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number have turned to Chapter 9 bankruptcy. While bankruptcy is
controversial, it holds many advantages for cities and their creditors.
However, there is more that Chapter 9 could do if bankruptcy courts
were allowed to require municipalities and states to address the
structural drivers that might accrue to local government organization.
This would require a significant reworking of Chapter 9, however,
and would implicate serious constitutional issues. Without the
exploration of these changes, bankruptcy courts cannot ensure that the
structural determinants that might have contributed to the default in
the first place don’t happen again.

1. INTRODUCTION

The municipal insolvency crisis is the defining challenge facing
American cities. Increasingly municipalities large and small are
struggling to maintain or expand service delivery, address crumbling
infrastructures, stem the tide of resident and capital flight, reconcile
the conflicting realities of inter-municipal competitive pressures and
address a growing municipal employee benefit crisis. Municipal
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long gone unaddressed. Looming over all of this is an estimated $3.5
billion of municipal bond debt and more than 19 million state and
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bankruptcy laws to control the adjustments of debts than do private
corporations under Chapters 7 or 11 of the Bankruptcy Code.®
Bankruptcy courts are explicitly prohibited from interfering with the
political or governmental powers of the debtor municipality and, by
extension, the state.'
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has produced all types of imbalances in the modern metropolis that
imperil older central cities and increasingly inner suburbs. It is
impossible to consider the contemporary municipal insolvency crisis
without understanding the historic and present role of municipal
boundaries.**

The central question in considering the role of Chapter 9
bankruptcy in the midst of what is likely a trend of growing municipal
insolvency is: Can the municipal bankruptcy process be used to
encourage, incentivize, or outright force states to examine how local
government organization issues place some municipalities on an
inevitable path to insolvency?

If state local government organization law allows one unit of a
metropolitan area to face a drastically different fiscal fate than the
other metropolitan area jurisdictions adjacent to or in close proximity
to its borders, why is it impermissible for review in a municipal
bankruptcy proceeding? Is it fair to allow the federal government to
adjust contractual obligations on behalf of municipalities in
metropolitan areas that as a whole are prosperous and, save the limits
of municipal boundaries, could contribute greatly to placing their
weakest link, or links, on a path to solvency? Furthermore, is there a
significant Tenth Amendment concern when the voluntary state-
sanctioned petition is the essential first step for entering into a
Chapter 9 proceeding?

In this essay | explore broadly an expansion of Chapter 9
bankruptcy to allow bankruptcy judges to consider issues of local
government organization in addressing a municipality’s debt
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Chapter 9.

I1l. A SNAPSHOT OF THE MUNICIPAL INSOLVENCY CRISIS

In 2012, Stockton, California filed for bankruptcy. Stockton was
one of three California cities to file for bankruptcy protection in a
single month. With 292,000 residents at the time of its filing,
Stockton became the largest city in United States history to default.
In the fall of 2013, Stockton’s city council approved a plan for the
city to adjust its debts and exit bankruptcy after reaching a deal with a
bond issuer to restructure more than $150 million of outstanding debt
obligations.'® But not even a year after Stockton, California’s
bankruptcy filing the issue is old news and old history. The bar
moved. Detroit’s July 18, 2013 Chapter 9 bankruptcy filing made it
the largest American city to ever file for municipal bankruptcy. The
$18 billion Detroit owes also makes its filing the largest municipal
bankruptcy in American history in terms of debt.’” Michigan
Governor Rick Snyder and Detroit Emergency Manager Kevyn Orr
called the municipal bankruptcy filing the only viable option for relief
for the city’s more than $18 billion in long-term obligations.*®
Detroit’s bankruptcy trial began September 2, 2014 and will
adjudicate the city’s 400 page “plan of adjustment” which lays out

15. See Watkins,
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how it will pay its creditors and restructure its debt.*

trial proceedings were still underway.

Concerns over municipal insolvency were not triggered by these
epic bankruptcies. The issue was already receiving an increasing
amount of attention in light of the 2008-2009 economic crises,
mounting fiscal pressures facing U.S. municipalities, and the growing
crisis over pension obligations.?® There were 239 municipal
bankruptcy filings between 1980 and 2010.”* More than 600
municipal bankruptcy petitions were filed in 2011—most of them by
small, special-purpose districts, such as utility districts and rural
municipalities.”> This compares with only 252 filings between 1980
and 2011.% For additional context, there were 51,259 business filings
under Chapters 7 and 11 of the U.S. Bankruptcy Code in 2010
alone.?* Historically, general purpose government debt defaults are
rare. A Moody’s Investors Services study “found that only three
general purpose governments rated by Moody’s had defaulted on
long-term bonds in 30 years.”%

While bankruptcy filings by municipalities under Chapter 9 of
the Bankruptcy Code are historically rare, filings are on the rise.?
Eight municipalities have filed for bankruptcy protection since 2010:
Detroit, Michigan; San Bernard

At press time
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First, it is impossible to broach the topic of municipal insolvency
without acknowledging the poor decision-making, questionable risk
taking, miscalculations in budgeting, and outright corruption that have
contributed to the fiscal demise of many cities. Scholars have
recently examined the impact of public officials’ corruption on the
size and allocation of state expenditures, finding that corruption
increases state spending by more than five percent.®® City corruption
has loomed large in lay and scholarly analyses of the causes of
insolvency, and it has been a prominent factor in how the struggles of
Detroit and other cities is discussed and understood.**  This is
understandable given the actions of the city’s imprisoned former
Detroit mayor, Kwame Kilpatrick, and the manner in which
fraudulent actions during his administration gutted the assets of the
pension fund and then attempted to cover it up by pursuing
questionable debt-financing schemes.®*  While corruption of the
character and scale as that which defined Detroit’s recent political
leadership must be recognized for its role in sealing the city’s fiscal
fate, corruption tales offer little in the form of prescriptive insight for
how to address persistent insolvency. Once the bad guys are locked
up, grave structural issues remain.

The pension crisis is perhaps the most urgent dilemma facing
cities. The pension crisis is both a state and a municipal problem, and
the challenges states face with meeting retirement benefit obligations
to state workers has reached a crisis level as almost every state has
taken steps in recent years to address public employee pension
costs.® Changing demographics, the tendency of political officials to

30. See generally, Cheol Liu & John L. Mikesell, The Impact of Public Officials’
Corruption on the Size and Allocation of U.S. State Spending, 74 PUB. ADMIN. REV. 346
(2014), available at http://onlinelibrary.wiley.com/doi/10.1111/puar.12212/full.

31. See, e.g., Maria O’Brien Hylton, Central Falls Retirees v. Bondholders.: Assessing
Fear of Contagion in Chapter 9 Proceedings, 59 WAYNE L. ReEv. 525, 554 (2013); Tresa
Baldas, 7he High Cost of Corruption: How Kwame Kilpatrick’s Crimes Deepened Detroit’s
Crisfs, DETROIT FREE PRESS (Oct. 6, 2013) http://www.freep.com/article/20131006/NEW SO
1/310060083/Kilpatrick-corruption-costs; Jess Bidgood, Rhode Island: Central Falls Mayor
Quits and Is to Plead Guilty to Corruption, N. Y. TIMES (Sep. 19, 2012), http://www.nytime
s.com/2012/09/20/us/rhode-island-central-falls-mayor-quits-and-is-to-plead-guilty-to-corruptio
n.html?_r=0; Floyd Norris,
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agree to long-term benefits increases, and the decline in the market
value of pension fund assets all contri
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metropolis who would otherwise receive public goods and
services from the same source. This separation leads to the
uneven distribution of metropolitan area benefits and
burdens and renders the freedom and self-determination
gains produced by liberal boundary policies a very costly
endeavor. There is a great deal of irrationality that goes into
these decisions as well. Narrative, imagination, and the
perception of risk are all highly irrational forces that have as
much influence on metropolitan ordering as does the need
for connections and information.*®

The effects of suburbanization on the fiscal fate of cities are seen
in the burden cities with greater populations of poor residents
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that metropolitan fragmentation increases resource disparities
between localities in a metropolitan region.>* Poverty both increases
the demand for services and reduces the ability of cities to provide
them.® Consequently, poor cities face an unfair disadvantage against
wealthier cities and are likely to experience growing fiscal pressure.
While many factors led to San Bernadino’s insolvency crisis, the
disparities produced within the fragmented metropolis increase the
likelihood that municipalities with high concentrations of poor
residents will slide into insolvency.

Detroit, Michigan is an example of the impact of
suburbanization. The Detroit metropolitan area remains highly
segregated along race and class lines. While the state of Michigan
has a revenue sharing program®’ that attempts to equalize municipal
funding in light of resource disparities, that program has experienced
significant cuts that have imperiled a number of cities, but none more
than Detroit.”® Since 2003 Detroit is projected to have lost over $732
million in revenue sharing funds.> Central cities and fiscally stressed
suburbs lost the most in the revenue sharing diversion, exacerbating
these municipalities’ already lopsided ratio of service demand to
service delivery capacity.®

All of the forces and dynamics mentioned have, to varying
degrees, imperiled an increasing number of municipal budgets over
the past few decades. All are difficult issues, but taken separately
their respective remedy options expose their distinct and separate
implications. ~ Corruption and mismanagement can largely be
addressed through accountability and transparency measures and
political pressure for leadership changes generally carry the day. The
pension crisis requires protracted engagement and problem solving
that takes both legacy financial commitments and state-local
interdependence into consideration. But the state’s role in fiscal

54. SeeJoassart-Marcelli et al., sypranote 51, at 351.

55. See id. at 349-50.

56. Seeid.

57. 2014 Mich. Pub. Acts 252, §§ 950-52.

58. See Jonathan Oosting, How Michigan’s Revenue Sharing ‘Raid’ Cost Communities
Billions for Local Services, MLIVE (Apr. 13, 2014, 1:13 AM), http://www.mlive.com/ lansing-
news/index.ssf/2014/03/michigan_revenue_sharing_strug.html; see also AMEREGIS, SEGREG-
ATION, MINORITY SUBURBANIZATION AND FISCAL EQUITY IN THE DETROIT METROPOLITAN
AREA (2004), available at https://lwww.law.umn.edu/uploads/55/ce/55cef573ab314eac47e32b
22f61b8a09/Detroit-NAACP-Min-Suburbanization-Report-2005.pdf.

59. See Oosting, supra note 58.

60. See AMEREGIS, supranote 58.
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taxation, indebtedness, budgeting, accounting, auditing and fiscal
reporting.®? As scholars like Clayton Gillette have recognized, states
exercise considerable plenary power over the fiscal matters of their
localities.®® States can enact “statutory schemes to withhold advanced
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obligations of sharing municipal territory with dissimilarly situated
others.®®
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municipal bankruptcies.”®  States cannot petition for bankruptcy
relief.  The threshold requirements for a municipality seeking
bankruptcy relief are that they must, (1) be specifically authorized by
state law to be a debtor, (2) be insolvent, (3) desire to effect a plan to
adjust its debts, and (4) engage in certain pre-filing efforts to work out
its financial difficulties.”* Municipalities are also required to obtain
the agreement of creditors holding at least a majority in amount of
claims of each class of debtor and to negotiate in good faith with
creditors to obtain the agreement of the majority.” In order to receive
court sanction of its debt adjustment plan, the debtor municipality
must have reached agreement toward a plan or must have failed to do
so despite good faith negotiations, or such negotiation must be
impracticable.””  If the municipality meets these requirements,
Chapter 9 automatically triggers a stay against creditor collection
efforts.” This allows a municipality the ability to continue providing
basic public services while negotiating a debt adjustment plan with its
creditors.”

Scholars have noted the significant differences between
bankruptcy for non-municipal debtors and municipal debtors.”
Unlike in a Chapter 7”7 or Chapter 117 bankruptcy proceeding—
those provision that apply to individual and corporate bankruptcy—
courts have no authority to set limits on the discretion of city officials
or state officials in matters of local government organization and
management.”®  The court is merely authorized to determine
insolvency and assess the relative soundness of the municipality’s

70. See, e.g., Lynn Hume, Bill Would Give More Rights to Municipal Employees in
Bankruptcies, THE BOND BUYER, Jun. 4, 2014, http://www.bondbuyer.com/news/washington-
budget-finance/bill-would-give-more-rights-to-municipal-employees-in-bankruptcies-
1063100-1.html.

71. 11 U.S.C. § 109(c) (2012).

72. See, e.g., In re Mendocino Coast Rec & Park Dist., 2013 U.S. Dist. LEXIS 139697, at
6-7 (N.D. Cal. 2013).

73. See11 U.S.C. 941-46 (2012); In re Cottonwood Water & Sanitation Dist., 138 BR
973, 979 (Bankr. D. Colo. 1992).

74. 11 U.S.C. §922.

75. SeeTung, supranote 5, at 893.

76. See Gillette, suypra note 63, at 291-93; Thomas M. Horan & Ericka Fredricks
Johnson, The Debtor Has No Estate, and Other Tales, Why Chapter 9 Looks Different From
Chapter 11, 32-10 ABIJ 22 (2013); McConnell & Picker, sypra note 69, at 437-35.

77. 11 U.S.C. 88 701-84.

78. /d. 88 1101-74.

79. Seeid. § 904.
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plan for adjusting their debts.*

Unlike bankruptcy under Chapter 7 or Chapter 11, creditors have
very few rights to participate in the development of the municipality’s
debt readjustment plans. While the provisions of Chapter 9 require
the city to negotiate in good faith with its creditors, creditors have
little negotiating leverage under Chapter 9.8  During these
negotiations municipalities enjoy the exclusive right to submit debt
readjustment plans to the court. Creditors can only approve or
disapprove of the plans. Consequently, in addition to not receiving
debt payments because of the automatic stay triggered by the filing of
Chapter 9 bankruptcy, creditors cannot submit debt readjustment
plans of their own.®? Courts are also limited in doing anything more
than approving the debt adjustment plans. Chapter 9 permits the
adjustment of debts so long as the adjustment is “fair and equitable”
and does not “discriminate unfairly.®

There is no liquidation under Chapter 9, as is a possibility under
Chapter 7. Bankruptcy courts can only hold out the threat of
dismissal, which would leave the debtor municipalities and their
creditors to their political and legal devices.?* Two provisions of
Chapter 9 explicitly limit the reach of the bankruptcy courts: 88 903
and 904.%  Section 903 preserves the state’s autonomy over the
political and governmental powers of the municipality and § 904
limits the ability of the court to interfere with the municipality’s
political or governmental powers, its property or revenues, or its use
or enjoyment of income-producing property.®® These provisions
effectively eliminate the bankruptcy court’s ability to investigate the
structural causes of insolvency discussed herein. They increase the
possibility that municipal bankruptcy might be used repeatedly by
municipalities and states unwilling to address what are often
politically unsalable issues.

The rarity of municipal bankruptcy filings means that there is

80. See /n re Wallace Cnty. Water Control and Improvement Dist. No. 1, 36 F. Supp. 36,
39 (S.D. Tex. 1940).
81. See
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relatively little case law to guide bankruptcy judges if municipal
bankruptcy filings become more common. But early development of
Chapter 9 reveals the intentions and concerns behind the current
structure. Municipal bankruptcy evolved separate from corporate
bankruptcy and is marked by specific constitutional concerns related
to federalism. Prior to the enactment of Chapter 9 in 1937, the only
remedies available to creditors when a municipality was unable to pay
the creditors were for the creditors to pursue an action of mandamus
and compel the municipality to raise taxes or to seize its accounts.®’
The passage of the 1937 Municipal Bankruptcy Act changed all of
that.®® The design and scope of municipal bankruptcy is shaped in
large measure by the limits of the Contracts Clause and the Tenth
Amendment® to the U.S. Constitution. The Contracts Clause
prohibits states from passing laws that impair existing contracts.*
The bankruptcy code hinges upon the inapplicability of the Contracts
Clause to the federal government. States cannot pass laws that would
adjust a municipality’s debt obligations. However, Congress is not
subject to the restriction that the Contracts Clause places on the
states.”> Contracts may be impaired in a Chapter 9 bankruptcy case
without offending the U.S. Constitution.

The Tenth Amendment imprint on Chapter 9 reflects concerns
about the balance of federalism.?> The Tenth Amendment provides
that the powers not delegated to the United States but the
Constitution, nor prohibited by it to the states, are reserved to the
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and reorganize the debts of a unit of its governance structure. This
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government constitute a caveat to an otherwise painless process for
the state as a whole.

Such reforms to Chapter 9 would challenge local sovereignty as
an a-political pursuit. Doing so might open dialogue on the
interdependence of a state’s communities and the various fictions that
stem from the social and political construction of jurisdiction.
Advancing these regionalist gains might involve unintended
consequences, as the minority of states that allow their municipalities
to petition for Chapter 9 relief might be dis-incentivized from seeking
such protection. Given the benefits Watkins outlined and summarized
at the outset of this essay, this could impair opportunities for
municipal government reform.%

There are bigger questions that naturally arise in assessing the
viability of this approach. Why expand the reach of federal
bankruptcy courts in service of the problems of political
fragmentation, metropolitan resource imbalances and the municipal
boundary problem? Are the bankruptcy courts the appropriate forum
for the consideration of regional governance structures? Are these
issues not fundamentally prerogatives of the state for the people of the
respective states to solve without the interference of courts? Is it even
possible to narrowly tailor a solution that does not run afoul of the
Tenth Amendment, but is substantially sufficient to bring about the
intended changes?

These and other legitimate questions must be addressed in any
reconsideration of Chapter 9. Local government organization can be
one of many factors impacting fiscal insolvency and while its relative
share of causality for a city’s slide into bankruptcy is difficult if not
impossible to determine, it is a significant determinant to a city’s
fiscal fate. But what is clear is that as it now stands, Chapter 9 offers
states and their municipalities extraordinary debt relief while largely
containing the impact of the municipality’s insolvency to the
municipality and its creditors. This may help cities in the short term,
but it allows cities and states to exit bankruptcy with inefficient,
inequitable and fundamentally unsustainable governance structures
intact.

VI. CONCLUSION
The role of a state’s laws for local government organization play

102. See Watkins, supranote 5, 104-15.
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