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“Delawareis Not a State’: An Empirica Andyss of Jurisdictiona Competition in Bankruptcy

Marcus Cole”

Over the lagt twelve years, the United States Digtrict Court for the Didrict of Delaware has
experienced exponentid growth in the number of bankruptcy filings for large corporate debtors.
Bankruptcy scholars are divided about whether this development is a positive one. Since 1978, the
bankruptcy code has expressy permitted a corporate debtor to file in either its “principa place of

business’ or its place of incorporation.! Until the 1990's, most publicly held corporate debtors chose to
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! The actua language of the bankruptcy venue provision in Title 28 of the U.S. Code actualy
dtates that a bankruptcy case may befiled in the United States Didtrict Court for the digtrict:
(1) in which the domicile, resdence, principa place of busnessin the United States, or
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file where their corporate headquarters were located. In fact, only one such company filed in Delaware
during the entire decade of the 1980's? That trend changed abruptly after the filing of the second
Continenta Airlines casein 19903 The swift and successful reorganization of Continentd, particularly
when cast upon the backdrop of its rocky first bankruptcy proceeding in the Southern Didtrict of Texas
just afew years earlier, catapulted the Digtrict of Delaware to the front of the race for corporate
reorganization filings. Since then, well over 80% of reorganizations of large, publicly held companies
take place in the Delaware bankruptcy court.*

The choice of Delaware as alocation for a bankruptcy proceeding cannot, on its face, be
explained by Delaware' s preeminence in the race for corporate charters. Bankruptcy law isfederd,

not state, law. Bankruptcy judges are not chosen from the among the highly respected and

principa assetsin the United States, of the person or entity that is the subject of such case have
been located for the one hundred and eighty days immediately preceding such commencement,
or for alonger portion of such one-hundred-and-eighty-day period than the domicile,
resdence, or principa place of business, in the United States, or principa assetsin the United
States, of such person were located in any other digtrict; or

(2) inwhich there is pending a case under title 11 concerning such person’s éfiliate, generd
partner, or partnership.

28 U.S.C. § 1408 (2001). Courtsinterpreting section 1408 have construed the “domicile’ of a
corporation to be its “place of incorporation.” See In re Ocean Properties of Ddl., Inc., 95 B.R. 304,
305 (Bankr. D. Dd. 1988) (Bdick, B.J.) (holding that a corporation’s “residence or domicile’ for
purposes of bankruptcy venueisits place of incorporation).
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3See Mark D. Coallins, Why Delaware?, DeL. Law., Fall 1997, at 38.
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sophisticated chancellors on the Delaware state court bench. They do not even need to be members of
the influentiad Delaware bar. In fact, the most recent appointee, Judge Mary F. Walrath, was a
Philadelphia bankruptcy attorney when she was tapped by the United States Court of Appedsfor the
Third Circuit to replace the retiring Judge Helen S. Bdlick.® The Third Circuit gppointment of
bankruptcy judges points to another distinction between the bankruptcy bench and the Delaware sate
courts: bankruptcy judges are not directly accountable to the sate bar.  Furthermore, while they do
not, as Article | judges, enjoy life tenure, they do receive the shelter afforded by 14 year terms®

Even if there were some subgtantive state law explanation for the choice of the Didtrict of
Deaware, then why did it take until the 1990's for the stat€' s hospitdity to manifest itsdlf, given that
Delaware has been the leader in the corporate charter race since 19197

Bankruptcy scholars are divided about the merits of this development. The“Ddaware
Skeptics,” to use Professor David Sked’ s nomenclature, include Professor Lynn LoPucki of UCLA,
and his coauthor, Professor Theodore Eisenberg of Cornell. The Skeptics believe that the choice of
Deavareis evidence of a pernicious race to the bottom. LoPucki and Eisenberg, for instance, argue
that the choice of Delaware isa product of judicid laxity on the part of the two Delaware bankruptcy

judges with respect to the details of plans of reorganization, as well as the refusal to scrutinize attorneys

28 U.S.C. § 152 provides that the United States court of appedls for the circuit shall appoint
bankruptcy judges for the digtricts within its circuit.

5See 28 U.S.C. § 152 (a) (2001).
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fee applications® LoPucki and Sara Kdlin attribute the increased number of failed plans emanating
from Delaware proceedings as proof of thisclam.® The Skeptics advocated the inclusion of an “Anti-
Ddaware’ provison in the bankruptcy reform hill, largely through the efforts of Professor Elizabeth
Warren, the officia reporter to the National Bankruptcy Reform Commission.'® This effort appears
doomed, however, as Senator Joseph Biden of Delaware has vowed to kill any bankruptcy bill with
such aprovison.t

The “Deaware Enthusiasts,” among whom Sked numbers himself, Professors Bob Rasmussen
and Randall Thomeas of Vanderhilt, and Douglas Baird of Chicago, dl atribute Delaware' s emergence
to the efficiency and sophigtication of the two Delaware bankruptcy judges, and the pressures they
experience within the Delaware legd culture* Skedl champions the move to Delaware as a product of
market forces that seek efficient restructuring of financialy distressed corporations, and pointsto the

dramatic rise in the employment of prepackaged bankruptcies as evidence of this positive

8Theodore Eisenberg and Lynn M. LoPucki, Shopping for Judges: An Empirical Analysis of
Venue Choicein Large Chapter 11 Reorganizations, 84 CorNELL L. Rev. 967 (1999).

Lynn M. LoPucki and SaraD. Kalin, The Failure of Public Company Bankruptciesin
Delaware and New York: Empirical Evidence of a“ Race to the Bottom,” 54 Vanderbilt L. Rev.
309 (2001).
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"DavID A. SKEEL, JR., DEBT’sDomINIoN 231 (2001).

2David A. Sked, Jr., Bankruptcy Judges and Bankruptcy Venue: Some Thoughts on
Delaware, 1 Delaware L. Rev. 1 (1998).
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development.®* Rasmussen, Thomas and Baird view Delaware’' s emergence as the first step toward
the “ contractudization” and privatization of corporate reorganizations, and perhaps back toward the
equity receiverships that distinguished American corporate reorganization one hundred years ago.

Although the normative bettle lines on the Delawarization of corporate bankruptcy have been
drawn, no one has undertaken an effort to document and andyze the articulated motives underlying the
actions of the parties that produce this curious development. In order to determine whether Congress
ought to follow through on or reject the anti-Delaware provisions before them, we need to know why
thisjurisdictional competition istaking place. This paper atemptsto unravel the mystery by exploring
the explanations proffered by the key decison makers. debtors counsd, creditors counsel, and
bankruptcy judges. | have talked with over thirty lawyers and judges, and have assembled their, often
unexpected, explanations for the Delaware bankruptcy explosion, as wdll as their forecasts for the
future of “Delawarization.”

This Article proceedsin three parts. In part one, | provide a chronologica and factua account
of the Delawarization of corporate bankruptcy, and detail the normative positions that have been staked
out by proponents and critics of the development. In Part 11, | present my findings with regard to the

explanations provided by debtors and creditors counsel, and the factors that they believe drive the

13See David A. Skedl, Jr., What's So Bad About Delaware? 54 Vanderbilt L. Rev. 309
(2001).

¥“Douglas G. Baird and Robert K. Rasmussen, Control Rights, Priority Rights, and the
Conceptual Foundations of Corporate Reorganizations, 87 Va L. Rev. 921; Robert K. Rasmussen
and Randd| S. Thomas, Wither the Race? A Comment on the Effects of the Delawarization of
Corporate Reorganizations, 54 VANDERBILT L. Rev. 283 (2001).
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choice of Didtrict of Ddlaware. In Part 111, | then look at the “ supply side” of the jurisdictiona
competition equation, surveying the opinions of bankruptcy and other judges about why a court might
participate in a competition for cases. Findly, in Part 1V, | andyze these explanationsin light of the
literature on jurisdictiona competition in order to determine whether the Delawarization of corporate
bankruptcy is a desirable development. | conclude by highlighting the differences between what
Roberta Romano refersto as the “ genius of American corporate law,” and the jurisdictiona competition
that we have witnessed in bankruptcy over the last twelve years. These differences ssem from the fact
that, for purposes of the jurisdictiona competition we seem to be witnessing in bankruptcy, and in the
words of one Cdifornia bankruptcy attorney, “Delawareis not agtate; it' sadistrict.”® The fact that
the Didrict of Delaware is a sub-component of alarger, competitive court system, may actually cause
concern for champions of federaliam and the jurisdictiona competition thet federdism fogers. Unlike
the genius that is American corporate law, the evidence presented here seems to suggest that the
“Delawarization” of bankruptcy is a coincidence; a happy one perhaps, but a coincidence nevertheless.
Thisandyss suggedts that the real debate regarding jurisdictiona competition, then, is not one between
the Didtrict of Delaware and other bankruptcy courts, but between reorgani zations governed by federd
bankruptcy law and those governed by the state law of contract.

An introductory note about methodology and expositionisin order. The explanations
presented in this article were compiled through interviews with over thirty bankruptcy lawvyers and more

than a dozen judges, dthough some of the explanations offered by judges were in response to a short
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guestionnaire. Many of the interviews and informal conversations were conducted during the Nationd
Conference of Bankruptcy Judges Annua Meeting in Orlando, Florida, from October 16 to 18, 2001,
and a the Univergity of Pennsylvania Ingtitute for Law and Economics Business Bankruptcy
Roundtable on December 7, 2001. Surveys were circulated in December 2001 and January 2002.
Many of the explanations offered by the bankruptcy and other judges interviewed in this study mirrored
those put forth by lawyers. For purposes of andysis, however, the explanations bearing on lawyer
motives are presented firgt, followed by the explanations offered by judges with regard to the judicia

mind-set.

| The Rise of Delaware Bankruptcy

While Ddlaware has long been the jurisdiction of choice for the filing of corporate charters, the
gtate’ s pre-eminence as a bankruptcy haven isarecently acquired one. A corporation or entity
consdering filing achapter 11 petition may be confronted with a number of venue choices. Delaware
became an option because a business may fileits petition in any digtrict where it maintainsits principa
place of business or principa assets, whereit is“domiciled” or incorporated, or where thereis an

aready pending bankruptcy case of an affiliate, genera partner, or partnership.® Prior to 1990, most

165ee 28 U.S.C. § 1408 (2001).
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bankruptcy cases were brought in the digtrict in which the debtor’ s principa place of business or assets
were located. When avenue other than principa place of business was sought for a complex

bankruptcy case, the Southern District of New Y ork was the preferred venue throughout the 1980's.Y’

Then, in 1990, one case changed everything. Continenta Airlines was confronting the
possibility of bankruptcy for the second time in two years.®® Ingtead of filing in Houston, where the
company was headquartered, and where it had filed a chapter 11 petition just afew years earlier, the
lawyers for Continental availed themselves of the option afforded by the venue provision of the
bankruptcy code and choseto filein Delaware.’® The success of Continental’ s second reorganization
captured the imagination of bankruptcy attorneys around the country. By 1993, 40 percent of large
chapter 11 cases were filed in Delaware® By 1996, the District of Delaware had become the venue
for 86 percent of these cases®

The emergence of Delaware as the preferred venue for bankruptcy has been accompanied by a
paralel development: the increase in the use of “prepackaged” chapter 11 cases. “Prepacks’ are cases

where the debtor’ s bankruptcy filing takes place in conjunction with a plan of reorganization that has

17

18 Robert K. Rasmussen and Randall S. Thomas, Timing Matters: Promoting Forum Shopping
By Insolvent Corporations, 94 Nw. U.L. Rev. 1357, 1366 (2000).
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been negotiated with and agreed to by the debtor’s creditors prior to the filing.?? Between 1986 and
1990, only 8, or 1.2%, of the 633 publicly held corporations that filed for bankruptcy filed a
prepackaged plan.?® That number increased to 70, or 11.3%, of the 622 public companies that filed
for bankruptcy between 1991 and 1997.2* Of that number, roughly half of the prepackaged plans were
filed in Delaware?® This preference for Delaware in the filing of prepackaged chapter 11 casesis
greater than the generd preference for Dlaware in the filing of traditional chapter 11 cases®®

The Ddlawarization of corporate bankruptcy has been met with controversy and darm. The
reaction to the ondaught of cases hitting the Delaware court’ s docket was not isolated to academic
circles. By order dated January 31, 1997, Chief Judge Joseph Farnan of the United States District
Court for the Didtrict of Delaware, withdrew the order that automatically referred bankruptcy casesto
the Delaware bankruptcy judges.?’ In his order, he stated that the number of bankruptcy cases had
caused it to be appropriate and necessary for district judges to participate in these cases.® Under the

Judiciary Act, Title 28 of the United States Code, federd didtrict courts are given exclusive and origina
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#Seeid. at 1375.
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jurisdiction over bankruptcy cases?® This jurisdiction has been determined to be Condtitutionally
required by Article [11.*°  Title 28 aso, however, authorizes a district court automatically to refer
bankruptcy cases to bankruptcy judges within its district.3 Prior to 1997, and pursuant to this
authority, the digtrict court in Delaware automaticaly referred bankruptcy cases to the bankruptcy
judges of that district.> The Delaware district court's withdrawal of the automatic reference meant that
bankruptcy cases would now be assigned by the Chief Judge of the Digtrict Court, and be heard by
both bankruptcy judges and district court judges.

The move to Delaware has placed a strain on that court’ s resources. Approximately 40% of
the Delaware docket is comprised of large chapter 11 cases, aswell aslarge chapter 7 cases that were
converted from chapter 11 cases®* In December 2000, the Bankruptcy Committee of the Judicial
Conference of the United States had a study undertaken to examine the Delaware bankruptcy
workload, which concluded that the court needed eight or nine judgesto handle thefilings®* The drain
has been dleviated somewhat by help from the outsde. For severd years, dl consumer casesin

Deaware have been heard by Judge Judith K. Fitzgerdd of Fittsburgh, who sitsin Wilmington two

228 U.S.C. §1334
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days per month. The chapter 11 load has been shared, from time to time, by seven visiting judges
“dtting by designation.”®® Asan additiond aid to case administration, the District of Delaware’ s Chief
Judge Sue Robinson, by an order dated December 15, 2000 that became effective on February 3,
2001, reingtated the automatic reference to the bankruptcy judges.’

One of the saven visiting judges sitting by designation was Bankruptcy Judge Randal Newsome
of the United States Bankruptcy Court for the Northern District of California® In three separate
chapter 11 cases automaticaly referred to him, Judge Newsome, sua sponte, asked the partiesin each
case to brief him on why venue in Delaware was gppropriae® On April 6, 2001, four days after the
W.R. Grace filing, a case which, incidentally, was one of the cases assigned to Judge Newsome, Chief
Judge Robinson withdrew the automatic reference once again.“° In her order, Judge Robinson stated
that “the judges of the Digtrict Court have determined that the workload of the bankruptcy judgesis
threatening the adminigtration of justice in the bankruptcy court, and therefore, that it is once again
appropriate and necessary that judges of the District Court participate in the handling of such cases™*

Five months later, on September 6, 2001, Chief Judge Robinson once again reingtated the automatic

%United States Didtrict Judges Judith H. Wizmer of Camden, New Jersey, and Raymond T.
Lyons of Trenton, New Jersey, have sat frequently in Wilmington to hear severd of the larger cases.

3728 U.S.C. § 155 provides for the temporary transfer of bankruptcy judges.
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reference, which became effective October 6, 2001. As an explanation for this action, David Bird, the
Clerk of the Bankruptcy Court in Delaware, said publicly that the two sitting bankruptcy judgesin
Deaware had not had “new cases since April of 2001,” and have thus “had an opportunity to clear
their caendars.”*

The explosion of the bankruptcy docket in Delaware has raised more than just the eyebrows of
the Chief Judges of the Didtrict Court. Delaware venue was becoming a problem in the eyes of the
Nationa Bankruptcy Review Commission (“the NBRC”), and its Official Reporter, Professor Elizabeth
Warren. The NBRC was established under the Bankruptcy Reform Act of 1994 to investigate issues
relating to the Bankruptcy Code and evauate proposals for change in the future.*® Delaware venue had
been on the agenda of the NBRC early on, in large part because of studies by the Federd Judicia
Center, aswell as by Professors Lynn Lopucki and William Whitford, that suggested that large chapter
11 cases were characterized by widespread forum-shopping.** The NBRC, condgstent with this
conclusion, crafted a report that addressed these concerns.*®

Inits report to Congress, the NBRC recommended that the debtor's state of incorporation be

expresdy diminated as abasis for venue in a bankruptcy case® Although the commissioners stated

42
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“Lynn M. LoPucki and William C. Whitford, Venue Choice and Forum Shopping in the
Bankruptcy Reorganization of Large, Publicly Held Companies, 1991 Wisc. L.Rev. 11 (1991).
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that this proposed change “is not directed at the bankruptcy courts in the Southern Digtrict of New
York, thosein Delaware, or in any other specific bankruptcy venue,”*’ commentators and news reports
clearly interpreted the change as afrontd attack on Delaware' s emergence as the frontrunner in the
race for chapter 11's.®

The shift in the palitica winds that blew through Washington with the Republican Revolution in
1994, however, doomed the NBRC' s position on most of its proposals, including its “anti-Delaware’
provison. Instead, the proposed Bankruptcy Reform Act of 1999 (House Bill H.R. 833), as
introduced, did not include a provision which would affect the corporate bankruptcy venue provision.“
However, during the House Judiciary Committee's mark-up session on the bill, Representative Howard
L. Berman from Cdlifornia, inserted an “anti-Delaware” amendment in the bill on avoice vote® The
amendment stated that a corporation's domicile would beits principa place of business, effectively
diminating the state of incorporation aternative.® The House passed the bill containing this
amendment.>? Both of Delaware's senators protected the status quo in Delaware, and the find bill as

the Senate did not contain an “anti-Ddaware’ amendment.>® Thisfind draft of this
passed by
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legidation was vetoed by President Clinton.>* The Bankruptcy Reform Act of 2002 in the House
currently has only one proposed change to the venue provisions of the Bankruptcy Code. In Section
1409(b) of title 28, the bill would require adversary proceedings for a non-consumer debt againgt a
non-insider of less than $10,000 to be in the district where the defendant resides® Additiondly, the
proposed legidation in both the House and Senate provides an additiona bankruptcy judgeship to the
Digtrict of Delaware® There are currently no proposed changes to the venue statutes in the Senate
version of the Bankruptcy Reform Act of 2002.% In fact, Senator Josgph Biden of Delaware has
publicly stated that as long as heis on the Senate Judiciary Commiitteg, it is unlikely that any so-cdled
“anti-Dlaware” amendment will be incorporated into the Bankruptcy Code.®®

Other courts have taken notice of the developmentsin Delaware, too. The Southern Didtrict of
New Y ork, the dethroned heavyweight champion of chapter 11 venue, and Delaware' s chief rivd in the
race for bankruptcy petitions, promulgated formal guidelines governing prepackaged reorganization
cases.>® Prior to these guiddlines, prepacks were structured to comply with the rules governing

traditional chapter 11's®° In January of 2000, the Southern District of Texas (which encompasses
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Houston), revamped its bankruptcy procedures with respect to a Chapter 11 cases designated as
“complex.” To be deemed “complex,” a case must be “of sufficient scope.”®! Once acase is deemed
complex, ajudge must hear emergency hearings and other “first day” motions no later than two days
after arequest for a hearing has been filed.®2

In response to this development in the Southern Didrict of Texas, bankruptcy Judge Mary
Warath of the Digtrict of Delaware sent the case of Apple Orthodontix Inc., a Houston-based provider
of orthodontic services which had filed for bankruptcy under chapter 11 in Delaware, back to
Houston.®® In explaining her actions, Judge Walrath's order stated that she was “ aware of the new
rules in the Houston Court regarding seeking to solve the problem articulated by the debtor about
prompt scheduling of hearings ... quite frankly, comparing it to my own cdendar, | think [Houston] may
be able to give the debtor alittle better service.”®*

Despite the occasiona transfer of venue back to corporate headquarter didtricts, the fact is that
if there is a battle for bankruptcy venue, “[t]he war is over and Delaware haswon.”®® In recognition of
this fact, many large nationd law firms have opened offices in Wilmington within the past three years,

often staffed exclusively with bankruptcy practitioners.®
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®*Rasmussen and Thomas, Whither the Race? Supra note , at 283.
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While much controversy has arisen concerning the perceived forum shopping by corporations,
very little research has been done to understand what motivates the venue selection decision by
lawyers, and what might lead judges to attract casesto their own digtrict. In order to know whether the
adarm expressed by the NBRC and the Delaware skepticsis justified, and whether Congress ought to
take serioudy the efforts aimed at curbing Delaware venue, some understanding of the underlying
motivesis necessary. The next two parts of this Article explore the mativations on both sides of the
jurisdictional competition equation, through the lens of the explanations offered by lawyers and judges.
Part Il examinesthe factors that lead debtors counsdl to choose Delaware for the filing of achapter 11
petition. After these explanaions are laid bare, Part 111 will explore why judges might welcome or even
attempt to attract chapter 11 cases. These explanations are then followed by an examination of how

they fit within current understandings of jurisdictional competition.

Il Lawyers Explanations for Choosing Delaware

The venue sdlection decison for any large, publicly held company ultimately rests upon the
judgment of the debtor’s counsdl. It istrue that these entities face the possibility of being forced into
bankruptcy and a concomitant bankruptcy venue through the filing of an involuntary petition by its
creditors, but creditor incentives and bankruptcy code discouragements make such an occurrence

unlikely.®” In redlity, virtudly al proceedingsinvolving a publicly held debtor commence voluntarily, and
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the overwheming mgority of those voluntary petitions are now filed in the Didrict of Delaware. In
order to gain an undergtanding of why Delaware has become the venue of choice for publicly held
companies, it is necessary to understand why debtors counsel see Delaware as a superior choice given
the dternatives.

A. The Factors for Debtors Counsel

1. Predictability

The prominent debtors counsel with whom | have spoken list severd factors as the most
important in their choice of Ddlaware as aforum. Leading their lis is* predictability.” While virtualy
every lawyer and most of the judges used thisword, al of them referred to at least one of two different
types of predictability. First, most lawyersinterviewed said that the choice of Delaware is subgtantialy
driven by the fact that the debtor knows it will have its case heard by a“good” judge. Since Delaware
isasmdl digrict with only two bankruptcy judges, atorneysfiling petitions know that they have afifty
percent chance of getting one of thetwo. Most lawyers dso suggested that if they had to file a petition
tomorrow, they would be satisfied with either Judge Wash or Judge Warath, Delawvare' stwo
bankruptcy judges.®® This response reflected the sentiments expressed by those lawyers who regularly
represent creditors aswell. The debtors counsd interviewed all asserted that, while this factor was of
primary importance to them in the choice of venue caculus, thisfactor has decreased in importance
with the case backlog that has led to the assgnment of casesto viditing and Didtrict Court judges.

Lawyers aso clearly meant something €lse in addition to judges when they used the term
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“predictability” to explain their choice of Delaware. Many of the debtors counsd pointed to the
existence of precedent in complex cases as lending predictability to new filings there® According to
one New Y ork bankruptcy attorney, “when | file aretailer case in Delaware, | know that the judge will
understand the specid issues surrounding inventory, for example, and | dso have an idea how those
issues will be resolved.”™® One lawyer who has recently moved to Delaware reports that “ process and
predictability are 90 percent of [the decision of whereto file], and we have judges who understand

that.”

2. Sophigtication of the Judges

The emphasis on predictability in lawyer responses frequently accompanied another factor,
namely, the sophidtication of Delaware sjudges. All of the attorneys who regularly represent debtors
made reference to the competence and sophistication of the Delaware bankruptcy bench. Asone
Chicago bankruptcy lawyer put it, “if I'm a smart lawyer, with abig, complex case, | want judges who
will be able to follow and understand my arguments.””* Another Chicago attorney who regularly
represents financid inditutions added “time is money; if it takes time to educate the judge on a particular
point, then the proceeding will cost more in the long run.””2

Thereisa*path dependent” component to the sophistication factor articulated by so many
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bankruptcy lawyers. The Delaware bankruptcy court is viewed as a preferred venue for complex
cases in part because these judges have handled many complex casesin the past. The “human capitd”
that they have developed lends to the efficient, effective and peedy resolution of subsequent cases. As
aresult, few lawyers expressed comfort about the prospect of filing complex casesin other, less
experienced digtricts.

The sophigtication of the Delaware bankruptcy bench has won it substantia notoriety in
bankruptcy circles. As one Texas bankruptcy attorney noted, “everybody knows the names of the two
judgesin Delaware; can you name any two bankruptcy judgesin Atlanta, Boston, or Dalas?’” This
nationa reputation is one with remarkable detail. Many of the lawyers, for example, noted that Judge
Wadsh has an admirable work ethic, and “putsin very long hours.” Others asserted that Judge Warath
was afitting replacement for Judge Helen Balick, who retired from the Delaware bankruptcy benchin
1995.* According to one Cdifornialawyer, “sheis as smart as any bankruptcy judgein the
country.””® Anocther Cdifornialawyer thought that, while he held much admiration and respect for
Judge Walrath, no judge could fill the shoes of Judge Balick. “She was atough act to follow; Warath

isvery smart, don’t get me wrong, but she's no Helen Balick.””®

3. Responsveness and Availability of the Judges
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The third most commonly cited factor by lawyers was that of responsiveness. Debtors counsel
universaly refer to the ability to get “first day orders’ on thefirst or second day after filing as a critica
consderation in the venue selection process. In bankruptcy, “first day orders’ are the judicia orders
that condtitute exceptions to the blanket automatic stay, permitting the payment of payroll, and
completion of Debtor-in-Possession financing transactions, as well as any other immediate action thet is
necessary to operate the business day-to-day.”” The Delaware bankruptcy bench has awell
established reputation, according to the lawyers interviewed, for getting first day orders heard and
issued quickly. Judge Walrath in particular was widely praised for her ability to decide first day orders
before the end of business on the day after the petition isfiled.”

Many lawyers with whom | spoke noted that the responsiveness of the Delaware bankruptcy
judges was not independent of their sophidtication and experience with complex cases. According to
one New Y ork bankruptcy attorney, “I1f | have to educate the judge on the overwheming importance
of getting a particular order quickly, and if she hasto read briefs from al sdes on the issue, then I've
lost before I’ ve started.” A Delaware-based bankruptcy attorney put it another way. “If the judge has
seen fifteen cases like yours, then she knows whet first day orders you need before you walk in the
door.”

Judicid responsiveness, in the eyes of lawyers, goes beyond first day orders. Many of the

77

8Deaware Loca Bankruptcy Rule 4001-2(b) contains substantia restrictions on the content of
first day orders.
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attorneys cited the “availability” of the Delaware bankruptcy bench as exceptional. The Delaware
judges were praised for their willingnessto “bend over backwards’ to accommodate parties when
scheduling hearings or meetings. A San Francisco bankruptcy attorney said that the judges are
sengtive to atorney travel demands, and have gone so far as schedule hearings in unrelated cases with
an eyetoward his convenience. “Its not ways possible, but its nice when | can get both covered in
onetrip.” Others noted that the judges have been willing to stay late to address the needs of cases, and
frequently work through weekends. According to one judge who has visited the Delaware bankruptcy
court, “those two judges work very hard, and they are willing to do what the case requires.” The

willingness of the judges to hold emergency hearings was d <o listed as evidence of their availability.

4. Attorneys Fee Applications
The uniform responses of lawyers grew mixed when the sensitive subject of attorneys feeswas
broached. Attorneys feesin abankruptcy proceeding are awarded by the court pursuant to section
330 of the bankruptcy code.” Court approva of the delotor’ s attorneys’ feesis required in bankruptcy
because al professiond fees are considered administrative expenses of the proceedings® As
adminigrative expenses, they come out of the common pooal that is supposed to benefit the generd

creditors® Court gpprova ensures, theoreticaly, that the pie in which the creditors share is actually

711 U.S.C. § 330(a) (2001).

80See Rule 2014.
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enhanced by the services provided by the professionals.

Although section 330 grants courts Sitting in bankruptcy the power to award attorneys’ fees, it
does not dictate the method by which fee applications are evauated and agpproved. Many digtricts
around the country have developed locd rules to accomplish thistask. Much isleft to the discretion of
the judge. The Skeptics have asserted that the Delaware judges have effectively “rubber stamped”
attorney’ s fee gpplications, handing over whatever debtors counsdl desire,

While dl of the lawyers spoken with adamantly reject the assertion that the Delaware judges fall
to scrutinize fee gpplications, they are divided about the role that attorneys fees play in the venue
selection decision process. Some bankruptcy lawyers rejected the idea that fee gpplications played a
roleinthevenuecdculusa dl. “If | have alarge dient, with millions of dollars on the line, do you think
I’d risk aless than optimal outcome for afew bucksin the short run?”  Another attorney thought the fee
issue was a smokescreen.  According to him, the speed and efficiency of a Delaware filing might
actualy mean fewer hours and less work than afiling esewhere. “Deaware cases may actudly be
cheaper.”

A dight mgority of attorneys thought that fees played some role, but not in the manner
suggested by those asserting that the Delaware judges “turn their heads.” These lawyersinssted that
Deaware judges do not rubber stamp fee applications submitted by debtors counsel. The leve of
scrutiny may be less than that found among other judges in the Third circuit (who typicaly order the
submission of voluminous and costly fee application reports produced by independent auditors), but it is

inaccurate to assert that any fee item will be approved.

22



January 30 Draft

The lawyers acknowledging thet fee gpplications influence the filing decison claimed thet it did
S0 in anindirect, rather than direct, manner. The reason why the effect is said to be indirect is that
some districts arbitrarily cap fees to the rates prevailing in the loca jurisdiction.®? “Utah bankruptcy
judges, for example, will not alow debtors counsd to be paid anything more than the prevailing rate in
Provo, even if aparticular corporate debtor’s counsd isbased in New York or Los Angeles.”
According to one debtors counsdl, “acourt’s policy on feesislikely to drive cases away, rather than
atract.” Therefore, if cases are driven away from the principa place of business, one “ other dternative
is the place of incorporation, Delaware.” In response to the flight of casesto Delaware, the Chief
Judge of the United States Bankruptcy Court for the Southern Digtrict of Texas made the remarkable
public announcement that “the war on attorney’ s fee applications is over.”®3

Deaware has another policy on fees that only one lawyer thought influenced venue sdection.
The Digtrict of Delaware was the firgt to issue alocd rule that permitted as much as 80% of atorney’s
fees to be paid on a continuing, monthly basis® In many other digtricts, lawyers must wait until the end
of the case to be paid, or petition for interim compensation in long cases® Even the lavyer who
thought this rule was important suggested its influence was less than self serving. “It dlows dientsthe

ability to track and budget their legdl expenses as the proceeding goesdong.” He aso thought that the
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8 nterim compensation can be requested every 120 days. See 11 U.S.C. § 331 (2001).
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absence of thisrule was more likely to repel cases from the headquarters digtrict rather than draw cases

to Delaware.

5. Geographic Convenience

Much has been made about the geographic convenience of Delaware, and lawyers generaly
agree that this factor plays a modest role in the venue sdection decision. Wilmington enjoys proximity
to Philaddphia, itsinternationa airport and Amtrak train station, now with high speed Accela service to
and from New York.® Many lawyers said that too much should not be made of Ddlaware’s
geographic convenience. Itis, after dl, less convenient to New Y ork companies than the Manhattan
bankruptcy court. One lawyer quipped that the bankruptcy court in Wilmington is*just atwo hour
train ride from most company headquartersin New Y ork; then again, the same is true for the
bankruptcy court in Manhattan.”

Geographic convenience cannot be universaly true for al debtors, and the evidence gathered
by Eisenberg and LoPucki seems to bear this out. With the exceptions of companies based in Santa
Anaand New Y ork, the percentage of companies choosing Delaware venue are much higher for those
based in eastern cities than for those based in western ones. Midwestern cities like Chicago and Dalas
experience alower “shop out” rate than those in the east, but higher than Los Angeles or Denver &’

Still, one San Francisco bankruptcy atorney remains undaunted by the prospect of Delaware venue.
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8"Eisenberg & LoPucki, supranote __, at 998-999.
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“Diganceign’'t redly an issue; there sgood air service, | know the flight schedules, and | get alot of

work done on the plane.”

6. Creditor Pressure

One of the factors which the Skeptics believe is driving the convoy to Delaware received a
mixed reception from both debtors' counsdl and creditors counsd. While afew debtors counsel
acknowledged that a powerful creditor’s preference for Delaware venue might influence or even tip the
balance in that direction, other lawyers representing debtors claimed that creditor pressure for venue
was either non-existent or not important. The ways in which creditor pressure might operate can vary.
Some creditors might, for example, withhold workout approva or Debtor-in-Possession (post-petition)
financing unless the petition isfiled in Delavare® Some of the debtors' counsel acknowledged that
some lenders will ingst upon “Ddawarefiling” covenantsin their post-petition lending agreements, while
others say they have never dlowed a creditor to dictate the place of filing. One lawyer adamantly
declared that “I would never |et acreditor tell mewhereto file” Headded, “if | say ‘no, what are
they going to do?’

Despite this digplay of machismo, there is undisputable evidence of some creditor preference
for Delaware. It takes the form of covenantsincorporated in post-petition lending agreements that are

prepared in anticipation of a prepackaged chapter 11, or in workout documents that contemplate a
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chapter 11 filing.%® Whether such covenants are enforceable is an interesting question, but not one
within the scope of thisarticle. The relevance of these covenants, for our purposes, is with regard to
the sentiments of which they provide evidence: a creditor preference for Delaware. Professors
Rasmussen and Thomas argue that such a preference is understandable and even laudable, given a
creditor sinterest in a speedy, efficient, and resource-conserving reorganization process® Despite the
logic of this assertion, and the irrefutable evidence of creditor preference, most lawyers thought thet this
factor was ared one, but not a particularly powerful one.

One thing that the Skeptics are correct about is the influence of secured creditors on the place
of filing. Asone prominent atorney put it, “these days, secured creditors cal dl of the shots.” Secured
creditors, through the power afforded them by their collateral, can influence many of the debtor’ s key
decisons, including venue sdlection. Theoreticaly, secured creditors should not be concerned with
bankruptcy because, as the old adage goes, “liens pass through bankruptcy.”®! Theredity isthat most
secured creditors dread bankruptcy because of the possibility of depreciation of the secured asset over
the course of along proceeding. To protect secured creditors from this threet, the bankruptcy code
requires the debtor to give the secured creditor “adequate protection.”®? Fights between a secured

creditor and the debtor have historically centered around the adequacy of the adeguate protection.®?
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The fight between the secured lender and crediitor have gone away in the large Delaware filings,
however, with a new form of adequate protection: the debtor can now get the secured creditor on the
same page by agresing to pay, up front, for the secured creditor’ s professionals®* Thisform of
adequate protection for the secured lender is not provided for in the bankruptcy code, and is not
judicidly administered.®® It is an entirely private development, arranged at arms-length between the

debtor and the secured lender.

7. Danger of aBad Loca (Home) Judge

Many lawyers added the risk of drawing a*“bad” hometown judge as a very important factor
leading to the Delaware venue decision. In amanner Smilar to the effect attributed to attorneys fee
receptivity, the existence of an undesirable judge in the ditrict of the company’ s principa place of
business had the tendency to drive cases away. Since Ddlaware is an dternative for so many public
companies, Delaware gets the nod. When asked what they meant by bad locdl judge, lawvyers
responded with awide array of characterizations which included “crazy,” “dumb,” “not very bright,”
“lazy,” “inconagtent,” “biased,” and “dow.” One bankruptcy judge added that he thought many
lawyers are terrified of getting judges that have standing policies that make no sense, such asan

unwillingness to hold “a cash collateral hearing until more than 15 days after the case has been filed.”®
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In this sense, many lawyers fdt that consstently bad judges were as undesirable as inconsistent ones.

8. Intrusiveness of the Loca (Home) United States Trustee

Onefina factor that came up in the responses of severa lawyers wasthe level and qudity of
the intrusiveness of the United States Trustee in the region in which a company hasits principa place of
business®” The United States Trustee, an office created by the 1978 enactment of the Bankruptcy
Code, isafederd government officia that performs various adminigtrative tasks in a bankruptcy
proceeding.®® In chapter 7 cases, the trustee appoints an interim trustee, and in chapter 11 cases,
monitors, evauates, and files comments on attorneys fee applications® Perhaps more importantly,
section 1102 directs the United States Trustee to gppoint the members of the committee of unsecured
creditors, and “additional committees of creditors. . . as the United States trustee deems
appropriate.”'® While these powers might appear to be relatively innocuous, many lawyers expressed
their belief that some United States Trustees are “ actividts,” exceeding the scope of their adminidtrative

powers in order to affect the outcome of cases, or the negotiations which take place within them.

9"The United Statesis divided into 21 regions for purposes of the United States Trustee
program. Each United States Trustee is gppointed to afive year term by the Attorney Generd of the
United States. 28 U.S.C. § 581 (2001).

%Qriginaly tested in 17 states and the District of Columbia, Congress expanded the United
States Trustee program in 1986 to make it nationwide.

%928 U.S.C. § 586(a)(3) (2001).
10011 U.S.C. § 1102(a)(1) (2001).
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Severd attorneys pointed to the actions of the United States Trustee in the Pacific Gas and
Electric bankruptcy as an example of an overzealous and intrusive exercise of authority. In that case,
the United States Trustee for the Northern and Eastern Didtricts of Cdlifornia and the Didtrict of
Nevada, Linda Ekstrom Stanley, appointed a“ Committee of Ratepayers.”®* She publicly stated that
her decision was intended to “ give the consumers of Cdliforniaasay in this proceeding.”? While many
observers applauded the decision, others viewed it as an unauthorized extension of the United States
Trustee' s powers under the code.’® In the end, Bankruptcy Judge Dennis Montdi upheld PG&E'’s
motion to disalow the ratepayers committee and its participation in the bankruptcy proceeding. '
Judge Montdi asserted that ratepayers have other means to protect their interests. “ The Bankruptcy
Code, and the Bankruptcy Court, were designed to resolve debtor-creditor problems,” he wrote.

“ State agencies are where issues such as rates for dectricity are handled.”® Stanley said shewas
“disgppointed in the judge's ruling . . . because we were within our discretion to gppoint aratepayers

committee"106

1015/16/01 Knight-Ridder Trib. Bus. News - KRTBN (Pg. Unavail. Online), 2001 WL
20967166 KRTBN Knight-Ridder Tribune Business News: The Sacramento Bee - California Official
Defends Pand in Pacific Gas, Electric Casein San Francisco

102
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1055/19/01 L.A. Times B7, 2001 WL 2488063 Los Angeles Times The State THE ENERGY
CRISIS PG&E Judge Bars Pand of Customers Ruling: Pecific Gas & Electric Co.'s4 million
customers are not entitled to a committee to represent interests in bankruptcy case.

106| d
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Lawyers citing the PG& E bankruptcy said that the “activism” of United States Trustees like
Stanley introduce an dement of unpredictability and ingtability into a chapter 11 proceeding. According
to one San Francisco attorney, “if there' s any risk of something like [the Stanley decision in PG&E]
happening in my case, I'm going to want to file it somewheredse” That somewhere se, he added, is
likely to be Dlaware. According to one prominent atorney, the only time a United States Trustee' s
office affects the decison on where to file are in those didtricts that are known for having a particularly
intrusive United States Trustee. In those didtricts, the United States Trustee “ does wheat fee redtrictions
do; they drive casesaway.” Dedaware is not known for having a particularly intrusive United States
Trustee, dthough one judge who has sat on the Delaware bankruptcy court as avistor said that he was
“disgppointed” with the United States Trustee' s office there. He said that the office was * not
particularly helpful” when it came to evauation of attorneys fee gpplications. He added that perhaps

he “was just spoiled” by the helpfulness of his home court’s United States Trustee' s office.

B. “Non-Factors’ or Neutral Considerations According to Debtors Counsel

When presented with the concerns of the Delaware Skeptics about the motivations that might
be driving the venue sdlection decision, many lawyers rejected some of the factors centra to the
Skeptics postion. Among the factors that most lawyers thought were irrdlevant were (1) the leve of
scrutiny with which judges reviewed and confirmed plans of reorganization, (2) the desires of managers

to keep their jobs, and (3) the costs of retaining local counse in a Delaware proceeding.
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1. Levd of Plan Scrutiny

Most lawyers denied the assertion that the desire for a venue where plans of reorganization will
escape scrutiny drives the move to Delaware. According to one Chicago based creditors counsd, “if
there’ s something wrong with a plan, the people most affected by it will catchit.” Another Chicago
attorney added that it would be risky to on€' s reputation as well as the client’s case to try to dip
something past the Delaware court. “I1t wouldn't be worth it in the long run.”

Lawyers adso adamantly denied the ungpoken premise that the Delaware bankruptcy judges are
more lax with regard to chapter 11 plans than judgesin other didtricts. A lawyer based in San Diego
replied that “the judgesin Delaware work faster because they are more experienced and have seen lots
of complex cases before, not because they are less careful.”  All of the debtors counsel with whom |
spoke dispute Professor LoPucki’ s charge that “the judgesin the Didtrict of Delaware will rubber
stamp a ham sandwich.”%" Al contend that the scrutiny that plans of reorganization receiveis on par
with what they meet in other districts around the country. “The differenceisthat in Delaware,”
according to one Chicago attorney, “the judges can look at and understand a plan more quickly,

particularly if they’ ve seen alot of these types of plan provisons before.”

2. Managers Desiresto Keep Their Jobs

Many lawyers ingtantly dismissed the notion that the desire of debtor management to keep their
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jobs was a determinant of the Delaware venue sdlection decision.’® One New Y ork based debtors
counsdl said “the way they keep their jobs is to keep the company going, and they do that by doing
whatever it takes to have a successful reorganization.” He went on to say that if that meant choosing to
filein Delaware, it is because Delaware offered the brightest prospects for success. Another New
York attorney said much the same. “Whether or not the managers get to keep their jobsismore a
function of how well the company comes through the reorganization process” Managers, therefore,
“are going to choose the forum that is best for the company, because that’ s what is best for them, and
that’ s exactly how we ought to want them to think.” Contrary to the charge of the Skeptics, the desire

of managersto keep their jobsislikely to be vaue enhancing for a plan of reorganization.

3. Cost of Loca Counsdl
Delaware Loca Bankruptcy Rule 9010-1 requiresloca counsd for most parties. Most
commentators on Delawarization have acknowledged the likelihood thet local counsd in Delaware
carry apremium over counsd in other districts® Y e, this factor did not appear to be a consideration
in the minds of the lawyers charged with the venue decison. Most of the debtors counsd with whom |
spoke say that thisis not aconsderation at al. “You pay them and then move on.” Asnoted earlier,
many large naiond law firms have opened Wilmington offices, in part to satisfy the loca counsdl

requirement.
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C. An Example: The ENRON Bankruptcy Venue Decison

The above description of the factors that play arole in the venue salection process
demondtrates that the decision is a complex one, without a single determinant that can explain al
Dedaware cases. A glimpse into the complexity and rationdity of the venue sdection decision can be
found in the process that led up to the filing of a case that did not wind up in Delavare: ENRON. The
ENRON decision making team chose to filein New Y ork rather than Delaware.!'® A spokesperson
for the decision team explained the decison asfollows. Firgt, they rejected Houston, ENRON’s
“principal place of business,” because the old policy of the Southern Didrict of Texas on fees had
caused them to drive away complex cases for years!'! This meant that the Houston judges lacked
expertisein complex cases? They aso did not want to undergo a bankruptcy proceeding in atown
where al of the (now disgruntled) employees lived, and where the outcome of the case would be
affected by the evening news and locd politics*®

Second, ENRON, could havefiled in the Digtrict of Oregon. One of ENRON’ s subsidiaries
was Portland Power, a corporation chartered in Oregon. Since the bankruptcy venue provision of 28
U.S.C. section 1408 dlows for the filing of a bankruptcy case were “there is pending a case under title

11 concerning such [entity’ ] affiliate,” ENRON could have filed on behaf of Portland Power, and then
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filed its own petition to gain Oregon venue* The ENRON decision team ultimately decided against
an Oregon bankruptcy filing, in large measure because that court aso lacked expertise in complex
cases.

After Oregon was diminated, the ENRON decision team considered filing the company’s
bankruptcy petition in Dlaware. They were well aware of the reputation of the Delaware judges for
sophigtication, responsiveness, and diligence. Y et, the ENRON decision team rejected Delaware,
because dthough that court had many of the qudities that has led to its prominence in the world of
corporate bankruptcy, it is currently very busy. The ENRON decision team thought that the Delaware
court was too busy to give them the kind of attention and responsiveness that they feared they might
require with such a complex case.

The ENRON decision team settled upon afiling in the Southern Digtrict of New Y ork through a
process of diminaion.’*> The New Y ork court has sophisticated judges, arguably as sophisticated as
the Delaware judges.**® The New Y ork court also had time to hear the case. New Y ork was
convenient for the corporate managers, while distant from the loca palitics of Houston. Findly, the
ENRON decison team fdt that the New Y ork court had an ingtitutional memory of a ready-made

template for the ENRON case: the Drexd-Burnham case that it had handled a decade before!t” The
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16The Southern District of New Y ork has 9 bankruptcy judges under 28 U.S.C. § 152(a)(2)
(2001).
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Drexel precedent dso lent an air of predictability that they felt did not exist in other digtricts.

11l What Judges Think

While the explanations offered by lawyers as to why they are choosing Delaware bankruptcy
venue over other dternatives are interesting in themsalves, they cannot, alone, explain ajurisdictiona
competition story. Charles Tiebout encourages us to think of states as competitors in markets for
citizens, corporations, and the tax revenues and socia goods they bring with them.''® States are,
according to Tiebout, “suppliers’ of law, while citizens and corporations are consumers of that
supply. ! In the Delaware venue selection story, then, we must think of the Delaware bench as a court
competing for cases, and the debtors counsel that have sdected Delaware venue as having “bought
what they are sdlling.” According to the lawyers above, the Delaware bankruptcy judges are “sdlling”
predictable, reliable, competent, and speedy service.

So, we know what the Delaware judges are selling, but our next question must be: “why?”
Why would federd bankruptcy judges, with no direct interest in the state government, state revenues,

or even the gtate bar, and with the protection afforded by 14 year terms, seek to “compete’ with other

118See Charles Tiebout, A Pure Theory of Local Expenditures, 64 J. PoL. ECoN. 416
(1956).
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bankruptcy courts around the nation for cases? The answer to this question, which | refer to asthe
“supply sde’ of the jurisdictiona competition equation, requires an inquiry into the judicia mind-set.

For this purposg, it was necessary to get the thoughts of judges about why the Delaware judges might
engage in activity that attracts cases. The question, “what isit that judges get from providing the kind of
sarvice lawyers seek?,” was put to severa judges a various levels and court systems across the
country. More than a dozen judges, more than haf of whom were federal bankruptcy judges, were
asked this question in face-to-face conversations, telephone interviews, and an dectronic mail
guestionnaire.

Almost dl of the judges, from bankruptcy, state, and federa district and appeds courts,
suggested thet thereisaleve of prestige and satisfaction that attaches to hearing and deciding important
cases. Some of the judges used the term “ psychic income” to refer to this prestige and satisfaction.
According to one lllinois bankruptcy judge, “big chapter 11 cases are interesting aswell prestigious.”
He added that judges get satisfaction from overseeing something thet is vita to the nation’s economy as
well.

Vice Chancellor Leo Strine of the Delaware Court of Chancery adds another factor. Hefeds
that the legd culture in Delaware is one driven by “pride and service” “In Delaware, we believe that
we are doing something that benefits al of society, and that it isimportant to do thiswell.” He notes
that Judge Warath was appointed by the Third Circuit as an outsder (she was a member of the
Philadelphia bar), precisdy to discourage the expansion of the Delaware docket that they had

witnessed prior to her gppointment. He aso points to her assimilation into the way things were donein
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Deaware as evidence of what he refers to as “the psychic income from being a part of this
sophigticated and service oriented legal culture” He fedsthat lawyers and judges in Delaware fed the
pressure to add va ue to society, and they respond to this pressure.

When asked why the Delaware court might attract seemingly “boring” pre-packaged
bankruptcies, amog dl of the judges who thought that “psychic income’ was important noted thet it isa
mistake to assume that “pre-packs’ are boring. According to one judge, “many pre-packs unravel
after they are filed, and many of the ones that don't involve things that the parties want to do, but
shouldn’t be done through a bankruptcy filing.” Another judge suggested that judges can get
satisfaction from making sure “good” pre-packs make it through, adding “if there' s nothing broke, it
shouldn’t be fixed.”

Many judges thought, however, that the sgnificance of the “psychic income’ gained by judges
handling important cases was overstated. As one Pennsylvania bankruptcy judge said, “they pay Judge
Warath exactly what they pay me, and it doesn’t make senseto methat | will be a better judge if | take
on so many cases that | don't have time to make thoughtful decisons.” A United States Digtrict Court
judge questioned the “psychic income’ that flows from an overwheming docket. “I can’t see how
anyone can possibly enjoy feding as though they don't have time to make thoughtful decisonson
important cases.”

A bankruptcy judge who had spent time handling the overflow of casesin Delaware as a
vigiting judge thought that too much was being made about the mativations behind the judges there.

Firgt, he noted that, athough motions to transfer venue were infrequent, “both bankruptcy judges
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seemed receptive to motionsto transfer venue.” He added that “the Delaware judges do not think they
are better able to handle chapter 11 cases than other bankruptcy judges.” According to thisjudge, ina
recent 18 month period, the Delaware bankruptcy judges “heard 19 motions to transfer venue, and 17
of them were granted.” He felt that this demongtrated that the Delaware judges see themselves as
samply “doing their jobs,” and not making a name for themsalves. Another bankruptcy judge agreed.

“They get the cases and they hear them, because that is what they are supposed to do.”

IV Ddaware Bankruptcy As Jurisdictional Competition

It is clear that a number of factors, according to the lawyers interviewed, have driven cases
toward Delaware, and that this may have provided Delaware with an intractable advantage with respect
to expertise. The more complex cases that the Delaware court hears, the more sophigtication they may
gain from the experience. 1t may be amistake, however, to view the path-dependent entrenchment of
the Didrict of Ddlaware as abad thing. If these judges have developed socidly vauable human capita
that can be tapped to produce shorter, less costly, and more efficient reorganization proceedings, then
perhaps we should encourage, and not interfere with the move toward Delaware. Infact, if Vice
Chancellor Strineis correct about the motivations of the judges and the impact of Delaware' slegd
culture, Congress ought to consider expanding the Delaware bankruptcy bench to accommodate the

ever expanding docket. Thelegd culture, if Strineis correct, will produce additional sophisticated
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bankruptcy judges.

What isless clear is whether the shift to Ddlawareis aform of jurisdictional competition of the
type that generates the benefits we see in the race for corporate charters. If it is, then judgesin other
digricts, particularly Nevada and New Y ork, have an incentive to compete with Delaware judges for
these same cases, and society ought to benefit from this competition. But before we start to cheer
about the winner of the race for bankruptcy venue, perhaps we ought to look at the responses of
lawyers and judges and ask whether what they have described is redlly aform of jurisdictiona

competition that we recognize.

A. A Review of the Jurisdictiona Competition Debate - Why Moatives Métter.

The arguments on both sides of the jurisdictional competition debate are well rehearsed and
familiar. Itisan old debate, but its modern incarnation could be said to have originated in 1956 with
the publication of Charles Tigbout's semind aticle, A Pure Theory of Local Expenditures.*?® In
1966, Grant McConndll’ s now classic critique of American federdism, Private Power & American
Democracy, chalenged the logic underlying the application of a competitive market mode to the
relationships between states, as well as between states and the federal government.?! In 1974, William
Carey moved the debate into the relm of corporate law, by asserting that charter competition between

the states results in a“race to the bottom,” with states adopting manager-friendly laws to attract

12050e Tiebout, A Pure Theory of Local Expenditures, supra note 113, at 416.
121GRANT MCCONNELL, PRIVATE POWER & AMERICAN DEMOCRACY, 101-118 (1966)
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corporations.*?? Raph Winter joined the issue with the argument that, while managers may be sdif
interested, market forces drive them to be responsive to investors. This leads managers to seek
efficient regulation, and states, in competition with each other to supply this efficient regulation, engage
ina“raceto thetop.”*?® In this manner, jurisdictions can be said to compete with each other to attract
corporate charters, citizens, and the revenues that they bring with them. 2

In the debate over whether the jurisdictional competition between states leads to arace to the
bottom or to the top, motives are what matters. States like Delaware are driven by the pecuniary
interests of its bar, aswell asthe desire to generate revenues, to provide a*“public good” in the form of
efficient organization law.'® Corporate decision-makers are motivated by the desire to capture the
“Delaware premium” that share vaue enjoys under the authority of efficient corporate governance legd
regimes, which in turn alows them to regp the private benefits that inure to managers of well-performing
companies’?® We can think of dl participantsin the jurisdictional competition story, then, as acting out

of enlightened sdif interest in the market for law. States, as suppliers of organizationd law, are

122\vjilliam L. Carey, Federalism and Corporate Law: Reflections Upon Delaware, 83 Yde
L. J. 663 (1974).

1ZRaph K. Winter, Sate Law, Shareholder Protection, and the Theory of the
Corporation, 6 J. Lega Stud. 251 (1977).

124See Charles Tiebout, A Pure Theory of Local Expenditures, 64 J. PoL. ECON. 416
(1956).

1RoBERTA ROMANO, THE GENIUS OF AMERICAN CORPORATE LAW (1993).
126Robert Danes, The Delaware Premium. . .

40



January 30 Draft

regpongve to the desires of the consumers of organizationd law, namely, firm managers and

investors.*?’

B. Isthe Delawarization of Corporate Bankruptcy a Story of Jurisdictiond Competition?

The torrent of chapter 11 cases that has flowed in the direction of Delaware over the past
twelve years has brought with it the debate over jurisdictional competition. The arguments over the
beneficence of the Delawarization of bankruptcy are much the same as those that attached to the
debate over Delaware s position in the corporate charter race. |sthe move toward Delaware venuein
bankruptcy arace to the bottom? Or has the preservation of the domicile option in bankruptcy’ s venue

provison provided awindow of opportunity for beneficia competition?

1. The*Race to the Bottom” Arguments of the Skeptics
The critics of the logarithmic expansion of the Delaware bankruptcy docket point to two
reasons for the phenomenon. Firgt, they claim that Delaware is chosen because it is corporate debtor-
friendly.’?® This posture hasled, in the eyes of the Delaware Skeptics, to an unseemly laxity among the
judges in Delaware with regard to pre-packaged bankruptcies as well astraditional chapter 11 plans of

reorganization.’?® In the words of the leading Skeptic, Professor Lynn LoPucki, the Delaware judges

127
128

129

41



January 30 Draft

would “rubber stamp a ham sandwich” if a corporate debtor placed it in front of one of them.**

In an effort to prove this assertion of laxity on the part of the Delaware bankruptcy bench,
LoPucki and Kdin conducted an empiricd analysis of chapter 11 plansfiled in Delaware by large,
publicly held corporate debtors.*** L oPucki and Kdin point to the high “refiling” rate anong Delaware
chapter 11 cases as proof that the process failswhen it is done in Delaware.*®? According to their
gtudy, afirm that reorganizes in Dlaware is four times as likely to file a second bankruptcy petition asis
afirm that reorganizesin another jurisdiction.**

Professors Rasmussen and Thomeas, point out severd difficulties with the LoPucki and Kain
study, including that it failed to distinguish between traditiond chapter 11's and pre-packaged ones, and
that it draws a negative inference from refiling when none is necessarily justified.*** They demongrate
that the optimd refiling rate is probably not zero, given that there are cogts that attach to the effort and
time required to achieve a zero refiling rate.*®® Professor Sked adds that the higher Delaware refiling

rate may be due to a sdlf-sdection bias: firms sdecting Delaware venue may have a more complicated
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131 ynn M. LoPucki and Sara D. Kadin, The Failure of Public Company Bankruptciesin
Delaware and New York: Empirical Evidence of a “ Race to the Bottom,” 54 VANDERBILT L.
Rev. 231 (2001).
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1%Robert K. Rasmussen and Randall S. Thomas, Wither the Race? A Comment on the
Effects of the Delawarization of Corporate Reorganizations, 54 VANDERBILT L. Rev. 283 (2001).
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capital structure and, concomitantly, a more complicated restructuring.**® He dso notes that firms
choosing Delaware may aso be the ones with the most serious business problems.*’

Whether LoPucki and Kdin are right about the significance of refiling rates is not, for present
purposes, acritica issue. What is centrd to the debate is that they identify the venue sdection process
asone of juridictiona competition that results in what they fed isaform of pernicious “forum

shopping” and a “race to the bottom.”*%

2. The“GlassisHaf Full” Arguments of the Enthusiagts
The Ddlaware Enthusiasts see the rise of Delaware bankruptcy venue quite differently.
Professor Skedl, for example, trumpets the “ virtues of Delaware’: speedy and efficient handling of
corporate bankruptcy proceedings by expert judges within a professona and responsive judicia
culture, producing what he refersto as a“ dientele effect.”** Professors Rasmussen and Thomas point
to another benefit of the Delaware way: an understanding and encouragement of consensud and

contractual solutions to corporate restructuring needs.* Although the enthusiasts acknowledge that the

13%David A. Sked, Jr., What's So Bad About Delaware?, 54 VANDERBILT L. Rev. 309, 319
(2001).

¥7d. at 320.
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139David A. Sked, Jr., Bankruptcy Judges and Bankruptcy Venue: Some Thoughts on
Delaware, 1 Ddl. L. Rev. 1, 27 (1998).
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competition we are witnessing in the race for bankruptcy venue is not directly pardld to that which
characterizes the race for corporate charters, they point to these benefits and embrace “the glass as haf

full. "4

C. “Delavareis Not a State’ — Why the Jurisdictionad Competition Debate Doesn't Fit

Any reviewer of the literature comprising the debate over the Delawarization of corporate
bankruptcy is stalked by the shadow of an unspoken premise: the Delawarization of corporate
bankruptcy is“like’ the Delawarization of corporate law. It istrue that Skeptics LoPucki and Kain
dismiss any claim that the phenomenon is “federdist.”*? But LoPucki and Kain, by their recognition of
the digtinctions between the structures involved in the bankruptcy version of the debate, and summary
dismiss of “federdist” arguments, fail to consider the possibility that competition other than thet of a
federaigt character might be taking place. Sdlf-proclaimed Delaware Enthusiast Skedl likewise
acknowledges the differences between bankruptcy’ s Delawarization and that in the corporate charter
race.X® He acknowledges that the failure of bankruptcy Delawarization to rise to the “genius’ found in
corporate law atenuates the benefits we may derive from this competition, but he prefersto see the

“glass as hdf full, rather than haf empty.”*** Nevertheless, both the Skeptics and Enthusiasts frame

141 d. at 26.

142Gpe LoPucki and Kdin, supranote ___, at 267-268.
1438<ed a

1445ked, Some Thoughts, supranote___ at 26.
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their alguments in the “race to the bottom” and “race to the top” terms inextricably associated with the
corporate charter debate.

One San Francisco bankruptcy lawyer, when presented with the arguments on both sides of the
Deawarization debate, responded emphaticaly. “Y our talking as though Delaware is a sate.
DelawareisNOT agtate; it' sadistrict. For purposes of bankruptcy, Delawareis adistrict.”4®

To illugrate his point, he provided an example of a case that could have been filed in
Wilmington (the Didtrict of Ddlaware), in Sacramento (the Eagtern Didtrict of Cdifornia), or with alittle
credtivity, in Oakland (the Northern Didtrict of Cdifornia). All of the considerations suggested that,
athough the company was heedquartered in Sacramento, an Oakland or Delaware filing would have
been preferable. In the end, he chose Oakland over both Delaware and Sacramento. “1 made surel
had a good enough argument to steer clear of rule 11, and because most of the big creditors were San
Francisco banks, | knew | wasn't likely to get amotion to switch venue to Sacramento.”

The San Francisco attorney’ s observation may suggest why the jurisdictiona competition
terminology provides such an uncomfortable fit in the context of bankruptcy venue. If what we are
cdling the Delawarization of corporate bankruptcy isaform of jurisdictiona competition, it is one that
takes place between didtricts, and not states. Many of the districts which are in competition with each
other are within the same state. This makes it unclear whether agtate, even if it could influence the

process, would act on behaf of one didrict or al of them.

145Emphasis as spoken by interviewee.
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Deawvare, asadate, islimited in its capacity to influence the competition between bankruptcy
courts. Although Delaware can structure its organization law as to make its bankruptcy venue available
to as many companies as choose to file chartersin its Secretary of State' s office, there is no bankruptcy
equivaent of theinternd affairs doctrine that will guarantee that its own law will goply in casesfiled
outside its borders.}*¢ Bankruptcy judges are appointed by the federa circuit overseeing the district,
and the appointees need have no prior relationship to the bar or even the state in which she sits.#
Bankruptcy law is, for the most part, federd, and while state substantive law plays an important role,
the relevant state law need not have a connection with the bankruptcy venue®  Thisis not to suggest
that the differences between bankruptcy courtsisillusory. To the contrary, the evidence is clear:
bankruptcy courts differ. The evidence presented here suggests an equaly clear reason as to why they
differ: they differ because of the judges hearing the cases. Dlaware, as a date, has very little influence
over the success or failure of Delaware the federa district. The success or failure of Delaware the
Didrict islargely in the hands of the judgesthat St on its bench. In short, as even Professor Sked must
acknowledge, Ddlaware venue has more to do with judges than inditutions. Any competition between

bankruptcy courts for big cases, then, is one between persondities, and not jurisdictions.

1. Persondiity vs. Indtitution-Based Competition
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In the 1942 motion picture Casablanca, the protagonist ran a nightclub by the name of “Rick’s
Café Americain” in the refugee haven of unoccupied French Morocco. It was said of the café that
“sooner or later, everyone comesto Rick’s”* It was also said that “Rick’ swouldn’t be Rick’s
without Rick.”** In much the same way, we can think of the Didtrict of Delaware as the Café
Americain of bankruptcy. 1t might seem as though sooner or later, virtudly al large reorganizations will
take place in that venue. But in avery red sense, the “ Delawarization” of corporate bankruptcy is
more accurately characterized asthe “Wa-zation” of corporate bankruptcy. Aslife often imitates art,
the empirica evidence suggests that “ Delaware wouldn't be Ddlaware without Walsh and Wadrath.”

In much the same manner that federd didtrict court Judge Harvey Weinstein widlded a
sophigtication and work ethic that attracted many of the most complex lawsuits in the country to the
Southern Didtrict of New Y ork, Judges Walsh and Warath, and Judge Balick before them, have honed
areputation for speedy but competent decision-making in the most complex bankruptcy casesin the
country. Inthe minds of many, they are very deserving of the notoriety and respect thet they have
received. But there are limits to how much they can do in ajurisdictional competition between
bankruptcy courts. Those limitations can be thought of as persond and structura.

The responses of lawyers and judges to the questions of why lawyers might choose Delaware,
and why judges might want these cases, dl reflect a common understanding: lawyers gppear to be

choosing judges, not courts or legd regimes. It istrue that the lawyers choices may be characterized as
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apreference for particular procedures or predictable exercises of judicid discretion, but these
characterizations are just another way of saying “judges.” Lawyers like the way firgt Judge Balick, and
then Judges Walsh and Walrath, have managed and decided cases, and they want more of the same.

And they will get more of the same, so long as: (1) Judges Wash and Warath continue to St on
the Delaware bankruptcy bench; (2) Judges Walsh and Walrath do not get so overburdened by cases
that new cases get assigned to visiting judges, (3) Judges Wash and Warath are not supplemented by
Congressiona addition of seets to the Delaware bankruptcy bench, and Third Circuit appointments to
those sedts; (4) Congress does not dter or eiminate the “domicile’ venue option; or (5) Congress does
not create anew “Little Rock” -type United States court digtrict for the Eastern, Western, Northern,
Southern, or Central Digtrict of Delaware, causing Delaware bankruptcy judges to have cause to
compete with each other for cases of Delaware corporations.®

The purpose of the forgoing “parade of horribles’” isto point out the systemic helplessness of
Deaware in the Delawarization of corporate bankruptcy. While Delaware’ s status as adigtrict does
nat, in itsef, preclude it from engaging in jurisdictional competition with other didtricts, the structure of
federd court didricts severdy limits the potentia for such competition. Virtudly dl of the “supply Sde’
decison-making authority rests in the hands of two judges (and, to some extent, their superiors), while

virtudly al of the supply side gains are enjoyed (or visited upon) those same two judges.

PBlArkansasis divided, for purposes of the federal court system, into the Eastern Didtrict of
Arkansas and the Western Didtrict of Arkansas. These didtricts each have their own judges, but are
joined in Little Rock, where they share a United States Digtrict Court judge, the judge for the Eastern
and Western Didtricts of Arkansas.
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Wha's more: they are only human. Unlike Delaware corporate law, the humanity of the supply
sde of the jurisdictional competition equation is exhaudtible. Delaware corporate law can be said to
condtitute a“public good,” which has traditionaly been defined in neoclassca economics asonetheat is
inexhaudtible and non-exclusive.*®* Bankruptcy judges, to the contrary, are neither inexhaudtible nor
non-exclusve. At some point, and it is quite possible that point has aready been reached, the supply of
the services that lawyers are seeking through Delaware venue can no longer be provided. A judge can
be too busy to handle yet another case. Or too tired. Or both.

Bankruptcy judges are adso, for purposes of hearing cases, exclusve. A judge cannot be at
two hearings at the sametime. While the Delaware judges have, by al accounts, performed a masterful
juggling act, every new case limits the availability of the judge for any other matter. The humanity of the
bankruptcy judge, even the Delaware bankruptcy judge, isared limitation on further expansion the
supply of Wash and Walrath to the lawyers that crave them. In economic terms, at some point the
supply of the “thing” that lawyers want from Delaware venue becomes infinitely indagtic.>

The above discussion is not to suggest that Delaware venue, per se, islimited. Any number of
corporations can charter in Delaware, and any number of those that do can file bankruptcy petitions
there. But the purpose of sdecting Delaware venue is defeated, however, if the form is not

accompanied by the substance provided by Judges Wash and Warath.
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2. The Limits of “Intramura” Jurisdictional Competition

The association of the Delawarization of bankruptcy with the corporate charter debate may
have a serious and unfortunate consequence. It may serve as adigtraction from what is emerging asa
more significant debate over jurisdictional competition. The term “jurisdictional competition,” because
of the corporate charter debate, frequently cals to mind the horizontal competition that takes place
between states and nations. Y et jurisdictional competition need not be confined to the race for
corporate charters between Nevada and Delaware, or for welfare budgets between lllinois and
Wisconan. ™™ In the federdist system that is American government, jurisdictional competition takes
place on avertica plane aswell as a horizonta one.*®

Verticd jurisdictional competition, in the American sense, characterizes the separation of
powers between state governments and the federa government. Just as states compete againgt each
other in the race to supply desirable law and legd outcomes, the federal government isengaged in a
tension with state governments for alarger share of the divided sovereignty.®® Bankruptcy law is a part
of that tenson, in that it operates as a non-exclusive solution to the collective action problem that arises
when a debtor’ s assets are exceeded by its liabilities.®> Bankruptcy law, in avery red sense,

“competes’ with state debt collection law, with state insolvency law, and most importantly for present
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purposes, with state law of contract. Debtors and creditors can, and often do engage in forum
shopping between federal and state regimes in order to gain an advantageous disposition of their
relationship.

The foregoing discussion of vertica jurisdictiona competition suggests that there may be “more
than meetsthe eye” with respect to the Delawarization debate. The very red benefits that the Delaware
enthusiasts admire with regard to venue in that district may provide just enough satisfaction to parties,
particularly those involved in pre-packaged chapter 11's, to diffuse any sentiment for reform of
federalized, less than contractud, bankruptcy. Public choice theory suggests that too much enthusiasm
over Ddlaware s proclamed victory in the horizontal competition for reorganization cases may rob
inertiafrom the vertical competition over the current federad monopoly over corporate reorganization.
Deawarization, in other words, may coopt the cal for red, vertica jurisdictional competitionin

bankruptcy.

3. Red Jurigdictiona Competition in Bankruptcy
Just because the jurisdictiona competition between bankruptcy digtricts has fdlen short of being
reliable, long-term and systemic, it does not follow that red jurisdictiona competition cannot bring its
benefits to the world of corporate reorganization. In fact, much of the leading debate over the last
decade concerning corporate reorgani zation can be re-characterized as one of a jurisdictiona
competition of sorts. Thered jurisdictional competition story in corporate bankruptcy may not be one

of mere intramura, horizontal competition between federa digtricts applying federa bankruptcy law,
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but rather a verticd tension between federad bankruptcy law and private, contractua corporate

restructurings under state law of contract.

a The New Deal Monopoly vs. Contractarianism

Contractualism in corporate bankruptcy is most closely associated with the work of Professors
Robert Rasmussen, Randall Thomas, Douglas Baird and Alan Schwartz.® A contractualist approach
to bankruptcy can be thought of as one that recogni zes that the common pool collective action problem
which federa bankruptcy law is designed to solve can often be effectively and efficiently handled
through contractua “workouts’ between the debtor and its creditors.**

The contractualists appear to be pleased with the Delawarization of corporate bankruptcy.
This pleasureis due, in no smal measure, to the fact that much of the reorganization activity in Ddlaware
takes place through pre-packaged chapter 11 plans.®® These plans put into action the pre-negotiated,
consensua, contractua solutions that contractuaists argue are more efficient than the cumbersome
meanderings of atraditiona chapter 11 proceeding.*®! The bankruptcy court merely adds the force of
acourt order to what would otherwise be enforceable under ordinary notions of contract breach and

damages, and pullsin potentia free riders or hold-outs.1%?
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Recent musings by contractudists have suggested that pre-packs are only afirst step in the right
direction. A more satisfactory and socialy-welfare-enhancing gpproach might resemble a step back
into the nineteenth and early twentieth century world of the equiity receivership.1®® Under the equity
receivership, asingle lead creditor served as a coordinator of a corporate restructuring effort.1* The
effort was largely consensud, requiring the use of a state court’ s equitable powers to solve the
commons tragedy and its hold out and free-rider problems.!® While these solutions generaly satisfied
the parties involved, they increasingly raised darm among the generd public over the lack of
government control, influence, and oversight of large companies in indudtries that were S0 vitd to the
economic lifeblood of the nation.*®® When Franklin Delano Roosevelt was swept into office on awave
of populism, New Deder William O. Douglas, aformer Yae law professor, took the helm of the
Securities and Exchange Commission and pushed through the Chandler Act, essentidly capturing the
corporate reorganization business for the federa bankruptcy courts, and from the states.'®” The equity
receivership was dead.

Contractuaists appear to be pressing for aresurrection.

163B5rd and Rasmussen, U. Va. L. Rev.
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b. Haf Full, or More than Half Empty, and Dirty at That?

If contractualists are sincere in their desire for a consent-based, contractua approach to
corporate reorganizations, reminiscent of the genius of the equity receivership, then they might
reconsder their enthusiasm for the Delawarization of corporate bankruptcy. The evidence presented
here seems to suggest that the competition we are witnessing is persond, and not structurd. Itis,
therefore, fragile, and not permanent. If Congress were to, say, add afedera digtrict to Delaware,
gplitting the Secretary of State' s office right down the middle of its file cabinet, the predictability and
competence that draw cases to Delaware might disappear, making an anti-Delaware venue provison
unnecessary. The gppointment of more judges, or the retirement of the current ones might have the
same effect. In Professor Sked’ s terms, the glass may not be haf full; it might be more than haf empty,

and dirty & that.

V Concluson



