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The energy industry is ripe with 
opportunities for cash-rich buyers 
to purchase distressed assets at 

bargain prices. Several strategies exist 
for a buyer to reduce its risks while 
acquiring assets at deep discounts, 
including the ability to participate in 
a Section 363 sale process as a credit 
bidder, stalking horse bidder, or general 
bidder at a bankruptcy auction. 

Cyclicality is legendary in the oil and 
gas industry, with the last major price 
slump occurring only five years ago. 
Boom and bust is part of the vernacular 
in oil and gas, but the impending wave 
of bankruptcies feels different this time.

While the oversupply of oil and 
gas seems similar to that of the last 
downturn, the demand destruction 
caused by COVID-19 is unprecedented. 
In the second quarter of 2020, North 
American oil demand fell precipitously, 
causing commodity prices to plummet 
and accelerating a wave of energy 
restructurings that resulted in more 

than 100 bankruptcies affecting 
nearly $100 billion of total 

debt. Global demand for 
oil is expected to have 
declined 8.7% in 2020, 

followed by a 6.2% rebound in 2021.1 
However, North American demand 
for natural gas is expected to have 
declined by 2% in 2020 and to decline 
further, by another 4.8%, in 2021.2

Although commodity prices have 
rebounded from April lows, the capital 
markets have largely remained closed 
to small and midcap exploration and 
production (E&P) and oilfield services 
(OFS) companies. The Wall Street 
funding boom that supported the 
shale revolution has dried up, forcing 
companies to focus on generating 
free cash flow to fund their capital 
expenditures for the foreseeable 
future. Many E&P and OFS companies 
have been compelled to renegotiate 
debt covenants and seek forbearance 
agreements with lenders to weather 
the current energy climate. 

With the depth and duration of the 
crisis remaining uncertain and pressure 
from debt holders mounting, covenant 
relief may prove insufficient to 
fundamentally fix many overleveraged 
E&P and OFS companies. If out-of-court 
negotiations prove unsuccessful, these 
companies may be compelled to seek 
bankruptcy protection. In bankruptcy, 

companies can work with creditors 
to restructure their balance sheets 
through Chapter 11 reorganization 
or, in especially dire circumstances, 
liquidate their assets through Chapter 7. 

As of early December 2020, 45 E&P 
companies with debt totaling  
$56 billion, 60 OFS companies with debt 
totaling $43 billion, and four midstream 
companies with debt totaling $690 
million had filed for bankruptcy 
since the start of the year.3 Experts 
expect that the continued depressed 
worldwide demand for hydrocarbons, 
subsequent low commodity prices, 
and general lack of access to 
capital will likely lead to additional 
filings through 2021 and 2022.

If West Texas Intermediate (WTI) oil 
prices average $40/bbl and Henry  
Hub natural gas prices average  
$3/MMBtu through 2022, then the 
coming energy bankruptcy wave will 
likely be far more severe than in the 
2015-2016 cycle. A possible scenario 
with WTI oil prices averaging $30/
bbl and Henry Hub natural gas prices 
averaging $2.50/MMBtu would create 
substantially more financial distress.

Ultimately, a lack of external funding 
will force E&P and OFS companies to 
consolidate or divest assets as they 
scramble to maintain liquidity. Buyers 
flush with cash should keep an eye out 
for companies facing upcoming debt 

continued on page 16
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maturities or diminishing liquidity to 
spot complementary assets that may 
become available at favorable prices.

No Help from Wall Street
Despite the drop in commodity prices 
during the last downturn, the overall 
economy remained relatively stable, with 
real GDP continuing to grow favorably in 
2015-2016.4 Both debt and equity capital 
from Wall Street were readily available 
for E&P companies during this period, as 
investors expected a short-term cyclical 
rebound in energy commodity prices.

By number, bankruptcy filings for North 
American E&P (Figure 1) and OFS 
(Figure 2) companies peaked in 2016, 
approximately 18-24 months after the 
initial price shock in November 2014. 
By total debt, North American E&P 
bankruptcy filings peaked in 2016 while 
OFS bankruptcy filings peaked in 2017, 
primarily due to the higher number of 
larger OFS companies filing in 2017. 
The top five OFS bankruptcy filings by 
debt in 2016 totaled $9 billion, while 
the top five OFS bankruptcy filings 
by debt in 2017 totaled $24 billion.

Most operators used the bankruptcy 
process to improve their balance 
sheets by converting pre-bankruptcy 
debt into reorganized equity in 
the post-bankruptcy company. 
Unlike restructuring waves in other 
industries, there was limited industry 
consolidation resulting from energy 
bankruptcies. Instead, energy 
companies emerging from bankruptcy 
often remained stand-alone entities 
fueled in large part by continued 
financial support from Wall Street.

Adding to the current pressure for energy 
companies, equity capital markets largely 
remained closed to the E&P sector 
leading into the 2020 downturn as the 
boom in Wall Street funding to support 
the shale revolution has largely dried up. 
Just before the last downturn in 2014, 
U.S. E&P companies raised $12.7 billion 
in equity. Investor enthusiasm fueled 
even greater equity issuance during 
the downturn, peaking at $32.2 billion 
in 2016. Since that time, however, E&P 
equity issuance steadily declined to less 
than $1 billion in 2019 leading into the 
current COVID-19 crisis (Figure 3).

The reason for this decline is tied to 
disappointing shareholder returns. 
E&P and OFS companies performed 
strongly over the three years leading 

up to 2014 as oil prices remained 
within the $80 to $120/bbl range and 
the hydraulic fracturing boom in the 
United States was underway. Since 
then, the energy industry has severely 
underperformed the market at large. 

During the past six years, energy 
investors experienced a steady decline 
in E&P and OFS share prices while 
the S&P 500 performed strongly, 
forcing energy investors to rethink 
their investment strategy. Indeed, a 
$100 investment in the S&P 500 at the 
beginning of 2014 was worth $205 on 
December 31, 2020, far higher than the 
$22 value of a similar investment in 
XOP, an index of publicly traded U.S. 
E&P companies, or the $16 value of a 
similar investment in OSX, an index of 
publicly traded U.S. OFS companies. 

While debt issuance has not fallen off 
as dramatically as equity issuance, 
there has been a clear bifurcation 
between “haves” and “have nots” 
(Figure 4). Large companies with 
low leverage and good acreage in 
core parts of the most economic 
plays have been able to raise debt 
financing, albeit at higher interest 
rates. Smaller companies with 
higher leverage and lower-quality 
acreage have seen existing debt 
trade down significantly, effectively 
cutting off access to raise unsecured 
debt in the high-yield market.

Experts predict that there may be at 
least 99 additional E&P filings in 2021-
2022 involving at least $76 billion in 
total debt, assuming WTI oil prices 
averaging $40/bbl and Henry Hub 
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Figure 1: North American E&P Bankruptcies

Total Debt Count
Source: Haynes & Boone
Note: Includes companies with total secured and unsecured debt greater than or equal to $10MM at the time 
of the bankruptcy filing. 

Source: Haynes & Boone
Note: Includes companies with total secured and unsecured debt greater than or equal to $10MM at the time 
of the bankruptcy filing.  

Source: CohnReznick analysis, Bloomberg Source: CohnReznick analysis, Bloomberg
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Figure 2: North American OFS Bankruptcies Figure 3: U.S. E&P Equity Issuance Figure 4: U.S. E&P Debt Issuance
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Figure 2: North American OFS Bankruptcies Figure 3: U.S. E&P Equity Issuance Figure 4: U.S. E&P Debt Issuance
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continued on page 19

natural gas prices averaging $3.00/
MMBtu.5 Limited financing options 
may not only accelerate the pace of the 
current energy restructuring wave but 
may also force consolidation through 
mergers, asset sales, and liquidations. 

Buying Assets Before Bankruptcy
Unsurprisingly, distressed oil and gas 
businesses face difficult realities—
dwindling liquidity, limited resources, 
and uncertain prospects—creating 
new challenges for buyers that want to 
assess their value. Before participating 
in a distressed sale, prospective buyers 
must assess a target company’s 
financial health and evaluate whether 
its operations can be saved, and, if so, 
acknowledge the amount of effort, 
time, and capital that would be required 
to lead the company to profitability.

Since any pre-bankruptcy M&A 
transaction carries the risk of being 
labeled a fraudulent transfer, buyers 
should proceed with caution when 
approaching a distressed seller prior 
to an impending bankruptcy filing. 
For a fraudulent transfer to occur, the 
seller must have been insolvent at the 
time of the transaction (or became 
insolvent as a result of the transaction) 
and have received “less than reasonably 
equivalent value” for the sale of its assets.

“Less than reasonably equivalent value” 
is a deliberately vague term, leaving it 
to courts to consider the relevant facts 
and circumstances of each case. In 
making a subjective determination, 
courts may consider how the parties 
calculated the price, the implications of 
recent transactions in the marketplace, 

context provided by communications 
between the parties, and other evidence.   

As a general guideline, reasonably 
equivalent value falls somewhere 
between fair market value and fire sale 
pricing. For oil and gas companies, 
while reasonably equivalent value 
may be approximated by net orderly 
liquidation value, such estimates may 
involve considerable speculation in a 
volatile commodity price environment, 
especially during the COVID-19 crisis. 
Since there is no objective measure for 
reasonably equivalent value, disgruntled 
unsecured creditors might exploit this 
ambiguity in bankruptcy litigation to 
extract further value from the purchaser.

If a seller enters bankruptcy after the 
transaction and its creditors suspect 
that a fraudulent transfer has occurred, 
the seller (or its creditors on the seller’s 
behalf) may initiate litigation to unwind 
the deal or hold the buyer liable for 
economic damages. Under federal law, 
a transaction can be reclassified as a 
fraudulent transfer if the seller enters 
bankruptcy within two years after a 
sale, and nearly all states have a longer 
time frame, including Texas, which 
has a four-year lookback period.

Buyers in these situations should be 
especially wary of any sweetheart 
bilateral deals. The distraction, hassle, 
and costs of fraudulent transfer 
litigation may be significant, even 
if the buyer ultimately prevails. 

Given all of these risks, the best 
way to acquire a distressed seller’s 
assets is generally through a 
363 sale post-bankruptcy.

Section 363 Sales
The COVID-19 crisis could provide 
an ideal environment for cash-rich 
companies to purchase lucrative 
oil and gas assets from bankrupt 
competitors at bargain prices. 
Section 363 of the Bankruptcy Code6  
governs the post-bankruptcy sale of 
assets, which typically involves:

•  Binding offers

• No contingencies for due 
diligence or financing

• All-cash purchases

• Sale of assets on an “as 
is, where is” basis
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Figure 1: North American E&P Bankruptcies

Total Debt Count
Source: Haynes & Boone
Note: Includes companies with total secured and unsecured debt greater than or equal to $10MM at the time 
of the bankruptcy filing. 

Source: Haynes & Boone
Note: Includes companies with total secured and unsecured debt greater than or equal to $10MM at the time 
of the bankruptcy filing.  

Source: CohnReznick analysis, Bloomberg Source: CohnReznick analysis, Bloomberg
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Figure 2: North American OFS Bankruptcies Figure 3: U.S. E&P Equity Issuance Figure 4: U.S. E&P Debt Issuance
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• Limited representations, 
warranties, and escrows

‘Stalking Horse’ Bidders. To help 
ensure a fair and equitable outcome, 
Bankruptcy Courts usually require that 
a 363 sale involve an auction, so that 
valuation is determined by exposure 
to the market, not by the parties or the 
Bankruptcy Court. However, Section 
363 does not require an auction, so a 
Bankruptcy Court can use its discretion 
to determine the sale process. For 
distressed E&P and OFS companies 
for which liquidity is severely limited 
and the situation is dire, a Bankruptcy 
Court may be persuaded to approve a 
363 sale without an auction to avoid the 
collapse of the business into liquidation.

If an auction is warranted, then the best 
practice is for the company to choose an 
initial bidder, called the stalking horse, 
to set a floor on valuation. This can be 
a coveted position because the stalking 
horse bidder benefits from having first 
look at confidential information and 
more time to conduct due diligence. 
The stalking horse bidder can collect a 
break-up fee, typically capped at around 

3% of its bid, if it is outbid during the 
auction. In addition, the stalking horse 
can influence how the company’s assets 
are packaged (multiple sales vs. one 
comprehensive transaction), the overall 
auction timetable, and the qualification 
requirements for competing bidders.

The downside to being a stalking horse 
bidder is that the company will publicize 
the amount of the initial bid and the 
name of the stalking horse bidder to 
generate interest from other potential 
bidders, such as private equity firms and 
strategic buyers. If the company succeeds 
in soliciting competing bids, then the 
stalking horse bidder can either raise its 
bid or walk away with the break-up fee. 

Credit Bidding. Another floor on 
valuation for a 363 auction is the amount 
of secured debt, since a company cannot 
use a 363 sale to force secured creditors 
to accept below-par recoveries. For E&P 
and OFS bankruptcies, however, secured 
creditors may consent to a 363 sale with 
a minimum valuation below the amount 
of their secured debt. Such secured 
creditors may prefer monetizing their 
secured claim at whatever the market 
will pay rather than taking possession of 
the assets of an E&P or OFS borrower.

Another approach may involve the 
secured creditors themselves “credit 
bidding” up to the full face value of their 
debt7 at a 363 auction, thereby setting 
a floor on valuation for other potential 
bidders.8 Therefore, it may be important 
for other bidders to understand the 
motivations of secured creditors 
involved with E&P and OFS bankruptcies 
when preparing bidding strategies.

Other bidders may prefer to negotiate 
directly with the secured creditors to 
buy the secured debt at a discount. 
By controlling the secured debt, an 
investor can pursue a loan-to-own 
strategy by purchasing the secured 
debt at a discount and then credit 
bidding up to its face value at the 363 
auction. Essentially, the cash needed 
to fund the purchase price is reduced 
by the discount since the amount of 
the secured debt serves as currency 
at a 363 auction. As such, the loan-
to-own strategy results in either (a) 
a bargain purchase if the investor 
submits the winning bid, or (b) a quick 
gain for the investor if someone else 
outbids the investor’s credit bid.
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Limitations on ‘Free and Clear’ 
Asset Purchases. In addition to 
helping to avoid fraudulent transfer 
risks, purchasing assets via 363 sales 
benefits buyers by delivering acquired 
assets “free and clear” of all liabilities, 
claims, and debts.9 For oil and gas 
assets, however, free and clear does 
not address contracts, leases, joint 
ventures, and other agreements, which 
are not considered liabilities, claims, or 
debt by the Bankruptcy Code. Rather, 
these agreements are governed by 

Bankruptcy Code Section 365, which 
permits the seller to (i) assume and 
assign them10 or (ii) reject them as 
part of a 363 sale.11 The purchase 
agreement negotiated by the 
winning bidder can specify which 
agreements to keep and which 
to abandon prior to closing. 

While the ability to reject office leases, 
vendor contracts, and equipment 
leases is well understood, an E&P 
company’s ability to reject midstream 
contracts in bankruptcy is less clear. 
The highly contested question arises: 

Do midstream contracts “run with the 
land,” thereby limiting rejection?

In a 2016 landmark case, a New York 
Bankruptcy Court, applying Texas law, 
ruled that Sabine Oil & Gas12 could reject 
its gas gathering midstream contracts, 
finding that the covenants did not “touch 
and concern the land.” In September 
2019, however, a Colorado Bankruptcy 
Court, applying Utah law, ruled that 
Badlands Energy13 could not reject its 
gas gathering midstream contracts since 
these agreements created real property 
covenants that could not be rejected. 

While the ability to reject office leases, vendor contracts, and 
equipment leases is well understood, an E&P company’s ability 

to reject midstream contracts in bankruptcy is less clear.
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Later that same year, a Texas Bankruptcy 
Court, applying Oklahoma law, ruled that 
Alta Mesa Resources14 could not reject its 
gas gathering midstream contracts either. 

With the 2020 energy downturn, 
Bankruptcy Courts are once again 
analyzing cases and determining 
whether E&P companies’ contracts with 
midstream oil, gas, and produced water 
companies may be rejected as executory 
contracts in bankruptcy even if they hold 
covenants running with the land. Recent 
court decisions—one by Bankruptcy 
Judge David R. Jones in the Southern 
District of Texas regarding Chesapeake 
Energy Corporation15 and another by 
Bankruptcy Judge Christopher S. Sontchi 
in the District of Delaware regarding 
Extraction Oil & Gas16—provided paths 
for rejecting midstream contracts even 
if such contracts hold express language 
creating covenants that run with the 
land. Both cases scrutinized specific 
contractual language, revealing the need 
to hire qualified experts to review and 
apply such language to specific situations. 

In Chesapeake’s bankruptcy litigation, 
the plaintiff failed to obtain real 
property interest and thus uphold a 
dedication that runs with the land 
since the dedication language in the 
contract agreed to purchase produced 
gas rather than dedications in real 
property interest in the mineral estate. 
Jones found that the agreement did 
not “touch and concern” the land. 

Similarly, in Extraction’s bankruptcy 
litigation, Sontchi said, “Elevation 
[Midstream, the former subsidiary 
of Extraction,] failed to identify any 
real property interest in Extraction’s 
mineral estates that was conveyed 
contemporaneously with the alleged 
covenants running with the land.”

As demonstrated, the ability to reject 
midstream contracts in bankruptcy is a 
complex issue that depends upon the 
terms of the underlying contracts and 
interpretation of applicable state laws.

Title Defects. For E&P assets, the 363 
sale process includes risk that the seller 
is transferring defective title to one 
or more properties. The concept of 
free and clear does not cure such title 
defects because the seller cannot sell 
assets that it does not own. For example, 
the recent Alta Mesa bankruptcy sale 
approved in early 2020 incorporated an 
escrow feature to give the buyer time 
to verify and resolve any potential title 
defects.17 Although they are primarily a 

contract issue unrelated to bankruptcy 
law, the limited representations and 
warranties in asset purchase agreements 
should be reviewed carefully by 
363 sale buyers prior to closing.

Conclusion
While the energy industry is currently 
experiencing the double whammy of a 
commodity price downturn combined 
with challenges in raising money on Wall 
Street, industry veterans know that the 
cure for low oil prices is low oil prices. 
Eventually, the cyclical energy industry 
will rebound, so buying distressed assets 
at the trough and financing for the long 
term can be a winning strategy. J
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