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™ The author wishes to express his sincere gratitude to Messrs. LoPucki, Salerno, Zywicki, and Kuney,
ecach of whom reviewed priot versions of this article and, despite somewhat harsh or caustic
comments about their views in it, generously gave their fime in e-mails and telephone calls to assist
the author in better understanding their views and correcting his errors.  Of course, they do not
necessarily concur with the opinions expressed in the article or have any responsibility for any
remaining errors. The author also expresses his gratitude to Bankruptey Judge Steven Rhodes of the
Western District of Michigan, who provided a “view from the bench” about some of these matters.
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INTRODUCTION

Fotrum shopping — for example, a Texas company like Enron choosing to file
its bankruptcy case in the Manhattan bankruptey court — is rampant in lurge Chapter
11 cases. Ln Courting Failure,' Professor Lynn LoPucki argues that forum shopping is
driven by judicial “corruption,” with judges agreeing to make improper decisions in
order to lure the largest cases to their courts.? Two of LoPucki’s leading critics focus
on refuting the charge of judicial corruption, but neither addresses the underlying
economic causes of forum shopping. More importantly, neither critic addresses the
fact that forum shopping undermines bankruptcy practice and policy in large
Chapter 11 cases.

THE CONTEXT

When Congress enacted the Bankruptcy Code in 1979, it consciously
attempted to make bankruptcy reorganization a more common remedy.” Managers
were encouraged to think of Chapter 11 as a potential strategy that zhey could
implement because the retention of the company’s pre-bankruptcy management as
the “Debtor in Possession” was now the norm.* This was a significant change from
Chapter X of the prior law, in which the court automatically appointed a trustee
when the bankruptcy case was filed’ This resulted in the displacement of
management and disruption of the business. To the same end, the statute removed
the bankruptcy judge from the administration of cases and relegated him to a more
adjudicative role.” The company’s management became responsible for the
administration of the bankruptcy case. Finally, Congress sought to break the hold of
the “bankruptcy club” by encouraging “outsiders” to represent companies in
bankruptcy; it legislated away the “rule of economy” and replaced it with the premise
that bankruptcy professionals should be compensated on the same level as their non-
bankruptcy counterparts.

I Lynn M. LoPucki, COURTING FAILURE: HOW COMPETITION FOR B1G CASES IS CORRUPTING THE
BANKRUPTCY COURTS (University of Michigan Press, 2005).

21d.

3 See FL.R. REP. NO. 95-595, at 5 (1977).

4 See COLLIER ON BANKRUPTCY § 1101.01 (15¢th ed. 1979).

5 Sse COLLIER ON BANKRUPTCY § 44.04 (14th ed. 1974).

5 George W. Kuney, Hyacking Chapter 11, 21 EMORY BANKR. DEvV.]. 19, 33-39 (2004).

7 Id. at 39-45.
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These reforms had their intended effect. Within a few years, many large
companies entered into Chapter 11 proceedings; often successfully reorganizing,
preserving jobs, and providing far better recoveries to creditors than would have
occurred outside of bankruptcy or under the prior law. Money began to flow, then
flood, through the bankruptey courts as Chapter 11 became a “mainstream” business
strategy. Bankruptcy professionals steered substantial businesses and floods of cash
through the bankruptcy process and enhanced their stature and personal wealth.

An unanticipated, but uldmately very significant, change in bankruptcy
practice was the ability to choose the court that would administer the bankruptcy
case, ot to “forum shop.”® Instead of filing the bankruptcy case where the
company’s principal business operations were located, the “home court”, a company
could instead file where it was incorporated (often, Delaware) or wherever the
bankruptcy case of an affiliate was pending” In an extreme example of the latter
forum shopping maneuver, Winn-Dixie incorporated a subsidiary in New York, had
the subsidiary file a bankruptcy petition twelve days later, and then immediately filed
the bankruptcy cases of the corporate group where its newborn affiliate’s bankruptey
case was pending.”

8 Under the 1938 Chandler Act, venue for large public cases under Chapter X of the prior Bankruptey
Act was limited to the firm’s principal place of business. Thomas J. Salerno, Presentation to the Los
Angeles Bankruptcy Forum: “Courting Failure™ — A Cautonary Tale of How You Can Examine a
Statistical Forest and Still Manage to Miss The Trees (Feb. 8, 2005) at 22 (unpublished remarks,
contact author). Some public companies arrempted to evade this restriction by filing under Chapter
X1, which permitted state of incorporation venue, but the venue rules were changed in 1973 to require
all corporate cases to be filed at the debtor’s principal place of business, regardless of Chaprer. Id
Prior to the enactment of the Bankruptcy Code, there was no opportunity for forum shopping. While
the Bankrupicy Code enacted the venue alternatives discussed above, the Legislative History does not
suggest that Congress consciously sought to encourage forum shopping. See H.R. REP. NO. 95-595, at
49 (1977).

9 See Salerno, supra note 8, at 22-23.

10 Interestingly, while rejecting manufactured venue, the Manhattan bankruptcy court endorsed forum
shopping geacrally. M. Natasha Labovitz, You Can Stl Shop After Winn Disae: The Raght fo Choose
Venue Survives the Transfer to Fla., 24 AM. BANKR. INST. J. 16, 62 (2005). In Winn Dixe, faced with
intense creditor opposition, the Debtor capitulated and agreed to change the venue of the Winn Dixde
cases to Flotida, but the Creditors’ Committee opposed and sought to keep the cases in Manhattan.
At the hearing, Judge Drain held that venue in Manhattan was permissible but agreed to transfer
venue to Florida “in the interests of justice” based upon the fact that Winn Dixie had manufactured
the Manhattan venue. I# He nonetheless went on to endorse forum shopping, noting that counse!
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LOPUCKI'S CLAIMS

In his recent book Conrting Failure, UCLA Professor Lynn LoPucki argues
that this flood of cash and mega-cases has led to competition among the courts for
the biggest bankruptcy cases, which in turn has corrupted the bankruptcy courts."
LoPucki’s book can be readily criticized as a polemic; he clearly revels in attaching
the adjective “corrupt” to courts and judges. LoPucki’s premise — that competition
for large bankruptcy cases is leading courts to curry favor by engaging in
inappropriate judicial practices — has been justly met with criticism. On the other
hand, LoPucki demonstrates that forum shopping has become a serious problem,
distorting bankruptcy law as it is applied to the largest cases.'® Unfortunately his
critics, including the two discussed in this paper, have largely ignored that issue.

In essence, LoPucki argues that the Delaware and Manhattan bankruptey
judges have offered prospective Chapter 11 cases a “deal,” albeit a tacit and unstated
one: “file in my court, and I will predictably rule in your favor and contrary to
established bankruptcy law on several issues of critical importtance to you.” LoPucki
then catalogs a number of issues as to which those coutts predictably make rulings
that differ markedly from the mainstream, arguing that this proves that the courts are
corrupt.”  As a corollary, LoPucki argues that the “corrupt” courts are also failures
at reorganizing companies, premised upon a statistical analysis of “recidivism”
(Chapter 11 debtors who file a second bankruptcy case within five years after

“successfully” completing their first bankruptcy case)."

Much of LoPucki’s case is persuasive and compelling. For example, LoPucki
discusses a number of changes allegedly arising out of “judicial corruption,” by
which judges make rulings contrary to mainstream bankruptcy law or practice and
render their courts more popular in the eyes of prospective debtors.”” Two

was probably under 2 duty to engage in ir, and to complain that “allegations [that forum shopping is
improper] not oaly by the movants, but by purportedly learned professors and members of Congress,
do no good to the bankruptcy system and impugn and malign the courts™ 14 at 62 (quoting
Transcript of Apr. 12, 2005, In re Winn —Dixze Stores, Inc., Ch. 11 Case No. 05-11063 (Bankr. SDN.Y.
2005)).

1t See generally LoPucki, supra note 1.

124

B 1d. at 138-39.

W 1d. at 97-102.

15 Id. at 137-181.
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important examples of those changes are “critical vendor” orders and third-party
releases.

A core principle of bankruptcy law is equality of distribution. Nothing in the
Bankruptcy Code appears to countenance “critical vendor” orders.”” Such orders
reverse the ordinary rule that no unsccured pre-bankruptey creditor may receive
anything until the plan of reorganization is confirmed, and even then will receive
only exactly what all other unsccured creditors receive. Arguing that some vendors
are “critical” to the company’s continued survival and will not continue to supply the
company unless they are paid immediately and in full, some companies seek orders
authorizing payment of such creditors in full at the outset of the bankruptcy case
(“critical vendot ordets™).

Obviously, critical vendor orders have tremendous practical appeal.
Management cannot tell until after the bankruptcy case has been filed if a critical
vendor will jeopardize the reorganization. If that occurs, however, prudent
management would want to know that a successful reotganization will nonetheless
be possible. As a consequence, debtors often choose to file their cases in courts that
have expressed a willingness to enter critical vendor orders. LoPucki idenrifics
willingness to issue critical vendor orders as a key aspect of the “deal”” the Manhattan
and Delaware courts have made with the forum shoppers."”

A critical vendor order may also provide the company’s management with
extraordinary business leverage in dealing with its trade vendors. A dramatic
example of the abuse of critical vendor orders occurred in the K-Mar# case, in which
the court allowed K-Mart to identify its “critical vendors” and then to pass out
$300 million to pay those vendors’ pre-petition claims in full."® Non-critical general
unsccured creditors ultimately recovered a distribution of only 10% paid more than
fifteen months later.”

'* An extensive history and analysis of critical vendor otders is presented in Anthony Michael Sabino,
The Death of Critical Vendor Motions and the Potential Demise of the Doctrine of Necessity:  Farewell to Tovo
Misbegotten Doctrines, 6 TRANSACTIONS: TENN. ). BUS. L. 47 (2004).

7 LoPucki, supra note 1, at 163-67.

18 14 ac 134.

19 1d. at 165-66.
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Likewise, therc are often strong practical reasons a company might want to
obtain third-party releases, discharging persons other than the debtor {management,
officers and directors, guarantots, insurers) from creditors’ claims. On the other
hand, it seems clear that Congress did not intend the bankruptey courts to release
claims against third partics. Indeed, Section 524(e) of the Bankruptcy Code appears
to prohibit third-party releases.” Nonetheless, some courts have found the issuance
of third-patty releascs to be appropriate and permissible.  LoPucki identifies
willingness to grant third-party releases as another part of the “deal” the Manhattan
and Delaware courts struck with the forum shoppers.”

In the 1980s and 1990s, the bankruptey courts in Manhattan and Delaware
made it clear that they would authotize critical vendor orders and thitd-party
releases.  They also reccived the lion’s share of the largest bankruptcy filings.”
LoPucki atgues that this is not a coincidence. Moreover, he clims that these two
practices were aspects of the “deal” through which those courts successfully solicited
bankruptcy cases (which he characterizes as “‘corruption”).”

By the 1990s, insolvency professionals in vatious jurisdictions were meeting
with members of their local bankruptey benches in an effort to persuade the judges
to become more “friendly” to large cases; Le., more like the Delaware and Manbattan
bankruptcy courts. For example, these professionals routinely urged courts not to
determine fees on the basis of local billing rates, but instead to permit the New York

2011 US.C. § 524(e) (2004) (“discharge of a debt of the debtor does not affect the lability of any
other entity on, or the property of any other entity for, such debt™)

2 LoPucki, sapra note 1, at 127,

22 During rhe period 1980 — 1986, the Maghattan bankruptey court received 32% of the large, publicly
held case filings. Id at 47.  During the 1990s and through the carly years of the new millennium,
Delaware received a dramatically disproportionate number of the large, publicly held bankruptey
filings. Id at 90 (presenting table).

B See supra notes 17, 21

2 Id at 12427 (recountng efforts in Houston, Chicago and Los Angeles, including a public
announcement by the Houston court that, in response to a recommendation by a local bar committee,
the court would expressly change its policy on hourly rates); Id at 132-35 (discussing Chicago’s
ultimately unsuccessful efforts to solicit large case tilings); see alo Todd |. Zywicki, I's Formm-Shopping
Corrupting America’s Bankruprey Courts?: Review of 1yin M. ToPucks, “Courting Failure: How Compeiticon for
Big Cases Is Corrupting the Bankrapuy Courts”, GEO. MASON L. & ECON. WORKING PAPER NO. 05-16,
33-35, (2605), available at hitp:/ /sstn.com/abstracr_id=781487.
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lawyers, who often brought the mega-cases in tow, to bill at New York rates.” This
type of accommodation can scarcely be characterized as “cortuption,” however,
unless one thinks that all lawyers everywhere are alike and hence deserving of the
same hourly rate. On the other hand, it does suggest a widespread perception of the
existence of forum shopping and a desire to compete for large cases; pethaps
principally among the members of the local bar, but cleatly with some
accommodation from the bench.

One of the most dramatic examples of judicial competition cited by LoPucki
occurred in Chicago. After perceiving that a number of large local companies were
choosing to file their Chapter 11 cases clsewhere, the Chicago bankruptey court
promulgated local rules that were intended to demonstrate that it could be as “user-
friendly” as Delaware. In an apparent response, major cases were filed in Chicago,
notably United and K-Marr*® Chicago “breached the trust,” however, by failing to
deliver on two core requirements of a favored jurisdicton. First, the bankruptcy
judge in the Conseco case refused to grant third-party releases to the officers and
directors, even after objecting creditors had withdrawn their objcctions.27 Then, the
Seventh Circuit reversed the critical vendor order in K-Mart.”® LoPucki repotts that
no large cases have been filed in Chicago since.”

# LoPucki recounts that the Miami bankruptcy court publicly reduced a prominent New York firm’s
tee application by one-third, noting that its work was not worth the high rates it charged. New York
firms thereafrer attempred to avoid the Miami bankruptcy coart. LoPucki, supra note 1, at 44, In
contzast, the Oklahoma bankruptey court publicly announced that attorneys could bill at the rates
customary in their home office (e.g., New York rates) and became the second most popular court for
large case filings in the early 1980s. I at 45.

% 1d. at 132,
27 1d. at 133-34.
 In re Kmart Corporation, 359 F. 3d 866 (7* Cir. 2004); see LoPucki, mpra, note 1 at 133-34,

# Id. at 133 (recounting Chicago’s 27-month “run” as a forum of choice).
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BuT Is IT “CORRUPTION”?

LoPuckt’s assertion of wide-spread “corruption” in the bankruptcy bench
attracts headlines and publicity, but the source of his “sex appeal” is also his Achilles’
heel.  “Corruption” in the judiciary is ordinarly thought of as a judge doing
something he knows he should not do in order to obtain a benefit he knows he
should not receive. No one in the practicing bar believes that “corrupt,” the
adjective, as so understood, can be applied to the bankruptcy bench.”

Even LoPucki acknowledges that the ordinary benefit of money or its
equivalent obtained by judicial corruption is not applicable here.” LoPucki suggests
that the motivation for corruption in this case is the prestige associated with
administering large cases and the somewhat amorphous financial benefits flowing to
the local bar, but even he seems to recognize the weakness in his argument and finds
himself reduced to arguing that the judges “know or should know” that their actions
are wrong and hence they must be “corrupt.””

This is LoPucki at his weakest. The greatest flaw in Conrting Failure is
LoPucki’s inability to present a plausible motivation to justify his frequent use of the
adjective “corrupt” to describe the bankruptcy bench. On the contrary, the general
perception in the community is that the members of the bankruptcy bench are
sincere, well-meaning, and conscientious, and that they have given up the
opportunity to earn multiples of a bankruptcy judge’s salary in order to “do the right
thing.”

Importantly, while the decisions discussed above represent minority
viewpoints, well-intentioned, principled judges can make all of the decisions LoPucki
identifies as “corrupt.” Consider the two examples discussed above: ctitical vendor
orders and the third-party release.

*0 This has led to some bitrer comments to the effect that the graphic on the cover of LoPucki’s book
constitutes slander per ser tilted scales of justice, a wad of money in the heavy scale and a basket of
prominent bankmptcy cases (Enron, Adelphia, etc)) in the lighter scale, visually suggesting that the
bankruptey judges presiding over the identified cases had been bought.

3 LoPucki, sapra note 1, at 20

32 See id. at 19-21. In conversation, LoPucki also argues that trends (such as increasing numbers of
judges “realizing” that critical vendor orders should be permissible) are inconsistent with chance
conversions to a minority viewpoint and instead should be seen as indicia of judges courting foram
shoppers. E-mail correspondence with Lynn M. LoPucki, author and professor, UCLA School of
Law (Sept. 22, 2005) (on file).
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The judicial antecedent of the critical vendor order is the “Doctrine of
Necessity,” established by the Second Circuit - arguably the most respected
“business” Court of Appeals - in railroad reorganization cases.” The Second Circuit
understood that there were, in fact, “critical vendors,” and that the benefit associated
with a successful reorganization might outweigh any detriment associated with
“bending the rules” in order to pay the critical vendors. Thus, critical vendor orders
arc derived from real perceptions about actual business problems and have enjoyed
some judicial support since the beginning of the twentieth century.

Much the same thing may be said of third-party releases. In the 1980s and
1990s, many professional businesses, including law and accounting firms, operated as
general partnerships. When those businesses became insolvent, they could be
ctfcctively administered only through the use of third-party releases. Each of the
partniers would be required to contribute his or her non-exempt net worth in return
for a rclease of claims by both the debtor/trustee and the general creditors, the latter
effected through an order of the bankruptcy court providing a third-party release and
injunction against collection efforts. A general partnership simply could not be
effectvely administered in any other manner, and this type of bankruptcy
administration allowed creditors to recover multiplcs of what they might otherwisc
recover. Laventhol & Horwath,™ Gaston & Snow,” and Keck, Mahin & Cate® are
all cxamples of successful bankruptcy cases that were absolutely dependent upon the
ability to provide the partners with third party releases.

The point for present purposes is that honorable, well-meaning, and
intelligent judges can approve critical vendor orders and third-party releases without
being “corrupt.”” The courts that approved ctitical vendor orders and third-party
rcleases did so based on a rational, albeit 2 distinct minority, analysis. Even
something as extreme and, in retrospect, cleatly improvident as the K-Mart critical
vendor order” is understandable. If a judge believed that critical vendor orders were

33 See generally Sabino, supra note 16

# See 1922 WL 88184 (S.DNY. Apr. 17, 1992).

3 See 1996 U.S. Dist. LEXIS 17774 (S.D.N.Y. Nov. 25, 1996).
3 See 241 B.R. 583 (Bankr. N.D. 1L 1999).

37 See LoPuckd, supra note 1, at 165.
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permissible and understood that K-Mart faced hundreds of “critical vendors,”
should the coutt cease ordinary business and dedicate months to conducting critical
vendor evidentiary hearings in order to validate each of the debtor’s business
judgments in the absence of any live dispute? Ot should it accept the debtor’s
business judgment?

LoPucki does an excellent job of demonstrating that there is a setious
problem associated with bankruptcy forum shopping. He identifies the categories of
decisions that characterize a “debtor friendly” jurisdiction™ — decisions that sharply
vary from bankruptcy norms. Additionally, he confirms that large cases tend to
select debtor friendly jurisdictions. It is only in his final conclusion, when
characterizing the motives of the judges who sit in debtor friendly jurisdictions, that
LoPucki overstates his case” and, in so doing, undermines the impact of his

argument.

THE CRITICS

Two strikingly different ctitics of Cowrting Failure have emerged. Fach
focuses primarily on refuting LoPucki’s core charge of judicial corruption, and as a
consequence neither engages in a thoughtful analysis of the problems revealed by
forum shopping. The critics and their arguments are as different as night and day.

Salerno

Thomas |. Salerno, the leader of the bankruptcy group ar Squire, Sanders &
Dempsey, has become the self-appointed defender of the Delaware and Manhattan
judges who face LoPucki’s charges of corruption. Salerno is offended by LoPucki’s
character attacks on bankruptcy judges, a group of professionals that “cannot

® Id ar 139,

¥ Sop, e.g, id at 180-81. To be fair, LoPucki presents 2 great deal of circumstandal evidence that
strongly suggests the existence of judicial competition for latge cases. As noted above, courts met
with their local bars to discuss why cases were being filed elsewhere and what could be done to
change that trend. Courts then explicitly modified their Jocal rules to render their procedures more
“user friendly;” in the case of Houston, publicly announcing a change in the court’s policy on hourly
rates. Id at 123-27. These changes were successful in diverting large cases into, for example, the
Chicago court. See supra text accompanying note 29. Thus, one can make a persuasive case that at
least some courts were acting with the objective of obtaining the favor of the forum shoppets,
requiring these courts to defend their actions on the grounds that they did not #mproperty solicit the
cases.
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publicly defend irself.™ He responded venomously in his presentation and in a
spirited debate with LoPucki at the Los Angeles Bankruptcy Forum.*

Salerno’s general approach rests on an ad howinem “thosc who can’t do,
teach” argument. Unlike Mr. Salerno himself, “Professor LoPucki has never had any
practical cxperience in the area of complex financial restructurings, and certainly has
never represented any party of any major import in any Chapter 11 of any ‘large’
company....””* In his response, Mr. Salerno lcctures on how Chapter 11 cascs
unfold “in the real world,” suggesting that Professor LoPucki misconstrues the data
because he does not understand the process.”’

The shrill and mocking tone* of Salerno’s responsc undermincs its most
important aspect: his atrack on LoPucki’s statistical analysis.*’ LoPucki relies heavily
on statistics to provide external, objective support for some of his claims. The
statistcs are derived from his own database (the “Bankruptcy Research Database,”
or “BRD”), which he asserts includes information about cvery “large” (morc than
$100 million in assets) publicly held company to file bankruptcy since the Bankruptcy
Code became cffective.®  LoPucki uses statistical analyses of BRD data to “prove”
some of his contentions, but Salerno correcty notes that the “proof” is much more
persuasive to somcone who, like LoPucki, operates at a great remove from actual
bankruptcy practice.*’

40 Salerno, supra note 8, at 4.

M See id. ar 28.

# Id. at 7-8

¥ See generally Salerno, supra note 8.

 “Apparently, Professor LoPucki doesn’t bother himself with such concetns....” “Again, that was
of no interest to Professor LoPucki....” Id at 15-17.

5 1d at 16-22,
46 Jd ar 18,

47 Id. ac 4, 16-22.






