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WHITHER THE RACE: A COMMENT ON THE EFFECTSOF THE DELAWARIZATION OF
CORPORATE REORGANIZATIONS

Robert K. Rasmussen’
Randall S Thomas

INTRODUCTION

The war is over and Delaware has won. The “Delawarization” of bankruptcy law
appears complete. The reorganization of alarge, publicly held corporation under Chapter
11 of the Bankruptcy Code today will more likely take place in the Delaware Bankruptcy
Court than in any other jurisdiction.* The bankruptcy judges and lawyers in Delaware are
no doubt pleased with this state of affairs, while many of their counterparts in other
jurisdictions look to Delaware with envy.? While few question that Delaware is the
preferred forum for public corporations seeking to reorganize, it remains hotly contested
whether that is a good thing. In other words, the race isto Delaware; but is it to the top,
the bottom, or somewhere in between?

To answer this normative question, one needs a theory explaining why the
managers of afirm, advised by their lawyers, decide to file in one jurisdiction as opposed
to another. Some have argued that firms prefer to file in Delaware because the Delaware
Bankruptcy Court is the fastest and most efficient processor of Chapter 11 cases.®* Others

see a nefarious attempt on the part of managers of firm to shop for a forum that will

" Professor of Law, Director, Joe C. Davis Program in Law and Economics, Vanderbilt Law School.

" Professor of Law, Vanderbilt Law School. We would like to thank Lynn LoPucki for generously sharing
his bankruptcy database with us.

! See Theodore Eisenberg & Lynn M. LoPucki, Shopping For Judges: An Empirical Analysis of Venue
Choicein Large Chapter 11 Reorganizations, 84 CORNELL L. Rev. 967, 977-82 (1999); Robert K.
Rasmussen & Randall S. Thomas, Timing Matters: Promoting Forum Shopping by Insolvent Corporations,
94Nw. U.L.REV.__,__ (2000).

2 See Rasmussen & Thomas, supranote 1, at __ (detailing efforts by the Houston bankruptcy judges to
induce local attorneysto file in Houston rather than Delaware).



promote their interests at the expense of shareholders and creditors.* Still others view the
matter as more complex, with some of the reasons for going to Delaware beneficial from
the perspective of social welfare while other reasons are suspect.®> The normative
desirability of the stampede to Delaware remains a contested issue.

Lynn LoPucki and Sara Kalin purport to provide the answer in their article in this
issue of the Vanderbilt Law Review.® According to them, Delaware' s victory has been
something of a mistake. Supposedly, those who took firms to Delaware to reorganize
simply did not know what they were getting themselvesinto. A firm that reorganizesin
Delaware, it turns out, is four times as likely to file a second bankruptcy petition asis a
firm that reorganizes in another jurisdiction. “[T]he parties who stood to lose in afailed
Delaware reorganization simply underestimated the likelihood of failure.”” The
conclusion that the players in the reorganization game did not understand the risk
inherent in choosing the Delaware bankruptcy court leads directly to LoPucki and Kalin's
policy prescription—give the market more information. They endorse the proposition
that competition among bankruptcy courts can lead to desirable results,® and seek to
promote competition by providing the relevant actors with more information.

LoPucki and Kalin have increased our understanding of bankruptcy practice in

Delaware. Firms that reorganize there often need a subsequent reorganization. We have

3 See, e.g., David A. Skeel, Jr., Bankruptcy Judges and Bankruptcy Venue: Some Thoughts on Delaware, 1
DEL. L. Rev. 1 (1998) [hereinafter Skeel, Bankruptcy Judges|; David A. Skeel, Jr., Lockups and Delaware
Venuein Corporate Law and Bankruptcy, 68 U. CIN. L. REV. __ (2000) [hereinafter Skeel, Lockups)].

“ See Eisenberg & LoPucki, supra note 1, at 1001-03.

® See Rasmussen & Thomas, supranote 1, at .

6 Lynn M. LoPucki & SaraKalin, The Failure of Public Company Bankruptciesin Delaware and New
York: Empirical Evidence of a “ Race to the Bottom” , 54 VAND. L. REv. __ (2000).

"Id.at__. [ME/EIC: Pages following note 19, in Introduction]

8 We also endorse competition among bankruptcy courts, so long as the decision of where to file is made at
atime when the interests of the firm’s managers coincide with the goal of maximizing firm value. See
Rasmussen & Thomas, supra note 1, at .



no quarrel with their factual findings. Naked facts, of course, do not generate
conclusions. What one needs is a theory that explains the facts. We maintain that
LoPucki and Kalin's facts do not necessarily lead to the conclusions that they draw,
especially the conclusion that market players are unable to assess legal regimes.® This
assertion, if true, would have impact well beyond bankruptcy law and even corporate law.
The data that they generate, however, does not justify their sweeping conclusions.

In this reply, we proceed as follows. First, we set forth our theory of venue
choice in bankruptcy law, suggesting why competition among bankruptcy courtsiis likely
to be efficient as to prepackaged bankruptcies, but may not be efficient as to traditional
Chapter 11 cases.’® Given that there are theoretical reasons to distinguish between these
two types of proceedings, we find particularly troubling LoPucki and Kalin's failure to
separate fully the data into one set consisting solely of prepackaged bankruptcies and
another set consisting solely of traditional Chapter 11 proceedings. We then examine the
guestion, not studied in detail by LoPucki and Kalin, of what refiling rates can tell us. In
particular, LoPucki and Kalin have looked at one type of capital restructuring after an
initial reorganization—a second bankruptcy—but have neglected to scrutinize the reasons
why alarge number of firms, well over half, dropped out of their study. Their conclusion
that market players do not understand the effect of filing in Delaware depends upon

“failure” being defined exclusively as the initiation of a second bankruptcy proceeding.

° We recognize that market actors do need information to make sound decisions. Delaware, however, has
been the forum of choice for over fiveyears. We believe that this period of time, coupled with the
relatively small nature of the reorganization bar—which allows for rapid dissemination of reorganization
practice—is sufficient to provide the parties with accurate i nformation about the consequences of deciding
tofilein Delaware.

10 Competition in this setting does not necessarily require bankruptcy judges to alter their behavior in order
to attract cases. To be sure, they very well might. See Rasmussen & Thomas, supra note 1, at . Evenif
the prospect of attracting alarge Chapter 11 case does not affect judicial behavior, thereis still competition
in the sense that firms will select from available jurisdictions the one they believe best suits their needs.



Moreover, their focus on the costs of a second bankruptcy proceeding fails to
consider the possibility that there is an optimal, non-zero amount of refilings. Imbedded
in their analysis is the assumption that reorganization costs are the same across
jurisdictions. The fact that Delaware seems to handle its cases more quickly than other
jurisdictions provides a potential reason why it may be rationa to file for bankruptcy in
Delaware, even if one assumes that having to undergo a second bankruptcy proceeding is
codtly.

Finally, we show that, even if refiling rates were significant in and of themselves,
LoPucki and Kalin's statistical analysis, which rests on univariate rather than multivariate
analysis, may fail to disclose other, more plausible explanations for the disparity in
refiling rates. In the end, the tantalizing data that LoPucki and Kalin produce forces us to
focus sguarely on how one measures the success of any bankruptcy regime.

|. THE RACETO DELAWARE

The debate over the Delawarization of bankruptcy law parallels a more general
debate about the behavior of publicly traded firms. The most enduring debate in
corporate law over the last three decades is whether the well-known tendency of large,
publicly traded firms to incorporate in Delaware increases or decreases socia welfare.
Some scholars see a competitive market that generates a race to the top, others suspect a
blatant attempt by states to cater to the whims of corporate managers that produces a race
to the bottom, while still others find a more ambiguous state of affairs.* Not

surprisingly, numerous studies have attempted to answer this question empirically. In our

11 For asummary of these positions, see [AU: Cite?].



reading of the literature, the best evidence indicates that incorporating in Delaware adds
valueto afirm.*

Bankruptcy practice and scholarship has followed a ssmilar course. Today, large,
publicly held corporations are more likely to file for Chapter 11 in Delaware than in any
other jurisdiction. This tendency is of more recent vintage than the preference to
incorporate in Delaware. While the dominating presence of Delaware in the corporate
setting dates back eighty years, the rise of Delaware in the bankruptcy setting has
occurred within the last ten.** Neverthel ess, bankruptcy scholars have been quick to
catch up with the more established debate. Indeed, they have borrowed heavily from it.**
Asin the chartering context, the debate in the bankruptcy context has been over whether
the race to Delaware is to the top, to the bottom, or somewhere in between. As with the
debate over incorporation, empiricists are trying to select among theories by measuring
reaity.

LoPucki and Kalin’s source for their attempt to find a yardstick by which to
measure the competing theories is Professor LoPucki’ s database, which consists of all

large, publicly traded firms that have filed for bankruptcy since the adoption of the

2 The most recent and comprehensive study finding positive value from incoporations in Delaware is
ROBERT DAINES, DOES DELAWARE LAW IMPROVE FIRM VALUE? (draft). LoPucki and Kalin claim that the
extant studies only show that investorsbelieve that firmsincorporating in Delaware are worth more than
firmsincorporating elsewhere. There are, of course, anumber of measure by which one can attempt to
evaluate firm performance. One can look at sales, profits or cash flows. If LoPucki and Kalin were
correct, one would expect that firms with similar financial characteristics would be valued differently based
on where they were incorporated. They have not attempted to make such a showing. Moreover, to the
extent that LoPucki and Kalin explain the preference for Delaware bankruptcy courts as the result of alack
of information, it is hard to imagine how this explanation could carry over to the incorporation setting. The
effect of incorporating in Delaware has been the subject of intense scrutiny for the past three decades.

13 See Eisenberg & LoPucki, supra note 1, at 983-87; Rasmussen & Thomas, supra note 1, at __; Skeel,
Bankruptcy Judges, supra note 3, at __; Skeel, Lockups, supra note 3, at __.

14 Our debt in thisregard is obvious. See Rasmussen & Thomas, supra note 1, at .

15 |_oPucki has been aleader in detailing the changing pattern of venue selection for large, publicly held
bankruptcies over the past 15 years. He co-authored both the first study on venue selection, see generally
Lynn M. LoPucki & William C. Whitford, Venue Choice and Forum Shopping in the Bankruptcy



Bankruptcy Code. Analyzing this data, LoPucki and Kalin claim to have resolved the
issue of how well Delaware performs in the bankruptcy context, and perhaps to have shed
light on the debate in the corporate arena as well. The variable that they have examined
is the propensity of firmsto file for a second reorganization. They find that firms
reorganizing in Delaware are four times as likely to file for bankruptcy a second time as
are firms reorganizing elsewhere.*® They conclude that this tendency proves that the
current system has failed.

Alas, while we are fans of empirical analysis and applaud LoPucki and Kalin's
effort, we cannot agree. Our response to LoPucki and Kalin's finding requires that we
first summarize our theory of what is going on in Delaware. We have not offered a
simple “Deaware Good” nor “Delaware Bad” story. Our theory is a bit more complex.
We have argued that, in ascertaining whether the preference of firmsto file for
reorganization in Delaware is beneficia or not, one has to look at the incentives facing
those who make the filing decision—the firm’s managers and their lawyers. The
incentives that they face differ according to the type of bankruptcy proceeding being
initiated.

There are two general types of Chapter 11 proceeding initiated by large, publicly
held companies—prepackaged bankruptcies and traditional, full-blown Chapter 11

bankruptcies. A prepackaged bankruptcy hinges on agreement. The managers of afirm

Reorganization of Large, Publicly Held Companies, 1991 WIs L. Rev. 11, and one of the first studies
detailing the emerging preference for Delaware, see generally Eisenberg & LoPucki, supra note 1.

16 |oPucki and Kalin also discuss the refiling rate of firmsthat filed for bankruptcy in the erstwhile forum
of choice, the Southern District of New York. LoPucki & Kalin, supra note6, at . [ME/EIC: Pages with
notes 38-45, in Part |1.C; pages with notes 111-117, in Part 111.B] We limit our focus in the main text to
Delaware, the current venue of choice. Asto the Southern District of New Y ork, we have expressed our
doubts as to whether it advanced overall welfare when it was the venue of choice. See Rasmussen &
Thomas, supra note 1, at __. For the reasonsthat we state in the text, however, we do not believe that
LoPucki and Kalin’sfinding of elevated refiling rates necessarily supports the conclusion that the



in financia distress negotiate with the firm's main creditors over a plan of reorganization
prior to the filing for bankruptcy. A bankruptcy petition is filed only after agreement
among the creditors has been reached on the new debt structure. The benefit of a
prepackaged bankruptcy, as opposed to an out-of-court restructuring, is that bankruptcy
eliminates the holdout problem endemic in out-of-court restructurings. Absent
bankruptcy, debt holders cannot have their claims reduced without their consent. This
creates a collective action problem. When a firm needs to alter its capita structure,
individual creditors may opt not to participate in arestructuring that benefits the creditors
asawhole. They hope that, by not agreeing to reduce their own claims, other creditors
will reduce theirs.*

A prepackaged bankruptcy eliminates this incentive for strategic behavior.
Chapter 11 begins by placing creditors in classes according to the type of claim that they
hold.*® It then allows a mgjority of creditorsin each class who hold over two-thirds of the
debt to bind the dissentersin that class.*® Prepackaged bankruptcies are thus consensual
arrangements between managers and the mgjority of creditors. The requirement of the
Bankruptcy Code that all claimsin a given class be treated identically reduces the ability
to appropriate value from dissenting creditors. A majority can bind the dissent only by
agreeing to the same treatment. Indeed, managers have an incentive to ensure that
creditors do not complain about their treatment. Any dispute that requires litigation to

resolve robs the prepackaged bankruptcy of one of its most attractive features, speed of

preference for the Southern District was socially detrimental.

17 For an extended discussion of this point, see generally Mark J. Roe, The Voting Prohibition in Bond
Workouts, 97 YALE L.J. 232 (1987); Robert Gertner & David Scharfstein, A Theory of Workouts and the
Effects of Reorganization Law, 46 J. FIN. 1189 (1991).

1811 U.S.C. § 1122(a) (1994).

1911 U.S.C. § 1126(c) (1994).



completion.?® On average, prepackaged bankruptcies last roughly one month from filing
to completion.?* Thisisless than ten percent of the time required for a traditional Chapter
11 proceeding. *?

Given the overriding necessity of having all affected classes of creditors agree to
the proposed new capital structure, we have argued that prepackaged bankruptcies tend to
promote the joint welfare of the firm’s owners.”® We have also asserted that having a
single jurisdiction speciaize in prepackaged bankruptcy makes a good deal of sense.?
We have concluded from the available evidence that, at worst, the Delaware bankruptcy
court is doing as good a job as any jurisdiction in handling prepackaged bankruptcies.
Delaware undoubtedly handles prepackaged cases faster than any other jurisdiction when
measured by both the mean and median times. While one cannot rule out the hypothesis
that these faster times are the result of chance,? it remains that Delaware appears to be
faster. When managers have to select a forum, they must base their decision on available
evidence. They cannot wait for statistical significance. To the extent that speed isa
virtue, they have a compelling reason to select Delaware. Removing Delaware as an
appropriate place for filing prepackaged cases has little to commend it.?

We have been more agnostic on whether the preference for firmsto file in

Delaware when they sought a full-blown reorganization under Chapter 11 promoted

20 For extended elaboration of the mechanism of a prepackaged bankruptcy, see Rasmussen & Thomas,
supranotel, at _ .

21 See Rasmussen & Thomas, supra note 1, at .

22 See Eisenberg & LoPucki, supra note 1, at 987-92.

2 Rasmussen & Thomas, supra note 1, at .

2d.at .

25 professors Eisenberg and LoPucki found that the quicker mean time in Delaware was not statistically
significant, Eisenberg & LoPucki, supra note 1, at 990-91, but a second study concluded that the median
times were statistically significant, see Maria Carapeto, Does Debtor-in-Possession Financing Add Value?
24-25 (Working paper, March 12, 1999).

26 Given the significant difference between a prepackaged bankruptcy and atraditional Chapter 11
proceeding, it would have been useful if LoPucki and Kalin had analyzed traditional Chapter 11 cases



overall social welfare. The managers of a firm and the lawyers who advise them will
look after their own interests. In the situation of a prepackaged bankruptcy, they have to
get the creditors to agree with them. Thisis not the case in the traditional Chapter 11
bankruptcy. Here, disagreement between managers and creditors is common—nboth over
the deployment of the firm’s assets and the treatment of creditors' claims—and
proceedings, on average, last over one year.”” We have assumed that counsel would
advise managers where to file, and we have identified three reasons why lawyers would
prefer one forum over another: predictability of decisions by the jurisdiction (a notable
factor given that jurisdictions often have more than a single bankruptcy judge), a track
record of decisions by the bankruptcy judge that favor the firm’s managers, and the
routine approval of attorneys’ fees.

The first of these reasons arguably benefits al of afirm’s claimants.
Predictability in law, especidly in the corporate area, is generally thought to be a good
thing.?® The routine approva of attorneys’ feesis a more ambiguous matter. Attorneys
fees are paid from the estate, so managers arguably have little incentive to monitor these
fees. Still, there may be other constraints on fees. We know of no evidence suggesting
that corporate bankruptcy attorneys are compensated at a greater rate than corporate
attorneys generally. It may be that judicial approval of fees pegged at the market rate is
necessary to attract the top legal talent. All parties may benefit when the debtor can
afford to hire the best attorneys.

Perhaps the most likely reason why managers would not choose the

reorganization forum that benefits al those with an interest in the firm is that the interests

separately rather than lumping them with prepackaged cases.
27 See Rasmussen & Thomas, supra note 1, at .



of managers diverge from those of creditors at the time a traditional Chapter 11 begins.
Managers may want to control the Chapter 11 process. Crucia hereis the ability to
remain in charge and to retain the exclusive authority to file a plan of reorganization.
The inability of creditorsto file a competing plan can induce creditors to agree to a plan
of reorganization offered by management ssmply to terminate the proceeding.
Jurisdictions may also differ in their willingness to replace existing managers during the
proceeding. Thus, we have suggested that managers may choose to file in ajurisdiction
that promotes their interests at the expense of creditors. We have not been able to
conclude, on balance, which of the various incentives dominates.

The normative conclusion that we have drawn from this analysisis that prior
commentators who have argued for constricting venue choice have gotten the
prescription exactly backwards. To the extent that there is a problem with forum
selection, it is not that there are too many forums to choose from; rather, there are too
few. Bankruptcy judges evidently want to attract these cases to their courts. Competition
can be agood thing. The key to our proposal is to change the time at which the selection
ismade. We have proposed that venue rules be changed so that firms can commit in
advance to filing in any particular jurisdiction in the event that a reorganization is
necessary.

LoPucki and Kalin's data offer little insight into the validity of our theory. Our
theory differentiates between traditional Chapter 11 cases and prepackaged bankruptcies
based on the incentives that mangers face when they decide in which venue to file. There
is a second reason for differentiating between these two types of proceedings. We

suspect that firms filing for prepackaged bankruptcy may differ significantly from firms

B Seeid.at .
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filing atraditional Chapter 11 proceeding. This difference stems from the nature of the
two proceedings. A prepackaged bankruptcy allows afirm to adjust its capital structure,
but it is not a good vehicle for changing its operations. A full Chapter 11 proceeding, on
the other hand, allows both an adjustment of capital structure and a revamping of
operations. Thus, one would expect prepackaged bankruptcies to be initiated when the
firm’s managers believe that the firm may be experiencing only financial distress and not
economic distress. If the managers conclude that the firm is facing both financial and
economic distress, the better choice isto file for Chapter 11. To be sure, there is the
possibility that a firm filing a prepackaged bankruptcy may in fact be facing economic
distress aswell. We would expect these firms to file a second reorganization petition,
this for atraditional Chapter 11 proceeding.? Our point is that, on average, one would
expect firms that file a prepackaged bankruptcy to be less in need of restructuring their
operations than firms seeking a full-blown reorganization under Chapter 11. Thus, we
believe that, to assess the effects of venue choice, it is necessary to separate prepackaged
and traditional Chapter 11 cases.

LoPucki and Kalin completely fail to adhere to this separation. The first set of
data that they report, most prominently in Tables 4 and 5, lumps both types of
proceedings together. For the reasons that we have discussed, we believe that such
combination is not justified. Nowhere do they analyze traditional Chapter 11 casesas a

discrete data set. This being the case, we see no evidence as to how Delaware is

29 1n this respect, one can view the filing of a prepackaged bankruptcy as an attempt by managers to screen
out the cause of the firm’sfinancial distress. If the distressis caused only by a mismatch between the
capital structure and the firm’s operations, the prepackaged bankruptcy should solve the problem. If the
distressis caused by the firm’s operations as well, one would expect that a second reorganization
proceeding is needed. Note herethat this second reorganization proceeding should not be considered a
failure of the first bankruptcy proceeding. Thefirst proceeding was designed to separate out those firms
that need afull-blown Chapter 11 proceeding from those that do not.

11



performing in the handling of traditional Chapter 11 cases as compared to all other
jurisdictions.

LoPucki and Kalin do, however, break out the data for prepackaged bankruptcies.
They claim that they get a statistically significant difference between Delaware and other
bankruptcy courts in this area, with Delaware prepackaged bankruptcies more likely to
need a second reorganization. To get this significance, however, they have to limit their
data set in two ways. The first is that they limit their focus to cases filed after 1990. The
reason for thisfocus is that Delaware only became the preferred venue at that time. We
understand the reason for this exclusion and do not quarrel with it. We bring it up only to
note that the effect of this exclusion is to remove two cases from the data set, none of
which filed in Delaware. One of these two cases eventually resulted in a second petition
being filed. The fact that such a small change in the data affects whether the results are
statistically significant gives us pause in placing too much reliance on the conclusions.

The second limitation that LoPucki and Kalin make is, to our minds, more
troubling. They compare Delaware bankruptcy courts to other bankruptcy courts
excluding the Southern District of New York. This exclusion is significant in that the
Southern District had three prepackaged bankruptcy cases, one of which filed for
bankruptcy a second time. Given that adding two cases to the data set, one of which
refilled, would prevent a finding of statistical significance, it may be that adding these
three cases, one of which refiled, would also undo LoPucki and Kalin's finding of
statistical significance. Thus, the reason for the exclusion of these cases must be
examined. To be sure, in the period before 1990, the Southern District of New Y ork was

the venue of choice for large, publicly traded firms filing for bankruptcy. Y et we see no



logical reason why this would lead to the exclusion from the data set of cases that were
filed after the Southern District had lost its status as the venue of choice. If one wants to
measure how well Delaware performed in the 1990s, it should be measured against all of
its competitors. We therefore cannot conclude anything definitive about the relationship
between venue choice and refiling rates in either the tradition Chapter 11 or prepackaged
bankruptcy context.

Though it does not appear to be statistically significant, the LoPucki and Kalin
datais suggestive. We certainly cannot prove that there is no correlation between venue
choice and refiling rates in either traditional Chapter 11 cases or prepackaged
bankruptcies. It may well be that, as the number of cases in the data set increases over
time, a statistically significant correlation will emerge. We thus believe it prudent to
address the possible implications of finding higher refiling rates for firms emerging from
bankruptcy court in Delaware. In short, we do not believe that higher refiling rates
necessarily imply that the Delaware bankruptcy court is performing worse than its peers.
First, we do not find refiling rates to be an accurate barometer of the performance of a
bankruptcy court. Second, even if refiling were indicative of judicia performance, it may
be that a high refiling rate increases overall social welfare. We address these pointsin
turn.

[I. WHY REFILINGS?

LoPucki and Kalin offer two reasons why a second petition should be treated as a
failure of theinitial bankruptcy proceeding. They argue that such treatment is warranted
because the Bankruptcy Code condemns refilings and because refilings are costly.*°

Neither argument supports their conclusion. The Code, in fact, does not condemn

13



refilings. Rather, it only requires that the bankruptcy judge approving a plan of
reorganization determine that “confirmation of the plan is not likely to be followed by the
liquidation, or the need for further financial reorganization, of the debtor.”** The Code
thus does not require that refilings be avoided at all costs. Rather, it only requires that a
plan of reorganization is not likely to lead to a second reorganization. Roughly 70% of
the firms that file in Delaware do not need a second reorganization. It thus appears to us
that this statutory requirement is being met. Indeed, as we show below, there may be an
optimal, non-zero rate of refiling. 1n other words, the Bankruptcy Code seeks to bar too
high arefiling rate; it does not seek to eliminate refilings atogether.

The second reason LoPucki and Kalin offer as to why the filing of a second
bankruptcy petition implies that the first proceeding should be considered a failure is that
high costs are associated with bankruptcy, and a second petition implies that these costs
are incurred a second time.** This observation is no doubt true. It does not, however,
justify arigid focus on refiling rates for at least three reasons.

The first problem with focusing exclusively on refiling rates is that a reoccurrence
of financial distress does not necessarily lead to a second bankruptcy proceeding.
Financial distress, even when it does not lead to a bankruptcy petition, is costly. A firm
in financia distress may be aripe candidate for a takeover, it may put itself on the
auction block, it may initiate an out-of-court restructuring, or it may have to sharply
curtail (or even eliminate) its operations. A Chapter 11 proceeding that leaves the firm

vulnerable to financial downturns may lead to results other than a second bankruptcy

petition.

30| oPucki & Kalin, supra note 6, at__. [ME/EIC: Pages with notes 16-19, in Introduction]
3111 U.S.C. § 1129(a)(11) (1994).

14



A quick glance at LoPucki’ s data highlights the problem. By our count, of 183
firmsin LoPucki’s data set, only seventy-six (42%) are still being followed. Fifty-eight
percent of the firms that emerged from Chapter 11 no longer meet the criteria LoPucki
established for being followed. Of the thirty-two firms that emerged from reorganization
in Delaware, thirteen (41%) remained in the data set by the cutoff date. For al other
jurisdictions, sixty-three of 151 (42%) remained under observation to the end of the
period. To be sure, given that Delaware cases, on average, tend to be younger, it may be
that Delaware firms are more likely to fail to meet the criterion for being followed. We
have not been able to verify this proposition one way or the other from the data we have.
Still, it is striking that less than half of the companies reorganized under Chapter 11 fail
to meet the standards for being followed, and there is no obvious difference between
Delaware and other jurisdictions. Thus, once the focus is on companies that have
remained in the data set to the end of the study period, we see no results in the data
suggesting that Delaware fares worse than its competitors.

A second reason refiling may not be afair indicator of a court’s performance is
that LoPucki and Kalin fail to distinguish adequately between arefiling after a traditional
Chapter 11 proceeding and arefiling after a prepackaged bankruptcy. One would expect
a higher rate of refiling after a prepackaged bankruptcy than after atraditional Chapter
11. A firminfinancial distress may or may not be in economic distress as well. If the
firm is suffering from only financial distress, all that is needed is a new capital structure.
If it is suffering from economic distress as well, however, it needs to revamp its
operations. Yet it may be unclear to those in charge if afirm in financial distressis also

in economic distress. Diverting all cash flow to debt service may prevent an accurate

32 | oPucki & Kalin, supra note6, at __. [ME/EIC: Page with note 19, in Introduction]

15



assessment of how the firm would operate were some of that cash flow retained in its
operations. In this ambiguous situation, it would seem to be arationa strategy to attempt
a prepackaged bankruptcy. If in fact the firmisonly in financial distress, the
prepackaged bankruptcy should relieve that distress. If, however, it turns out that, even
with the new capital structure, the firm continues to lose money, the firm is probably in
economic distress as well, and a more expansive Chapter 11 proceeding is needed. A
prepackaged bankruptcy can be used in this way as a means to ascertain whether the firm
is suffering from economic distress in addition to financia distress. The fact that a full-
blown Chapter 11 proceeding follows a prepackaged bankruptcy cannot thus be viewed
as afailure of the system.

The third reason the cost of a second refiling does not justify focusing on refilings
is that there may be an optimal, non-zero refiling rate. Bankruptcy proceedings are costly
affairs, but they do not have afixed cost. An unstated premise of LoPucki and Kalin's
article is that the initial bankruptcy proceeding costs the same regardless of the
jurisdiction handling the case. Once one relaxes that assumption—and there is empirical
evidence justifying such a relaxation—the benefits of a cheaper, less extensive Chapter
11 proceeding may exceed the costs of increasing the necessity of a second
reorganization.

We start with the proposition that Delaware processes it bankruptcy cases more
quickly than other jurisdictions do. There is empirical support for this proposition. *
Bankruptcy proceedings have direct costs and indirect costs. Direct costs include the fees
paid to various professionals such as lawyers, advisors and accountants. These fees may

be correlated roughly with the length of the bankruptcy proceeding. The longer the
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proceeding, the greater the fees. The indirect costs of bankruptcy, which may well
exceed the direct costs,** stem from the distraction caused by Chapter 11. Thefirm's
managers must focus on the reorganization proceeding rather than running the firm.
Creditors may be hesitant to deal with afirm in bankruptcy. Moreover, it seems fair to
assume that these indirect costs are directly correlated with the length of time that a firm
remains in bankruptcy. It logically follows that quicker bankruptcy proceedings will, on
average, be cheaper affairs.

To be sure, there is a cost attached to quickness. Speed may indicate a less
thorough-going examination of the needs of the reorganized entity. As LoPucki and
Kalin intimate, enough questions may not be asked, or managers may be retained when
they should be shown the door.** Operating plans may be approved that, on reflection,
would have been jettisoned. Thus, there may be a trade-off between the cost of a
procedure and the results. Such tradeoffs are ubiquitous in law. *

The fact that one has to make tradeoffs gives us no insight as to what the
appropriate balance is. It may well be the case that al the owners of afirm benefit from a
quicker proceeding even though such a proceeding is more likely to lead to a subsequent
refiling. To be concrete, assume there is a 70% chance that a firm filing for
reorganization in Delaware will emerge as a healthy company that will not need to refile.

Filing in another jurisdiction leads to a 90% chance that the firm will emerge as a healthy

3 [AU: Cite?]

34 See generally Gregor Andrade & Steven N. Kaplan, How Costly is Financial (Not Economic) Distress:
Evidence from Highly Leveraged Transactions that Became Distressed, 53 J. FIN. 1443 (1998); Edward |.
Altman, A Further Empirical Investigation of the Bankruptcy Cost Question, 39 J. FIN. 1067 (1984).

35 | oPucki & Kalin, supranote6, at __. [ME/EIC: Page with notes 103-105, in Part I11.A]

% See, e.g., Mathews v. Eldrige, 424 U.S. 319, 334-35 (1976) (concluding that, in procedural due process
cases, the Supreme Court must consider “three distinct factors: First, the private interest . . . affected by
official action; second, the risk of an erroneous deprivation of such interest through the procedures used . . .
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company. These numbers roughly approximate those generated by LoPucki and Kalin.
LoPucki’s prior work in this area, done with Ted Eisenberg, shows that Delaware
processes atraditional Chapter 11 case, on average, in 510 days. Other jurisdictions
(excluding New Y ork, which needs, on average, 765 days to conclude a case) process a
casein 620 days.*” Stated differently, Delaware processes a case in roughly 80% of the
time as do other jurisdictions. Assume, for the sake of argument, that the overall cost of
bankruptcy, which includes both direct costs and indirect costs, is directly proportional to
the amount of time spent in bankruptcy. Thus, the cost of proceeding in Delaware would
be 80% of the cost of proceeding in another jurisdiction.

These numbers would lead one to hope that the managers would choose to filein
Delaware, even though a subsequent refiling is three times as likely. The expected cost

of proceeding in Delaware is given by the cost of the first proceeding plus the expected
cost of any future proceeding, discounted to present value. Symbolically, cg=D + dpD,

where D is the cost of a Delaware proceeding, d isthe firm’s discount rate, and p is the

probability of refiling in Delaware.®® For filing the first reorganization case in another
jurisdiction, the cost is given by ¢, = O + dqO, were O is the cost of proceeding in the
other jurisdiction, and q is the likelihood of having to refile in that jurisdiction. Recall
that p=.3in Delawareand q = .1, and that D = .8[Q]. Plugging these valuesin, we get a
cost of filing in Delaware of .8[Q] + .24dO and a cost of filing in other jurisdictions of O

+.1dO. When one subtracts the cost of filing in Delaware from the cost of filing in

and finally . . . thefiscal and administrative burdens that the additional or substitute procedural requirement
would entail™).

37 See Eisenberg & LoPucki, supra note 1, at 989.

38 \We are assuming here that only two filings are possible. To extent that a second bankruptcy would have
a 30% of leading to athird (an issue on which we have no data), this would affect the numbers slightly,
though the general point would follow through.
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another jurisdiction, filing in Delaware is less expensive, even considering the cost of
being three times as likely to need a subsequent reorganization, so long as .20 - .14dO >
0, or 1.43>d. Thus, filing in Delaware will be cheaper as long as the firm’s discount
rate is less than 143%. Given that it isimpossible to imagine a firm having such a high
discount rate—it would mean that $1.00 in the future is worth $1.43 today—it is easy to
see that filing in Delaware may be the cost-effective choice.

To be sure, our simple formula may not include all costs of refiling, and there
may be a more complicated relationship between the time in bankruptcy and the cost of
bankruptcy.** More complex models could be developed. Our basic point is not that we
have correctly captured the costs of refiling; rather, it isthat, even if one assumes refiling
to be costly in the abstract, one cannot be sure that Delaware’s higher refiling rate is
inefficient. When evaluating any product, price is always an attribute to be considered.
Given that we know that Delaware is faster, before condemning the Delaware refiling
rate, we need to know more about the price at which Delaware is selling its product.

It follows from all of this that refiling rates, in and of themselves, do not
necessarily provide a benchmark for measuring reorganization practice. This observation
exposes perhaps the most crucial problem with LoPucki and Kalin’s project: it failsto
offer arobust definition of what constitutes a successful Chapter 11 proceeding.

In attempting to assess Chapter 11 practice, LoPucki and Kalin focus only on
firms that have emerged from Chapter 11 as operating companies. Y et this focus seems

unduly narrow. Recall, for example, that LoPucki’ s sample began with 240 cases, and

39 For example, our model implicitly assumes that all refilings occur after asingle period. A more complete
model would discount the cost of refilings based on the number of periods between the first bankruptcy and
refiling. Such arefinement would, of course, reduce even further the expected cost of a second bankruptcy

proceeding.
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over 21% of these firms were liquidated® rather than reorganized. Do these cases
represent a success or failure of Chapter 11? Were one to view the goal of Chapter 11 as
reorganization at al costs, this 21% would be afailure. But asale of the assets can often
be viewed as a success. Indeed, academics have argued strongly that an auction, as
opposed to a reorganization, is the best way to resolve the financial distress of large,
publicly held companies.** To be more concrete, consider the case of ICO Glaobal
Communications Ltd.** 1CO filed for bankruptcy in Delaware in August 1999. In
October 1999, Craig McCaw in essence agreed to buy 80% of the firm for $1.2 billion.
|CO emerged from bankruptcy on May 17, 2000, and was immediately merged with
another firm owned by McCaw. By all accounts, this was a much better outcome than
most anticipated when 1CO filed for bankruptcy.*® Yet this case, had it ended prior to
LoPucki and Kalin's cutoff date, would not have been included in the data set because it
was not an independent firm after bankruptcy.

Ultimately, successin a Chapter 11 proceeding is measured by whether the assets
were deployed to their highest valued use, whether the firm had a capital structure
consistent with its revenues, and whether these two objectives were achieved in the most
cost-effective manner.** To be sure, refiling is evidence that this may not have occurred.
As we discuss more fully below, a firm may need a second reorganization because it may

have failed to reduce its debt load sufficiently in the first reorganization, it may have

40| jquidation in this context includes sales of assets as going concerns, not just piecemeal liquidations.

“! See Douglas G. Baird, The Uneasy Case for Corporate Reorganizations 15 J. LEGAL STUD.127 (1986);
seealso Lucian A. Bebchuk, A New Approach to Corporate Reorganizations, 101 HARV. L. Rev. 775
(1988); Philippe Aghion, Oliver Hart & John Moore, 8 J.L. ECON. & ORG. 523 (1992); Robert Hanson &
Randall Thomas, [AU: Cite?]

“2 The timing of the ICO Global bankruptcy is such that it is not included in Professor LoPucki’s data set.
“3 See Scott Thurm and Paul M. Sheer, Deals & Deal Makers: |CO, Wasserstein Clash in Battle over Hefty
Bailout Fee, WALL ST. J,, Aug. 29, 2000, at C1.

“4 See Robert K. Rasmussen, The Ex Ante Effect of Bankruptcy Reform on Investment | ncentives, 72 WASH.
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retained a suboptimal business strategy, or it may have done both. Perhaps these firms
should have had a different plan of reorganization, or perhaps they should have been
auctioned off. Yet it may be that some firms emerging from Chapter 11 and not refiling
should have been sold during bankruptcy. Before condemning or condoning Delaware,
one needs arobust theory of what constitutes a successful Chapter 11 proceeding. A
simple focus on refiling rates smply will not do.
[1l. THE DIVERGENCE BETWEEN DATA AND CONCLUSIONS

While a simple focus on refiling rates cannot tell us whether the stampede to
Delaware for corporate reorganizations should be applauded or opposed, we could still
learn something from the data LoPucki and Kalin have generated. In particular, we
could discern what it is about reorganization in Delaware that leads to a higher refiling
rate.*> If we knew the causes of the refiling rate, we would be in a better position to
assess its normative impact. This would require a multivariate analysis of the causes of
refiling rates.

Statistical analysis of multivariate empirical data normally proceeds in two steps.
First, the researcher formulates a well-articul ated theory about what they are trying to
prove or disprove. For example, if the scholar wishes to test whether increasesin
variable X lead to increases in variable Y, then she must provide a theory of why this
should betrue. Inthis case, LoPucki and Kalin have assumed the burden of providing us
with a theory explaining why more companies making bankruptcy filings in Delaware

(variable X) leads to a disproportionately high number of bankruptcy refilings by those

U.L.Q. 1159, 1160-61 (1994).

“> In this section, we are assuming for the sake of argument that the differences in refiling rates between
Delaware and other jurisdictions for both prepackaged bankruptcies and traditional Chapter 11 casesis
statistically significant.
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companies (variable Y). Aswe discuss below, LoPucki and Kalin have not offered any
explanation why there may be a causal relationship between these two variables. A
theory of causality is crucial; without it, the researcher suffers from the “omitted variable
problem,” in which a different, unmeasured variable is actually driving the results that
one Sees.

The second step in empirical analysisis to generate a model to test the hypotheses
that the researcher derives from her theory. The type of model that she employs will
depend on the relationship that she is trying to capture and the number of factors that
influence it. Here, LoPucki and Kalin have a wide variety of possible models that they
could have used to test for the purported causal connection between bankruptcy filings in
Delaware and the refiling rate. A number of variables that might affect this relationship
would also need to be incorporated into such a model, suggesting that LoPucki and Kalin
should have incorporated some form of multivariate analysis. We fail to see any
evidence, however, that such amodel is being proposed, or that many of the other
variables that may impact any such relationship have even been identified in their article,
much less included in their statistical analysis. LoPucki and Kalin's ssmple univariate
testing raises more questions than it answers. As they themselves acknowledge, none of
thelr results does more than suggest avenues for future researchers to investigate.

A. What is the Relationship Between Bankruptcy Filingsin Delaware
and the Refiling Rate?

Unanswered by LoPucki and Kalin is the question of what causesafirmto filea
second bankruptcy, or, more precisely, what did or did not happen in the first bankruptcy
that left the firm vulnerable to a second bankruptcy proceeding. One can imagine at least

three possibilities. Thefirst is that there was not sufficient debt reduction to alleviate



financia distress. Stuart Gilson suggests this possibility in his study of firms that adjust
their capital structure, both in and out of bankruptcy. Gilson shows that firms leaving a
bankruptcy proceeding are more highly leveraged than most firmsin their industry. The
more leverage, the more likely afirm is going to run into financia difficulties in the
future. Confirming this positive correlation between leverage and bankruptcy, Professor
Gilson aso shows that firms undergoing out-of-court restructuring are likely to remain
more leveraged, and are more likely to undergo a second restructuring, than firms going
through Chapter 11. In other words, Gilson finds that firms reduce more debt in Chapter
11 than they do in out-of-court restructurings, but they still do not reduce sufficient debt
to inoculate themselves from a second bout with financial distress.

The second reason that a firm may need to visit Chapter 11 a second time is that
the firm did not change its operations enough to alleviate its economic distress. Some
bankrupt firms simply need a new capital structure. Their operations are sound in that
they generate operating revenues that exceed operating costs, but they cannot service
their debt load. They are suffering financia distress but not economic distress. Cases
such as Johns Manville and Texaco fall into this category. “°

Other cases, in contrast, involve firms that need to restructure not only their
capital structure but also their operations. The firm, absent dramatic change, is not
economically viable. It cannot make up in volume what it loses in each transaction. It
may need to shed assets and focus on its core business. If a bankruptcy proceeding only

addresses the firm'’s capital structure but fails to correct defects in its operations, a second

48 Returning to the fact that the Delaware bankruptcy court handles cases more expeditiously than other
courts, perhapsthe parties agree to a plan that leaves too much debt rather than negotiate over which parties
need to take abigger hit to their pre-bankruptcy claims.
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trip to the tank will be inevitable. Perhaps firms filing in Delaware alter their operational
focus to a lesser extent than firms filing elsewhere.

In either of these scenarios—the firm remains too highly leveraged, or the firm
remains too highly leveraged and with inefficient operations—one could surmise that
bankruptcies in Delaware leave firms more leveraged than those in other jurisdictions.
Delaware practice may lead firms to reduce debt less than other jurisdictions.*” Creditors,
understandably, resist what they view as an unwarranted reduction of their claims.
Perhaps managers in Delaware buy the peace by not antagonizing creditors through
aggressive debt reductions. This effort at appeasement could result from managers
desiresto retain their positions, to end the proceeding as quickly as possible, or to craft a
reorganization plan that gives a portion of the reorganized firm to the equity holders of
the pre-bankruptcy firm.

The third possible reason a firm may refile is that it has experienced an external
shock to its business. Even if afirm leaves bankruptcy with a sensible capital structure
and healthy operations, it is not assured success. A sudden downturn in the sector, the
rise of a new competitor, or a post-bankruptcy decision that turns out poorly can al result
in a second bankruptcy proceeding involving the same firm. Whether this cause of
refiling for an individual firm can plausibly explain the difference in refiling rates
between Delaware and the rest of the country is a difficult question. If the firmsfiling in
Delaware were a random subset of firms filing nationally, the risk of external shocks

would be randomly distributed across the sample, and that risk could not plausibly

47 LoPucki and Kalin note Gilson’s work in passing, but make no attempt to use their datato look at the
leverage ratios of the firmsin their study. Moreover, they offer no reason as to the incentives that
managers may have to steer their firm to ajurisdiction that permits plans of reorganization with higher than
average leverage ratios.
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explain the differing refiling rates. Given that there seems to be a great variation in the
types of firms that file for bankruptcy, however, there may be something about the nature
of the firms ending up in Delaware that left them more vulnerable to unexpected changes.
While this explanation is plausible, we view it as the least likely of the three.

We thus have three possible reasons as to why the bankruptcy practice in
Delaware may lead more firms filing there to seek a second reorganization. Which
reason or combination of reasons is true affects what policy prescriptions one endorses.

LoPucki and Kalin do not consider any of these explanations for Delaware’s
refiling rate. Instead, they identify four scenarios they claim might explain their refiling
rate data: the “potential for huge gains’ from a risky reorganization plan; *® the possibility
that Delaware handles “ a disproportionate share of the most difficult cases;”* the
potential for differences in the size of the firms filing in Delaware;*® and findly, the
possibility, based on anecdotal information about three cases, that “the Delaware court
did not appear to be making informed decisions on which risks to undertake.”>* While
they claim to test each of these factors' importance as aternative explanations, the
authors pay very little attention to the first three, and leave little doubt that they believe
the only explanation is that the Delaware court “ abdicates its statutory responsibility to
determine whether the proposed reorganization is feasible.”*? Y et they offer no data for
this conclusion. Given the other explanations that we offer above, the cause of

Delaware' s higher refiling rate remains open to speculation.

“8 opucki and Kalin, supra note 6 at __. [ME/EIC: Page with note 55, in Part 111.A]

“91d.at . [ME/EIC: Page with notes 61-63, in Part I11.A]

*01d.at . [ME/EIC: Pages with notes 64-68, in Part 111.A]

*l1d.at__. [ME/EIC: Page with note 69, in Part I11.A] This last explanation may be consistent with
Delaware’ s speed in processing cases.

*21d.at _. [ME/EIC: Somewherein Part [11.A7]
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B. How Should We Test a Theory Suggesting That Increases in Bankruptcy Filingsin
Delaware Lead to Increases in the Refiling Rate?

Despite their failure to articulate a comprehensive theory about the nature of a
bankruptcy practice in Delaware that supposedly causes higher levels of bankruptcy
refilings, LoPucki and Kalin push ahead to analyze their data set using univariate
analysis. The heart of their analysisis reproduced in Tables 5 and 7, where they present
data showing the bankruptcy refiling rates for all bankruptcies and bankruptcy refiling
rates for prepackaged bankruptcies only.** They find that the refiling rates for all
bankruptcies—traditional Chapter 11 and prepackaged bankruptcies combined>*—filed in
Delaware are statistically significantly higher than for all bankruptcies filed in all other
jurisdictions. They make a similar, but much weaker, finding that refiling rates for
prepackaged bankruptcies are higher for Delaware compared to all other jurisdictions
excluding the Southern District of New Y ork.>®

These are interesting results, but smply comparing the average refiling rates of
different courts only tells us whether there is significant difference between them. It does
not tell us much about the reasons for the difference and whether the difference is solely
attributable to the court handling the case. To answer that question, we need to control

for the other factors that may affect refiling rates for bankruptcy proceedings.

%3 No separate statistics are presented for Chapter 11 bankruptcies only. Whileit is unclear from looking at
the data presented in the article if the deletion of the prepackaged bankruptcies from the whole sample
would alter the significance of the basic univariate result, it would clearly result in different rates of refiling
for Chapter 11 proceedings from those presented for all filings. It would be useful, therefore, to discuss
refiling rates for Chapter 11 proceedings in a separate table from those for prepackaged bankruptcies, rather
than lump those rates together as LoPucki and Kalin have. At theleast, the article ought to present the
results of testing for statistical significance of refiling rates for Chapter 11 proceedingsin Delaware and
other jurisdictions so that the reader can seeif the univariate results hold up.

>4 For our criticism of this combination, see supra text accompanying notes - |

%5 Again, we are puzzled by the exclusion of the Southern District. See supra text accompanying note .
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It is here that LoPucki and Kalin speculate about what those factors might be.
While we explore the tests that LoPucki and Kalin employ of the effects of these
variables below, it is worth pausing to ask whether they have controlled for the most
important factors that influence bankruptcy refilings. In this regard, we think that the
answer must be no. As we noted above, refilings could stem from a failure to alter the
capital structure so asto relieve financia distress, a failure to revamp the operations of
the firm to relieve economic distress, or from external shocks that affect those firms
emerging from Delaware as opposed to some other jurisdiction. We would think that it
would be important to determine if, for example, leverage ratios differed between
companies filing in Delaware and those filing in other jurisdictions, and how the
bankruptcy proceeding in the different courts affected them. Similarly, one could
compare operating revenues and expenses in the period before filing with the period after
completion of the initia reorganization to ascertain the extent to which the firm has shed
assets in Chapter 11.

Moreover, to truly assess the performance of Delaware, LoPucki and Kalin should
have considered dispositions other than emergence after Chapter 11. Chapter 11 often
results in the sale of al or substantially all of afirm’s assets. Indeed, the auctioning off
of assets upon the filing of a Chapter 11 petition seems to be a growing trend,*® perhaps
because it may well be the most efficient means of resolving the financing distress of
large, publicly held companies.>” If what LoPucki and Kalin worry about is refiling, they
should rejoice when the assets of a firm are sold to a healthy third party. Short of a

complete sale, a bankruptcy proceeding could sell off a substantial portion of afirm's

%6 See Robert K. Rasmussen & David A. Skeel, Jr., The Economic Analysis of Corporate Bankruptcy Law,
3AM. BANKR. INST. L. REV. 85, 104-06 (1995).
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assets. In fact, if Delaware were more likely to auction off valuable assets than other
jurisdictions, this could explain its higher failure rate. The valuable assets are sold to a
third party, and the firm tries to make a go with the more risky assets for which there is
less of a market.

Furthermore, LoPucki and Kalin make no attempt to list any other important
variables that might need to be considered, if data on them was available. For instance,
the central theme of LoPucki and Kalin’s critique of Delaware bankruptcy courtsis that
they fail to scrutinize the agreement that creditors and management reach. What is the
direct evidence of this? Are Delaware bankruptcy filings leading to lower levels of debt
reduction, on average, across the companies in the sample? Are managers at companies
filing for bankruptcy in Delaware, on average, deriving some benefits that managers
filing elsewhere are not? These variables are critical to testing the apparent thesis of their
article, but they are conspicuously omitted.

Finally, much of the criticism of the rise of the Delawarization of bankruptcy law
centered on one judge, Helen Balick.*® Rightly or wrongly, detractors of Delaware have
pointed to her as the cause of Delaware's failures. Judge Balick has since | eft the bench,
but Delaware continues to be the preferred bankruptcy venue for large, publicly held
corporations to file for bankruptcy. Judge Balick’s cases dominate LoPucki and Kalin's
data set. According to the data that they have generoudly shared with us, of thirty-two
cases filed in Delaware, Judge Balick handled twenty-five, the other bankruptcy judge
(Judge Walsh) handled six, and the two judges together handled the one remaining. To

be sure, the refiling rate between the two judges appears roughly similar. Seven of Judge

>’ See generally Baird, supra note _.
%8 | oPucki & Kalin, supra note 6, at __. [ME/EIC: Page with note 117]
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Balick’s cases (28%) ended up going through Chapter 11 twice, two of Judge Walsh's
cases (33%) needed a second Chapter 11 proceeding, and the one case with which they
were both involved ended up refiling. Nevertheless, given the large presence of asingle
judge in the data, it bears watching how the refiling rate changes—if at all—as cases
handled by other Delaware bankruptcy judges are added to the mix.

More generally, the effect of al of the variables affecting bankruptcy refiling
rates, including the ones discussed by LoPucki and Kalin, can only be sorted out if a
multivariate form of statistical analysisis used. For instance, economists commonly use
multiple regression analysis to model linear multivariate relationships to determine the
contributions, if any, of the different variables to the hypothesized causal relationship.
Many other models could be more appropriate in this instance, depending on the type of
relationship that is claimed to exist between bankruptcy filings and refiling rates. Of
course, using these models requires the researcher to provide a theory of what this
relationship looks like.

Turning to LoPucki and Kalin’s efforts to control for the effects of other variables
on bankruptcy refiling rates, it isimportant first to note that these are al univariate “tests’
of the significance of these variables. While perhaps indicative of things to look for in a
multivariate analysis, univariate tests can be misleading. Variables that often seem
important in univariate analysis have no significance in multivariate testing. Thus, we
might find that the court hearing a bankruptcy case, while apparently important in
determining refiling rates in a univariate analysis, is statistically unimportant once

multivariate statistical techniques are employed.
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Finally, even as a univariate analyses, LoPucki and Kalin's efforts to examine the
effect of the factors that they identify as potentially important are seriously flawed. For
example, LoPucki and Kalin claim that they wish to determine if Delaware’s high refiling
rate is caused by its having received a disproportionate share of the most difficult
bankruptcy cases.>® To test this proposition, they try to determine the types of businesses
most likely to file for bankruptcy using one digit SIC codes as a method of classifying
firms by type, and then compare how many of these cases are handled by the different
courts. They find that Delaware does not receive a disproportionate number of
manufacturing and retail trade bankruptcies, which appear to be the single SIC code
categories with the highest refiling rates. Thisis an interesting result that needs to be
further explored, despite the obvious problems created by their small sample size for
datistical testing.

The basic problem is that single digit SIC codes are an overbroad measure for
determining which firms are most likely to file bankruptcies, as they group together a
broad range of businesses that have very little in common.®® Even though they find
statistically significant differences in the types of single digit SIC businesses filing for
bankruptcy, it is difficult to interpret this finding for comparative purposes when such a
broad range of firms falls within each category.®* We suggest that LoPucki and Kalin

could enrich their analysis by adding further comparisons of the firms within the

*|d.at . [ME/EIC: Pages with notes 61-63, in Part I11.A]

%0 For example, the one digit SIC code 2, which includes retail stores of various kinds, also includes
automobiles and auto parts, building materials, hardware and tools, hotels, household furnishings,
publishing, the gaming industry, textiles, advertising services, and commercial and consumer services.

%1 Given the small number of observationsin the sample, it may well be impossible to generate meaningful
statistical comparisons using 2 digit SIC code categories. Thislack of data does not negate our basic point
that the measure used is avery imprecise one for the test that the authors are trying to conduct.
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manufacturing and retail trade categories to try to generate further details about these
comparisons.

The remaining efforts to control for the effects of other variables are also
unpersuasive. For instance, LoPucki and Kalin test for differences in the size of
companies that file for bankruptcy in Delaware versus other jurisdictions. It is unclear
why they believe that size should make a difference in refiling rates. Perhaps there are
good reasons to think it should, but they are not spelled out in the article.

LoPucki and Kalin also claim to test whether Delaware receives a
disproportionate share of high-risk bankruptcies. Here it would seem that we would want
to define a high risk bankruptcy using measures of economic distress or financial distress,
so that a higher risk company would be one that is deeper in the hole and less likely to
emerge than alower risk company. Instead of using this measure, LoPucki and Kalin tell
us that, based on their “casua examination of the data,” there do not appear to be any
dramatic successes.®

CONCLUSION

These limitations on LoPucki and Kalin's theory and results argue strongly in
favor of modesty about the implications of their current work. They also present a
challenge to both defenders and critics of the current system to produce stronger theories
and better tests to prove them. We think that such attention to the potential defects of the
current venue system are well-deserved. Indeed, despite our arguments that LoPucki and

Kalin’s data do not prove that traditional Chapter 11 practice in Delaware is suspect, we

62| oPucki and Kalin, supra note6at __. [ME/EIC: Note 57 and page with note 57, in Part [11.A] The other
“tests” on this point do not discuss any measures of company-specific risk. Seeid. at . [ME/EIC: Pages
with notes 55-59, in Part |11.A]
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remain open to that possibility. LoPucki and Kalin have highlighted the need to search
for empirical answers to the Delawarization question.

To finish this reply with areminder of where we started, our proposal to reform
the existing venue selection system argues that the current system is not working as well
asit could, and that allowing companies to precommit to the venue in which they will
seek reorganization, if it should become necessary, will be an improvement over the
existing system. Our proposal would aign the incentives of those making the decision
with the overall welfare of the firm. Theory gives us reason to believe that alignment of
managers incentives with the goal of maximizing firm value will nudge the venue choice

toward the socially optimal one. LoPucki and Kalin's data do not suggest otherwise.
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