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Section 363 Sales of Debtor Corporation 
Stock versus Assets
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Bankruptcy Planning Insights

Bankruptcy Code Section 363 sales are a common occurrence in bankruptcy proceedings. 
In these Section 363 sales, the court can approve either the sale of the debtor corporation 
assets or the debtor corporation stock. The structuring of the Section 363 sale transaction 
can have both income tax consequences and legal liability consequences to the debtor/

seller and to the buyer. This discussion summarizes the basic transaction structuring 
considerations of both the debtor corporation and the buyer corporation. Both transaction 

parties will assess these considerations so as to maximize the economic benefit of the 
Section 363 sale.

introduction
Bankruptcy Code Section 363 allows for the court-
approved sale of either the assets of a debtor cor-
poration or the stock of a debtor corporation. The 
structuring of the Section 363 sale affects the imme-
diate income tax consequences of the transaction to 
both the buyer corporation and the seller corpora-
tion. These income tax consequences, of course, will 
affect the valuation (i.e., the purchase price) for the 
debtor assets or the debtor stock.

And, the structuring of the Section 363 sale 
transaction also has long-term income tax conse-
quences to the buyer corporation. These long-term 
income tax consequences include the use of the 
debtor corporation net operating loss (NOL) or 
other income tax attributes.

This discussion summarizes some of the basic 
income tax considerations related to structuring the 
Section 363 sale transaction.

section 363 sale oF deBtor 
assets or oF deBtor stock

In any Section 363 sale of a business, the buyer 
must decide whether to purchase the debtor corpo-
ration assets or the debtor corporation stock. Many 
Section 363 business sales are structured as the 

purchase of the debtor corporation assets. However, 
the buyer should consider the company-specific 
attributes of the debtor corporation. Based on these 
debtor-specific attributes, it may be in the buyer’s 
best interest to purchase the debtor corporation 
stock.

Some of the debtor-specific attributes include 
the following: 

1. the preservation of the debtor corporation 
income tax attributes

2. the use of the debtor corporation licenses, 
whether intellectual property licenses, gov-
ernment or regulatory licenses and permits, 
or other licenses

3. the ability of the buyer to obtain regulatory 
approval for the purchase transaction

Of course, the buyer takes the bad with the good 
in a debtor corporation stock purchase transaction. 
For example, the buyer will assume any liabilities of 
the debtor corporation, including any debtor corpo-
ration contingent liabilities.

These buyer transaction considerations may 
conflict with each other. For example, the preserva-
tion of the debtor corporation licenses may favor 
the purchase of the debtor stock. However, the pres-
ervation of debtor corporation income tax basis may 
favor the purchase of the debtor assets.
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income tax 
considerations 
oF the section 
363 sale
A Section 363 sale can 
take the form of a sale of 
the debtor stock or of the 
debtor assets. The debtor 
(and sometimes the buyer) 
income tax attributes will 
often influence the type of 
transaction that is preferred 
by each party.

For example, the buyer 
may wish to keep the debtor 
corporation intact and, there-

by, preserve the debtor income tax attributes, such as 
its net operating losses (NOLs). In that case, the buyer 
will prefer to purchase the debtor corporation stock.

However, if the buyer cannot use the debtor 
income tax attributes, then the buyer may prefer to 
purchase the debtor corporation assets. That way, 
the buyer can obtain a step-up in the depreciable 
tax basis of the acquired debtor assets. This tax 
basis step-up can result in future depreciation or 
amortization income tax deductions for the buyer.

On the other hand, the debtor corporation will 
generally want to minimize the taxable income rec-
ognized on the sale of either its stock or its assets. 
The seller’s ability to minimize the reported income 
on the sale will depend on:

1. the debtor’s tax basis in the corporation 
stock or the corporation assets,

2. the availability of offsetting losses, and
3. the realization of any cancellation of debt 

(COD) income related to the bankruptcy or 
reorganization.

The debtor corporation may be able to indefi-
nitely defer the recognition of the gain on the 
transaction by structuring the Section 363 sale as 
a tax-free reorganization under Internal Revenue 
Code Section 368.

the deBtor corporation 
gain or loss and the Buyer 
corporation income tax 
Basis

Typically, when either the debtor corporation assets 
or stock are sold in a taxable Section 363 sale, the 

debtor will recognize either a gain or loss. The 
amount of the taxable gain or loss will be equal to 
the difference between:

1. the amount realized from the sale and

2. the seller’s adjusted tax basis of the trans-
ferred property.

The amount realized from the Section 363 sale 
includes all of the consideration received by the 
seller. This consideration includes the following:

1. cash

2. the fair market value of any property 
received from the buyer

3. any liabilities assumed by the buyer

4. the issue price of any debt instrument 
issued by the buyer

The seller’s adjusted tax basis is the histori-
cal cost of the debtor asset or of the debtor stock. 
And, the seller’s tax basis is adjusted for such items 
as depreciation expense, capitalized expenditures, 
and stock distributions that represent a return of 
capital. In the case of the stock of a newly formed 
subsidiary, the seller’s tax basis is the amount of 
cash or the basis of other property contributed by 
the debtor corporation to the subsidiary.

Typically, a debtor corporation’s subsidiary “out-
side” stock basis will likely differ from its “inside” 
asset basis. Therefore, there are different amounts 
of seller gain or loss recognized on the sale of debtor 
assets versus the sale of debtor stock.

This situation is typically the case unless the 
debtor corporation’s subsidiary:

1. was a member of the seller’s consolidated 
group since its inception or

2. was recently acquired by the seller in a 
stock acquisition followed by an Internal 
Revenue Code Section 338 election.

Typically, the buyer in a taxable Section 363 sale 
takes a cost basis in the purchased debtor assets or 
debtor stock equal to the amount that the buyer 
paid for that property. The amount that the buyer 
paid includes the following:

1. cash

2. the fair market value of  any property given 
to the seller

3. any liabilities assumed

“The debtor corpo-
ration may be able 
to indefinitely defer 
the recognition of 
the gain on the 
transaction by struc-
turing the Section 
363 sale as a tax-
free reorganization”



www .willamette .com INSIGHTS  •  SPRING 2011  75

the section 363 asset sale 
transaction

If the Section 363 sale is structured as an asset sale, 
then the sale transaction typically consists of many 
individual items. For income tax purposes, the asset 
sale transaction typically includes the following:

1. ordinary assets (such as inventory and 
accounts receivable)

2. depreciable assets (such as machinery and 
equipment)

3. capital assets (such as land and invest-
ments)

4. intangible assets (such as goodwill)

Accordingly, the debtor corporation seller will 
allocate the sale price to, and compute the amount 
of gain or loss on, each transferred asset. For 
income tax purposes, the character of the trans-
ferred asset determines the character of the tax-
able gain or loss. 

Let’s assume that some or all of the purchase 
price paid for the debtor assets is deferred beyond 
the current taxable year (for example, in an install-
ment sale). In that case, the seller’s gain with 
respect to noninventory assets may be deferred 
under the installment method of accounting.

The debtor seller will typically prefer to struc-
ture an asset sale when its “inside” asset basis 
exceeds its “outside” stock basis. In order to mini-
mize the amount of taxable gain, the debtor seller 
will prefer to allocate sales price to assets with a 
high tax basis. 

For example, the debtor seller will prefer not to 
allocate the sales price to internally created intan-
gible assets. This is because these internally cre-
ated intangible assets (e.g., a trained and assembled 
workforce) typically have a zero tax basis.

In addition, to the extent that the debtor has 
incurred losses, the debtor will prefer that those 
losses be associated with ordinary assets. Therefore, 
the seller will prefer to allocate less of the sale price 
to such assets. This is because ordinary losses may 
offset ordinary operating income. Also, ordinary 
assets typically have a longer useful life (i.e., depre-
ciation period) than do capital assets.

The buyer will typically prefer to structure an 
asset purchase if the debtor corporation assets have 
appreciated over time. This is because the asset 
buyer will enjoy a larger (depreciable) fair market 
value tax basis in the acquired assets.

Therefore, the buyer is also concerned about the 
allocation of the transaction sale price in a Section 

363 asset sale. Of course, the buyer will prefer to 
allocate the purchase price to debtor assets that are 
depreciable or amortizable. That way, the buyer will 
be able to maximize its future income tax deduc-
tions.

In an asset purchase transaction, both the buyer 
and the seller must file an Internal Revenue Service 
Form 8594 entitled “Asset Acquisition Statement 
Under Section 1060.” Form 8594 reports the allo-
cation of the asset purchase transaction purchase 
price.

The Section 363 transaction asset purchase 
agreement will typically provide a mechanism by 
which the parties can agree on the allocation of the 
asset purchase price. Because the buyer/seller par-
ties have competing economic interests in allocat-
ing the Section 363 transaction purchase price, the 
Internal Revenue Service will generally respect an 
arm’s-length purchase price allocation agreed to by 
both parties.

the section 363 stock sale 
transaction

If there is insufficient tax basis in the debtor cor-
poration assets (e.g., the debtor assets are fully 
depreciated) and insufficient net operating losses 
or net capital losses to offset the gain on the asset 
purchase, then the seller will want to structure 
the Section 363 sale as a purchase of debtor stock 
rather than a purchase of debtor assets.

If the debtor’s stock basis is relatively high, then 
the stock sale may result in little gain to the debtor 
corporation. In fact, the stock sale may result in a 
loss to the debtor corporation.

Also, any such debtor gain or loss will typically 
be a capital gain or capital loss. If part of (or all of) 
the purchase price for the debtor assets is deferred 
beyond the current taxable year, then the debtor 
corporation may report the gain on the installment 
method of accounting.

The stock buyer will assume a tax basis in the 
acquired debtor stock equal to the purchase price 
paid for the stock. The purchase price paid for the 
stock includes the following:

1. cash

2. the fair market value of any property trans-
ferred to the seller

3. any liabilities assumed

The buyer’s tax basis in the acquired assets will 
be equal to the debtor/seller’s carryover tax basis.
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preservation 
oF the deBtor 
corporation 
income tax 
attriButes
Because income tax attributes 
remain with the selling corpo-
ration, the buyer will pur-
chase the debtor corporation 
stock if it wants to acquire 
any tax attributes, such as an 
NOL carryforward. However, 

the buyer should be aware of the various conditions 
that may affect the availability of the debtor corpora-
tion tax attributes, such as the debtor corporation 
COD income recognition provisions.

In addition, the buyer corporation should be aware 
of the various conditions that could affect the buyer’s 
future use of the debtor corporation tax attributes. 
These various conditions include the following:

1. the income recognition, the change of con-
trol provisions, and the other restrictions in 
Internal Revenue Code Sections 382, 383, 
and 384

2. the consolidated return separate return 
limitation year (SRLY) rules

In addition, if the debtor corporation was a mem-
ber of a consolidated group prior to the debtor stock 
purchase, then the buyer may take on the potential 
tax liabilities of any member of the debtor’s consoli-
dated group (during the period that the debtor was 
such a member).

limitations oF the deBtor 
corporation losses under 
irc section 382

Internal Revenue Code Section 382 limits the use 
of the acquired debtor corporation NOLs and capi-
tal losses (and certain built-in losses). Section 382 
applies to a transaction where a greater than 50 
percent change in stock ownership of the loss cor-
poration occurred during a three-year period (called 
an “ownership change”).

If there is an ownership change, Section 382 
places an annual limit on the amount of taxable 
income after the ownership change that may be off-
set by the loss corporation NOL carryovers arising 
before the ownership change.

The annual limit to the buyer’s use of the loss 
corporation NOL is equal to:

1. the value of the loss corporation multiplied 
by

2. the long-term tax-exempt bond rate.

In addition, an ownership change triggers limita-
tions on the use of other tax attributes, including 
general business credits, alternative minimum tax 
credits, and foreign tax credits.

However, there are specific tax rules that apply 
to ownership changes that occur in a bankruptcy 
proceeding.

First, Section 382(1)(5) provides that the Section 
382 limitation does not apply if persons who were 
the shareholders or creditors of the loss corporation 
immediately before the ownership change also own, 
after the ownership change, at least 50 percent of 
the loss corporation (by vote and by value).

Such an exception is only useful in the context of 
a Section 363 sale if the debtor corporation buyer is 
an existing creditor of the loss corporation.

The loss corporation may elect not to apply 
Section 382(1)(5). Instead, the loss corporation may 
elect to apply the second specific rule discussed 
below.

Second, Section 382(1)(6) permits the loss cor-
poration to calculate its Section 382 limitation 
based on its value immediately after the ownership 
change. The loss corporation must take into account 
any increase in value resulting from the surrender 
or cancellation of creditors’ claims in the Section 
363 transaction.

This income tax provision allows the loss cor-
poration to benefit from its bankruptcy debt dis-
charges.

summary and conclusion
Bankruptcy Code Section 363 asset sales have 
become a common event in bankruptcy proceed-
ings. The structure of the Section 363 sale transac-
tion (with particular consideration of a debtor asset 
versus a debtor stock sale ) can significantly affect 
the income tax consequences of the transaction.

And, such income tax consequences can sig-
nificantly affect the economics of the transaction 
to both the debtor seller corporation and the buyer 
corporation.

This discussion summarized many of the basic 
income tax considerations related to structuring the 
Section 363 debtor corporation sale transaction.

Robert Reilly is a managing director of the firm. Robert can be 
reached at (773) 399-4318 or at rfreilly@willamette.com.

“The structure of 
the Section 363 sale 
transaction . . . can 
significantly affect 
the income tax 
consequences of 
the transaction.”


