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Detroit's bankruptcy plan

A phoenix emerges
Nov 7th 2014, 22:47 by Y.v.B

'THERE is an exciting feeling of a new
beginning," says John Pottow, a bankruptcy
expert at the University of Michigan. After years
of decline that ended in disaster when Detroit

filed for bankruptcy last year, one of America's
biggest cities has been given a new lease of life.
Today Steren Rhodes, a bankmptcyjudge,

approved Detroitt plan for the adjustment of
debts that will allow the city to slash $7 billion of unsecured liabilities off its $r8 billion debt

mountain.
Detroit has a long history of mismanagement. But the handling of its bankruptcy so far has
been a textbook example of efficiency and pragmatism. Much of the credit for getting Detroit

back on track in less than 16 months must go to Keqn Orr, the banlauptcy lawyer appointed by

the state of Michigan to sort out the mess. Mr Orr had the powers of a "benevolent dictator",

Mr Pottow, and he used t}lem well. Under the agreement both pensioners and bond holders
will take pain, albeit at rarying degrees. The pensions of rettees will be cutby 4.5016 and the
cost-of-living adjustrnents (COU.) will go. Retirees from the police force and the fire brigade
will have to live with a reduction in COL,A from 2.25% to r%. Health-care benefits will be
reduced by 9o% for all retirees. Bond holders, zuch as Syncora, a bond insurer, had to accept a
huge haircut. Syncora will get z6 cents on the dollar. Another bond insurer with a claim of $r
billion, Financial Guaranty Insurance, had to accept big losses.
says

Mr Orr managed to sare the art collection of the Detroit Institute of Arts (DIA) from sale in
what is referred to as "the grand bargain". Foundationg private donors and the state of
t&r/wrw.ecqEnistcon/rp(bzl63t Jn4rina
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Michigan raised $8r6m to protect the DIA from the cib/s creditors. The funds raised will help to
pay public worker's pensions-and the ownership of the museum was transferred from the
municipality to an independent charitable trust.
The exit from chapter 9 (tle part of the American banlcuptcy code that deals with
municipalities) gives Detroit some breathing space. But it's only a first step on t}te long way to
recovery. The big question is whether Detroit will manage to become an athactive city again

where people want to live, invest, work-and pay taxes. At the moment this seems a long way

off: roads are in disrepair; more than one-thhd of city lights donl work; public schools are
f6iling the pupils who bother to turn up; ambulances break down; thousands of households
dont have water and there are 84,ooo blighted and racant parcels of property. (The city is
demolishing 2oo houses a week at a cost of, on average, more

tlan $8,ooo each.)

The adjustment plan approved by the judge sets aside $r.7 billion over the next nine years for

investrrent in basic services and infrastructure. It is a rast zum for a city that has trimmed
inveshnents to 6 minimum in recent years, but Detroit's needs are zuch ttrat this pot could run
out in as soon as five )rears. The city must rebuild its credibility, otherwise no one will lend to
Detroit, says James Spiotto, a banlouptcy expert at Chapman Strategic Advisors.

After a judge approves

a

bankruptcy plan objectors have

14

dals to file appeals. Yet appeals are

unlikely at this stage as the tough battles with retirees and creditors have all been fought. Many
are now optimistic about Detroit s chances for recorery.

"It can be done,"

sa)ts

Mr Spiotto. His

colleague, Mr Pottow, compares the city to an alcoholic who has sobered up. The question is

whettrer Detroit will have the strength and support to avoid past temptations of profligacy,
mi$nanagement and comrption.
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What happens after Detroit’s bankruptcy? Lessons in reform
by Richard H. Mattoon, senior economist and economic advisor

Detroit recently filed for bankruptcy, becoming the largest municipality to seek protection under
the U.S. Bankruptcy Code’s Chapter 9. In the wake of Detroit’s filing, the Federal Reserve
Bank of Chicago and the Citizens Research Council of Michigan convened a conference on
November 7–8, 2013, to identify strategies to prevent municipalities’ fiscal decline, as well
as mechanisms to restore struggling cities’ financial sustainability and economic growth.

Detroit’s bankruptcy filing on July 18,

Some materials presented at
the conference are available
at www.chicagofed.org/
webpages/events/2013/
bankruptcy_government_
reform.cfm.

2013,1 is historic for its size and symbolism: The largest municipal bankruptcy
in U.S. history represents a low point for
the once-dominant American industrial
icon. However, Detroit is certainly not
the first U.S. city to face profound fiscal
problems. To examine what lessons might
be learned from other episodes of municipal fiscal stress, experts from government, academia, nonprofits, and business
gathered at the conference held at the
Chicago Fed’s Detroit Branch. Conference participants discussed models of
local governance reform and state intervention to identify the common strategies
and tools that cities have relied on to
emerge from their fiscal troubles and
then maintain financial stability and
boost economic growth.
Fiscal positions of cities today

Michael Pagano, University of Illinois at
Chicago, provided an overview of cities’
fiscal conditions today and focused much
of his presentation on the findings from
the National League of Cities’ (NLC)
annual survey of city finance officers.2
The recent recession had a profound
impact on the finances of cities across
the nation; however, differences among
their fiscal structures due to a number
of factors (such as the available types
of taxes and amounts of reserve funds)
led to significant variation in their ability

to emerge from the recession in strong
fiscal shape. Turning to the NLC survey
results, Pagano stated that 72% of the
respondents are expecting modestly improved fiscal conditions for their cities
in 2013 relative to 2012. In terms of tax
revenues, those from property taxes
declined in 2012 and are projected to
decline again in 2013; yet this decrease
is expected to be offset by continued
growth in sales and local income tax
revenues. That said, not all local governments are permitted to levy sales and
income taxes by their state governments.
Pagano said that according to the NLC
survey, the sources of fiscal stress for cities
include infrastructure and public safety
costs, as well as employee-related costs
for health care and pensions. Another
source of fiscal stress is declining federal
and state aid. Cities experiencing such
stress have tended to reduce employeerelated costs (which make up 70% of a
typical budget) to balance their budgets.
Focusing on the fiscal health of local
governments in Michigan, Debra Horner,
University of Michigan, discussed the
results from the spring 2013 wave of the
Michigan Public Policy Survey.3 She noted
that local governments in Michigan
have faced about a decade of strained
revenues. State aid was reduced cumulatively by $4.2 billion from fiscal year
(FY) 2000–01 through FY2011–12.

Moreover, local property tax revenues
are down 20% from their 2007 level
and are not expected to fully rebound
until sometime between 2023 and
2027, she said. These decreases have
led to a series of expenditure actions,
including drawing down general fund
reserves, reducing staff levels, shifting
health care costs to employees, and increasing intergovernmental cooperation to share costs. (For the most part,
local governments have tried to avoid
increases in debt loads and reductions in
service levels.) These local government

(e.g., not reforming inefficient and expensive labor policies, underfunding
pensions, rolling over debt, and not maintaining nor improving infrastructure).
The second step has a short-run component to address the immediate fiscal
problem and a long-run component to
steer the city’s institutions on the right
path toward fiscal sustainability, said
Inman. In the short run, a fiscal control
board should be set up to oversee city
finances, achieve a balanced budget,
and draw up a five-year fiscal plan. This

The goal of state intervention in a fiscally distressed locality
should be to create a sustainable community, not just to
solve the near-term budget problem.
actions have resulted in a downward
trend in municipal fiscal stress across
Michigan since 2009–10.
To conclude, Horner explained survey
respondents’ views and concerns about
the future of local government funding
in Michigan. First, respondents recognized that the funds needed to build new
infrastructure and to improve service
levels will be difficult to obtain. Second,
there is broad-based support (58% of the
respondents) for significantly reforming
the current funding structure for local
governments in order to improve their
fiscal performance. This support for reform applies to all major revenue sources,
including gas and sales taxes; there is
even support for revisiting state constitutional amendments that set particular
requirements on how certain taxes and
governmental expenditures (e.g., for
school funding) are to be handled.
How to emerge from fiscal crisis

Robert Inman, Wharton School,
University of Pennsylvania, presented a
three-step plan for cities to emerge from
fiscal crisis. The first step is to recognize
the components of a fiscal crisis. These
components are weak demographics
(e.g., 38% of Detroit’s population is poor
and 12% is elderly); a weak economy
(e.g., Detroit experienced a 30% drop
in the number of jobs over the period
2000–12); and weak government policies

board—composed of state, regional,
and city representatives—should be an
independent and credible organization
with appropriate powers to enforce its
recommended changes; one of its chief
aims is to signal to outside parties that
the necessary steps are being taken to
restore the city’s fiscal stability.
In the long run, the local governmental
institutions have to ensure that the marginal benefits of government services are
greater than or equal to the marginal
costs, said Inman. To achieve this goal,
local government officials must address
the following questions:
• What should cities do?
• How should cities pay for what
they do?
• And how should cities decide what
to do?
In answer to the first question, Inman
said that city governments should provide two primary types of public services
(and goods): residential services (e.g.,
education, public safety, sanitation, water
and sewer, neighborhood and parks
infrastructure, libraries, and courts and
prisons, as well as services for low-income
households) and business services, which
are similar but somewhat narrower (e.g.,
commuting infrastructure). The next
question is how to pay for these services.
Inman discussed some important

distinctions while addressing this question. First, there are “excludable” services,
such as education and water. It may be
possible to determine specific prices for
these services based on who benefits from
them. In these cases, an average variable
cost for a service might be determined
and then paid for through a user fee.
Second, there are “nonexcludable” services, such as public safety, roads, and
courts, for which broad-based taxation
is the preferred method for funding,
because determining a user fee would be
impractical. Third, there is the special
case of services for low-income households; Inman argued that it is appropriate and efficient to provide these
services at the city level, although financing for them should occur at the state,
regional, or federal level. Efforts to fund
these services at the city level put undue
stress on the local tax base, and city funding for them may crowd out funding for
other vital services. In addition, Inman
contended that taxes should be focused
on where people live (not where people
work): Residential income taxes, land
value taxes, and property taxes whose
revenues are largely retained by the
neighborhoods that generate them (as
opposed to generally distributed across
the city) should be emphasized. Residents
should pay for residential services, while
businesses should pay for business services. The final question is how to decide
what to do. Inman argued that to effectively carry out the policies he outlined,
the best form of governance would be
one with a mayor who has broader authority than the city’s legislative body
(e.g., veto powers requiring a two-thirds
majority of the city council to be overridden). Also, contracts to provide services should be granted through a bidding
process where government providers
compete with private sector firms. Finally,
Inman said that both neighborhood
and business improvement districts
should be set up. These special districts
are areas where property and/or business owners agree to pay for expanded
public services (beyond those already
provided by the city)—such as more
police patrols and street cleaning—or
more capital improvements—such as
upgrading roadways—which may raise
property values (and in turn enhance

property tax revenues). Their success or
failure could help city leaders decide
on future governmental investments.
The third and final step of Inman’s plan
is about getting the fiscal culture right,
which for him involves gaining more
stakeholders in the city’s progress and
empowering them. The establishment
of neighborhood and business improvement districts should yield more property and business owners with a stake
in the success of the city and improve
long-run outcomes, Inman contended.
For renters to gain a similar stake, they
could be sold shares in the city (e.g.,
tax increment financing bonds, whose
proceeds are normally used to subsidize
the redevelopment of blighted areas),
he said.
Responding to Inman’s presentation,
Anthony Minghine, Michigan Municipal
League, said that a crisis facing a city like
Detroit is caused by people leaving the
city as the costs for services accumulate.
This exodus leads to a failure of the city’s
financial model as service demands escalate and those best able to pay for services
move outside the city’s boundaries. The
service crisis is precipitated at the same
time as property values are falling, further
eroding the tax revenue base. Minghine
noted that the goal of state intervention
in a fiscally distressed locality should be to
create a sustainable community, not just
to solve the near-term budget problem.
Communities currently in distress

Frank Shafroth, George Mason University,
provided his perspective on these matters
based on a MacArthur Foundation-funded
study that examines the experiences of
communities currently in fiscal distress.4
Focusing on the role of the state, Shafroth
noted that in some cases, state actions may
precipitate a local government’s funding
crisis. For instance, in California, the state
government’s withdrawal of funds for
local redevelopment agencies (following
the California Supreme Court’s decision
to dissolve them in December 2011)
created funding shortfalls in communities across the state. In other cases, state
actions can determine the flexibility a
community has in dealing with fiscal
stress. For instance, the Rhode Island
state government passed a law that gives

municipal bondholders a first lien on
property tax revenues. When Central
Falls, Rhode Island, entered into bankruptcy in 2011, this law effectively meant
that the brunt of bankruptcy adjustments
would have to be borne by its local government work force and retirees (e.g.,
retiree benefits were reduced 55%). A
more successful example of state intervention in fiscally distressed local governments has been in Maryland, Shafroth
noted. Even though Baltimore has unfavorable demographics, it has done
fairly well in dealing with fiscal stress,
largely because the state funds the city’s
local social services.
The main issues facing virtually all cities
are shifting demographics and pension
funding, Shafroth said. As the population
grows older and lives longer, demands
for services for seniors will rise. In addition, as city workers reach retirement,
they may face underfunded pensions.
In states such as California, Michigan,
and Illinois, where various types of constitutional protections are in place to
preserve public pension benefits, a growing legal struggle is likely to determine if
public pension payments can be reduced
in order to support fiscal sustainability.
In response to Shafroth’s presentation,
Joyce Parker, The Municipal Group,
stressed the need for outside intervention to restore fiscal balance in troubled
cities. Parker explained some strategies
she employed as the state-appointed
emergency manager (EM) of two formerly financially distressed Michigan
cities, Ecorse and Allen Park. The first
one was to involve the community in
the process of restoring fiscal stability—
most notably by creating a transition advisory board. Establishing such a board,
Parker emphasized, would make it easier
to implement difficult changes, such as
those to labor contracts that affect city
employee and retiree health care and
pensions. Another strategy is to consolidate certain government services (e.g.,
water and sewer); it may be possible to
create cost-sharing agreements for certain services with other local governments.
Finally, Parker said that based on her
EM experience, simply reducing expenditures will not often restore a city’s fiscal
health. More revenues in the form of

special assessments are usually necessary
to regain fiscal stability.
Investor and business views

Lisa Washburn, Municipal Market
Advisors, discussed the impact of
Detroit’s bankruptcy filing on the municipal bond market and strategies for
improving market access for fiscally distressed communities. She noted that
Detroit’s filing did not surprise the market. The city’s declining fiscal position
was well known, and the city’s debt had
been rated below investment grade since
2009. What did surprise the market was
Michigan’s response. Historically, the
state had been praised for having a system in place for intervening in fiscally
distressed localities. However, when it
came to Detroit, the state’s lack of a
direct pledge of financial support was
viewed by some as a signal to the city to
file for bankruptcy and default on its obligations. Moreover, the state-appointed
EM suggested in a restructuring proposal
(made shortly before the bankruptcy
filing) that the full faith and credit pledge
behind general obligation bonds did not
necessarily ensure that these debts would
be paid off before other debts, such as
pension and health care promises. In
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response to the EM’s proposal and the
bankruptcy filing, yields on Detroit’s
secured municipal bonds spiked, prompting the yields on other Michigan municipal bonds to also rise; thus, both factors
had a material effect on the borrowing
costs of Michigan municipal issuers.5

Assessing the state’s role

Washburn next discussed some strategies
for fiscally distressed cities to regain
access to the credit markets. New York,
Philadelphia, and the District of Columbia
relied on comprehensive strategies that
involved improving financial oversight,
setting up an independent authority to
refinance debt, and creating new access
to funding (through either new revenues
or borrowing). The State of New Jersey
was allowed to intercept revenues of
fiscally distressed communities and set
them aside to make certain payments.
In all of these cases, municipal bond
investor confidence was enhanced. In
closing, Washburn said that investors will
evaluate communities emerging from
financial distress based on the leadership in place, the support that the
state is providing, and the availability
of financial resources.

• Nineteen states are allowed to intervene in a city, town, or county in financial crisis. However, the level and
nature of intervention vary widely.

William Pulte, of Pulte Capital Partners
(a private equity firm focused on building
products), provided a business perspective on what can be done to improve
economic development opportunities in
Detroit. He said that one clear systemic
problem facing Detroit is the estimated
100,000 vacant structures in the city.
These structures place a large burden on
the city’s police and firefighters, reduce
adjacent property values, and impair
business investment. So, Pulte argued
that blight removal is necessary to restore
Detroit’s neighborhoods and boost economic development. Thus far, $150 million in federal money has been provided
for blight removal, and some large areas—
including ten blocks near Eastern Market
and 14 blocks in the Brightmoor area—
have already been cleared. But additional
funds will be needed to remove more
blight. The ultimate goal of this strategy
is to complement the restoration of a
thriving downtown Detroit with neighborhoods that are stable and can attract
residential and commercial investment.

Stephen Fehr, Pew Charitable Trusts,
presented findings from his organization’s study on the state’s role in responding to local government financial
distress.6 The key findings from the
study are as follows:

• Some states (e.g., Michigan, North
Carolina, Pennsylvania, and Rhode
Island) are more aggressive than
others when they intervene.
• It is rare for a local government to
seek bankruptcy protection.
• Local governments tend to resist
state intervention.
One state with a long history of state
oversight and intervention is North
Carolina: The state created the Local
Government Commission in 1931 after
a wave of local government defaults during the Great Depression. The commission monitors local government budgets
and intervenes when a local government’s
reserves fall below 8% of expenditures.
The commission provides technical advice (such as financial management advice) to the distressed community and can
take over day-to-day operations if warranted. In addition, the commission prevents cities from getting into trouble
through poor debt and/or pension funding practices. All local debt has to be
issued through the commission and pension contributions are centralized at
the commission. These requirements
provide oversight for two areas that often fall victim to improper or inept local
fiscal practices.
Finally, Fehr said that states should intervene in local governments to maintain
their financial safety and health, to avoid
the stigma of poor fiscal management,
and to prevent “fiscal contagion,” where
one community’s poor fiscal performance
impacts the ability of other communities
in the state to attract investment and
finance debt.

Eric Lupher, Citizens Research Council of
Michigan, argued that in Michigan, state
involvement comes too late for troubled
localities. Detroit’s fiscal crisis did not stem
from a single event but rather was years
in the making. Additionally, Michigan has
several other cities with similar financial
problems and population dynamics.
Lupher said that Michigan would be better
served by a state program with significant oversight of local governments’ finances that would allow the state to head
off severe fiscal problems before broader
intervention is required. While Michigan’s
state intervention program has many of
the features of North Carolina’s Local
Government Commission, it is underresourced and does not function as effectively. Lupher also noted that pension
funding is often a source of fiscal problems, and argued that the state should
consider creating a guaranteed pooled
pension fund for all its localities (similar
to what the private sector does), which
could help support pension payments
in fiscally distressed communities.
Conclusion

On balance, the conference presenters
maintained that improved state government oversight of local budgets—coupled
with institutions that are empowered to
complete fiscal restructurings with little
outside political pressure—may hold the
key to preventing local financial distress
or mitigating its effects.
1 For more details on the filing, see Gene

Amromin and Ben Chabot, 2013, “Detroit’s
bankruptcy: The uncharted waters of
Chapter 9,” Chicago Fed Letter, Federal Reserve
Bank of Chicago, No. 316, November.

2 For the full report (and related materials),
see www.nlc.org/find-city-solutions/
city-solutions-and-applied-research/
2013-city-fiscal-conditions.

3 For survey results and other details, see
http://closup.umich.edu/
michigan-public-policy-survey/.

4

For details on the study, see
http://publicservicecenters.gmu.edu/
state-and-local/local-fiscal-crisis.

5

See also Amromin and Chabot (2013).

6

For the full report (and related materials),
see www.pewstates.org/research/reports/
the-state-role-in-local-government-financialdistress-85899492075.
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9 Lessons For Creditors From Detroit's

Bankruptcy
Share us on:

Law360, New York (December 15,2014,11:13 AM ET) On Nov
7,2}l4,the Crty of Detroit's historic Chapter 9 municipal bankruptcy
case culminated with the confirmation of the city's proposed plan of
adjustrnent (after eight amendments), and the approval ofvarious
related settlements. Although little more than a month has passed, a
great deal of ink has already been spilled on what the city's
6ankruptcy case means, particularly from the viewpoint of the
municipality and its citizens. As counsel for one of the insurers of
Detroiis bonds, one of the largest creditors in the Crty's Chapter 9
case, Chadbourne & Parke LLP was intimately involved in virtually
every aspect of the case. With the benefit of that perspective, we offer
the following nine lessons that creditors and other stakeholders of
distressed municipalities can take away from the Detroit bankruptcy.

-

1. Taxes Pledged for Repayment of General Obligation Bonds
Cannot Be Diverted Without Bondholder Cousent

lawrence A. l-arose

*full farth and credit" tax-backed general obligation
The municipal bond market traditionally regards a
bond as the safest debt that a municipality can issue, apart fiom obligations secured by pledged lp:cl"lrevenues. This is because such debt is ofien protected by pledges ofdedicated tax levies and a "full faith
and credit" pledge to increase such tax levies to an amount sufficient to pay such bonds in full. Detroit's
firll faith ani credit unlimited tax general obligation ("UTGO") bonds had the benefit of a pledge of a
specific voter approved "millage"-- incremental property taxes assessed solely for payment of the
d.bt und iequired by Michigan law to be kept separate from the city's general fund.

utco

Unfortunately, when in the dire financial straits that rnevitably accompany a Chapter 9 bankruptcy, a
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municipality may be tempted to ignore state law and divert pledged tax revenues. Detroit initially
pursued this path and proposed to divert UTGO bondholders' millage to the city's general fund. Needless
to say, such a blatant proposed violation of UTGO bondholders' rights sparked intense litigation that
dominated the early stages of the bankruptcy case. This provided UTGO bondholders with significant
leverage, which they applied to extract favorable plan treatment from the city in exchange for their
acquiescence to allow a portion of the dedicated millage to be applied to stabilize the city's pension
funds.

Creditor Lessor 1: State law restrictions on the application of tax revenues remain enforceable in
bankruptcy.
2. UTGO Pledges are More Than Unsecured Claims

In addition to seeking to divert their millage, the city initially proposed paying UTGO bondholders pro
rata with all unsecured creditors
which the city estimated would have resulted in recoveries of
percent.
approximately 11
Even this meager recovery was dependent on the city's meeting certain
revenue milestones. Unsurprisingly, UTGO bondholders (acting through their bond insurers) had no
interest in being treated like general unsecured creditors and stripped of the benefit oftheir voterauthorized unlimited tax pledge and millage, which they argued entitled them to treatrnent as fi.rlly
secured creditors ofthe city. After significant litigation, the city ultimately agreed to pay UTGO ireditors
74 percent of their claims and granted them "most favored nation" protections ensuring that no unsecured
financial creditor could receive any greater recoveries. In addition, UTGO bondholderi received an
express lien on specific millage securing the bonds, which the bankruptcy court determined are "special
revenues" under the bankruptcy code, as well as a lien on state aid distributable to the city.

-

Creditor Lesson 2: UTGO bondholders should demand the benefit of their voter-authorized pledges and
expect recoveries that substantially exceed those of general unsecured creditors.
3. Liens on "Special Revenues" are Sacrosanct
The Detroit bankruptcy provedyet again that municipal obligations secured by and payable from special
revenues are sacrosanct- One ofthe-pillars of municipal finance is that special rer"rrre-financed projects
are intended to be wholly separate fiom a municipality's general finances, and that bonds secured by a
lien on pledged special revenues must remain unaffected 6y a Chapter 9 case of the affrliated
municipality In fact, when Congress amended the Bankruptcy Code in 1988 and introduced the concept
of special revenues, it specified-in the legislative history that the amendments were intended to
that, even in bankruptcy, special revenue bondholders receive the "benefit of the bargain,,
"unimpaired rights to the project revenues pledged to them." Consequently, debt secired by a lien on
pledged special revenues has never been impaired in Chapter 9 without c.iditor consent.

gr*-i..

-

Despite Congress's clear intent, the city sought to impair holders ofbonds secured by a lien on special
revenues generated by the Detroit water and Sewerage Department by, among otheithings,
subordinating their debt service payments to a newly created paymeni obligattn to the ci-tyls general
fund, reducing their coupon rate and stripping call protection. Oddly, the city pursued thisiatf, even after
it concluded (as the bond insurers asserted) that any money saved through impairment would have been
required under state law to remain in the respective water and sewerage systems and could not have
benefited the city's general creditors. This crossed a proverbial red linl for virtually all financial
instifutions with an interest in municipal finance and provoked a firestorm of opposition from parties
including the bond insurers
strong support the city would ultimately need to confirm any
-.whose
meaningful plan. This approach
even contributed to further downgrades of the city's credit rating, with at

-
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.--leasfone rating agency noting that it did not believe the city would be able to confirm any plan that
impaired special revenue debt.

In the face of objections fiom bond insurers and special revenue bondholders demanding the protections
guaranteed to them by Congress, the city reversed course at the l lth hour
literally during the
confirmation trial
and agreed to reinstate all special revenue debt in full. By doing so, the city was
able to obtain plan support from many of its largest creditors
support that it could easily have obtained
much earlier in the case. That support, once obtained, rapidly facilitated the array of settlements that
made confirmation of the city's plan possible.

-

-

-

Creditor Lesson 3: The outcome in Detroit confirms the unique character ofa lien on pledged special
revenues in Chapter 9.
4. Pcnsions arc Not Sacrosanct, but May Be a Special Category
Perhaps the most important ruling to come out of the Detroit bankruptcy case was the bankruptcy court's
unequivocal holding that pension debt may be impaired in bankruptcy regardless ofprotections provided
to pensions by a state constitution or statutory laws. Simply put, federal law trumps state law, and federal
to be impaired.
bankruptcy law allows unsecured debts
even pension debts

-

-

Nevertheless, pension claims may not necessarily be treated exactly like other unsecured debt
obligations. In ruling that Detroit was eligible for Chapter 9 and that pension debt could be impaired
during the case, the court emphasized that it would "not lightly or casually exercise the power under
federal bankruptcy law to impair pensions." Indeed, pension claimants, while still impaired, ultimately
received significantly better treatment under the city's plan of adjustment than other unsecured creditors,
which caused those creditors to argue that the plan unfairly discriminated in favor of pension claimants.
The bankruptcy court rejected that argument, concluding tha! in the context of confirming a Chapter 9
plan, a bankruptcy court has exceptionally broad discretion in determining whether unfair discrimination
exists. The court found that no unfair discrimination exrsted in the Detroit plan because the pension
claimants made sigrrificant concessions (even if less than those of many other unsecured creditors).

Creditor Lesson 4.' Given the typical human and political dynamics surrounding pensions, it is reasonable
to expect the Detroit example to be followed in other Chapter 9 cases.
5. Unencumbered Cify Assets Can Be Creatively Monetized in Chapter 9

A bankruptcy court cannot force a municipality to sell its assets. But that does not mean that assets
cannot be (or should not be) monetized in a Chapter 9 case. In fact, a bankruptcy court can refuse to
confirm a Chapter 9 plan if it believes that the debtor has not adequately deployed its assets to satisfr
provides an
and all of its attendant settlements
creditors. The final version of the Detroit plan
rather
than harming,
while
enhancing,
interesting case study in how assets can be beneficially monetized
the quality of life in a municipality.
the world-class
and to what extent
Famously, the city became embroiled in litigation over whether
art collection of the Detroit Institute of Arts ('DIA") should be monetized. Certain creditors contended
that the art should be sold in full, while other stakeholders argued that no monetization of the art was
appropriate. After substantial collaboration among the DIA, the bankruptcy court's mediator, certain
prominent foundations and citizens, the state of Michigan, and other interested stakeholders, a middle
ground was eventually reached: the city would transfer the art collection to a new independent entity,
which would hold the art in a perpetual charitable trust for the benefit of the people of Detroit and the
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state of Michigan. In exchange, the DIA and various charitable foundations would contribute hundro'ds
millions of dollars (but well below the market value of the art had it been sold outright) to assist in
funding Detroit's pensions. This is the so-called "grand bargain." The bankruptcy court endorsed this
approach, finding that the art collection was central to Detroit's culture and education and that a sale of
the art would "only deepen Detroit's fiscal, economic and social problems." The DIA settlement, in the
bankruptcy court's view, perfectly captured what Chapter 9 is supposed to be about: generating
recoveries for creditors while ensuring that the municipalif is able to tkive post-bankruptcy.

ol

Less public notice has been given to deals the city made with major creditors to renovate or redevelop
deteriorating or underused municipal assets rather than providing creditor recoveries purely in terms of
cash payments or restructured debt instruments. In the end, the city was able to settle at the I lth hour
with some of its most entrenched litigation adversaries by employing that type of creative deal-making.

Creditor Lessor 5: Creditors must push municipalities to creatively monetize municipal assets in Chapter
9.

6. Mediation is Key: Creditors Should Participate Aggressively
The early portion ofthe city's bankruptcy case suffered significantly from the city's aggressive approach
in dealing with its creditors (a continuation from the city's failure to meaningfully negotiate with its
creditors prior to filing for bankruptcy). As a result, little real progress was made. Even after several
iterations of i* plan, the city faced virtually unanimous opposition from creditors. Yet, by the time the
confirmation hearing concluded, the plan was essentially fully consensual, with every major creditor
having withdrawn its objections and agreed to support the plan. The catalyst? Mediation.

Aug

13,2013, the bankruptcy court appointed Gerald Rosen, chiefjudge of the U.S. District Court
for the Eastem District of Michigan, as the mediator in the bankruptcy case. Judge Rosen and other
mediators he appointed worked tirelessly behind the scenes to identifu and bridge the gaps between the
parties, and it was that mediation process that enabled the numerous settlements making the plan
possible. As dif,lerent constituencies hammered out individual deals that guaranteed their support for the
plar4 the case began to build momentum toward confirmation. Consequently, those that were the last to
settle faced a very significant prospect of losing at a confirmation trial and facing an unappetizing
appellate process, and thus possessed less leverage than those that settled earlier.
On

Creditor Lesson 6; Given that Chapter 9 cases are generally dominated by negotiated, rather than
litigated, outcomes, municipal creditors (acting individually or collectively through an insurer or trustee)
should aggressively engage in mediation when available from the outset. In addition, experts in
municipal finance (both financial advisors and investrnent bankers) should be brought into the process
early to explore public finance market-based solutions.
7. Debtorst Professional Fees are Not Immune from Scrutiny
The Bankruptcy Code explicitly prohibits bankruptcy courts from interfering with the govemmental
powers ofa municipal debtor. Specifically, Chapter 9 does not require court approval for the retention of
counsel or payment ofprofessional fees. Nevertheless, a bankruptcy court may not confirm a plan of
adjustment unless "all amounts to be paid by the debtor or by any person for services or expenses in the
case or incident to the plan have been fully disclosed and are reasonable." As a result, the Detroit
bankruptcy court felt compelled to give close scrutiny to the expenses of the city's professionals,
including the lawyers and consultants responsible for managing the city's bankruptcy and, with the city's
consent, retained a fee examiner to perform the necessary analysis.
tlFr
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More controversially (and without precedent), the court found that it was also obligated to independently
evaluate the reasonableness of professional fees incurred by the city and a wide range of entities with
claims against the city as part of the court's confirmation analysis. Most recently, the court went so far as
to rule that it is required to evaluate the reasonableness of the professional fees of the city's retirement
systems' professionals on the ground that the city funded the retirement systems which paid the fees.

Creditor Lesson 7: Fee examiners are likely to become a fixture ofChapter 9 practice.
8. Faster is Not Necessarily Bctter for the Debtor
else being equal, debtors are generally better offif they can emerge from bankruptcy quickly.
However, "all else" is rarely equal, and undue haste to complete the bankruptcy process can easily
backfire by creating animosity between the debtor and its creditors that can be diffrcult to overcome. In
the Detroit case, the city proposed an aggressive plan before obtaining the support ofany significant
creditor group, and few creditors thought stood any realistic chance ofbeing confirmed. The result was
enornous pushback, significant litigation and a plan process that stalled unproductively for many
months. This scenario played out in the face of a statutory deadline for the tenure of the city's emergency
manager, which all parties knew would create tremendous pressure for the city to conclude the case. Had
the city pursued a more collaborative and less hurried approach rmmediately before its filing and during
the early months of the case, it might have been able to emerge from bankruptcy much more quickly and
at less expense for all parties involved.

All

Creditor Lesson 8: Creditors must be prepared to use the debtor's timetable to their advantage.
9. Politics Is Part ofthe Process

Municipal bankruptcies, like most other major events impacting a governmental entity, can be intensely
political in nature. Quite rightly, many citizens and other stakeholders of an insolvent municipality will
have strong views on how that insolvency should be resolved. So too will the state, given that state
authorization is required for a municipality to file for Chapter 9 and because municipal bankruptcies can
have significant electoral consequences for state-level officials. While the Bankruptcy Code is facially
neutral, these political forces can have a profound effect on how a municipal bankruptcy case develops.
Certain unsecured creditors (typically pensioners) and stakeholders (for example, indigent citizens in
need of drinking water) are likely to inspire sympathetic media coverage and enjoy broad political
support. As Denoit showed, this can have tangible effects, such as the monetization of DIA art for the
benefit of pensioners and the creation ofa special fund to cover the water bills ofthose who truly could
not afford to pay.
Other creditors may be seen as less sympathetic, particularly those who are the beneficiaries of complex
"Wall Street" financial transactions that are perceived (rightly or wrongly) to have cost the municipality
dearly. This too can have tangible effects, such as the attempted outright disallowance of cerlain claims.
When combined with the Detroit bankruptcy court's ruling that unfair discrimination is essentially
whatever the court perceives it to be, this political imbalance can potentially translate into a litigation and
negotiation imbalance. In the Detroit case, state offrcials played a constructive role in the development of
the city's plan, not only by providing pension funding but also by supporting refunding solutions for the
Detroit Water and Sewer Departrnent and making the Michigan Finance Authority available as a
refunding issuer.

Creditor Lesson 9.'Creditors and other stakeholders in an insolvent municipality should approach the
ilF:/iv/v/!v.larm.cqr/atide6,6O1145/gl€ssors-fcr-credtcs-frqn-&trci!s-bc*n$cy
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process with both the legal and political realities of their position firmly in mind, and not be surprised
when these realities are manifested in the form ofa plan that proposes to treat similar creditors
signiflcantly differently. Also, the importance of state involvement should not be overlooked.

-Jy

Lawrence A. Larose and Samuel S. Kohn, Chadboume & Parke LLP

Lowrence Larose and Samuel Kohn are both partners in Chadbourne's Nqw York ofice.
The opinions expressed are those of the author(s) and do not necessarily reJlect the views of the frm, its
clients, or Portfolio Media Inc., or any of its or their respective affliales. This article isfor general
information purposes and is not intended to be and should not be tal@n as legal advice.
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ast year was a busy year for chapter 9 eligibility determinations. In the final eligibility decision of 2013, the city of Detroit was
found by a bankruptcy court to be eligible for chapter 9 protection, making it the largest municipal
bankruptcy in history.1 There are many aspects of
this 143-page decision that merit discussion, including a pre-emptive ruling that Detroit’s pension obligations can be subject to impairment in bankruptcy
notwithstanding the Michigan Constitution’s pension clause.
Nonbankruptcy practitioners might be concerned
about another aspect of the ruling: Detroit did not
negotiate in good faith with its creditors, as is provided in § 109(c)(5)(C), but was not required to do
so because such negotiation was impracticable. The
Detroit court could simply have said that there are
too many creditors for there to be meaningful negotiations, but it did not stop there. Detroit found that
negotiations with creditors were impracticable for a
number of reasons other than the sheer size of the
creditor body.
Courts have recognized that Congress
enacted the impracticability requirement under
§ 109(c)(5)(C) specifically to cover situations in
which there are a large number of creditors. Over
time, courts have broadly construed this provision to cover other situations. Detroit is consistent with those prior decisions and serves as an
exclamation point regarding the continuing evolution of the impracticability requirement that
might benefit municipalities that are far smaller
than Detroit in the future.

Chapter 9 Eligibility

Section 109(c) dictates who may be a debtor
under chapter 9 of the Bankruptcy Code. The entity
1 In re City of Detroit, 2013 WL 6331931 (Bank. E.D. Mich. 2013). For up-to-date information, visit news.abi.org/detroit, which features daily headlines, podcasts, CLE and other
sources that are relevant to the Detroit chapter 9 filing.

must (1) be a municipality, (2) be specifically authorized to be a chapter 9 debtor under state law, (3)
be insolvent and (4) desire to effect a plan to adjust
its debt.2 In addition, an entity must negotiate with
its creditors. Under § 109(c)(5), the entity is only
eligible if it:
(A) has obtained the agreement of creditors holding at least a majority in amount
of the claims of each class that such entity
intends to impair under a plan in a case
under such chapter;
(B) has negotiated in good faith with creditors and has failed to obtain the agreement
of creditors holding at least a majority in
amount of the claims of each class that such
entity intends to impair under a plan in a
case under such chapter;
(C) is unable to negotiate with creditors
because such negotiation is impracticable; or
(D) reasonably believes that a creditor may
attempt to obtain a transfer that is avoidable
under section 547 of this title.3
Thus, absent the consent of creditors, a municipality can generally satisfy § 109(c)(5) if it negotiates with creditors in good faith or is unable to
negotiate because such negotiations are impracticable.4 The purpose of this provision is to promote prepetition negotiations between a municipality and its
creditors. As pointed out by the Detroit court, this
provision is written in the disjunctive, such that satisfaction of any one of these elements would satisfy
the requirement for negotiation.5 Other courts have
pointed out that § 109’s eligibility requirements “are
to be construed broadly to provide access to relief
in furtherance of the Code’s underlying policies.”6
2 11 U.S.C. § 109(c)(1)-(4).
3 11 U.S.C. § 109(c)(5)(A)-(D). If the provisions of § 109 are met, the debtor must still show
that it filed the petition in good faith under 11 U.S.C. § 921(c).
4 See 11 U.S.C. § 109(c)(5)(B) and (C).
5 See Detroit, 2013 WL 6331931 at *64.
6 See In re Valley Health System, 383 B.R. 156, 163 (Bankr. C.D. Cal. 2008) (citation omitted).
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“Chapter 9 affords a municipality temporary protection
from debt-collection efforts so that it may establish a plan of
adjustment with its creditors.”7
Although municipalities often attempt to show that
they have negotiated in good faith under § 109(c)(5)(B),
all the court often needs to do is find that the impracticability requirement of § 109(c)(5)(C) is met. For instance, in
Detroit, the court ultimately found that the city did not negotiate in good faith with its creditors prior to filing to satisfy
§ 109(c)(5)(C). Although the city did make a proposal to
creditors and had follow-up meetings, these efforts were not
sufficient because creditors were not given enough information to make meaningful counterproposals.8 There was evidence that the city itself stated that the meetings were not
negotiations,9 but none of this ultimately mattered because
the Detroit court found that negotiations with creditors would
have been impracticable under § 109(c)(5)(C).

Impracticability Undefined

“Impracticable” is not defined by the Bankruptcy Code,
so it has been up to the courts to apply the term in the context of a bankruptcy case. The Detroit court recognized that
it is a fact-sensitive inquiry that depends on the circumstances of the case.10 As discussed by the Valley Health
System decision:
“Impracticable” means not practicable; incapable
of being performed or accomplished by the means
employed or at command; infeasible. In the legal
context, “impracticability” is defined as a “fact
or circumstance that excuses a party from performing an act, esp. a contractual duty, because
([al]t hough possible) it would cause extreme and
unreasonable difficulty.11
The impracticability requirement under § 109(c)(5)(C)
seems self-explanatory, and there are not many credible disputes with respect to its interpretation.12 A creditor in the
Valley Health System case argued that a municipality should
be permitted to invoke § 109( c)( 5)( C) only when it has
reached an impasse after extensive pre-petition negotiations
with creditors, or alternatively when pre-petition negotiations
are attempted but are proven to be impracticable due to the
substantial number of creditors.13 The court found this argument to be inconsistent with the language of § 109(c)(5)(C),
which on its face does not require a debtor to first attempt
negotiations before determining that such negotiations would
be impracticable, nor is there a “numerosity requirement”
that must be satisfied.14

Large Number of Creditors

The impracticability requirement of § 109(c)(5)(C) was
enacted in 1976 during the time of an impending municipal bankruptcy filing by the city of New York, and was
7 Id.
8 Detroit at *66-67.
9 Id. at *67.
10 Id. at *68.
11 Valley Health System, 383 B.R. at 163 (citing Webster’s New International Dictionary and Black’s
Law Dictionary).
12 In recent eligibility decisions, the impracticability requirement was not even contested (see In re City of
San Bernardino, Calif., 499 B.R. 776, 787 (Bankr. C.D. Cal. 2013)) or even addressed (see WestAmerica
Bank v. Mendocino Coast Rec. & Park Dist. (In re Mendocino Coast Rec. & Park Dist.), 2013 WL 5423788
(N.D. Cal. Sept. 27, 2013)).
13 See Valley Health System, 383 B.R. at 161.
14 Id. at 162-63.

intended to cover situations in which a very large body of
creditors would render pre-filing negotiations impractical.15 In Detroit, based on the facts of the case, the court
had no trouble finding that negotiations would be impracticable. The city had more than 100,000 creditors across
15 schedules in a 3,500-page list.16 In addition, long-term
debt was listed at more than $8.7 billion (approximately
48.52 percent of its total debt) and pension obligations at
$3.5 billion (19.33 percent of its total debt). 17 The court
found that “[w]hen Congress enacted the impracticability
section, it foresaw precisely the situation facing the City
of Detroit.”18
There is obviously no analog for the Detroit case because
it is by far the largest municipality ever to file for bankruptcy.19 Thus, in Detroit, the sheer size of the creditor body
made prebankruptcy negotiations impracticable, even impossible.20 The court, however, did not stop there. It found other
reasons why negotiations were impracticable.

Cannot Negotiate with a “Stone Wall”

In Detroit, several witnesses testified that they simply would not have negotiated a reduction in pension
benefits because they considered their benefits to be
fully protected by state law. As the court stated, “[i]t is
impracticable to negotiate with a group that asserts that
their position is immutable.”21
This same principle was bluntly stated in City of
Stockton, Calif.: “[I]t is impracticable to negotiate with
a stone wall.” 22 In Stockton, the city had intentionally defaulted on its bonds in order to pay other expenses. During a “neutral evaluation process” (a process in
California that must take place prior to filing a chapter
9 petition), the city made various proposals for the treatment of its bonds. Bondholders, however, took the position
that there was “nothing to talk about” unless the city also
proposed to impair its pension obligations. When the city
declined to do so, the bondholders removed themselves
from further discussions. In doing so, the court found that
these bondholders “adopted the posture of a stone wall by
refusing to seriously negotiate.”23
The decision in the In re New York City Off-Track
Betting Corp. (NYC-OTB) case24 provides another example. In that case, the bankrupt municipality was a public benefit corporation that operated a pari-mutuel betting system for the horse-racing industry. NYC-OTB was
losing money based on a statutory business model that
required it to make mandatory distributions to certain
creditors in the horse-racing industry, regardless of the
actual revenue it received. These distributions were set
by statute, and in order to reorganize, the applicable New
York statute would have had to have been changed. Thus,
without the statutory change, NYC-OTB simply would
15 See In re Sullivan County Regional Refuse Disposal Dist., 165 B.R. 60, 79 n.55 (Bankr. D.N.H. 1994) (citing legislative history).
16 Detroit at *69.
17 Id.
18 Id.
19 Id.
20 Id.
21 Id. at 71.
22 In re City of Stockton, 493 B.R. 772, 794 (Bankr. E.D. Cal. 2013).
23 Id. at 786.
24 In re New York City Off-Track Betting Corp., 427 B.R. 256 (Bankr. S.D.N.Y. 2010).
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not be able to present a plan to creditors, and negotiations
were therefore not feasible. 25 Similarly, because creditor claims were protected by statute, there was little reason for those creditors to negotiate.26 Thus, NYC-OTB is
another example of how the issue may not be the physical
size and breadth of the creditor class, but rather the existing mandatory statutory distributions that make negotiations with creditors impracticable.27

Preservation of Assets

The city of Detroit sufficiently demonstrated that time
was quickly running out on its liquidity. Earlier in the decision, the court found that the city stopped paying trade creditors to conserve cash and was operating on a “razor’s edge”
for several months prior to June 2013.28
One of the cases cited by Detroit in its analysis is the
decision in Valley Health. “Courts also frequently find that
negotiations are impracticable where pausing to negotiate
[before the bankruptcy filing] would put the debtor’s assets
at risk.”29 The court in Valley Health was among the first
to point out that negotiations may be impracticable under
§ 109(c)(5)(C) where a delay in filing might cause a significant loss in the value of assets.30 In Valley Health, in addition to the substantial number of creditors (more than 5,000
held claims that exceeded $100 million), there was sufficient
evidence that the debtor filed its chapter 9 petition as the
only means of preserving the value of its assets, continuing
its business operations and facilitating continued health care
services to patients.31

Creditors with No Formal Representatives

In Detroit, in addition to the sheer size of the creditors’
class, the court pointed out that various creditors’ groups
had no natural representatives with whom to negotiate.
There were more than 20,000 creditors in Detroit who were
individual retirees who were owed pension funds with no
natural representative capable of bargaining on their behalf.
Long-term debt accounted for 48.52 percent of the total
debt; within this category are several series of bonds and
individual bondholders who were not identified or represented by any organization.32
Similarly, in City of Vallejo, 33 the Ninth Circuit
Bankruptcy Appellate Panel found that the city could not
meaningfully negotiate with its largest single creditor (Union
Bank, a bondholder) unless it could submit a viable longterm financial plan based on adjustments to labor costs. The
city was unable to negotiate with various unknown creditors
(including retirees, bondholders and tort claimants) simply
because it could not effectively identify them.34 The court
also recognized that in any event, it would have been “fruitless” to negotiate with these unknown creditors without an
agreement with the union.35
25 New York City Off-Track Betting Corp., 427 B.R. at 277.
26 Id. at 278.
27 Id.
28 Detroit at *60.
29 Id. at *71 (citing Valley Health System, 383 B.R. at 163).
30 Valley Health System, 383 B.R. at 163.
31 Id. at 163.
32 Detroit at *69.
33 In re City of Vallejo, 408 B.R. 280 (B.A.P. 9th Cir. 2009).
34 City of Vallejo, 408 B.R. at 298.
35 Id.

The Impracticability Finding Is Not
Always a Given

It might seem that a chapter 9 debtor will always make
the requisite § 109(c)(5)(C) finding. However, one decision shows that § 109(c)(5)(C) is not automatic. In Sullivan
County, the debtors were a pair of solid waste disposal districts. The districts had a “waste disposal agreement” pursuant to which the districts were to deliver a guaranteed annual
tonnage of solid waste to an incinerator facility operated by a
private party, Wheelabrator Claremont Co. LP, and to pay a
service fee for use and reservation of the facility. The debtors
filed for bankruptcy primarily because they were unable to
make the guaranteed payments to Wheelabrator.36
When several creditors filed motions to dismiss, the districts asserted, in part, that negotiations with creditors were
impracticable if they could not reach an agreement with
Wheelabrator as to the debt obligations owed between the
parties. 37 In a footnote, the court rejected this argument,
finding that the impracticability requirement was intended
to cover situations in which a large body of creditors would
render pre-filing negotiations impractical.38 It is not clear
whether the other bases considered by courts set forth above
were argued by the objecting parties in this case.

Conclusion

The decision in Detroit is currently under appeal, so it
remains to be seen whether the decision will stand. For the
time being, the decision reinforces the intent of § 109: Large
municipalities with a huge creditor body might forego prepetition negotiations and still be eligible for chapter 9 relief.
There are many ways to satisfy the impracticability requirement in addition to simply pointing to a large list of creditors.
The decision might help municipalities in the future, perhaps
ones that are far smaller than Detroit, show that they are eligible for relief under chapter 9. abi
Editor’s Note: For more on this topic, purchase
Municipalities in Peril: The ABI Guide to Chapter 9, Second
Edition (ABI, 2012), available in the ABI Bookstore (bookstore.abi.org).
Reprinted with permission from the ABI Journal, Vol. XXXIII,
No. 4, April 2014.
The American Bankruptcy Institute is a multi-disciplinary, nonpartisan organization devoted to bankruptcy issues. ABI has
more than 13,000 members, representing all facets of the
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36 See Sullivan County, 165 B.R. at 64-66.
37 Id. at 79 n.55.
38 Id.
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