. 1987).

[FN96]. CRTF Corp. v. Federated Dep't Stores, Inc., 683 F. Supp. 422, 440-41 (S.D.N.Y. 1988); Black & Decker Corp. v. American Standard, Inc., 682 F. Supp. 772, 784-85 (D. Del. 1988); Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173, 183-84 (Del. 1986); West Point-Pepperell, Inc. v. J.P. Stevens & Co. (In re J.P. Stevens & Co. Shareholders Litigation), 542 A.2d 770, 782-83 (Del. Ch. Ct. 1988).

[FN97]. In West Point-Pepperell, Inc. v. J.P. Stevens & Co. (In re J.P. Stevens & Co. Shareholders Litigation), 542 A.2d 770 (Del. Ch. Ct. 1988), both a lock up and a breakup fee were at issue. West Point, a competing bidder who had not received the benefits of such provisions, challenging them on the grounds that there had been no showing of the necessity of the provisions to promote bidding. The court responded:

[W]ith this argument, West Point inescapably enters the zone of the business judgment rule. ... [Whether the provisions promoted or hindered bidding] are precisely the sort of debatable questions that are beyond the expertise of courts and which the business judgment rule generally protects from substantive review for wisdom. ... [I]f such a provision is negotiated in good faith by a board with no apparent conflict, that is well-advised and follows a responsible, deliberate procedure, I am at a loss as to know what basis exists for declaring such a provision a violation of shareholder rights.

Id. at 783.


[FN98]. See, e.g., Paramount Communications, Inc. v. Time Inc., 571 A.2d 1140, 1149-51 (Del. 1990).

[FN99]. Jennifer J. Johnson & Mary Siegel, Corporate Mergers: Redefining the Role of Target Directors, 136 U. Pa. L. Rev. 315, 355-64 (1987) (concluding that standard contract doctrine applies in determining effectiveness of breakup fee agreement even when shareholder approval necessary). See also Jewel Cos. v. Pay Less Drug Stores Northwest, Inc., 741 F.2d 1555 (9th Cir. 1984). But see R-G Denver, Ltd. v. First City Holdings, Inc., 789 F.2d 1469 (10th Cir. 1986); Great Western Producers Co-operative v. Great Western United Corp., 613 P.2d 873 (Colo. 1980).

[FN100]. In re Vitalink Communications Corp. Shareholders Litigation, [1990-91 Transfer Binder] Fed. Sec. L. Rep. (CCH) ¶96,585 (Del. Ch. Ct. 1991); Roberts v. General Instrument Corp., [1990 Transfer Binder] Fed. Sec. L. Rep. (CCH) ¶ 95,465 (Del. Ch. Ct. 1990); In re Fort Howard Corp. Shareholders Litigation, 14 Del. J. Corp. L. 699 (Del. Ch. Ct. 1988), appeal denied, 547 A.2d 633 (Del. 1988).

[FN101]. This is not always detrimental. In In re Crowthers McCall Pattern, Inc., 114 B.R. 877 (Bankr. S.D.N.Y. 1990), for example, the court had seen several aborted attempts to reorganize or sell the company, and had also seen the efforts of different constituencies at different times. From that personal experience the court could gauge management's efforts to market the company.

[FN102]. West Point-Pepperell, Inc. v. J.P. Stevens & Co. (In re J.P. Stevens & Co. Shareholders Litigation), 542 A.2d 770, 783 (Del. Ch. Ct. 1988). The court's candidates for each category were: Edelman v. Fruehauf Corp., 798 F.2d 882 (6th Cir. 1986) (bad faith); Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1986) (questionable rationality, and possible disloyalty to shareholders); and Hanson Trust PLC v. ML SCM Acquisition Inc., 781 F.2d 264 (2d Cir. 1986) (“grossly” negligent process).

[FN103]. Cottle v. Storer Communication, Inc., 849 F.2d 570, 576 n.7 (11th Cir. 1988), quoting Leo Herzel, et al., Misunderstanding Lockups, 14 Sec. Reg. L.J. 150, 177 (1986).

[FN104]. See, e.g., Roberts v. General Instrument Corp., [1990 Transfer Binder] Fed. Sec. L. Rep. (CCH) ¶ 95,465, at 97,404 (Del. Ch. Ct. 1990).

[FN105]. Committee of Equity Sec. Holders v. Lionel Corp. (In re Lionel Corp.), 722 F.2d 1063, 1071 (2d Cir. 1983).

[FN106]. See supra note 102.

[FN107]. See Lionel, 722 F.2d at 1070 (“there must be some articulated business justification” before a bankruptcy judge may act under §363(b)); Id. at 1071 (judge must “expressly find from the evidence presented before him at the hearing a good business reason to grant” a §363(b) application); In re Ionosphere Clubs, Inc., 100 B.R. 670, 680 (Bankr. S.D.N.Y. 1989) (using best interest test to approve §363(b) sale of assets).

[FN108]. Section 363(f) of the Code explicitly allows the court to sell estate property free and clear of any liens, claims and encumbrances. 11 U.S.C.A. § 363(f)(1)-(5) (West Supp. 1992). In chapter 11 the discharge provisions of § 1141 give essentially the same benefits. 11 U.S.C.A. § 1141(c) (West Supp. 1992). Such sales may also be free of successor liability for products made by the debtor, American Living Sys. v. Bonapfel (In re All American, Inc.), 56 B.R. 186 (Bankr. N.D. Ga.), aff'd, 805 F.2d 1515 (11th Cir. 1986) (enjoining products liability action against purchaser who bought from bankruptcy), or due to the debtor's employment practices, In re Creative Restaurant Management, Inc., 141 B.R. 173, 178 (Bankr. W.D. Mo. 1992) (sale pursuant to plan is free of successor liability for unfair labor practices, but not of obligation to conduct re-run election among employees, to expunge employee records or to post notices of past violations). See generally David Gray Carlson, Successor Liability in Bankruptcy: Some Unifying Themes of Intertemporal Creditor Priorities Created By Running Covenants, Products Liability, and Toxic-Waste Cleanup, 50 L. & Contemp. Probs. 119 (1987). But cf. Nelson v. Tiffany Indus., Inc., 778 F.2d 533 (9th Cir. 1985) (successor liability not shed if bankruptcy process abused).

[FN109]. See, e.g., In re Financial News Network, Inc., 126 B.R. 152, 154 (S.D.N.Y. 1991).

[FN110]. See supra note 5 and authorities cited therein.

[FN111]. See In re George Walsh Chevrolet, Inc., 118 B.R. 99, 101 (Bankr. E.D. Mo. 1990) (denying approval of a sale of substantially all of the estate's assets because such sale contained several contingencies, and court thought it likely that estate would receive a similar all-cash offer without such contingencies).

[FN112]. Sales in bankruptcy also provide the benefit, especially in chapter 11 cases, of a formalized procedure for parties to learn about and to bid for available assets. Parties in interest may compel debtors in possession, through Bankruptcy Rule 2004, to disclose information about their assets and their business. See Fed. R. Bankr. P. 2004(a)-(b) (“On motion of any party in interest, the court may order the examination of any entity. ... The examination ... may relate to ... any ... matter relevant to ... the formulation of a plan.”) In addition, if a bidder is spurned by the debtor in possession, creditor committees are also available as possible proponents of their bid.

Although often viewed as a potential problem, it is also a benefit to have a tribunal readily available to decide disputes. Bankruptcy courts can provide specialized, and sometimes quick, dispute resolution. In proposed acquisitions, for example, they can increase certainty by making advance rulings on critical aspects of the proposed transaction.

The bankruptcy forum also presents possible problems. Not all judges define emergencies in the same way as the parties. This can result in frustration and perceived delays. Although ameliorated in part by §363(m) and the rules on mootness, approval by a bankruptcy court of any particular transaction is also always subject to appeal and to the delays involved in that process.


[FN113]. A recent article cites evidence that stock prices for takeover targets tend to rise significantly-sometimes up to 30% over the initial price-during a tender offer. Romano, supra note 69, at 122 & n.8. One explanation for this phenomena might be that bidders make low initial bids to compensate themselves for the risk that they might be overbid.

[FN114]. See, e.g., Paramount Communications, Inc. v. Time Inc., 571 A.2d 1140, 1150-51 (Del. 1990); Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1986).

[FN115]. 11 U.S.C.A. §704(1) (West Supp. 1992) (chapter 7 trustee under obligation to “collect and reduce to money the property of the estate”).

[FN116]. A chapter 11 trustee is obligated to “as soon as practicable, file a plan”. 11 U.S.C.A. §1106(a)(5) (West Supp. 1992). A debtor in possession has the same obligation. Id. §1107(a). Although not without some practical problems, a reorganization has been viewed profitably as a form of asset sale. Thomas H. Jackson, The Logic and Limits of Bankruptcy Law 210-13 (1986); Douglas G. Baird, The Uneasy Case for Corporate Reorganization, 15 J. Legal Stud. 127 (1986). Some courts and commentators are more direct: they argue that a chapter 11 trustee or debtor in possession must maximize asset values for creditors. See Wabash Valley Power v. Rural Electrication Admin., 903 F.2d 445, 471 (7th Cir. 1990) (dicta); Lynn M. LoPucki & William C. Whitford, Corporate Governance in the Bankruptcy Reorganization of Large, Publicly Held Companies, 141 U. Pa. L. Rev. 669 (1993).

[FN117]. Alan Schwartz, Search Theory and The Tender Offer Auction, 2 J.L. Econ. & Org. 229, 244-49 (1986).

[FN118]. 11 U.S.C.A. §1129(b)(1) (West 1979) (creditors must receive “fair and equitable” treatment if they do not consent to plan). For explanations of what this phrase requires, see Douglas G. Baird & Thomas H. Jackson, Bargaining After the Fall and the Contours of the Absolute Priority Rule, 55 U. Chi. L. Rev.. 738 (1988); John D. Ayer, Rethinking Absolute Priority After Ahlers, 87 Mich. L. Rev. 963 (1989); Bruce A. Markell, Owners, Auctions, and Absolute Priority, 44 Stan. L. Rev.. 69, 72 n.17 & 87-90 (1991).

[FN119]. Indeed, one change made in the 1978 Bankruptcy Code was to change the character of sales of estate property from judicial sales, in the strict sense of that term, to judicially-supervised sales. Winston Inn & Restaurant Corp. v. DeMichiel (In re Winston Inn & Restaurant Corp.), 120 B.R. 631, 635 (E.D.N.Y. 1990).

[FN120]. See supra note 52 and accompanying text.

[FN121]. The term “stalking horse” is defined as “[a]n underhanded means or expedient for making an attack or attaining some sinister object; usually a pretext put forward for this purpose.” 16 Oxford English Dictionary 471 (2d ed. 1989) (definition 2b). The phrase is derived from the practice of concealing oneself behind a horse to get close to fowl, with the intent of shooting the game. Id. (definition 1). In this sense, “stalk” comes from Old English stela meaning “to steal.”

This definition and derivation seem inappropriate to describe the effect of breakup fees. See Official Comm. v. Integrated Resources, Inc. (In re Integrated Resources, Inc.), No. 92 Civ. 430 (MBM), 1992 U.S. Dist. LEXIS 16526, at *32 & 33 n.2 (S.D.N.Y. Oct. 29, 1992). I take the view that there is nothing underhanded or sinister in shopping a bid made in bankruptcy. All who participate know (or should know) in advance that the representative of the estate is duty bound to maximize all bids. Further, there is no hint of pretext. Notwithstanding that it is the bidder who usually asks for the fee, belying a certain appreciation for the situation, §363(b) is there to be read by all. Only the foolhardy or the ignorant fail to plan for the contingencies it provides.

For proper uses of the term, see United States v. Kennerley, 209 F. 119, 121 (S.D.N.Y. 1913) (Learned Hand, J.) and William Shakespeare, As You Like It act 5, sc. 4.


[FN122]. Johnson & Siegal, supra note 99, at 354 n.132; In re Marrose Corp., No. 89B 12171-79 (CB), 1992 WL 33848 (Bankr. S.D.N.Y., Feb. 15, 1992).

[FN123]. Alan Schwartz, Defensive Tactics and Optimal Search, 5 J.L. Econ. & Org. 413, 421 (1989).

[FN124]. 11 U.S.C.A. §363(b) (West Supp. 1992); In re Wolke Lead Batteries Co., 294 F. 509, 510 (6th Cir. 1923); 4B Collier on Bankruptcy, supra note 2, ¶ 70.98[16], at 1179.

[FN125]. Cf. U.C.C. §2-205 (1991) (merchants can bind themselves to hold an offer open for up to three months without consideration).

[FN126]. Auction theory discusses the possibility of the seller making payments to bidders in order to enhance the bidding. See Matthews, supra note 79. Rather than paying all bidders a fee for entering, this theory predicts that, with risk averse bidders, revenues are maximized when sellers use a combination of incentives and penalties: payments to losing high bidders, and payments from losing low bidders. Id. See also McAfee & McMillan, supra note 2, at 719. McAfee and McMillan note that because the optimal auction of this form “is so complicated ... it is unlikely to arise in practice.” Id. at 720.

[FN127]. See, e.g., Freehill v. Greenfeld, 204 F.2d 907, 908-09 (2d Cir. 1953). Most courts rely on a variety of estoppel: by submitting a bid to a court, the bidder adopts as part of that bid all of the rules of the forum. See authorities cited in note 124, supra, and In re Gil-Bern Indus., Inc., 526 F.2d 627 (1st Cir. 1975); Wil-Rud Corp. v. Lynch (In re California Associated Prod. Co.), 183 F.2d 946, 949 (9th Cir. 1950); In re J. Jungmann, Inc., 186 F. 302, 305-06 (2d Cir. 1911); In re Hot Springs Broadcasting, Inc., 207 F. Supp. 303, 312 (W.D. Ark. 1962). Cf. U.C.C. §2-328(2) (1991) ( “A sale by auction is complete when the auctioneer so announces by the fall of the hammer or in other customary manner.”)

[FN128]. Twenver, Inc. v. MCA Television, Ltd. (In re Twenver, Inc.), 127 B.R. 467 (D. Colo. 1991).

[FN129]. Bidders sometimes make a similar argument based upon their costs in tying up their capital during the pendency of their offer. See Samjens Partners I v. Burlington Indus., Inc., 663 F. Supp. 614, 620 (S.D.N.Y. 1987); In re Integrated Resources, Inc., 135 B.R. 746 (Bankr. S.D.N.Y. 1992). This cost may be quite small, since such firms typically have other uses for the funds; the lost opportunity cost thus would be the difference in return between the proposed acquisition and the next most likely investment. In any event, this cost is simply another cost of bidding, just like lawyers' fees. One would thus expect that it would affect the bidder's ultimate valuation, but not its willingness to bid.

[FN130]. See supra note 85.

[FN131]. The Restatement (Second) of Contracts recognizes a duty of good faith in negotiation. Restatement (Second) of Contracts §205, com. c (1981). This comment, however, also indicates that remedies for breach of the obligation to negotiate do not lie in contract, but in tort or restitution. Id.

[FN132]. See, e.g., Pittsburgh Terminal Corp. v. Baltimore & O.R.R., 680 F.2d 933, 941 (3d Cir.), cert. denied, 459 U.S. 1056 (1982) (good faith prohibits efforts to deny holders of convertible bonds the ability to convert in order to take advantage of proposed dividend); Hunts Point Tomato Co. v. Roman Crest Fruit, Inc. (In re Roman Crest Fruit, Inc.), 35 B.R. 939, 946 (Bankr. S.D.N.Y. 1983) (condition in sale contract requiring approval of debtor's attorney deemed satisfied even though such attorney refused to approve contract; attorney's reasons were not credible, especially since debtor had ulterior motive in not carrying through on contract, and thus obligation of good faith invoked to deem condition satisfied).

[FN133]. See, e.g., Schwanbeck v. Federal-Mogul Corp., 592 N.E.2d 1289 (Mass. 1992) (notwithstanding provision in letter of intent to the effect that “it is our intention ... immediately to proceed in good faith in the negotiation” of a binding, final agreement, drafter ended negotiations and sold asset to another; court finds no breach of good faith since letter also stated that “this letter is not intended to create ... any binding legal obligation. ...”); E. Allan Farnsworth, Contracts §3.26 (2d ed. 1990).

[FN134]. For example, in In re Integrated Resources, Inc., 135 B.R. 746 (Bankr. S.D.N.Y. 1992), aff'd, Official Comm. v. Integrated Resources, Inc. (In re Integrated Resources, Inc.), No. 92 Civ. 430 (MBM), 1992 U.S. Dist. LEXIS 16526 (S.D.N.Y. Oct. 29, 1992), the offer underlying the agreement to be approved expired on the day of the hearing. The court held session late into the night to accommodate the parties. For an excellent review of the potential for pernicious orders when such emergencies are created by the parties, see Charles Jordan Tabb, Emergency Preferential Orders in Bankruptcy Reorganizations, 65 Am. Bankr. L.J. 75 (1991).

[FN135]. Appellate review is not the sole avenue of relief. Opponents of breakup fees can move for reconsideration during the ten-day period after entry of the order authorizing the fee. Fed. R. Bankr. P. 9023 (incorporating Fed. R. Civ. P. 59). After such period, opponents may move to have the order reconsidered within the confines of Rule 60(b) of the Federal Rules of Civil Procedure. Fed. R. Bankr. P. 9024. Such reconsideration might be appropriate if the recipient of the fee represented that its offer was its best, and then raised its offer at the hearing, or if any purported urgency which caused the court to award the fee was found to be specious. See Fed. R. Civ. P. 60(b)(3), (6); Tabb, supra note 134, at 113-14. Finally, if creditors can establish a lack of effective notice, they may be able to allege that any order authorizing a fee is “void” within the meaning of Rule 60(b)(4) of the Federal Rules of Civil Procedure. Id. See In re Edwards, 962 F.2d 641 (7th Cir. 1992) (discussing when lack of notice renders order authorizing bankruptcy sale void).

Creditors might also object to the payment of the fee as an administrative expense. Such expenses must be “actual [and] necessary costs and expenses of preserving the estate. ...” 11 U.S.C.A. §503(b)(1)(A) (West Supp. 1992). If the analysis above is correct, such fees would be neither actual (since they would be determined after the bid) nor necessary (since they did not induce bidding). In re Hupp Indus., Inc., 140 B.R. 191, 196-97 (Bankr. N.D. Ohio 1992). See also Wolf Creek Collieries Co. v. GEX Kentucky, Inc., 127 B.R. 374 (N.D. Ohio 1991). Pre-approval of the fee, however, would seem to vitiate this argument, although the court could provisionally grant the fees on a post-auction showing of necessity.


[FN136]. 127 B.R. 467 (D. Colo. 1991).

[FN137]. Id. at 470.

[FN138]. Id. at 468.

[FN139]. Id. at 469.

[FN140]. Id.

[FN141]. Id.

[FN142]. In re Realty Found., Inc., 75 F.2d 286, 288 (2d Cir. 1935); In re Karpe, 84 B.R. 926 (Bankr. M.D. Pa. 1988) (standing denied to third party to request court to approve its bid for asset of estate, even though proposed bid was almost 20% more than next highest bid); Big Shanty Land Corp. v. Comer Properties, Inc., 61 B.R. 272 (N.D. Ga. 1985).

[FN143]. 11 U.S.C.A. §363(m) (West 1979).

[FN144]. Broude, supra note 14, §6.04 [2], at 6-22.8 n.7.1.

[FN145]. Bankruptcy Rule 8005 governs stays pending appeal, and has been construed to incorporate the traditional requirements for equitable relief, including irreparable injury. In re Urbanco, Inc., 122 B.R. 513, 515 (Bankr. W.D. Mich. 1991); In re Baldwin United Corp., 45 B.R. 385, 386 (Bankr. S.D. Ohio 1984); In re White Motor Corp., 25 B.R. 293, 297 (N.D. Ohio 1982).

[FN146]. In re Sax, 796 F.2d 994, 996-97 (7th Cir. 1986) (court has jurisdiction to hear appeal from sale of asset even though asset sold before appeal heard); Sulmeyer v. Karbach Ent. (In re Exennium, Inc.), 715 F.2d 1401, 1402-03 (9th Cir. 1983) (relying on Gillespie v. United States Steel Corp., 379 U.S. 148, 152-53 (1964) to find jurisdiction to hear appeal of trustee regarding Bankruptcy Appellate Panel's invalidation of trustee's sale of lease to non-party even though order did not dispose of dispute between trustee and landlord). But see In re American Colonial Broadcasting Corp., 758 F.2d 794 (1st Cir. 1985) (no jurisdiction to hear appeal of disappointed bidder from bankruptcy court's order appointing a special master to negotiate sale of debtor's two television stations). Cf. State Gov't Creditors' Comm. v. McKay (In re Johns-Manville Corp.), 920 F.2d 121, 126 (2d Cir. 1990) (applying finality rule “less rigidly” in bankruptcy cases).

[FN147]. Consumer News and Business Channel Partnership v. Dow Jones/Group W Television Co. (In re Financial News Network, Inc.), 931 F.2d 217, 220 (2d Cir. 1991). The Ninth Circuit adopted a similar test in Sulmeyer v. Karbach Ent. (In re Exennium, Inc.), 715 F.2d 1401 (9th Cir. 1983), in which it found that appellate courts may reach the merits of “marginal” final orders “where the course of litigation would be impeded, rather than advanced, by dismissing the appeal.” Id. at 1402-03.

[FN148]. In re Hupp Indus., Inc., 140 B.R. 191 (Bankr. N.D. Ohio 1992); In re Marrose Corp., No. 89B 12171-79 (CB), 1992 WL 33848 (Bankr. S.D.N.Y., Feb. 15, 1992).

[FN149]. Even if orders authorizing breakup fees are not “final” within the meaning of 28 U.S.C.A. §158 (West Supp. 1992), district courts and bankruptcy appellate panels possess the power to hear appeals from interlocutory orders, id. §158(a); Fed. R. Bankr. P. 8003. Although Section 158(d) would seem to preclude appeals to circuit courts from anything but final decisions of district courts and bankruptcy appellate panels, the Supreme Court recently opened up another avenue. In Connecticut Nat'l Bank v. Germain, 112 S. Ct. 1146 (1992), the Court held that §158(d) does not preempt the general interlocutory appeal statute, 28 U.S.C.A. § 1292 (West Supp. 1992). Thus, courts of appeal may at least have discretionary jurisdiction to hear appeals from district courts and bankruptcy appellate panels which themselves are not final.

[FN150]. A court's decision as to the administrative matters regarding a sale can be reversed only for an abuse of discretion. See, e.g., In re Muscongus Bay Co., 597 F.2d 11 (1st Cir. 1979).

[FN151]. 197 F. 1 (4th Cir. 1912).

[FN152]. The opinion is not clear as to why Herd was excluded. It leaves us with the cryptic note: “We forebear to discuss the reasons which, from the record are evident, controlled the trustee in pursuing the course prescribed [sic] by well settled rules of procedure in such cases.” Id. at 4. A later appeal involving the same property and parties sheds some light on the situation. In Williams v. Hogue, 219 F. 182 (4th Cir. 1914), the court quoted the appellant's brief: “Herd ... was not a bona fide bidder, but a puffer employed by designing men, who took advantage the well-known desire of your petitioner to buy said property. ...” Id. at 183.

[FN153]. 197 F. at 3.

[FN154]. See also In re Bender Body Co., 47 F. Supp. 223, 230-31 (N.D. Ohio 1942) (denying intervention by Price Administrator for purpose of objecting to price at which assets sold; paramount policy of garnering highest amount for creditors through competitive bidding cited).

[FN155]. 126 B.R. 152 (S.D.N.Y. 1991), appeal dismissed sub nom., Consumer News & Business Channel Partnership v. Dow Jones/Group W Television Co. (In re Financial News Network, Inc.), 931 F.2d 217 (2d Cir. 1991).

[FN156]. One of CNBC's terms was a $1 million to $3 million breakup fee. Id. at 154.

[FN157]. Id.

[FN158]. Id. at 157.

[FN159]. Dow had made a point that antitrust concerns were less under its proposal. Id.

[FN160]. Id.
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