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Courting Failure:†

How Competition for Big Cases is Corrupting the Bankruptcy Courts

Lynn M. LoPucki*

In late 2001, the Enron Corporation was preparing to file what remains to this day
the biggest bankruptcy case in history. 1 At the time, a half dozen or more United

States Bankruptcy Courts were competing to attract big cases. For those courts,
Enron was the ultimate prize. The court that got Enron would be the focus of the
bankruptcy world's attention for years and distribute a billion dollars in
professional fees.

The stakes were especially high because big-case bankruptcy was booming. The
number of large, public companies2 filing bankruptcy in the United States had
increased steadily from 15 in 1996 to 97 in 2001—a sixfold increase in just five years.
The court that got Enron—and handled it to the satisfaction of the Enron lawyers
and executives who chose the court—would get many more. The judge who
presided would win national attention for him- or herself and, possibly, a billion-
dollar-a-year or more bankruptcy reorganization industry for his or her city. It would
be like winning the competition to host the Olympic Games—not just for a year, but
every year—for as long as the court continued to please the lawyers and executives
who could supply the cases.

The United States Bankruptcy Court for the District of Delaware was a major
contender for the Enron case. Delaware had 41 new big-case filings in 2001,
compared with runner-up New York's 15. But Delaware lacked the judges it needed
to process the cases it had attracted already and the bankruptcy legislation that
would have provided them was stalled in Congress. Delaware's lead in the
competition for big cases remained vulnerable. Other courts, including Chicago,
Houston, and Dallas, had—like New York—copied Delaware's practices and
procedures and publicly declared themselves in competition with Delaware. But at
the end of 2001, they remained minor players. Only Delaware and New York had
more than five big cases that year.

This competition among the bankruptcy courts for big cases put Kenneth Lay, the
founder and chairman of the board of the Enron Corporation, in the catbird seat. Lay
would have his choice of courts for the Enron bankruptcy. If he chose wisely, the
grateful court would protect him from cresting public outrage and, by so doing,
make itself attractive to the corrupt or incompetent executives of future bankrupt
firms.
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Ken Lay was not a man who deserved protection. In 1999 and 2000, he had
approved the Rhythms and Raptor transactions that resulted in gross
misstatements of Enron's financial position.3 From 1998 to the day Enron filed
bankruptcy in December 2001, Lay sold over $200 million of his Enron stock.4 In the
final year before bankruptcy, Lay was selling the stock to Enron itself, even though
Enron's Board of Directors had not given the approval required by law for the
corporation to make such purchases.5 As the evidence of Enron's impending failure
mounted in the spring and early summer of 2001, Lay accelerated his stock "sales,"
taking $24 million from the company for worthless stock in June and another $16
million in August. In mid-August, 2001, as the end neared and he dumped his own
stock at the rate of $4 million a week, Lay issued his famous memo to Enron
employees assuring them that "I have never felt better about the prospects for the
company . . . Our performance has never been stronger; our business model has
never been more robust; our growth has never been more certain . . ."6 On October
17, 2001, the day after the Securities and Exchange Commission began the
investigation that put the final nail in Enron's coffin, Enron "locked down" it's
retirement plan.7 The effect was to prevent the company's employees from selling
the Enron stock in their 401(k) pension accounts.8 The stock was trading at $32
when Enron imposed the lockdown; it was trading at $9 when the lockdown ended
30 days later.9 During the lockdown, Lay sold an additional $6 million of his own
stock to Enron.10 Lay continued dumping the worthless stock on Enron to the very
end, grabbing his last $1 million on November 27, 200111—five days before Enron
filed bankruptcy. Shareholders who kept their shares until the bankruptcy filing got
nothing for them. Conveniently, Enron's auditors, Arthur Andersen, shredded many
of the records that prosecutors would need to investigate Lay and Enron.12 Lay
refused to testify about any of what he had done, invoking his Fifth Amendment
privilege against self incrimination.13

Ken Lay was a personal friend of the President of the United States and the
President's largest campaign contributor. Until recently, the President had called
him Kenny-Boy and sought his advice on energy policy. But as Kenny-Boy prepared
to choose a bankruptcy court, the President was pretending not to know him.
Employees who had lost their pensions were crowding the evening news, and
Congress was gearing up to do something about the abuses in corporate America.
In December 2001, the shareholders, the creditors, and the press were all at Enron's
door. The investigators would be there soon. Kenny-Boy needed protection. He
would find it in a bankruptcy court.

From Lay's perspective, the key was to retain control of Enron, if not personally,
through others who owed their jobs—and so their allegiance—to him. As long as
Lay, or others beholden to him, retained control of the company the investigators
would deal with Enron from across the table.
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What Lay probably feared more than anything else was that the bankruptcy
court would appoint a trustee. A Chapter 11 trustee is a genuinely independent
individual chosen by a division of the United States Department of Justice to take
complete, direct control over the bankrupt company. If that happened, the trustee
would employ the investigators, and the investigators would be inside. They would
not be demanding documents in discovery and fighting about their right to access
in court.14 They would control Enron's employees, attorneys, and accountants and
have the full, free run of the files. Enron's lawyers would be required to divulge to
the trustee everything Lay had told them—before and after the bankruptcy filing.
The attorney-client privilege would no longer apply.15 Everything would come out.

Absent the bankruptcy court competition, a trustee probably would have been
appointed in the opening days of the Enron bankruptcy. Bankruptcy law required
the court to appoint a trustee "for cause, including fraud, dishonesty, incompetence,
or gross mismanagement by current management, either before or after the
commencement of the case."16 If Enron didn't fit that bill, it was hard to imagine a
company that would. Nor does a bankruptcy judge have to wait for someone to
request the appointment of a trustee; the only federal appeals court to address the
question ruled that if case warranted appointment of a trustee, the court could
order that appointment even if no creditor requested it.17 Once Enron filed, all that
would stand between Ken Lay and justice would be a judge of the bankruptcy court
Lay had chosen.

Enron was a Houston, Texas company. The company's headquarters were a
gleaming 50-story glass tower in downtown Houston known simply as the "Enron
Building." That building was the center of the company's national and international
operations, the office space for thousands of the company's employees, and the
most widely recognized symbol of the company. The offices of Enron's top
managers were on the fiftieth floor. Ken Lay's was among them.

The United States Bankruptcy Court for the Southern District of Texas, Houston,
Texas Division was just seven blocks away. In an earlier time—before the rampant
forum shopping of the 1980s—the Houston bankruptcy court would have owned
the Enron case by virtue of geography. But in 2001, the Houston bankruptcy court
was merely the most conveniently located of a half-dozen competitors for Enron's
business.

The Houston bankruptcy court had joined the competition for big bankruptcy
cases just two years earlier. It did so by copying the rules and procedures of the
Delaware bankruptcy court and publicly announcing the judges' willingness to
approve higher fees for bankruptcy lawyers who brought cases to the court.18 The
Houston court's move had been only a modest success. The court had attracted no
bankrupt companies from other cities in 2000 or 2001, but it had hung on to the
bankruptcies of eight of the ten big Houston companies that filed bankruptcy
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during that period. Considering that Delaware got almost half the big cases filed in
the United States during those two years, Houston's 80 percent retention rate was
not bad.

Enron spoiled the Houston court's record by choosing the United States
Bankruptcy Court for the Southern District of New York, Manhattan Division. The
New York court was more than 1,600 miles from Enron's headquarters, in a city
where the company had almost no physical presence (57 employees worked for an
Enron subsidiary in New York).19 But New York had other advantages.

One was that the New York bankruptcy court had more to gain—or lose—from
Enron than did other courts. New York was home to many, if not most, of the
country's leading bankruptcy professionals, which gave it an edge in attracting
cases. Despite that natural advantage, the New York court had stumbled in the mid-
1990s, allowing Delaware to take center stage. Only in 2000, after several years
with almost no big cases, had the New York bankruptcy court's effort to attract
cases begun to pay off. Although New York joined the competition at about the
same time as Houston, New York had greater success. Enron was the fifteenth big
case the New York court had attracted from other cities in 2000 and 2001. With
Delaware short of judges and unable to manage its caseload, New York was
positioned to once again become the bankruptcy capital of the United States.

Another reason Delaware was not a good choice for Enron was that one of the
district judges there had recently appointed a trustee in a big case merely because
the relationships among the parties had been acrimonious. The Third Circuit Court
of Appeals had upheld the appointment, thus imposing on the Delaware
bankruptcy court perhaps the most liberal standard for appointment of a trustee
applicable anywhere in the United States.20

New York bankruptcy judge Arthur J. Gonzalez drew the Enron case. From Ken
Lay's perspective, Gonzalez performed splendidly. The creditors moved to transfer
the case to Houston. Judge Gonzalez denied the motion.21 Several major creditors
requested the appointment of a trustee.22 Gonzalez delayed a hearing until he
brokered a deal that left most of Enron's management in place.23 During the delay
Ken Lay was able to choose Stephen Cooper as Enron's new CEO.24 Because Cooper
was a respected turnaround manager, the prospects for appointment of a trustee
dimmed. The creditors soon gave up the fight. That meant that directors chosen by
Ken Lay and in office long before the scandal broke remained in control of the
company through the crucial stages of the bankruptcy case. They resigned only
after they too had chosen their own successors.

As a result, the investigators remained on the outside for the duration of the
Enron case. For a management engaged in massive fraud, it was the best
bankruptcy result for which one could hope. The government took almost three
years putting together a case sufficient to indict Lay. Lay has still not been sued for

[58] Journa l -  U C L A  S c h o o l  o f  L a w

122544_the journal body_r4.qxp  10/25/2005  1:58 PM  Page 60



his mismanagement of Enron, and it seems likely he never will be. The New York
bankruptcy court had proven itself a trustworthy protector of managements
accused of fraud.

The market reacted swiftly. By mid-2002 managements accused of fraud
delivered three more corporate giants—Global Crossing, a supposedly Bermudan
company actually run from Los Angeles; Adelphia Communications, a Coudersport,
Pennsylvania company; and Worldcom, a Clinton, Mississippi company—to the New
York bankruptcy court. The managers of all three were able to remain in control
through the crucial stages of the cases and choose their own successors. By its deft
handling of the four cases, the New York bankruptcy court surpassed Delaware in
2002 to become the nation's most attractive bankruptcy court.

The competition that broke out among the U.S. bankruptcy courts in the 1990s
was the product of a complex set of laws, practices, and institutions. One must

understand those laws, practices, and institutions to understand the competition,
and so it is with them we begin.

The U.S. government operates bankruptcy courts at about 200 locations
throughout the United States. Each court consists of a "panel" of one or more
bankruptcy judges and serves a specifically designated geographical area called a
"district" or "division." Generally speaking, when a bankruptcy case is filed by or
against a debtor located in the court's district or division, a judge from the panel
hears the case.

Determining where a debtor is located can sometimes be difficult. This is
particularly true for large, public companies that have operations throughout the
United States. Such companies can be incorporated in one state, have their
headquarters in another, and conduct the bulk of their operations in a third. A truly
national company can be everywhere and thus nowhere in particular.To address the
problem, Congress enacted a "venue" statute that specifies the appropriate court or
courts based on characteristics of the debtor. ("Venue" is legal jargon for "place." A
venue statute prescribes the places where cases should be heard.)

The venue statute that allowed the bankruptcy court competition to develop was
initially written and adopted as a bankruptcy rule by the recently formed
Bankruptcy Rules Committee in 1974. From 1974 to 1978, Congress comprehensively
revised and codified the bankruptcy laws of the United States. In so doing, Congress
incorporated the bankruptcy venure rule into the statute. The provisions so adopted
would have surprising, unintended consequences in the 1980s and 1990s, as large
public companies began filing bankruptcy cases in significant numbers and
bankruptcy judgeships gained stature and became viable career paths. The bottom
line, however, was that by the 1980s, large public companies were free to file their
bankruptcies pretty much anywhere they chose.
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For the law to offer a litigant a choice among courts is not particularly unusual.
For many kinds of cases, the law gives the person filing the case a choice between
filing in a state or federal court or a choice between filing in the court where the
defendant resides or the court where the events in litigation occurred. The exercise
of such choices is referred to as "forum shopping." The choice offered large
companies under the 1974 rule and 1978 code revisions were, however, of an entirely
different magnitude. These choices typically would be among dozens of courts,not
just two or three. The revisions became part of the Bankruptcy Code enacted in 1978
and went into effect on October 1, 1979.

Through the 1980s, big bankrupt companies and their lawyers exercised their
new powers of choice to pick courts that offered various advantages. About a third
of the cases were filed in a court located somewhere other than where the
company was headquartered. That forum shopping was not particularly alarming
to those who managed the bankruptcy system. The bankruptcy courts, laws, and
rules of procedure are all federal. Theoretically, at least, they are the same
throughout the United States. Forum shoppers certainly could gain some
advantage by their choices, the system managers thought, but not much.

Beginning in 1990, the bankruptcy forum shopping produced an unexpected
dynamic. That year, the single-judge backwater bankruptcy court in

Wilmington, Delaware began attracting corporate giants. Within six years, nearly
90 percent of all large public companies filing bankruptcy in the United States filed
in Delaware. The sudden change surprised and alarmed bankruptcy lawyers and
judges through the United States—and federal policymakers.

In 1997, the National Bankruptcy Review Commission recommended elimination
of the venue provision the big companies were relying on to get to Delaware.
Delaware's two determined senators, however, prevented the Commission's venue
recommendation from coming to a vote in Congress. By the end of 1998, it was clear
that Congress would take no action on bankruptcy venue. The bankruptcy system
had accepted Delaware as its new leader.

Delaware's new bankruptcy industry came at the expense of bankruptcy lawyers
practicing in major cities throughout the rest of the country. Those lawyers began
pressing their local bankruptcy judges to respond to Delaware's competitive threat.
Courts in several major cities modified their local rules and practices to compete for
large public company bankruptcies.

This response to Delaware was possibly unprecedented. In other circumstances,
courts have sometimes expressed views or made rulings that attracted cases. In the
1980s, for example, the liberal Texas state courts attracted the cases of workers
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injured on North Sea Oil rigs. In the early 1990s, U.S. district judge Jack Weinstein
attracted gun and tobacco plaintiffs from all over the United States to his court in
Brooklyn. But those were merely situations in which judges expressed views that
attracted cases. Judges were not changing their views in order to compete with
other courts for cases.

Some of the changes that resulted from the bankruptcy court competition were
for the better. Judges who had thought of themselves as emperors presiding over
federally allotted domains suddenly found that they had to treat lawyers and
litigants with courtesy and respect. If the judges didn't, the "customers" would go
elsewhere. The judges became more responsive and accessible. They scheduled
hearings for the convenience of the lawyers and litigants, not merely for their own.
They published rules and guidelines explaining what they wanted from the
lawyers, and they committed to what they would do in response. One effect was to
make the bankruptcy reorganization process more predictable, generally to the
benefit of everyone involved.

The pressures of competition did not, however, stop at the boundaries of
propriety. The lawyers, corporate executives, banks, and investment bankers who
chose the courts for their cases—the "case placers"—had the power to make
winners or losers of the courts. The case placers wanted more money for
themselves and freedom from the restrictions of bankruptcy law and procedure. In
cities across the United States, they pressed the judges to see how much each judge
was willing to give them.

Slowly, but surely, the entire bankruptcy system began shifting in response to the
case placers' wishes. Professional fees, which had fallen sharply since the 1980s,
began to increase. The courts relaxed conflict of interest standards and granted
lawyers and financial advisers unprecedented releases and indemnification from
liability for their own wrongdoing. The jobs of executives—including those who led
their companies into financial disaster—became more secure, and the courts
allowed their companies to pay their executives huge bonuses, supposedly to retain
the failed executives' valuable services. Deals made among the case placers were
sacrosanct, even if they violated the rights of other parties. Procedures designed to
protect small investors and the public were abandoned.

Even before the nation's bankruptcy courts began emulating Delaware's
reorganization methods, evidence of those methods' failure had begun to
accumulate. Delaware-reorganized firms failed at rates substantially exceeding
those for firms reorganized in other courts. The failures of individual firms were of
course noticed, and efforts were made to explain them. But in the complex,
sprawling world of big case bankruptcy, the pattern of failure—and in particular,
Delaware's role—went unnoticed. When it finally came to light in the spring of
2000, the reaction was one of disbelief and denial. By then, the competition was so
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far along in altering the practices of the bankruptcy courts and the attitudes of
bankruptcy lawyers, judges, and academics, that it seemed impossible to turn back.
As the evidence accumulated, however, it became increasingly evident that turning
back was the only viable alternative.

In the 1990s, the frequency and size of multinational bankruptcies also increased,
with cases such as Bank of Credit and Commerce International (BCCI) and

Maxwell Communications. The newly bankrupt giants discovered that the
competing U.S. bankruptcy courts welcomed the cases of companies from
anywhere on earth. Those in a position to place the cases of multinational
companies generally preferred the U.S. courts because U.S. bankruptcy law
permitted the debtor's executives to remain in control during bankruptcy. The laws
of most other countries put creditors in control. From a Brazilian cable television
company to a Greek shipping concern, multinational companies—and some foreign
companies with virtually no connection to the United States—began filing their
bankruptcies in the United States.

International forum shopping was, however, subject to a limitation not present in
domestic shopping within the United States. Courts anywhere in the United States
were bound by decisions of the Delaware bankruptcy court, but courts outside the
United States were not. A Delaware bankruptcy court decision had only as much
authority outside the United States as the courts of other countries were willing to
give it. This sharply limited what the competing courts could accomplish for those
who brought them the cases.

Coincidentally, an international reform movement that sought to remove that
limitation was already well under way. "Universalists" were seeking to bind the
nations of the world by treaty or model law to honor the decisions of the courts of
a multinational debtor's "home country." In a universalist world, a multinational
debtor's home country court would apply home country law to people and events
all over the world. Other countries would pre-commit to honor the home country's
decisions.

The universalists could not explain what they meant by a multinational's "home
country," and it was apparent that, however the universalists defined that attribute,
multinationals could easily change it. As a result, the growing universalist
movement threatened to replicate the problems of domestic forum shopping and
court competition on a global scale in a far less controlled environment.

Most people are surprised to hear that bankruptcy judges want big cases.
Bankruptcy judges are appointed for 14-year terms. The federal government

pays each an annual salary of $142,324 and, if they leave office after even a single 14-
year term, a full federal pension. Attracting big cases changes neither the salary nor
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the pension. The judges who attract the cases generally end up with heavier
caseloads than those who do not. Big cases mean more work.

Not all judges do want the cases. Those who do, want them for any of four
reasons. The most obvious are personal. A judge who presides over the
reorganizations of large, public companies has the opportunity to work with the
leading professionals in the fields of bankruptcy and finance. When the judge does
so, the judge is the most powerful person in the room. Millions and sometimes even
billions of dollars turn on his or her decision. The status that power confers extends
beyond the courtroom.

Celebrity comes along with the power. The judges' decisions are reported in the
media. Judges in the biggest cases have standing invitations from professional
organizations to travel to resort cities at the organizations' expense to give
speeches and be honored. If they return to law practice, which many do, clients with
big cases will seek them out. When a bankruptcy judge dies, the obituary will likely
mention the big cases over which the judge presided—assuming, of course, there
were any.

The most important reasons that the judges want the big cases, however, are
somewhat more subtle. Each bankruptcy judge is a member of a community. In any
large city in the United States, there are 100 or more lawyers and other
professionals specializing in bankruptcy practice. Those professionals interact daily
as they resolve cases in the local bankruptcy court. The professionals in a city
typically form an association that meets regularly for lunch and occasionally for
multiday conferences. Many of the members become close friends.

When a bankruptcy judgeship becomes available, the community seeks to install
one of its own. More often than not, the effort succeeds. As with any position of
leadership, the one chosen incurs a debt to his or her supports. Those supporters
expect a certain amount of loyalty. If a judge forgets how he or she got the job, the
judge will be reminded if and when the judge seeks a second term. The committee
that passes on reappointments will probably survey the members of the local
bankruptcy bar regarding the quality of the judge's prior service.25 A recent study
found that more than 8 percent of the bankruptcy judges who applied for
reappointment during the period 1998 to 2002 were not reappointed.26 Others won
reappointment, but only after their competence had been challenged and they had
been "put through the wringer."27

For bankruptcy professionals, bankruptcy venue is a bread-and-butter issue. If a
big St. Louis company—such as TWA, Purina Mills, or Solutia—files in St. Louis,
leading St. Louis bankruptcy lawyers are likely to get the key roles in the case and
the big fees that come with them. If the case is big enough, virtually every
bankruptcy lawyer in St. Louis will have a client. If instead the company files in some
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other city, bankruptcy lawyers in that city will get most of the work and the money.
If most of the cases from a city go elsewhere, the career prospects in that city may
be limited. And if the lawyers in a city view their judges as the cause of that
problem, things can get ugly. . .

The process by which pressure to compete is brought to bear on the judges is
brutal and intimidating. The lawyers who place cases are among the most powerful
and prestigious of the bankruptcy bar. They publicly laud the judges who give them
what they want and harshly criticize those who do not. Some of the latter become
pariahs of the national bankruptcy bar—judges considered so bad they drive the
cases away. Lawyers—and other judges—malign them as "toxic judges."

Forced to a simple choice between popularity and integrity, most judges would
choose integrity, even under these conditions. But the choice is seldom presented so
starkly. A judge can easily suppose him- or herself clever enough to achieve
popularity and maintain integrity simultaneously. But the game is played over a
long period of time and the pressure of competition is relentless. As the judges are
put to choice after choice, the changes occur in increments, each too small to be
recognized for the erosion of integrity it is. To corrupt the bankruptcy system, it was
not necessary to corrupt all of the bankruptcy judges. Once a few judges
succumbed, the cases flowed to them, rendering the remaining judges irrelevant.
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Courts, University of Michigan Press (2005).
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