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To: Rep. John Harris

Rep. Carl Morgan
Co-Chairmen
House Community and Regional Affairs Committee

From: Rep. Andrew Halcro
Re: HB 233, Municipal Bankruptcy Protection
Date: January 24, 2000

Last year, as the Co-Chairman of the House Community and Regional Affairs
Committee, 1 introduced legislation to allow local governments to seek protection in federal
bankruptcy court. This bill, HB 233. has been assigned to the Community and Regional Affairs
Committee for consideration.

Attached are copies of the sponsor statement, the bill, and supporting information for

your review. 1 would appreciate your scheduling this bill for consideration in the Community
and Regional Affairs Committee atyour earliest convenience.
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In 1994, the United States Congress changed the bankruptcy code to

require states to give local governments specific authority to seek protection in the
bankruptcy courts. Most states have granted their local governments this
authority. Alaska has not. HB 233 would allow local governments in Alaska to
seek bankruptcy protection.

Smaller communities are often in a tenuous financial condition, often only
meeting expenses on a month-to-month basis. Should a financial situation arise
where a community would not be able to meet its obligations because of an
unexpected natural disaster or tort liability, that community®s assets could be
placed at risk. HB 233 would allow a local government to seek protection in
bankruptcy court allowing them to reorganize their debts and protect public

assets.

E-Mail: Representative .Andrew. llulcn>C3legis.Male.ak.ii\
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CS FOR HOUSE BILL NO. 233(C )
INTHE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-FIRST LEGISLATURE -SECOND SESSION

BY

Offered:
Referred:

Sponsoi (s):  HOUSE COMMUNITY AND REGIONAL AFFAIRS COMMITTEE
A BILL

FOR AN ACT ENTITLED

WORK DRAFT

1-LS0948\G
Cook
1/26/00

"An Act granting authority to each municipality or other political subdivision,

public agency, or other instrumentality of the state to be a debtor under Chapter

9 of the Federal Bankruptcy Act and to take any appropriate action authorized

by federal law relating to bankruptcy.”

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 3i 25 isamended by adding a new section to read:

Sec. 37.25.050. Bankruptcy of stale political subdivisions and

instrumentalities. The state grants authority under 11 U.S.C.

109(c) to each

municipality or other political subdivision, public agency, or other instrumentality of

the state to be a debtor under 11 U.S.C. 901 - 946 (Chapter 9 of the Federal

Bankruptcy Act) and to take any appropriate action authorized by federal law relating

to bankruptcy.
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In 1994, (he United States Congress changed the bankruptcy code to

require states to give local governments specific authority to seek protection in the
bankruptcy courts. Most states have granted their local governments this
authority. Alaska has not. HB 233 would allow local governments in Alaska to

seek bankruptcy protection.

Smaller communities are often in a tenuous financial condition, often only
meeting expenses on a month-to-month basis. Should a financial situation arise
where a community would not be able to meet its obligations because of an
unexpected natural disaster or tort liability, that community®s assets could be
placed at risk. HB 233 would allow a local government to seek protection in
bankruptcy court allowing them to reorganize their debts and protect public

assets.
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e-mail: yerblaw@alaska.net

December 8, 1999
Our File: N/A

Rep. Andrew Halcro

Co-Chair, Community & Regional Affairs
Alaska State Legislature

716 West Fourth Avenue, Suite 620
Anchorage, AK 99501

Re: HB 233

Dear Mr. Halcro:

Receipt of your letter dated November 22,1999 regarding the above-referenced legislation

is acknowledged. Per your request, | offer the following general comments.

1

w

First, | believe it important to note that bankruptcy reorganization is not necessarily the
panacea for all that ails a debtor.

Chapter 9 of the Bankruptcy Code is very similar in operation to chapter 11. Unfortunately,
as those of us with experience practicing in the chapter 11 arena can attest, chapter 11 is
a somewhat complex, cumbersome and expensive process. Itwas not designed with the
small business in mind. Consequently, the corresponding provisions of chapter 9 suffer
from the same shortcoming.

Bankruptcy notwithstanding, it must be recognized that any debtor, including a municipality
under chapter 9, must be able to meet its ongoing obligations, i.e., those that arise after the
petition was filed. In many chapter il cases, the combined burden of the additional
administrative expenses imposed by the bankruptcy process itself coupled with the "normai”
on-going regular operating expenses, renders it impossible for a debtor to successfully
reorganize. Isuspectthe same may be true with smaller municipalities in Alaska; especially
those with a limited tax base, which is by far the vast majority of the smaller municipalities..

A municipality filing for bankruptcy protection is still subject to the power of the State to
control the exercise of the political or governmental powers of the municipality, including
expenditures for such exercise. Thus, notwithstanding a bankruptcy filing, the State may
continue to exercise its governmental powers over municipalities, its political subdivisions.

In the event of a controversy or dispute between the municipality and the State, the
Eleventh Amendment immunity of the State would preclude the resolution of that dispute
or controversy in the bankruptcy forum. Any such dispute or controversy would have to be
resolved, unless the parties resolve it otherwise, in the Alaska Superior Court.
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Rep. Andrew Halcro
December 8, 1999
Page 2

The foregoing should not be construed as opposition to the proposed bill. Quite to the
contrary, should the Legislature fail to enact HB 233, under § 109(c)(2) of the Bankruptcy Code,
an Alaska municipality would not be able to file a bankruptcy petition, even where such filing was
appropriate and would benefit the municipality. My comments are intended to be merely a
cautionary note about what could possibly be unreasonable expectations. In particular, | caution
the Legislature that the fact an Alaska municipality would be empowered to obtain bankruptcy relief,
while it may reduce the degree to which State assistance is required, it may not, in many cases,
eliminate it

The only change | would recommend would be to add a provision waiving the Eleventh
Amendment immunity of the State in bankruptcy cases filed by municipalities. It makes little sense
to require resolution of disputes between the municipality and the State be resolved in the State
courts, a process that could delay or otherwise hamper obtaining the very relief required by the
municipality. As with other disputes involving debtors and interested parties, itwould probably be
more efficient and less likely to hamper the reorganization process to permit disputes with the State
to be resolved in the bankruptcy forum. This could be accomplished by simply redesignating the
current language of the bill as subdivision (a) and adding a new subdivision (b) reading: "(b) For
the purposes of proceedings brought by a municipality under this section, and that purpose alone,
the state consents to the jurisdiction of federal courts and waives its immunity under the Eleventh
Amendment to the Constitution of the United States.”

In closing, | hope that HB 233 is never needed. But its necessity as a prophylactic measure

certainly exists.
Very truly yours,

OAI» O ffu.T

By:
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December 3,1999
mVia-facsimile.269-0248

Andrew Halcro

State Representative

716 West 4lhAvenue, Suite 620
Anchorage, AK 99501

Re: HB 233
Municipal bankruptcy

Dear Representative Halcro:

Thank you for your letter of November 22,1999. My law practice is limited to bankruptcy
issues, so the legislation described in HB 233 is pertinent to my work.

As you probably already know, municipalities already have the right to file for protection
from creditors under federal law. See enclosed copy of 11 U.S.C. 8§109(c). A separate chapter
of the Bankruptcy Code, Chapter 9, provides bankruptcy relief for any municipality, including
those in the state of Alaska.

In order for a state to utilize this section fcr protection from its' creditors, however, State
law must specifically authorize a municipality to become a debtor. See §109(c)(2). | suggest
you may want to consider rewording the bill to comport with language contained in the statute,
at lines 1 and 6:

(Line 1] "An Act granting specific authority to each municipality  °

[Line 6] "... The state grants specific authority to each municipality...."

Attachment: 11 U.S.C. §109(c)

rMcfo-cli9.LT1.wpd



ILLIAM K JERMAI R

Qb NN Ay R & ety ADBRGAE AEMRoson
RADAT| & QpsRy  DYANEF VALLENTINE - MKE b ROHAN o

Jermain Dunnagan & Owens, P.c. HOWARD S"TRICKEY  JAMES A GASPER NATASHA M SUMRIT

LAW OFFICES GREGORY'C TAYLOR W MICHAEL STEPHENSON ERIC J. BROWN

ARCHORAGE k&K BB aoor

LE\)L(EPHOI\%E%QO 538314
E-M/-\(t%)lploej olaw.com

December 6, 1999

Representative Andrew Halcro, Co-Chair
Community and Regional Affairs Committee
716 W. 4thAvenue, Ste. 620

Anchorage, AK 99501-2133

Re: 11B 233

Dear Representative Halcro:

Thank you for giving me the oppoitunity to present you with my comments,
thoughts, and suggestions regarding the legislation that you introduced to permit local
governments in Alaska to seek protection from creditors in federal bankruptcy court.

In my opinion, HB 233 reflects good public policy. The 1994 Bankruptcy
Reform Act requires that municipalities be specifically authorized by State law to seek
the protections of Chapter 9 of the Bankruptcy Code. There is absolutely no reason why
a municipality in the State of Alaska should be denied that remedy if it meets the other
criteria governing eligibility for Chapter 9 relief.

My only concern is that HB 233 may be ambiguous as to the definition of
“fiunicipality.”” 11 U.S.C. &101(40) defines a municipality as a “political subdivision or
public agency or instrumentality of a State.” However, pursuant to AS 01.10.060(a)(4), a
municipality is defined as “& political subdivision incorporated under the laws of the stale
that isa home rule or general law city, a home rule or general law borough, or a unified
municipality.”” In other words, the State law definition of "municipality”” is more
restrictive. I does not include an instrumentality of the State such as the University of
Alaska or a regional educational attendance area established pursuant to AS 14.0S et seq .

Regarding regional educational attendance areas, it is important to note that
pursuant to AS 14.12.020(c), “ft]he legislature shall provide the state money necessary to
maintain and operate the regional educational attendance areas.”” Also, pursuant to AS
14.17.900(a), “Tt]he state is not responsible for the debts of a school district.””

Therefore, the definition of “funicipality” in MB 233 should reference the
Federal Bankruptcy Act definition. This would allow instrumentalities of the State to
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avail themselves of Chapter 9 protections if they meet the other governing criteria. In
short, ifthe federal remedy is available, access to that remedy should be authorized under
State law.

1 suggest that in HB 233 after the first reference to “funicipality,””the following
phrase be added “&s defined in the Federal Bankruptcy Act.””

Thank you for your time and consideration.
Sincerely,

JERMAIN, DUNNAGAN & OWENS, P.C.
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NNF. MORANDUM March 15. 1099

SUBJECT: Application of federal bankruptcy law to municipalities IWork Order

No. 21-LS0675)

TO: Senator Al Adams
Attn: Marla Berg

FROM: Tamara Brandt Cook
Director

You have asked whether a municipality in thisstate may Hie for bankruptcy and directed my
attention to 11 U.S.C. 109(c)(2). That federal provision states:

(©) An entitymay be a debtor under chapter 9 of this title [11 U.S.C. 901 el
scq.] ifand only ifsuch entity-

(1) isu municipality;

(2) isspecifically authorized, in its capacity as a municipality or
by name, to lie a debtor under such chapter by State law, or by a
governmental officer or organization empowered by State Jaw to
authorize such entity to be a debtor under such chapter;

(3) isinsolvent;

(4) desires to effect a plant to adjust such debts, and

(5)(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 tinder such chapter;

(B) has negotiated in good faith with creditors and has failed to
obtain the agreement of creditors holding at least a majority inamount of the
claims of each class that such entity intends to impair under n plan in a case

under such chapter;
(C) isunable 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 (11 U S.C. 547).

(Emphasis added)

Note that under this piovision a municipality must meet several criteria before itcan be a
debtor under chapter 9. one ofwhich is state law authorization. Ilhave found no provision
under slate law that authorizes municipalities to become debtors tinder Ibis federal provision
or that grants the power toa governmental officer or organization to authorize municipalities
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Senator Al Adams
March 15, 1999
Page 2

to become debtors. So. itappears to be correct that a municipality in litis slate cannot file
for bankruptcy.

There is another provision, 11 U.S_.C. 109(b), that generally permits a "person™ to "be a
debtor under chapter 7 of this title [11 U.S.C. 701 et scq-]-..." However, lor almost all
purposes It U.S.C. 101(41) defines "person™ not to include a "government unit.” A
"government unit" is,among other things, a "municipality.” (11 U.S.C. 101(27)) Therefore,
a municipality cannot file for bankruptcy tinder chapter 7.

TBC:glc
99-093.glc



Il use 8109. Who may be a debtor

a) Nojwithstanding any other provision of this section, only a person that resides or
Msadommlfe ?ace%fo usmgss or property In tne Unlteyd S?ates ora municipal-

Ity, may be a debtor under this title.

(b) A person may be a debtor under chapter 7 of this title only if such person is
not—
(1) arailroad;
(2) adomestic insurance company, bank, savings bank, cooperative hank, “vings
and loan association, building and loan association, homestead association, u
small business investment company licensed by the Small Business Administration
under subsection (c) or (d) of section 301 of the Small Business investment Act of
1958. credit union, or industrial bank or similar institution which is an insured
bank as defined in section 3(h) of the Federal Deposit Insurance Act (i2 USC
-BBfhfror
(3) aforeign insurance company, bank, savings bank, cooperative bank, savings
and loan association, building and loan associauon, homestead association, or
credit union, engaged in such business in the United States.

(©) An entity may be a debtor under chapter 9 of this title if and only if such
enti
B IS a municipality;

2) is gencrnHy-tttrthorited specifically authorised, in us capacity as a municipali
(()r)by rif]me,”t_gbe a debtor uﬁder suchiq chapter by State Iaev? ortyby agovernrr%ntgly
officer or organization empowered by State law to authorize such entity to be n
debtor under such chapter.

(3) is iasolvent;

4) desires to effect u plan to adjust such debts; and
2 <A) has obtalned the afgreement of creditors holding at least a majority in

Ynount of the claims of'each class that such entity intends to impair under a
planin a case under such chapter,
(B) has negotiated in good faith with creditors and hes failed to obtain the
agreement of creditors holding at least a majority in amount of the claims of
eﬁdn 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
gDE reasonably believes that a creditor may nttcmpt to obtain a transfer that is
dable under section 547 of this title.
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Ohio Northern University Law Review
1997

Comment

*1001 MUNICIPAL UANKHUPTCY AND EXPRESS STATE AUTHORIZATION TOREA
CHAPTER 9
DEBTOR: CURRENT STATE APPROACHES TO MUNICIPAL INSOLVENCY-AND WHAT
WILL STATES
DO NOw?

Duniel J. Freyberg

Copyriglitc 1997 Oliio Northern University Law Review; Daniel J. Frcybcrg

I. Introduction

Municipal bankruptcy has been controversial Bince its inception in the 1930a, largely duo to
constitutional conflicts between state and federal powers. fFNI) The effort to balance powers
reserved to states under the Tenth Amendment [FN2) with the Bankruptcy Clause [FN3] resulted in
significantly limited powers for bankruptcy courts in the context of municipal bankruptcy. (FN4] In
addition to limiting judicial powers in court cosdh, HNGL the Bankruptcy Code 1FAN6G1 imposes tight
restrictions on who may qualify as a debtor under this section. [FN71

Congress left the provisions for municipal bankruptcy under Chapter 9 [FN8] virtually undisturbed
in the Bankruptcy Reform Act of 1994. (FN91 Howovor, a significant change mado to section 109fcX2)
(F\101 alters the manner of determining who may bo a Chapter 9 debtor. The statute now requires a
municipality to be 'specifically authorized, in ita capacity as a municipality or by name, to be a
debtor under.. . State law, or by a[n authorized] governmental officer or organization. .. ." fENII)
Prior to the 1994 change an entity was only required to hove general authorization by state law to
become odebtor under Chapter 9. [FIN121

«1002 This comment surveys tho approaches taken by states to authorizo or prohibit municipal
bankruptcy. Tho author concludes that states have a duty to enact statutes regarding the resolution
of municipal fiscal distress, whcthor or not such statutes include authorization for filing undor
federal bankruptcy law. This conclusion derives from multiple factors, including the ever-present
threat of municipal insolvency, the need for stability in the municipal bond market, n pillideal
climate which fuvore state based problem solving, nnd an analysis of effective approacheu to
resolving municipal insolvency. The author also proposes development of uniform laws, modeled
after currently existing state Inws, designed to avert bankruptcy under Chapter 9 before it occurs.

Part Il is a brief summary of tho history of municipal bankruptcy in tlu. United Sintes. Part TTI
.nalyzos acoess issues under section 109(c) of Chapter 9. Includod are brief legislative and judicial
histories leading up to tho 1994 amendments. Part IV surveys tho wido variety of stato approaches to
municipal bankruptcy to dato, divided into categories ranging from express authorization to absolute
prohibition. Part V discusses tho continuing throat of insolvency faced by municipalities, including
factors which can lend to bankruptcy nnd soma potential future dangers. Finally, Part VI
recommends affirmative state action on this issue, nnd encourages continued development of uniform
laws. This section also suggests n framework for a proposed uniform law, modeled after current state
statutory provisions.

1. A Brief History of Municipal Bankruptcy

Copr. *West 1999 No ClaimtOrig. UA Govt Works
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Thousands of municipalities defaulted on their debts during the Great Depression of the 1930k
[FN13] As n result, Congress determined a need for public sector bankruptcy legislation, and enacted
the Municipal Bankruptcy Act in 1934, (FN141 which became Chapter IX (Chapter 9) of the
Bunkruptcy Act of 1898. TFN16] But within two years, the Supremo Court, in Ashton v. Cameron
County Water Improvement District No. 1, [FN161 found the Act unconstitutional. [FN171 While the
Supremo Court did not directly cite the Tenth *1003 Amendment to invalidate the Act, tho Court's
focus on the state's right to control its municipalities supports such an analysis of the Court's

reasoning. [FN18]

CongresB responded to the Court's decision by revising the Act in 1937 (1937 Act). [FN19] The
reviHion added Beveral sections and provided a modified composition procedure, which required the
approval ofd majority of creditors. fFN20) Only a month nficr the 1937 Act was enacted, a California
irrigation district filed Obankruptcy petition under the new Act, and the issue ultimately found its
way back to the Supreme Court, [FN21] The 1937 Act survived constitutional clinllenge, possibly due
to acliange in the makeup of tho Court, since the substantive changes made in tho 1937 Act were
modest. rIFN22] While numerous refining amendments were made thronghrut tho *1004 next decade,
[FN23) from 1946 until 1975 Chapter 9 remai«3i undisturbed and virtually un used. fFN24]

Municipal bankruptcies had typically involved small special function entities, defaulting on bond
obligations due to shrinking tax revenues. fFN251 Readjustment plana generally provided for
extending debt payments, or paying from other revenue-producing sources. iFN261 But in 1975, New
York City’a financial difficulties demonstrated that use of Chapter 9 was not fea-sible for a large
municipality, inspiring Congress to make m”jor changes to the Act in 1976. [FN271 Significant
changes included authority to issue certificates of indebtedness as an aid to refinancing, [FN28]
authority to reject executory contracts (FN291 nnd elimination of various pre-filing requirements.
(FN301 The current. Chapter 9 is derived primarily from tho April, 1976 changes to the Act. fENRII

IH. Access to Chapter 9 under Section 109(C)

Section 109(c) provides five requirements a municipality must sotisfy to bo n debtor for purposes of
Chapter 9. fFN32) First, a debtor must be a inuniripality,*1005 IFN331 defined as n 'political
subdivision or public agency or instrumentality of a State.' (FN341 Next, a municipality must be
"specifically authorized, in its capacity as a municipality or by name" by stnto law to be a debtor

under tills chapter. [FN35J

The third requirement is that the municipality lie 'insolvent,’ [FN36) or 'generally nat, paying its
dcbta ne they beconme due. . . or unable to pay its debts as they become due.” rFIN371 Courts liave
broadly construed this section, and municipalities are not required to raise taxes to the maximum
uliowed by low to be deemed insolvent. IFN38) Fourth, the municipality mimt show that it ‘desires to
effect n plan to adjust such debts.' [FN391 Implicit in tills language is n demand for ‘'good faith"
filing, not attempted as an effort to buy time or evade creditors. fFAN401

Finally, the fifth requirement may bo mot by satisfying ono of four alternatives: (1) obtain
agreement from creditors holding n majority in amount of claims from cadi impaired class; [F\N411
(2 negotiate in good fnith for *1006 surh agreement, but fail to gain agreement; IFN42J (3) bo unable
to negotiate for bucli agreement bocaiim it is Impracticable to do no; (FIN431 or (4) reasonably believe
a creditor may attempt un avoidable trnnsfer under Section 647. [FN44J

A. History ofSettion 109(cX2)

Disagreement over tho correct languago to characterize a state’s authorization for a municipality to
become n debtor under Chapter 9 was evident in tho hearings leading up to tho adoption of the

Copr. = West 1999 No Claim to Orig. US. Govt Workn
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BniiKniptcy Code. (FN46) The House version of the bill permitted only a municipality "not
prohibited by State law from proceeding under Chapter 9" to be a debtor. [FN461 The House
Committee Report (House Report) indicated that the members felt the “"generally authorized"
language from the Bankruptcy Act Bection 84 IFN47] was unclear, and perhaps not protective enough
of state sovercignty. [F\N481 The Senate proposal mirrored the language of the Bankruptcy Act,
requiring general authorization by the state legislature, a government officer, or a government
agency given power by tho stato to authorize filing. fFN49] Tho Sonato version was ultimately
adopted, and from 1978 until the 1994 Amendments, municipalities were required to bo 'generally
authorized" under state law to be a debtor in order to qualify for Chapter 9. rFN60]

B. Judicial Interpretations of Section 109(cX2) Before 1994

Just os the House Report predicted, fFN61] courts were divided in their interpretation of "generally
authorized," absent specific statutory authorization. *1007 (FN52) Some courts did not require
express statutory autlwrization, and inferred the right to file bankruptcy from the municipality's
general powers, such as tha power to borrow money and the power to sue and be sued. [FN53] For
example, in In ro City of Wellston, IFN54) the court found power to file Chap-ter 9 bankruptcy within
the general powers of the mayor and council of a Missouri city to manage the city and its finances,
enact 'any and all ordinances not repugnant to the constitution and |swb ofthis state,’ bb they deem
good for the city, commerce and the inhabitants therein. rFNB9) In another widely reported case, In
re City of Bridgeport, fFNG61 the court held that o state must affirmative-ly authorize municipal
bankruptcy, but continued by stating that outhorization did not require specific language referring to
bankruptcy or reorganization. [FN571 Thus, as in City of Wellston, the court found general
authorization through the municipality's authority over its own finances. [FN58]

Other courts refilled to imply or infer such power ard insisted upon express authorization. [FN591
In the case of In re Carroll Townalrip Authority, the *1008 court relied on its own reading of the
legislative history of section 109(cX2) to determine that only affirmative action from the state would
suffice to demonstrate such power. CHNBQJ The court re fused any liberal interpretation of the
Pennsylvania statute in question, relying on precedent that the law did not allow municipal
authorities to become Chapter 9 debtors. IFN61] Hie court aso refused to follow In re City of
Wellston, In re City of Bridgeport, or any of the other more recent cases from other states which had

broadly interpreted general authority. fFN62]

Congress responded to the division in the courts by amending section 109(e)(2) to require specific : 9
authorization. (FN631 Now courta cannot find authorization by implication, but must find exprees
authority within the state's statutes. (FN641 While this change certainly clarifies the nature of state
authority necessary to ba a debtor under Chapter 9, there 1rrs not been a reciprocal effort at clarity

on the port of the states.
IV. State Appronclies to Municipal Bankruptcy rFN65]

1 N

Many states have adopted measures which expressly enable municipalities to file bankruptcy under ! 'r—v f Wc tr
federal law, without further restriction. [FNB0] Other states require approval by designated ro. view *
agendes, commissions, or other *1009 authority, or otherwise restrict and oversee a municipality'h
fiscnl distress. [FN671 A few states even have elaborate internal systems designed to resolve Gerious
debt crises without resort to tho federal system. fFENfifi] Still others clearly intend that no municipal
bankruptcies will arise in that state. fFN691 Tim largest group of states have no cnnbling statutes or
oilier provision within their law for dealing with municipal financial distress. [FN701

A. Plain Authorization

Copr. *West 1999 No Claim toOrig. U.S. Govt. Works
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Fourteen states have enacted straightforward legislation granting their political subdivisions
authority to file bankruptcy under Chapter 9. [TO71) A few of these stateB, notably Califor- nla,
fFAN721 Colorado, IFN731 nnd Montana, [FN74] have also granted specific authority to some special
water, irrigation, or schod districts. The soogpe of authorization in these statutes is broad, often
inch/Jing any county, city, or town, any taxing district, any municipality, or political subdivisions in
general. [FN75) While there is considerable variety in style between states, Missouri's recently
enacted section 427.100 is typical:

«1010 Tho consent of the state is hereby granted to, and all appropriate powers arc hereby
conferred upon, any municipality or political subdivision organized under tho laws of the state to
institute any appropriate action authorized by any act of the Congress of the United Stated relating
to bankruptcy onthe part of any municipality or political subdivision. [FN76]

B. Restricted Authorization [FN77]

A number of states have enabling legislation, but require some form of preliminary review or other
restriction before a petition may go forward. [FN78] At a minimum, these states require a commis-
sion, agency of stato government, or a particular official or officials to review and give their
approval. For example, North Carolina requires approval of the Local Government Commission
before filing. [FN79] Kentuclcy carves out an exception to its general enabling legislation for
counties, which must have proposed plans approved by the local debt officer and local finance officer
before filing Chapter 9. [AN8DL lowa limits filings to municipalities whose insolvency was the result
of debt involuntarily incurred. [FN81J lowa uppeors to have aimed its statute at Bability judgments,
since bond debt and collective bargaining agreements are specifically excluded, and the municipality
must certify that: (1) an increase in taxes will bo needed to cover the debt or portion of tho debt not
covered by insurance; (2) the tax increase will have a severe adverse impact; (3) as a result the
municipality is unable to pay debts as they become due; and (4) the debt is not owed to another

political subdivision. [FN82]

Other states also grant authority to file for bankruptcy while following a heightened level of
scrutiny of local finances. [FN831 In Ohio, for instance, *1011 approval of the state tax commissioner
is required. FANB4J In addition, the Local Fiscal Emergen-eies Law, [FN8G] which was recently
amended and expanded, allows considerable state intervention prior to a Chapter 9 filing. IFN861

Similarly, Louisiana [FN87J arvi Connecticut (FN8B) have challenging approval roquire-ments,
specifically prohibiting Chapter 9 filings unless certain conditions aro met. Connecticut requires
express, written permission of the Govermr  [FIN89L I f the Governor consertts, lie must report to the
State Treasurer and the Joint Standing Committee on Finances of the General Assembly to explain
his action [FN90] Unsurprisingly, these statutes were amended following In re City of Bridgeport,
where the state had argued that the city was not even generally authorized to be a debtor under state
law. [FN911 Louisiana requires a municipality's plan to be submitted to the State Bond Commission
for written approval, and nl» requires written approval of tho Govemor and Attorney General.

fFN92]
C. State Recomposition Plans

A number of states have complex *prebankruptcy’ statutes. [FNO3] These statutes create n vehicle
for a municipality to readjust its debts within the supervision of tho state court aystem or with
oversight by n commission or agency. The effect of these statutes ts similar to what is available in
bnnkniptcy court, with provisions for creating n plan, eligibility requirements, stuy of claims during
pendency, and reissuing of bonds.

*1012 Now Jersey enacted statutes authorizing stnte control over insolvent municipalities in 1931,
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nnd in 1933 added a provision allowing creditors to be bound by the state's adjustment plan. (FN94)
These laws were constitutionally challenged soon thereafter in Faitoute Iron & Steel Co. v. City of
Asbury Park, N.J. rN961 The plaintiffs were holders of defaulted bonds issued prior to the
enactment of the New Jersey statutes. IFN961 Under the readjustment plan, the plaintiffs bonds
were converted to new bonds, bearing reduced interest from tire original bonds. [FN97) The plaintiffs
claimed that since tho New Jersey laws constituted municipal bankruptcy legislation, enactment of
federal Chapter 9 had preempted New Jersey's statutes, making their enforcement unconstitutional.
IFN981 Alternatively, they asserted that their rights artier the Contracts Clause [FN99] had been

violat-ed. fFNIOO)

The Supreme Court upheld the New Jersey statutes on broad grounds. [FN101] Citing United
States v. Beihns, [FN1021 the Court emphasized the care with which the federal statutes hod been
drawn, specifically in order to avoid restricting states' control over their fiscal af-fairo. [FN1031
Finding significance in the fact that thn New Jersey statutes expressly forbid resort to Chapter 9
without approval of the Municipal Finance Commission, the Court refused to find that state power to
manage financial problems of state subdivisions could be absorbed into the federal statutes. [FN104]

CongresB, however, disagreed with the Supreme Court and enacted what i6 now section 903.
fFN105] Section 903 prevents state authorization of compositions of indebtedness which are binding
on non-consenting creditors. [FN1061 Congress' stated purpose in enacting this a ction was to ensure
equal treatment of municipal bondholders throughout the nation. fFN107]

*1013 While it is generally accepted that states cannot exercise bankruptcy powers, [FN1081 there
may be reason to believe the principle survives. [FN109] In i 375, the New York legislature enact-ed
emergency legislation in an effort to deal with New York City's fiscal crisis. FFNI10L As part of tiro
plan, the time for payment on municipal notes was extended, with additional interest for those who

exchanged their old notes for new anes. (FN131]

Noteholders clrallenp?d the practice aa a violation of the Contracts Clause and of the Bankruptcy
Act. fFN1121 The court rejected the Contracts Clouse challenge, [FN1131 relying on the reason-ing of
Faitoute Iron & Steel. [AN1141 The plaintiffs’ Bankruptcy Act challenge [FN1161 was reject-ed as
well, because the New York legislation involved 'extension’ rather than ‘composition’, which the
court ruled was not precluded under the Act. fFNUGI Thus, it may be that federal courts will still
allow some involuntary aspects in state debt composition plans, a power usually assumed to be
reserved to the federal bankruptcy court. [FN117]

Michigan, Pennsylvania, lllinois, and Nevada have enacted d’ lailed plans for addressing municipal
fiscal distress which differ from the New York and New Jereey plana because they do not include the
supervision of reorganization plana by state courts. [FN1181 All of the plans contain statutory
authority to appoint a financial management team to review He entity's *1014 finances, then create
and implement, a plan of action. [FN119]The Michigan and Pennsylvania plans specifically allow the
review team or its chairperson to authorize a Chapter 9 filing, although for some entities approval of
the Governor is required aswell. (FN1201

In lllinois, on the other hand, the statutes are Bilent about a municipality's authority to file
Chapter 9 proceedings. The financial planning and supervision commission, and its financial adviBor,
luive powers and duties similar to the financial mnnBgement teams in Pennsylvania nnd Michigan,
including the authority to recommend that the unit oflocal government file n petition under Chapter
9. fENI?1l However, nebulous languuge like ‘authority to recommend' is not the same us specific
power to authorize, and it is unlikely that courts will bo willing to construe such languago os
expressed state authority under the amended section 109(cX2). rFN122] Nevada's plan is also si-lent
on bankruptcy, omitting any reference even to recommending Chapter 9 filing within the allotted
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powers of the review team or its members. IFN123)
*1015 D. Statutory Provisions TVhich Preclude Municipal Bankruptcy

Only Georgia has a statute which specifically prohibits municipalities from filing Chapter 9 without
exception. [FN124] Other states, however, have designed their governmental structure in such away
that bankruptcy filing is essentially impossible, even thcugh not prohibited. rFN125] In addition,
since Congress amended section 109(C)(2) to require specific enabling legislation, tho many states
which are entirely silent on the matter, for all practical purposoB, preclude it.

Kansas has a unique set of | wb which require all political subdivisions to operate on a cash-only
beBis. IFN1261 Some debt is permitted, but strictly limited. [FN127] Since it is unlawful to incur debt
beyond the rigid parameters allowed by the state, circumstances which might lead to bankruptcy are

virtually impossible.

Another state with a unique statutory design is Massachusetts. fFN128) First, Massachusetts, like
many other states, has carefully limited amounls and types of debt which entities are permitted to
incur. [FN129] But, before a municipality can assume afinancial liability, atwo-thirda approval vote
ofits ritizenB is required. [F1TL30L If amunicipality determines that it is unabla to pay its' debts, the
Commissioner of Revenue must be notified. [FN131] If the Commissioner concurs with the
municipality's conclusion following a separate investigation, the State Treasurer must pay what is
oned on the debt. rFN1321 The money owed by the municipality will then be recovered, plua costa
and interest, from money otherwise payahle from the state to the local entity. [FN133I No provision
enabling entities to file under Chapter 9 is included in the Massachusetts Code.

*1016 Finally, twenty-one states simply have not enacted any enabling legislation, nor developed
statutory plans for dealing with municipal fiscal distress. (FN134) A number of these states had
Chapter 9 filingB prior to the 1994 Amendments, and where courts found authorization for those
filings, it was under the general powers. [FN136] In these states, political subdivisions which
continue to suffer financial stress will no longer have the protection of the federal bankruptcy court
unless the state passes authorizing legislation. [FN1361

V. The Continuing Threat of Insolvency

When municipalities incur debt, it is generally in the form of bonds, issued for the purpose of
financing revenue-producing projects, such as roadB, utilities, swimming pools, and schoadl buildings.
[FN137] Society hns determined that local governments need the flexibility to finance neces-Btiry
improvements through municipal bonds, with the consent of the citizens. [FN138J Unfortunately, all
municipalities continue to face economic hardsliipB, and those hardships, without stable guidance
from the state, canlead to uncertainty in the bond market. IPNISSJ]

A number of factors can cause a municipality to default on its bonds. fFNI40) First, a serious
recession can result in a reduction in revenues so that the municipality cannot pay on its debts while
maintaining necessary services. rFNI 411 Bridgeport, Connecticut's experience is illustrative. fFNI42]
The combined effects of a large poor population, a declining tax bese and political battles pushed
Bridgeport Into filing bankruptcy. [FN143) Many other *1017 cities have problems which mirror
Bridgeport's, and perhaps it is only a matter oftime until others follow into default. (FN144)

Of course, our system includes the ability of local governments to raise taxes to meet the
community’s needs, but taxpayers arc increasingly hostile to liighcr taxes without visible bene- fits.
rFN145) Perhaps tho dearest manifestations of that hostility are measures such as Proposi tion 13
[FN146] in California, where taxpayers amended the stale constitution to limit tire ability of
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govermnment to raise taxes. fFNI47] Taxpayers are also attracted to ' flat tax" proposals, with widely
disputed effects on available revenues. [FN148] Municipal barikruptcy commentator James E. Splotto
said this, regarding the tension between limits on taxation and necessary public spending:

The difficulty with an artificial and unrealistic tax cap and similar constitutional limitB on
taxation is that there are certain municipal services that are required and expected by the citizenry.
If revenues available to municipalities are capped in an unrealistic and artificial way, obviously tho
ability of municipalities to supply those services io significantly curtailed. That is not to say that
there shcild not bo limits on the spending of public dollars or that taxation should bo allowed to
beconme an unlimited resource in the hands of a misguided or misdirected governmental body. It is
merely to s'ate the obvious fact that, when there is a ceiling on revenueo unrelated to coats and
expeiiaes, there will be atension. [FN149J

One of the largest sources of revenue to the states is the federal government. [FN1601 When a
recession hits, demand for federal programs such as food stamps, unemployment and Medicaid
increase dramatically, and the federal government responds by increasing the states' allotments.
[FN16U

However, Congress has threatened to enact a balanced budget amendment to the Constitution, a
move which appears to have considerable *1018 popular support. [FN162) Under an” amendment
proposal, increases in federal aid to slates would depend on either a federal tax increase or cuts in
other programs. fAN1531 Some proposals require a ‘super majority* of all members in both the
House nnd the Senate for any tax increase. [FN164] It is, of course, uncertain what effect an
amendment would have on municipal Fnances, but it undoubtedly could threaten a dty's ability to
survive recessionary times.

Other paossible causes of default are negligent or fraudulent mismanagement by tba governing body
or by particular officials. (FN165J Tina can include such things aaincompetent budgeting, imprudent
investments and even misuse of funds for political or personal gain. [FN166] The Orange County
[FN167] case in California is demonstrative, where risky investments, inspired in part by effortB to
offset the effects of Proposition 13, led to bankruptcy. fFN1681

Orange County is apparently not tlie last major American urban entity to face afiscal crisis brought
on by financial mismanagement. On November 26, 1996, Miami, Florida, Mayor Joe Carollo
requested the governor to declare a ‘financial emergency* in Miami, as a first step toward gaining
major state assistance for the city. [FN159] Earlier in tha year, both the city finance manager and
city manager were forced to resign as the result of a corruption scandal. [FN160] The budget short-
fall is estimated to he at least $68 million, nnd cs an immediate result, Miami's bond ratings have
dropped precipitously, making it difficult for the city to work its way out of debt through bond sales.
fFN1611 Ore idea to resolve the crisis includes abolishing the Miami city government, and absorbing
it into surrounding Dade County. (FN162)

Yet another precipitating cause for default, largo liability judgments, is particularly applicable to
genera] municipalities (as opposed to special purpose districts). [FN163] Imagine tho prcdica- mont a
rural Fchod district Dr a *1019 small town would face with a judgment equal to or greater than its
total budget for an entire year if, for instance, n schod bus or a town truck Btruck r car and
permanently injured the car driver. It is inconceivable that tlie taxpayers of n poor, rural area could
shoulder such a debt and keep the schools or the townoperating as usual. [FN1641 In fact, a number
of municipalites hove already been pushed into bankruptcy by large tort judgments nnd
environmental clnimB. [FN165) Furthermore, environmental claims under CERCLA rFNIGG] are
steadily increasing end are likely to threaten municipali- ties, the owners of many former and
current industrial sites, long into the future. fFNI67J

Copr. = West 1999No Claim to Orig. U.S. Govt Works



02/25/99 19:55:80 Uest Publishing Co.-> 987 465 2029 Page 009

23 OHNULR1001 Page 8
(Cite as:23 0hio N.U. L. Rev. 1001, *1019)

VI. ATime for State Action

In light of the perpetual need for municipal debt financing nnd the myriad of potential tlircote to
financial stability, access to tlie bankruptcy courts continues to be n matter worthy of careful
scrutiny by the states. Now that Congress has made specific authorization the law, each state must
evaluate to what extent a municipality within its borders may have acoess to such aremedy. It is no
longer enough to leave it to the bankruptcy court to analyze state law, searching for state
authorization for subdivisions to enter into bankruptcy.

States have begun the process of evaluating their statutory schemes to determine what their
position on municipal bankruptcy will be. Missouri, for instance, has enacted straightforward
enabling legislation following the adoption of the 1994 Bankruptcy Reform Act, with its revision of
section *1020 109(cX2). fFN1681 This is a state which has had some experience in recent years with
municipal bankruptcy tilings. [FN 1691 Evidently, Missouri found compelling value in the bankruptcy
process, and has chosen to keep the opf,,n available to its political subdivisions.

lllinois is also poised to consider enabling legislation. rFN170] The Rlinois State Bar Association
has been studying the matter since 1994, and its proposed enabling legislation is expected to be
considered by the DlinoiB General Assembly during the 1996-97 term. [FN1711 If enacted, authority
to file Chapter 9 would be added to the general powers of state municipalities, a far hroader measure
than the present lllinois provision allowing the financial planning and supervision committee to
recommendfiling. [FN1721

*1021 California, on the other hand, which has consistently authorized muv' .ipnl bankruptcy, has
contemplated restrictions on authority to file Chapter 9. [FN173] In the wake of the Orange Coun-ty
bankruptcy filing, fFN174] a bill was introduced into tho California State Assembly which would
drastically alter aocessto Chapter 9 for California municipalities. [FN 176] The bill required specific
authorization by the legirletura for ec-h CSiapter 9 filing, and required the municipality's debt
adjustment plan to be submitted to the legislature before submission to the bankruptcy court.
[SN1761Thc amended statute contained languuge which purported to preserve specific authorization
to be a Chapter 9 debtor, but delay nnd conflict inherent in the political process may very well make
aooess to Chapter 9 unavailable when it is most needed. [7TN177] At least for tlie present, California
municipalities *1022 remain able to become Chapter 9 debtors, since the bill was rejected in
committee. [FN178]

Perhaps other Btates are studying the matter and considering appropriate legislation. Evidence
exists as well that some states are unaware of the change in section 109(cX2), or have not yet
considered what approach to take under the amended statute. [FN179] In any event, the
inconsistency of state statutes for dealing with municipal bankruptcy, or the lack of any statutory
framework, is oonfusing-for tlie bond marlcet, for municipal authorites and for bankruptcy
practitioners. Some consistency is needed to end this confusion, and that consistency could be
attained through the development nnd adoption of uniform laws.

Ore of the primary criticisms of bankruptcy law concems uniformity ofthe law within the meaning
of the Bankruptcy ClnuBe. [FN1801 Because widely divergent state laws are so thoroughly entwined
with the federal Banlcruptcy Code, uniformity is far from evident in thiB context. [FN1811 But the
Supreme Court, in Tinnnver National Bunk v. Moyses, (FN 1821 determined that only "geographical
uniformity" and not “personal uniformity' is required by the Constitution. [FN1831 Debtors within a
state must be treated equally, but there is no requirement for the sintea to deal uniformly with
debtors. IFN184) Adoption of uniform laws for managing municipal Insolvency might leave
considerable divergence between states, but would increase uniformity in a broad sense, reducing
confusion for those who deal with municipal finances.
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State insolvency laws fire sometimes accused of actually being bankruptcy law, nnd thus preempted
by Congress exercising its power under the Bankruptcy Clouse. [FN 185] Clearly, section 903 rFN186]
limits state action short of what is available in bankruptcy court. However, New Jersey's statutory
scheme for adjustment or composition of claims of creditors is still good law, nnd recomposition plans
in other states like Pennsylvania, *1023 Michigan and Rlinols have not been significantly
cliallenged. [FN187] State-based plans, with a last resort of filing in federal court under Chapter 9,
probably would survive constitutional chal-lcngo. [FN188]

Some commentators have suggested expanding the powers of the banlcruptcy courts under Chapter
9, granting the court broad powers to reorganize, sell city property and raiBe taxeB. [FN189] Simi-lar
provisions are availeble to the court under Chapter 11 of the Bankruptcy Code [FN190] to aa-sist in
the reorganization of businesses. Making Chapter 9 more like Chapter 11 would permit the
bankruptcy court to actively and aggressively restore the financial stability of an insolvent
municipality. [FN1911

However, in today's political climate favoring the down-sizing of federal government, block grants
to states, and the reduction of federal regulations, such proposals are likely "dead on arrival" at
Congress. Moreover, Congress did not change Chapter 9in the 1994 revisions, it only changed dcccsh
to it by amending section 109(cX2). Thus, Congress continues to stand behind the provisions in
Chapter 9, but it intends for states to actively decide to what extent their political subdivisions can

take advantage ofit. [FN192]

It has also been advocated that states should be given power to displace federal municipal
bankruptcy law with state municipal bankruptcy law. rFN]93) Such amove would require repealing
section 903, thus reviving the state bankruptcy precedent as enunciated in Faitoute Iron & Steel.
[FN194] This action would also bo a drastic change from the existing system, and might rekindle
arguments about the Contracts Clause and Bankruptcy Clause conflict. [FN196] In addi- tion, new
arguments are likely to arise over conflict with full faith and credit for neighboring states'
bankruptcy deriBiona. [FN196] Finally, it might necessitate dual federal and stale Bystens, in order
to accommodate states without their own bankruptcy systema potentially costly alterna-tive.

[A\1971

As previously suggested, a preferable improvement to the current system would be the development
of uniform laws for state management of *1024 municipal financial problems, which the states could
adoptin their entirety, or with modifica- tions. (FN198) The existing Chapter 9process, while limited
in the bcojx of its powerB, haB been effective, particularly in assisting special districts. [FN199]
Chapter 9 should remnin available to tlioBe states that wish to utilize it, as a last reBort in the event
all other efforts to resolve tlie entity'a problemB fail.

A number of states have extremely comprehensive statutory plans already in place, wliich would
senve as excellent models for uniform laws. [FN200] As a first step, states should consider requiring
balanced budgets for their subdivisions. Tliis wall not cure already existing deficits, but will require
discipline and push municipalities toward finding solutions. (FN201] In the event the entity can-not
solve its financial problems by itself, the uniform law framework should be available to direct the
municipal authorities toward a solution. A skeletal framework of what ehould bo included in the

uniform laws follows:

1 Dcfinitiona-what entities are included, what officials locally nnd on the state level are
responsible, and what kinds nnd amounts of debts are covered,

2. FVciiminury review-specific authority to a particular person (state treasurer, tax commissioner,
govermnor) or agency to mnke a preliminary review oftlie fiwcal problems; also, a list of events ivliich
will trigger tho Initial review, what pcrsonx can initiate; standards for further action.
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3 Financial oversight nuthorily/eommisRion-at least a team of state officials and others with
professional financial expertise appointed with power to do any or all of tlie following: appoint a paid
temporary manager, analyze the budget, recommend new revenue sources, recommend budget cuts,
recommend the sole of municipal propernty/assets, issue bonds for the benefit of the entity
(accompanied by standards and goals for the munici-pality to comply with before receiving funds),
authorize filing of Chapter 9, do long- term financial planning, negotiate for a state loan or grant,
review and renegotiate labor contracts, and recommend dissolution.

1025 4. Procedure to end state oversight-who decides and what standards must be met. [FN202]

VH. Conclumon

Municipal bankruptcy remains a controversial issue. However, the lack of revision to Chapter 9
provisions, combined with the change to section 109(cX2) in the 1994 Bankruptcy Reform Act,
indicates that Congress ib reasonably satisfied with Chapter 9, but now expects states to indicate to
what extent they will allow political subdivisions to take advantage of that process. The sirteB have
adopted a wide range of approaches to municipal insolvency, resulting in confusion in the bond
market and lack of direction for municipal authorities and financial planners. Municipal finances are
threatened from multiple directions and states havo a responsibility to give guidance to their
political subdivisions.

The time is ripe for the development of uniform laws for the management of municipal insolvency.
If adopted by the states, clarity and stability would be attached to a historically murky area of the
law. The bond market would have an improved measure of the security attached to municipal bonds.
Chapter 9 should remain as a viable ultimate alternative, but careful Htatc supervision and a
uniform approach may eliminate its need in the future. *1026 Page 1 Appenaix-Cover Letter

[Address]
October
[Name]

i title)
[Agency]
[Address]

Dear [Name]:

| am atiiird year law student at Ohio Northern University College of Law. | am involved in an
independent study research and writing project concerning municipal bankruptcies under Chapter 9
of the Bankruptcy Code. The primary focus of the project concems access to Chapter 9 since
enactment of the 1994 Bankruptcy Code Amendments.

As you may know, access to Chapter 9 under 11 U.S.C. section 109 (c) has always been quite
narrow and deferential to state control. However, before tho 1994 amendments a municipality could
bo adebtor in a Chapter 9 case if *generally authorized" by state law to bo a Cliapter 9 debtor. Tho
majority of courts liberally interpreted this section by ruling a municipality eligible if generally
authorized to conduct and transact business and enter into contracts under state law. Thera may
have been some Chapter 9 caeea in [State] undertaken through this interpretation of the statute.

Section 109 (€X2) waa amended in 1994 to require that a municipality must be "specifically
authorized" to be adebtor in a Cliapter 9 case. Part of my article will be a survey of all 60 slates,
including the various approaches applied by the states to Chapter 9. Because | cannot find cnubling
legislation in your state, or because what appears to be ennbling legislation is not entirely clear, |
am requesting further information.

Please take afew minutes to complete tho orxdosed survey form. | havo enclosed a self-addressed,
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plumped envelope to facilitate return. CopieB of any rtvelant documents may be nttached if you no
deire. Thank you In advunce for your assistance.
I know that your office is extremely busy, but | am under considerable time restraint. Please

attempt t> proviso answers os soon as feasible, so that | may include reliable information about
your state in my article. | will gladly provide you with information which | have collectedonee tlie

article Lis been completed. Thank you again
Sincerely,
Darrfel 3. Freyburg
Enclosures
*1027 Page 2 Appendix-Survey Form
1 Please identify your state.
2. Is there enabling legislation currently in effect in your state? Yea No___
2If so, please identify statue.

3. Is there any enabling legislation pending or otherwise being considered by your state legislature?
Yes No

If 0, please identify House or Senate Bill number.

4. If there is no legislation either in effect or pending, how would your state handle a request by a
municipality for permission to file bankruptcy?

6. Is there n specific agancy, commission, or other person or persons to whom such a request would
be referred for evaluation and/or approval? Yes No

Ifyoe, please identify by title.
If yen, what role would such agency, commission, personfs) play?

Please provide any other information concerming Chapter 9 ns Bpplied in your state which might bo
helpful to a bankruptcy practitioner in your state.

Preparer
Phono;

FNL1. Charles Jordan Tnhh, The History of tho Bankruptcy Laws in the United Stntos, 3 Am.
Bankr. Inet. L. Rev. 6,12-24 (1995); Michael W. McConnell & Randal C. Picker, When Cities
Go Broke: A Conceptual Introduction to Municipal Bankruptcy, 60 U. Chi. L. Rev. 426, 460-

66 (1999).

FN2. U.S. Const, amend. X. "Tlie enumeration in the Constitution, of certain rights, shall not
be construed to deny or disporoge others retained by tho people.* Id.

FN3. U.S. Const art. I, 58, cl. 4. Tho Congress shall havo tho power "(tlo establish. . .
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uniform Isws on the subject of bankruptcies ' oughout the United StoteB." Id.

FN4. Sec discussioninfra, Part D nnd ID, nnd accompanying notes.

FNG6. Barry Winograd, San Jose Revisited: A Proposal for Negotiated Modification of Public
Sector Bargaining Agreements Rejected under Chapter 9 of tho Bankruptcy Code, 37
Hastings L.J. 231, 288 (1985). In municipal bankruptcies, unlike those under other chapters
of tho code, the court lias little authority over the debtor's affairs. Id. Tho court may not
interfere with property and revenues, nor with political or governmental powers. Id.

FN6.11 U.S.C. 8 101-1330 (1994).
FN7. See Part ID infra.
FN8. 11 US.C. 58 901-946(1994).

FNO. Pub. L. No. 103-394, 108 Stat. 4106 (codified as amended in scattered sections of 11
US.C).

FN10.11 US.C. 5 109(cX2XI994).

FN11. 5 109(cX?) (emphasis added). The italicized words are new language replacing the
former 'generally authorized' language.

FN12.11 US.C. 8 109(cX2)(19S3).

FN13. 6 William L. Collier, Collier on Bankruptcy 900.L.H(1J 900-23 (Lrvwence P. King ed.,
15th ed. 1991).

FN14. ActofMay 24, 1934, ch. 657, 50 Stat. 653 (1937).
FN15. Bankruptcy Act, ch. 541, 30 Stat 544 (1898) (repealed 1978).
FN16.298 U.S. 513(1936).

FN17. 1d. In Ashton, a Texas water improvement district filed a bankruptcy petition under
the new Act, seeking to adjust its bond indebtedness. Id. at 623. The district court dismissed
the petition for lack of jurisdiction, finding that 'petitioner is a mere agency or
instrumentality of the state. . . . The bonds are contracts of the stato, executed through this
agency, and secured by taxea levied upon local property. Congress lacka power to authorize a
federal court to readjust obligations.” Id. at 624. The decision was 54, with Justice
McRoynolds delivering tho majority opinion, dissent by Justice Cardozo, joined by Chief
Justice Hughes, Justice Brandeis, and Justice Stone. Td at 513.

FN18. Id. nt 531. Tlie Court Btatod, " If obligations of states or their political mibdivisionB may
be subjected to the interference here attempted, they ore nolonger free to manage their own
affairs; the will of Congress prevails over them... the sovereignty of tho otate. .. does not
exist.' Id. (citing Formers' & Mechanics' Snv. Bank v. Minnesota, 232 U.S. 616, 626 (1914);
McCulloch r. Maryland, 17 U.S. (4 Wheat.) 316, 430 (1819)). The Court continued by citing
tlie Contracts Clause (U.S. Const art I, 5 10), noting that states cannot pass statutes which
impair contracts in any form Including banluuptcy, nor could Congress enact any statute
which might impair contracts. Id. 'Neither consent nor submis-slon by tbri stntos canenlarge
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the ponere of Congress; none can exist except those which are granted.” Id. (citing United
States v. Butler, 297 U.S. 1, 66 (1936))

FN19. Municipal Bankruptcy Act, 60 Stat. 663 (1937).

FN20. 50 Stnt. at 663. The 1937 Act: (1) prohibited Interference with fincal or governmental
matters of muracipaUtios; (2) limited the protection of bankruptcy to tho taxing agency; (3)
barred involuntary proceedings; (4) forbade judicial control or jurisdiction over property and
revenues necessary for easentinl services; and (6) prohibited impairment of contractual
obligations by states. JameB E. Spiotto, Introduction to Municipal Bankruptcy, 378 PU/Real
611,614 (Jan.-Feb. 1992).

FN21. United States v. Bekins, 304 U.S. 27 (1933).

FN22. Winograd, supra note 5, at 272-73 (citing Note, Municipal Bankruptcy, tho Tenth
Amendment and tlie New Federalism, 89 Harv. L. Rev. 1871(1976) [hereinafter Notel). In
Bekins, the Court did not expressly rely upon the changes in tho law to distinguish Ashton.
Winograd, supra note 6, at 272. Instead, Chief Justice Hughes compared the consensual
nature of bankruptcy to the consensual arrangement between federal and Hiute government
in social security and unemployment law, concluding that the voluntary nature of tire
proceeding prevented interference with Hintc sovereignty. Winograd, supra note 6, at 272. See
Bekins, 304 U.S. at 27. The Chief Justice was joined by Justices Brandeis, Stone, Roberts,
Reed, and Black, with Justices McReynolds and Butler dissenting and Justice Cardoza not
participating. Bekins, 304 U.S. at 45, 64. The Ashton majority was depleted by the
retirements of Justices Sutherland and VanDevanler, and by Justice Roberts switching sides.
Note, supra, at 1897 n.169. Tho disscntcre in Ashton were bolstered by tho appointments of
Justices Black and Reed. Note, supra, at 1897 n.169.

FN23. Jonathan J. Spitz, Federalism, StateB, and tlie Power to Regulate Municipal
Bankruptcies: Who May Be A Debtor Under Section 109(c), 9 Bnnkr. Dev. J. 621, 623 (1993).
Of particular interest is the addition in 1946 of 8 B30, partially reversing the Supreme
Court's holding in Faitoute Iron ft Steel Co. v. Asbury Park, 316 U.S. 502 (1942) (upholding
New Jersey law allowing municipalities to recompose ¢ 'bt over objections by creditors). Spitz,
supra, at 623. Secdiscussion and notes infra, Part IV.

FN24. Spitz, supra nhote 23, at 624.

FN26. Winograd, supra note 6, at 27J.

FN26. Winograd, supra note 6, Ht 273.

FN27. Act of Apr. 8, 1976, Pub. L. No. 94-260, 90 Stat. 315 (codified in scattered sections of
11 U.S.C). Those revisions were later enacted in tho Bankruptcy Reform Act of 1978, Pub. L.
No. 95598, 92 Stat. 2549 (codified at 11 U.S.C. 83 101-1326 (1982) and scattered sections of
U.S.C)). Seeblbo Spitz, supra note 23, at 624-25.

FN23. Act of Apr. 8. 1976, Pub. L. No. 94-260, 8 82(bX2), 90 Stat. 316 (1976) (codified at 11
US.C. 5402 (1982)); sec 11 U.S.C. ii 3GA(©)- () (incorporated by 11 U.S.C. 5 901(a) (1982)
lifter 1978).

FN29. Act of Apr. 8, 1976, Pub. L. No. 94-260, 682(bXI), 90 Stnt. 316 (1976) (codified nt 11
USC. } 402 (1982)); sea 11 U.S.C. § 365 (incorporated by 11 U.S.C. 8 901(a) (1932) after
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1978).
FN30. Winogrnd, supra note 6, at 275-76.
FN31. Winograd, supra note E, ut 275-76 n.204.

FN32.11 US.C. 5109cX)<5) (1994). Tho statute reads:

An entity may bo a debtor under chapter 9 of tide title if and only if such entity-

(1) is amunicipality;

(2) ia specifically authorized, in its capacity aa a municipality or by name, to be a debtor
under such chapter by State low, or by a governmental officer or orgoniza-tion empowered by
State low to authorize such entity to be a debtor under such chapter,

(3 iainsolvent;

(4) desires to effect a plan to adjust such debts; and

(5) (A) has obtained the agreement of creditors holding at least a majority in amount of the
claims of each dass 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 mtyority in amount of the claimB of each dasa that
Huch entity intends to impair under a plan in a case under such chapter, (C) ia unable to
negotiate with creditors because Buch negotiation is impracticable; or () reasonably believes
that a creditor mB/ attempt to obtain a transfer that is avoidable under section 547 of this
title.

5109(cXIK5).

FN33. } 109(cX).
FN34. } 101(40).

FN36. 8 109(cX2). Aa noted in the Introduction to this comment, thiB section wea changed to
the present language in the 1994 Amendments. The states' current approaches to this
requirement is the focuBofthis comment, and will be addressed further infra.

VN36. 510903,
FN37. 5 101(32XCXiM).

FN38. Spitz, supra note 23, at 628. A goad statement to this effect ia made in In re Pleasant
View Util. Dist., 24 BR. 632, 639 n.6 (Bankr. M.D. Tenn. 1982):

The creditor intimates that the debtor could possibly receive more cash flow and thereby
reduce its debt by increasing the rates charged to its customers. ... In any event, tlie mere
contingency that the District could improve its financial situation by increasing its rates docs
not alter tho met that at tho present time tlie District cannot meet its debts asthey mature.
Id. Butin In re City of Bridgeport, 129 B.R. 332 (Bankr. D. Conn. 1991), tho judgo dismissed
tho caso for failing to meet the insolvency requirement, primarily because more credit was
available to the city. Id. at 337-39.

FN39.11 U.S.C. 8 109(eX4)(1994).

FN40. Eric S. Pommer & Marc M. Friedman, Municipal Bankruptcy nnd Its Effect on
Government Contractors, 25 Pub. Cont. L.J. 249,25-1 (1996),

FNAL. 8 100(CXEXA).
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FN42. 5 109C)6)B).
FN43. 9 109CX6X0).
FN44. 9 109C0&XD); 9 647.

FN45. Eric W. Lam, Municipal Bankruptcy: Tho Problem with Chapter 9 Eligibility-A
Proposal to Amend 11 U.S.C. § 109 (cX2) (1988), 22 Ari*. St. L.J. 625,631-32 (Fall 1990).

FN46. Id. at 631 (citing H.R. 8200, 95th Cong., 9 109(c) (1977), reprinted in Legislative
IUstory of Banlcr. L. Ed. (Law. Co-0p.) 982:24, at 619 (1979)).

FN47. Actof Apr. 8,1976, Pub. L. No. 94-260,90 Stat. 315, 317 (codified at 11 U.S.C. 9 401-
41B(Supp. 1976)).

FN48. Lam, supra note 45, at 631 (citing H.R. Rep. No. 95595, at 319, reprinted in
Legislative flirtory of Bankr. L. Ed. (Law. Co-op,) §82:15, at 326 (1979)).

FN49. Lam, supra note 45, at 631 (citing S. 2266, D5th Cong. 9 906 (1978), reprinted in
Legislative History of Bankr. L. Ea. (Law. Co-0p,) 983:31, at 510 (1979)).

FN60. Lam, supra note 45, at 631-32. Lam notes that neither the House nor Senate debates
and remarks explain why this language was chosen over the more restrictive House version.
Lam, supra hote 45, at 631-32. Nor was there any guidance in the Legislative History or the
Code as to how courts wore to interpret "generally authorized." Lam, supra note 45, at 631«
32

FNS51. Actof Apr. 8,1976, Pub. L. No. 94-260,90 Stat. 315, 317 (codified nt 11 U.S.C. 99 401-
418 (Supp. 1976)).

FN52. David S. Kupetz, Municipal Debt Adjustment Under the Bankruptcy Code, 27 Urb.
Law. 531,638 n.21 (1995).

FN53. For cases broadly construing 11 U.S.C. $ 109(cX2) prior to the 1994 Amendments, oo
In ro Sullivan County Regional Refuse Disposal District, 165 B.R. 60, 73 (Bankr. D. N.H.
1994)("[Glenerally authorized' lunguagein 11 U.S.C. 9 109(cX2) should be broadly construed
to provide municipniitiea maximum aocess to Chapter 9 within the constitutional limitations
of the Tenth Amendment’); In ro City of Bridgeport, 128 B.R. 688, 696 (Bankr. D. Conn.
1991) ("generally authorized' should be given a broad construction’); In rc Villages at Castle
Rock Dist. No. 4, 145 B.R. 76, 8 (Bankr. D. Colo. 1990) (‘(Blrond general powers arc
sufficient to constitute general authorization for o chapter 9 filing."); In ro Grcecnc County
Tlosp., 69 BR 388, 391 (Bankr. S. D. Miss. 1586) (*[Shntutee. . . which grant an entity tho
general power to control its existence, operation nnd financial affaire, are n sufficient state
authorization in rpito of tho lack of express language authorizing tho ontity to proceed in
bankruptcy.); In re City of Wellston, 43 B.R. 348, 350 (Bankr. E.D. Mo. 1984) ("(A)
municipality may be authorized to proceed na ft debtor under Chapter 9, notwithstanding tho
alsence of a State statute Rpccifically authorizing such action, if it can bo ahown that the
circumstances require actions wlilch arc otherwise permissible under a grant of general
authority In the Slate law."); In rc Pleasant View Utility District, 24 B.R. 632, 636 (Bankr.
M.D. Tenn.1982) (TTlhe term ‘generally authorized' wes intended to bo given a hroad
interpretation.*)
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FN116. Ropico, 426 F. Si.pp. at 983.
FN117. Wimgrad, supra note 6, nt 307.
FN 118 Seenote 67 supra.

FN119. In Michigan, after preliminary review by the State Treasurer, tho Gowt "fpch.U*
tho review team, which includes tho treasurer as a member. Mich. Comp. Laws Ann. 5
141.1213 (West 1992). In Pennsylvania, a complaint alleging severe fiscal distress must be
made to the Secretary of the Department of Internal Affairs. 63Pa. Cons. Stat Ann. 9 6571
(West 1972). That department then makes an evaluation of the financial circumstances faced
by the entity, and if the secretary determines a crisis exists, appoints a coordinator to create
and implement a resolution of the finnndal problems. 9 11701.221. In lllinois, a detailed
request for assistance must be made by the entity to the Govemnor, who makes a preliminary
review of tho financial circumstances involved, then may appoint n commission. 50 111 Comp.
Stat. Ann. 8§ 320/5(b) (West 1993). In Nevada, complaint is mado to tho Nevada Tax
Commission, which itself may take over manage ment of the local government until the fiscal
crisis hna been resolved. Nev. Rev. Stat. 9 354.675* .686 (Michie Supp. 1995).

FN120. Mich. Comp. Laws. Ann. 9 141.1222 (West 10C2); 53 Pa. Cons. Stat. Ann. 59 6671
(West 1972) (repealed in part 1987, 63 Pa. Cons. Fi.nl. Ann. 95571 (West Supp. 1996)); 63 Pa.
Com. StBt. Ann. 9 11701.261, 12720.211 (West Supp. 1996). Authority to be a debtor only
exists under the Pennsylvania statutes if granted by the Secretary of the Department of
Intern:! Affairs, through his appointed coordinator, with tho additional approval of the
Govorror in the case of larger (fi-stclasn) cities. Also, no filings urder Chapter 9 will bo
authorized under any circumstances so long as any bonds are outstanding. 74 Pa. Cons. Stat
Ann. 5 1773 ard 63 (Wert Supp. 1996); Pa Cons. Stat. Ann. §12720.211 (West Supp. 1996).

FN121.50 111 Comp. Stat. Ann. 9 320/9(bXd) (Wert 1999).

FN122. SeePort VI infra for ndiscussion of npending move in lllinois to povide for specific
authorization under the state's general powers.

FN123. Nov. Rev. Stat. 5 354.695 “Michie Supp. 1995). In fact, in Nevada, the local
government has no option but to obey tho solution plans of tho tax commission, which is
backed by the state courts to force complinnce. 5345.715.

FN124. Ga. Code Ann. 5 36-80-6(1993).

FN126. See Kan. Stnt. Ann 95 10-1101 to 1116, 99 79-2938 to 2942 (1982) (cash only basis for
political rjbdivisions; limits on debt); Muss. Gen. Lows Ann. ch. 44:14 (Law. Coop. 1993) (no
exemptions from liability to pay debts lawfully incurred).

FN126. Kan. Stnt. Ann 9 101102 (1982).

FN127. 9 10-1113,10-1116.

FN128. Miss Gen Laws Ann. ch. 44 (Lnw. Coop 1993).

FN129. Scold, atch. 44:2to :7.

FN130. Id.
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FN131. Id. atch. 44:19A.

FN132. Id.

FN133. Mess. Gen. Laws. Ann. ch. 44:19A (Law. Cogp. 1993). While the ’ocal taxing unit is
thus relieved from tiro burden of its immediate problem, tho debits it cannot pay, the ordinary
flow of money from the state will end under this statutory framework. When state monoy
assumed available and usod in planning a budget dries up, the municipality is still going to
be In serious financial trouble. Enough money for necessary government services ia going to
be hard to find.

FN134. See note 69 supra.

FN136 Indiana, Mississippi, New Hampshire, Tem.cssee, Utah, and West Virginia, all states
without any current specific authorization, had fibhgs between 181 and 1994. Cliapter 9
Revisited. Natalie R. Cohen, ed., Fiscal Stress Monitor, National Municipal Research 1*3
(Nov. 199; (source of statistics.’Administrativo Office of tho U.S. Courts) [hereinafter Fiscal
Stress Monitor]. At least in Mississippi (In re Creena County Hospital, 69 D.R. 388, 391
(Bankr. S.D. Miss. 1986)), Tennessee (In re Pleasant View Utility District, 24 B.R. 632, 633
39 (Bankr. M.D. Tenn. 1982)), and New Hampshire (In re Sullivan County Regional Refuse
Disposal Dist., 166 B.R. 60, 75 (D. N.H. 1994)), the bankruptcy court found a municipality
authorized tlirough tlie general powers granted to political subdivisions under the former
"generally authorized' language.

FN136. Fiscal Stress Monitor, supra note 135, at 3.

FN137. Spiotto |1, supra note 64, at 7.

FN138. Spiotto H, Rupra note 64, at 18,

FN130. Spiotto I, supra hote 64, at 18.

FN140. Spiottc |1, supra note 64, at 6.

FN141. Spiotto |1, supra note 64, at 5.

FN142. In re City of Bridgeport, 129 B.R. 332 (Bankr. D Conn. 1991).

FNJ43. Id. For more information and analysis of the Bridgeport case, see generally Dorothy
A. Biown, Fired Distress und PoliticsiThe Bankruptcy Filing of Bridgeport as a Cuse Study
in Reclaiming Local Sovereignty, 11 B-uilcr. Dev. J. 626 (1994-96); Rachael E. Schwartz, This
Way to the Egress: Should Bridgeport's Chapter 9 Filing Have Been Dismissed?, 66 Am.
Bankr. L.J. 103 (1992).

FN144. Schwartz, nupm note 143, at 106-07.

FN146. Spiotto 11, supra note 64, at 6.

F\14G. Col. Const., urt. XHIA, 5 1.

FN147. Sec Spiotto 1J, supra note 64, at 19.
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FNM8. See Spiotto IT, supra note 64, at 18.

FN149. See Spiotto 13 supra note 64, at 19. James E. Spiotto has swritten and lectured on the
subject of municipal bankruptcy for the Practicing Law Institute. He contributed acliapter to
the treatise State and Local Government Debt Financing (Professor David Gelfand, ed.,

1993), and a book, James E. Spiotto, Defaulted Securities: A Prudent Indenture Trustee's
Guido (Am. Bankers Assn 1990).

FN150. Kuren M. Paget, The Balanced Budget Trup, Am. Praspect, Nov.-Dee. 1996, at 22.
States receive anywhere from one-fourth to one-third of their revenues from the federal
government Id. at 26.

FN151. Id.

FN152. Id. at 21-22.

FN163. Id. at 25.

FN154. Id. Paget points out tlie difficulty alegislator from nlargeurbanized statemight
have in convincing those from more rural states to votein favor of a generaltax increase, the
bulk ofwhich will go to aid the citizens of tlie larger state. Id.

FN155. Spiottoll, supra note 64, at G

FN156. Spiotto H, supra note 64, at 6.

FN1B?7. In re County of Orange, 183 B.R. 694 (Bankr. C.D. Cal. 1995).

FN168. Id. at 601

FN169. Will Lester, Reeling ?liami Seeking State Aid, Plain Dealer, Nov. 28,1996, at A19.
FN160. Id.

FN161. Id.

FN162. Id.

FN163. McConnell & Picker, supra note 1, at 470. 'Speriul purpose districts* arc entities
created for a specific, narrow public purpose, such as irrigation, water, nnd drainage. See
McConnell & Picker, supra note 1, at 470.

FN164. Tho suggested scenario is not entirely hypothetical. Tho author is aware ofjust 6uch
a situation developing in Ohio. A rural schodl district is contemplating bankruptcy after
being hit with alarge tort judgment from a bua crash. The state has taken the position that
the sdhQd district is not authorized to be a debtor under Chapter 9, despile the fact that the
district hmH no outstanding bonds, and a tux Increase adequate to cover the judgment would
devastate tnxpnyers. The state offered to loun the money to the schoal district, but Buch a
loan would strop the taxpayers beyond their obility to pay just as surely [Bthe judgment
itself. SecBuchmnn v.Bourd of Educ., 652 N.E.2d 952 (Ohio Sup. Ct. 1996).

FN165. McConnell & Picker, rupra noto 1, at 470-71. For example, Bay St.Louis, Mississippi
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Buffered « $370,000 judgment after a youth jumped off a municipal pier and broke lua neck;
South Tucaon, Arizona wuh lut with a $3.6 million judgment after one police officer allot nnd
paralyzed ancther officer on the job; nnd Whpanucko, Oklahoma incurred a $112,000
judgment when its water supply was fouled by an oil tanker crash. McConnell & Picker,
supra note 1, at 470-71 (citing Advisory Commission on Intergovernmental Relations,
Bankruptcies, Defaults, And Other Local Government Financial Emergencies 8 (1985)). All of
these municipalities ultimately filed bankruptcy petitions. McConnell & Picker, supra noto 1,
at470-71.

FN166. Comprehensive Environmental Response, Compensation, and Liability Act of 1980,
42 US.C. 55 9601-9675(1989 & Supp. 1991).

FN167. McConnell & Picker, supra note 1, nt 471.
FN168. Mo. Ann. Stat. §427.100 (West Supp. 1997).

FN169. Missouri had four Cliapter 9 filings between 1981 nnd 1994. Fiscal Stress Monitor,
Bupra note 136. Published opinions include:In re Chilhowoe R-IV School Dist, 146 B.R. 981
(Bankr. W.D. Mo. 1992) (while plaintiff initially cluilenged schod district's authority to be a
debtor, challenge was later dropped nnd court assumed outhority existed); In re City of
Wellston, 43 BR. 348 (Bankr. E.D. Mo. 1984) (court's analysis determined city wiB
authorized to be adebtor under general povcrg granted by the state to municipalities).

FN170. Michael J. Cluniel, lllinois Authorization for Chapter 9 Bankniptcy on Horizon, 33
HI. St. B. Assn. Sec. Loc. Gov't. L. 2 (Sept 1996).

FN171. Id. Tlie Commercial, Banking and Bankruptcy Law Section Council of the lllinois
State Bar Association (ISBA) did the initial study of thiB iBsue. Id. Thi group developed
proposed enabling legislation and referred it to the Local Government La-  Section Council,
which voted to support the proposal. Id. The ISBA os a whole is expected (0 add its support
and push for adopting by the General Assembly. Id. The lllinois Township Attorneys
Association has separately endorsed the proposal. Id.

FN172. Id. See also note 116 and accompanying text supra, for discussion of current law in
llinois; the propasal calls for a new act under chapter 5the '‘General Provisioas' chap'er of
the lllinois Compiled Statutes, to be designated: DI. Comp. Stat. Ann. 55 240/0 to 12. Chmiel,
supra note 170. The proposal follows:

Act 240. Bankruptcy Authorization Act

Section 240/0.01 Short title. Section 240/1. Purpose. Section 240/2. Authorization. Section
240/0.01. Short title. Section 240/0.01. Short title. 50.01. Short title. This Act may lie cited
aathe Bankruptcy Authorization Act.

Section 240/1. Rirposo

8L Purpose. Tho Congress of tho United States has enacted certain laws enabling financially
distressed persons to seek and obtain certain relief as net forth under Title 11 of tho United StateB
Coda. This relief includes certain relief for local government generally aet forth under Chapter 9 of
taid Title 11. And, whereas, it is the public policy of this State to provide for the public health, safety
and welfare, nnd to provide assistance to units of local government in the formulation and
implementation of proper financial accounting procedures, budgeting nnd taxing practices, it is the
public policy of tlis State to support the reorganization of tlie financial afTuira of a
politicnkubdivision of tills Stale under tho protection and procedures ret forth under Chapter 9 of
Title 11 oftho United .States Codo.
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Section 240 T. Authorization.

52 Auth iiation. Tlie consent of tlie SLate is hereby granted to, nnd all appropriate powera are
hereby conferred upon, uny political subdivision orynnized under the laws of this Stale to institute
any appropriate action outhorized by any net of Congress of the United Stoics relating to bankruptcy
on the part of itself. Such political subdivisions are specifically authorized in their respective
capacities to be debtors under Chapter 9 of Title 11 of the United States Code.

ChLnel, supra note 170.

FN173. Kupetz, supra note 52, at 540 n.24.
FN174. In re County of Orange, 163 B.R. 594 (Bankr. C.D. Cal. 1996).

FN176. Kupetz, supra note 52, at 640 n.24 (citing G.A. 29,121 Leg., 2nd Extraordinary Scss.
(Cal. 199%)).

FN176. G.A. 29,121 Leg., 2nd Extraordinary Scss. (Cal. 1995). The bill text follows:

THE PEOPLE OF TIIE STATE OF CALIFORNIA DO ENACT AS FOLLOW&SECTION 1
Section 63760 of the Government Code ia amended to read:63760. _ k(@k44 Any -«
taxing agency or instrumentality esH_kmunic5paljtykffof this _e State-

44 kstatek<4, as kthat term iskWdefined in Section -81 of the act of

Congress entitled 'An act to establish a uniform system of bankruptcy tiiroughout the United
States,’ approved July 1, 1898, as umended-44 kIOl of Title 11 of the United Stnteo
CodekCC, __ kwith specific statutory approval of the Legislature.ktCmay file __ -the
petition mentioned in Section 83 of the act-C4 kas a debtor under Chapter 9
(commencing with Section 901) of Title 11 of the United States Codekctand prosecute to
completion all proceedings permitted by  Sections 81, 82, 83, and 84 of tho act-
«4_kthat chapterk*4, kHowever, a plan for the adjustment of the municipality's

debts, as provided in Section 941 or Section 942 of Title 11 of tlie United States Code, Rhall bo
submitted to tke appropriate policy committee of the Legislature prior fo being submitted to
the United Stat -sBankruptcy Court.ktC k(b) It is the intent of the Legislature that this
section specifically authorizes a munici- polity, subject to the requirement of legislative
approval specified in subd-viaon (@), to be a debtor under Chapter 9 (commencing with
Section 901) or Title 11 of tho United States Codo as required by Section 109 of that
title,

d.

FN177. Id.

FN178. Id.

FN179. Survey responses from Attorney General and Legislative Counsel offices in a number
of states indicate that tho office is still assuming authority can bo found from general
municipal powers. A majority ofthe surveyed states without enabling statutes responded that
they do not know what the state's resporiBe would bo if a municipality became insolvent and
wished to avail itself of Cliapter 9. Some possibilities qualifiedly suggested by those
responding were dissolution of the entity and specific legislation for each &> \ Survey
responses are on file with author.

FN180. Tabb, supra note 1, at 4647.

FN181. Tabb, supra nota 1, nt 4647.
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FN1S2.186 U.S. 181(1902).
FN183. Id. nt 188

FN184. Id. nt 190.

FN185. Tabb, supra note 1, nt 47-9.

FN186.11 U.S.C. 5903(1994).

FN187. See Part IV and accompanying notes supra for discussion of the statutes in these
states.

FN388. See generally Spiottoll, supra note 64, at 23-24.

FN389. McConnell & Picker, supra note 1, at 472-81.

FN190. 11 US.C. 50 1101-1174(1994).

FN191. McConnell & Picker, supra rote 1, at 472-81.

FN192. Seegenerally Spiotto H, supra note 64, at 22-24.

FN193. McConnell & Picker, supra note 1, at479.

FN194. 316U.S. 602(1942).

FN196. McConnell & Picker, supra note 1, at 480.

FN196. McConnell & Picker, supra note 1, at480 n.225.

FN197. McConnell & Picker, supra note 1, at481 n.228,

FN198. Spiotto K, supra note 64, at 23-24.

FN199. Spiotto 11, supra note 64, at 26. As an example, in Colorado a few years back, alargo
number of bonds were issued in anticipation of real estate development and the
accompanying taxes, wlucli never occurred. Spiotto I, supra note 64, nt 26. Chapter 9
procedures ultimately provided an equitable solution for both tlie creditors and the special
districts. Spiotto Il, supra note 64, at 26. See In re City of Colo. Springs Spring Creek Gen.
Improvement Dist., 187 B.R. 683 (Bankr. D. Colo. 1995); In rc Wolf Creek Valley Metro. Dist.

No. IV, 138 B.R. 610 (Bankr. I). Colo. 1992); In re Villages at Castle Rock Metro. Dirt. No. 4,
145B.R. 76 (Bankr. D. Colo. 1990).

FN200. See discussion, PartlV.O. Hupra.
FN201. Spiotto, supra hote 20, at 25-26.
FN202. This suggested framework was created by combining statutory provisions of
Michigan (Mich. Comp. Laws Ann. 55 141.1202-.1226) (West 1992), Pennsylvania (63 Pa.
Cons. Stnt. Ann. * 11701.201-.264) (Wert 1972), and lllinois (60 111 Comp. Stnt. Ann. 88 320/
6 to /9) West 19 ), as well as general provisions in other rtato statutes. Sco also Spiotto,
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BERING STRAIT SCHOOL DISTRICT
DISTRICT OFFICE = P.0.BOX 225  UNALAKLEET, ALASKA 99684-0225  (907) 624-3611 y FAX 624-3099

BREVIG MISSION +« DIOMEDE + ELIM +« GAMBELL GOLOVIN « XOYUK =« SAINT MICHAEL + SAVOONGA
SHAKTOOUK =« SHISHMAREF + STEBBINS TELLER UNALAKLEET +« WALES +« WHITE MOUNTAIN

24 January, 2000

The Honorable Andrew Halcro
State Capitol, Room 418
Juneau, AK 99801-1182

Dear Representative Halcrc,

Thank you for scheduling time to me with me last Thursday, the 20th. It was a
pleasure to have met you. Bering Strait School District remains interested in
supporting HB 233 with the amendment that includes REAA's in the definition

section.
Your efforts with issues addressing education are important and should you require

information or assistance, please instruct your staff to contact me asneeded. lhope
this session is productive for you and Ilook forward to meeting you again.

Superintendent

cC. J Walsh

n n”
OUR MISSION
Tba Mission of tho Boring Stroll School District la to oducoto students to become self-sufficient productive citizens In

a changing world, recognlzod for tholr social, academic, and marketable skills, by providing standards of axooltence,
quality programs, and a supportive environment for both tradltionel Native and Wostem stylos of learning.



U.S. Department of Justice

O ffice o fthe U nited States Trustee
605 West 4thAvenue, Suite 258
Anchorage, Alaska 99501

(907)271-2«00
FAX (907) .->71.2610

January 26, 2000

Jonathan Lack

% Rep. Andrew Halcro

State Capitol Building, Rm 418
Juneau, Alaska 99801

Dear Mr. Lack:

You requested inyour email a copy of Title 11 US C Section 109 relating to Municipal bankruptcy,
that is being considered by the legislature. The highlighted copy of Collier on Bankruptcy is
attached for your reference. Ifyou have any questions or would like to see other resources, please
letme know and lwill provide whatever assistance that I can.

Very truly yours,

JAN SAMUEL OSTROVSKY
UNITED STATES TRUSTEE

c 'fv .- iU L
Barbara L. Franklin
Assistant United States Trustee

Enc.

Cc: Jan Ostrovsky
ss/blf



Chapter 109

Who May Be a Debtor

BANKRUPTCY CODE, Section 109
(11 U.S.C. §109)

8109. Who may be a debtor,

(@ Notwithstanding any other provision of this section, only a person
that resides or has a domicile, a place of business, or property in the United
Stales, or a municipality, may be a debtor under (his title.

(b) A person may be a debtor under chapter 7 of this title only if such
person is not—

(1) a railroad,;

(2) a domestic insurance company, bank, savings bank, cooperative
bank, savings and loan association, building and loan association, home-
stead association, a small business investment company licensed by the
Small Business Administration under subsection (c) or (d) of section 301
of the Small Business Investment Act of 1958, credit union, or industrial
bank or similar institution which is an insured bank as defined in section
3(h) of the Federal Deposit Insurance Act; or

(3) aforeign insurance company, bank, savings bar.- cooperative bank,
savings and loan association, building and loan association, homestead
association, or credit union, engaged in such business in the United States.
(c) An entity may be a debtor under chapter 9 of this title if and only

if such entity—

(1) is a municipality;

(2) is specifically authorized, in its capacity as a municipality or by
name, to be adebtor under such chapter by State law, or by a governmen-
tal officer or organization empowered by Stale law to authorize such entity
to be a debtor under such chapter;

Sendet t Co. Inc) 109-1 IKtM-13/VI M il



COLLIER ON BANKRUPTCY 109-2

(3) is insolvent;
(4) desires to effect a plan to adjust debts; and

(5) (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;

(D) 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
transter that is avoidable under section 547 of this title.

(d) Only a person that may be a debtor under chapter 7 of this title, except
a stockbroker or a commodity broker, and a railroad may be a debtor under
chapter 11 of (his title.

() Only an individual with regular income that owes, on the date of the
fiIing of the petition, noncontingent, liquidated, unsecured debts of less than
$269.250* and noncontingent, liquidated, secured debts of less than
$807,750" , or an individual with regular income and such individual's
spouse, except a stockbroker or a commodity broker, that owe, on the date
of the filing of the petition, noncontingent, liquidated, unsecuted debts that
a?gregate less than $269,250* and noncontingent, liquidated, secured debts
of less than $807,750" may be a debtor under chapter 13 of this title,

80 Only a family farmer with regular annual income may be a debtor
under chapter 12 of this title.

*|Ed. Nuie: Pursuant to 11 U.S.C. § 104(b), (his dollar amount become clfcciive for cases filed

on or alter April I, 1998. For cases commenced prior to April 1. 1998, the dollar amount is
$250,000.)

** |Ed. Nuu: Pursuant to 11 U.S.C. § 104(b), this dollar amount bccume effective for cases tiled
on or after April I. 1998. For cases commenced prior to April 1, 1998, the dollar amount is
$750,000.|

* |Ed. Vole.Pursuunl to 1| U.s.C.§ 104(b). this dollar amount became clfective for cases filed
on or after April I, 1998. For cases commenced prior to April |. 1998. the dollar amount is
$250,000.1

*[Ed Note: pursuant to |} y.s.C. ji 104(b), this dollar urnount became effective for cases filed
on or after April 1, 1998. For cases commenced prior to April 1. 1998, the dollar amount is
$750,000)

(Mcith<* BonOdi A Ch. Inc )

109-3 WHO MAY HE A DEBTOR

(g? Notwithstanding any other provision of this section, no individual or
family farmer may be a debtor under this title who has been a debtor in
a case pending under this title at any time in the preceding 180 days if—
(1) the case was dismissed by the court for willful failure of the debtor
to abide by orders of the court, or to appear before the court in proper
prosecution of the case; or
(2) the debtor requested and obtained the voluntary dismissal of the
case following the filing of a request for relief from the automatic stay
provided hy section 362 of this title.

Synopsis

J 10901 Overview of Section 109
H—Purpose and Structure of Section 109
2]—Section 109 Not Jurisdictional
j| 10902 Basie Criteria for Eligibility; § 109(a)
(1)—"Persons” Thut May Be Debtors Under Chapter 7
{a]—EIigibiIity of Corporations to Be Debtors
bj—Eligibility of Partnerships to Be Debtors
[c]—Eligibility of Farmers to Be Debtors
[d]—EIi%ibiIity of Minors or Incompetent Persons to Be
Debtors
(23—Domicile or Residence
13]—Place of Business or Properly in the United States

Il 109.03.  Who Muy Be a Debtor Under Chapter 7
11—Type of Entity That Muy Be u Debtor Under Chapter 7
?2;—Insolvency Not Required for Chapter 7 Eligibility
3}—Exclusions from Chapter 7 Eligibility
[u]—The Exclusion of Small Business Investment

Companies _ .
[0]—The Exclusion of Debtors Engaged in the Business of

Insurance and Banking
J 10904 Who May Ue u Debtor Under Chuplcr 9
|}—-Statutory Criteriu for Cliapter 9 Eligibility, E&logf(c)
2|—Burden of Proving Eligibility for Chapter 9 Relie
3]—Eligibility Requirements for Chapter 9 Relief
[a]—The Debtor Must Be a "Municipality” to Be Eligible
Under Chapter 9

IMtnix* BoOd * Qu, Int.)
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[i]—Political Subdivisions
[ii]—Public Agency or Instrumentality
[ili]—Instrumentality of a State

[b]—The Specific Authorization Requirement for Chapter 9
Eligibility

(cl—The Insolvency Requirement for Chapter 9 Eligibility
fi]—Insolvency Tor Chapter 9 Eliqibility Purposes Is

Determined as of Petition Dute

[ii]—The Chapter 9 Insolvency Stnndard of Not
Cenerally Paying Debts as They Become Dug

[iii]—The Chapter 9 Insolvency Standard of Being
Unable to Pay Debts as They Become Due

[d]—The "Desire to Effect a Plan” Requirement for
Chapter 9 Eligibility
[c]—The Creditor Negotiation Requirement for Chapter 9

Eligibility
[i[—Alternative u 1: Agreement of Creditors
Obtained

[ii]—Alternative r 2: Negotiated in Goud Faith but
Failed to Obtain Consent of Creditors

[ii]—Al ‘rnalive w 3: Negotiations Are Impracticable

|iv]—Alternative WA: Preventing Creditors from
Obtaining Preferences

10905  Who May Be a Debtor Under Chapter 11
[1]—|I)ndg\t/idual Not Engaged in Business May Be Chapter 11
ebtor

[2]—S|,)tggtlé?roker or Commodity Broker May Not Be Chapter 11
[3]—Railroad May Be Chapter 11 Debtor
10906.  Who May Be a Debtor Under Chapter 13
[1]—Requirement That the Chapter 13 Debtor Be an Individual
with Regular Income
[2]—BgﬁtefLimitations Applicable to Eligibility for Chapter 13

[a]—Dollar Amounts of Chupler 13 Debt Limitations

[b]—OnIE/, Noncontingent Debts Counted Toward Chapter
13 Limitations

[cj—Only Liquidated Debts Counted Toward Chupler 13
Limitations

liulxw Banfc( A C*. lik | |KcIM-I1I7V1  PvHIIVI
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[d]—Treatment of Secured Debts in Application of Chapter
13 Limitations
[3]—I\D/Iett)tt1(§)rd of Determining Eligibility to Be a Chapter 13
e
[4]_Debts of Spouses in Application of Chapter 13 Limitations
J 10907.  Who May Be a Debtor Under Chapter 12
109.08.  Prior Dismissal May Mukc Debtor Ineligible
[1]—Relationship with Section 349

1 109.LIl.  History of Section 109

@ 109.01. Overview of Section 109.

[1}- Purpose and Structure of Section 109.

Section 109 defines the eligibility requirements to become a debtor
under the Bankruptcy Code.” It establishes who may benefit from the
Code’s provisions by designating “Who may be a debtor." In light of the
fundamental purpose of the bankruptcy laws, it is not surprising to find
that section 109 is written to make bankruptcy relief widely accessible
under various chapters of the Code. Exceptions to the availahility of the
remedies provided in title 11 are limited and carefully delineated.

Section 109 may be divided into three basic segments. The first is
subsection (a), which establishes the criteria that must be met for a person
to be eligible for any relief under title 11

The second segment is made up of subsections (b) through (f), which
designate the qualifications for “debtor” status under chapter 7 (liquida-
tion), chapter 9 (municipalities), chapter [l (reorganization), chapter 13
(individuals with regular income), and chapter 12 (family farmers with
reqular annual income).2Each of these chapters limits availahility of relief

1 109.01.

*'Die debtor eligibility criteria need not be met in an ancillary proceeding under section .KM.
See 1 304.02(3] infra.

aThe Bankruptcy Judges. United Stales Trustees, and Family Farmer Bankruptcy Act ol 1986
(Pub. L. No. 99-554 (1986)). which added chapter 12 to iLc Bankruptcy Code, also amended section
109 to include references to family farmers and chapter 12. Subsection 109(f) follows the references
to the original chapters of litlc 11 and. therefore, is discussed in that order in lbis chapter. For
a further discussion of chapter 12, S€€ cits. 1201-1231 infra.

(Miu.Scw Ocnder A Co.. Inc.) (** 61— 12/V1 fuh 21V)



1 109.0L[2] C< LLIER ON BANKRUPTCY 109-6

through a definition of “dr *or" for each chapter. These definitions are
discussed in the following sections.

Tlie third segment is section 109(8), which denies reliefto any individual
or family farmer who had been a debtor in a previous Code case if the
case was pending at any time within 180 days before the ensuing filin%
and either (1) was dismissed by the court because of the debtor’s willfu
failure to abide by an order of the court or to anear before it, or (2) was
dismissed upon the debtor’s request after the filing of a motion for relief
from section 362's automatic stay.

Section 109 does not speak in terms of who may be "adjudged bank-
rupt," as did the former Act. Rather, the section uses the phrase "may be
a debtor,” intended both to tone down negatlve connotations and to make
the general paragraph more easily applied to any case under any cliapter
of the Code. Subsection (a) expressly includes a “municipality" within the
category of eligible entities. A municipality, because it is within the
definition of governmental unit, would otherwise be excluded from the
operation of section 109 which employs the term “person” for eligibility
criteria. "Person” as defined in section 101 does not include a municipality.

(Z]- Section 109 Not Jurisdictional.

Section 109 is not characterized in terms of venue or jurisdiction by
the statute itself, and it is clear that il is not jurisdictional.2 Section 109
is a rule governing eligibility lor relief. If a debtor ineligible for relief
under a particular chapter files a case and no party raises the issue of
ineligibility, the relief that the debtor may receive under that chapter may
not subsequently be successfully challenged for lack of jurisdiction.
Moreover, since lack of eIi%ibility for relief is grounds for denial of
confirmation in chapters 11,12 and 13" confirmation ofa plan is normally
res judicata with respect to the issue of jurisdiction.9 However, in some
types of cases, such as those of financial institutions or insurance compa-
nies, other statutes may make clear that exclusive jurisdiction over

3/ii Té Wenbcrg. 902 F,2d 768 (9lli Cir. 1990). Uffn 94 H.R. 631 (BAP. Dili Cir. 1988): Rudd
v. Luiiglilin. 866 F.2d 1040 (bill Cir. 1989): Promenade Nal'l bank v. I'liillips (In the Mailer ul
Phillips). 844 F.2d 230, 18 C.U.C.20 105 (5ili Cir. 1988) (whether of mil a deluor is eligible under
section 109(g) does not raise nn issue of subject mailer jurisdiction); In re Toronto, 30 C.B.C.20
2019, 165 B.R. 746 (Bankr. D. Conn. 1994) (section 109(c) relates to the eligibility of a debtor
for chapter 13 relief, not to the jurisdiction of the court).

“ 11 U.S.C. 88 1129(a), 1225(a)(1). 1325(a)(1).

*/n € Lochainy. 197 D.R. 384 (Bankr. N.D. Ga. 1995).

(Mity* Coddd A Co. 1K) K<I MI-12/V1 iVbJIV)
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liquidation or reorganization proceedings lies elsewhere, thereby preempt-
ing bankruptcy court jurisdiction0

For a debtor to be eligible for relief under the Code, the debtor must
have a domicile, residence, place of husiness or property in the United
States. Thus, a foreign debtor with property in the United States would
be eligible for relief under the Code and the court will have proper

jurisdiction.,
@ 109.02. Basic Criteria for Eligibility; 8109(a).

[1]- “Persons””’That May Be Debtors Under Chapter 7.

Section 109 sPecifies rules of eligibility to be a debtor under title 11
The fundamental criteria are found in subsection (a), which provides that
"Notwithstanding any other provision of this section, only a person that
resides or has a domicile, a place of business, or pr.operl>§ in the United
States, or a municipality may be a debtor under this title." The first phrase
of this section revealsthe intended overall applicability of these basic
criteria to any personthat seeks to bring itself within the ambit of a
particular chapter of the Code. Petitions filed in accordance with Official
Forms | and 5 must assert that these basic criteria arc met; these basic
criteria must be met aswell as the additional chapter-specific criteria set

by the other subsections of section 109

The word "person” is used in subsection (a) rather than the broader term
"entity.As defined in section 101 "person” includes an individual, a
partnership, and a corporation, but in most situations, not a governmental
unit. (The express use of the word "municipality" in subsection (a) has
the effect of excluding governmental units other than a municipality from
the coverage of the Bankru'otcy Code.) There are also other provisions
of the Code that may place limitations on the filing of petitions for relief

under the Code.2

*See 1 109.03(3) infra.

1 10902

15ee tli. 101 supra. See also In re Hunt, 30C.U.C’.2ii 139, I60U.R. 131 (U.A.I*. 9ili Cir. 1994)
(llic definition of “person” in section 1UI(41) fixes eligibility for purposes ol section 109(d) ami
only an entity dial is a “person" is eligible to be a debtor).

2Eg. 11 U.S.C. 86302 (i ily Itusband and wife ntay file ajoint ease). See ch. 302 infra; In
[ Funncnian, 29 C.B.C.2d 52. 155 B,R. 197 (Bankr. S.D. Ill. 1993) (although u partnership may
be a debtor in bankruptcy in its own right, it may nut jointly seek relief with any oilier person,

including a partner).

Dtfekr A IV Inc| Ik<IM-12/y«  IUb 219)



U TTHWIH COLLIER ON BANKRUPTCY 109-20

It is noieworthy that the exclusion of banking institutions is stated in
encompassing language, covering "domestic insurance company, bank,
savings hank, cooperative hank, savings and loan association, building and
loan association, homestead association, a small business investment
company licensed by the Small Business Administration under subsection
(c) or (d) of section 301 of the Small Business Investment Act of 1958,
credit union, or industrial bank or similar institution which is an insured
bank as defined in section 3(h) of the Federal Deposit Insurance Act" (as
well as foreign entities of the same nature when engaged in business in
die United Stales). Expansive language was chosen to ensure that the
exception would be stated in terms current with banking laws.

Il 109.04. Who May He a Debtor Under Chapter 9.

[1}- Statutory Criteria for Chapter 9 Eligibility; §109(c)-

Section 109(c) sets forth the statutory criteria for eligibility as a chapter
9 debtor.

A municipality that is eligible for relief under chapter 9 cannot be a
debtor under any other chapter of the Bankruptcy Code.

[2}- Burden of Proving Eligibility for Chapter 9 Relief.

The burden of establishing eligibility for relief under chapter 9 lies with
the debtor seeking relief.1This burden should be liberally applied in favor
of granting relief. However, chapter 9is not a sanctuary to be employed
to escape political disputes.2To effectuate the chapter 9 objective of
promoting the rehabilitation of financially distressed municipalities, the
eligibility requirements for relief under chapter 9 should be construed
broadly2to provide the maximum access to chapter 9 consistent with the

T

1hi re Hamilton Creek Metropolitan Dist., 143 F.3d 1381, 1385 (K)Ili Cir. 1998); In re Town
Of Westlake, Texas, 38 C.B.C.2U 1046, 1047, 211 U.K. 860, 862 (Bankr. N O. Texas 1997); In
ie Courtly of Orange, 183 B.R. 594. 599 (Bankr. C.D. Cut 1995); In ie City of Bridgeport, 25
O.B.C.2d 269, 272, 129 U.R. 332, 334 (Bankr. D. Conn. 1991).

2ire In re Town Of Wcsilakc, Texas. 38 C.U.C.2d 1046, 211 U.R. 860 (Bankr. N O. Texas
1997) (when debtor confronted political dispute over who had authority to sign Checks, tiling chapter
9 case was not in bud faith but debtor did not meet eligibility requirements).

3 S. Rep. No. 458, 94th Cong., 2d Scss. 13 (1976) ("The piu.tsions of the chapter [9] should
ptovidc ready access to the bankruptcy cuutis. It is doting the first steps of reorganization that

iM.iaxo Qfwtl * Cu.. Inc | ik,I Nt—IHVI VL. JIS)
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constitutional limitations of the Tenth Amendment.4 Congress did not
include in chapter 9a requirement that a debtor had to file with its petition
a reorganization plan agreed to by at least 51%in amount ol its creditors,8
nor did it require the debtor to engage in prepetition negotiations with
respect to a specific plan of adLustment.S To broaden access to chapter
9, these reguirements, found inc a%ter 9's predecessor, were intentionally
not carried over into chapter 9.7 The suggestion that the eligibility
requirements should be read as “creditor protections” to "require an
opportunity to negotiate concerning a plan [to be filed under chapter 9
on a level playing field with Iv debtor hefore their rights are further
impaired by the provisions of section 362 of the Code,"¥is at odds with
the rehabilitative purposes of cliapii.. 9. Similarly misplaced is the
suggestion that constitutional concerns require a limitation on chapter 9
accessibility,9 The structure of chapter 9 itself sufficiently satisfies
constitutional requirements by making chaFter 9 voluntary, preserving the
state’s authority to control a municipality’s exercise of political or
governmental powers (section 903),10 and prohibiting the court from
Interfering with political or governmental powers, properly, or revenues
of the debtor, or the debtor’s use or enjoyment of income-producing
property (section 904).1L Accordingly, it is redundant and illogical to limit
application of specific provisions of chapter 9 because of constitutional

concerns.

delay could cause Iho most permanent harm.”). See «Is<> In re City ol Dridgcpiin, 128 B.R (188,
694 (Bankr. D. Conn, 1991) ("li is noted iliui generations ol decisions have established the place
of bankruptcy in federal public policy and have held that in general bankruptcy laws are to lie
liberally construed and ambiguities are to be resolved in lavor of tlie lull measure ol relief allorded
by Congress.").

4 In re Sullivan County Regional Refuse Disposal Dist., 165 B.R 6(1, 73 (Itankr. ) N i 1994)
Uni see In re cotlonwood Water and Sanitation Dist., 26 C.B.C.2d 1786, 179J, 138 B.R. 973,
974. 979 (Bankr. D. Colo. 1992).

5 Such a requirement was part of Section 83(a) of the 1937 Municipal Bankruptcy Act Section
83(a), former 11 U.S.C. §403(a) (1976).

* See Bankruptcy Act Section 84(2). former 1l 11.S.C. §404 (1976).

7 See 1900 02 irrfnwr.

0 In re Cotlonwood Water and Sanitation Dist., 26 C.II.C.2d 1786, 1793, 138 Il I(. 973, 979
(Bankr. D. Colo. 1992) (interpreting section 109(e)(5)(B) to require .erepetition negotiations
teguiding a plan ol adjustment that would Ire implemented pursuant to section 941).

0 In re Sullivan County Regional Refuse Disposal Dist., 16 SU R. (41. 82 (Bankr 1) N II. 1994)
(suggesting dial access lo chapter 9 relief is a difficult task)

10 See ch. 903 infra.

11 See ch. 904 infra.
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1 109.04[3)[»J COLLIER ON BANKRUPTCY 109-22
[3} Eligibility Requirements for Cliapter 9 Relief.

[a}- The Debtor Must Be a “Municipality””to Be Eligible
Under Chapter 9.

Only an entity that is a “municipality” is eligible for relief under chapter
9 of (he Bankruptcy Code.122“Municipality” is defined to mean "political
subdivision or public agency or instrumentality of a Stale.” 13 This
definition is identical to the language in section 84 of the 1976 municipal
bankruptcy legislation. 24 It represented a simplification of the extensive
list of kinds of municipalities in section 81 of the 1937 Act, and was
intended "to broaden applicability of Chapter IX as much as possible."13
In fact, section 8L of the 1937 Act did not refer to “political subdivisions"
and defined public agencies and instrumentalities collectively, without
differentiating hetween the two.10The suggestion that the three categories

12 11 U.S.C. § 109(c).

131 u.s.c. §10L

14Bankruptcy Act §84, former Il U.S.C. 8404 (1976); li It. Rep. No 686, 94ili Cong., hi
Scss. 20 (1975).

13 lii re Sullivan County Regional Refuse Disposal Dist., 165 It.R. 60,73 (Bankr. D.N.II, 1994).
Hm see In ‘e Collonwuud Waicr and Saniiation Disl,, 26 C.B.C.2d 1786. 1793, 138 B.R. 973,

974, 979 (Bankr. D. Colo. 1992).
10 Section HI ol lire 1937 Aci, as finally amended in 1946. grunted jurisdiction lo llic courts

ol bankruptcy:

|Flur the composition of indebtedness of, or authorized by, any of the agencies or
against and cuiistiiuiing liens upon property in any of said agencies or inslrinncntalitics, or (b)
out of properly acquired by foreclosure of any such assessments or taxes or both, or (c) out
of income derived by such agencies or instrumentalities from any income-producing property,
whether or not secured by a lien upon such property: (1) Drainage, drainage and levee,
reclamation, water, irrigation, or other similar districts, commonly designated as agricultural
improvement districts or local improvement districts, organized or created for the purpose of
constructing, improving, maintaining, and operating certain improvements or projects devoted
chiefly lo the improvement of lands therein for agricultural purposes, or (2) local Improvement
districts, such as sewer, paving, sanitary, or other similar districts, organized or created lor tlie
purposes designated by their respective names; or (3) local improvement districts, such as road,
highway, or other similar districts, organized or created for the purpose ol grading, paving, or
otherwise improving public streets, roads, or highways; or (4) public-schuul districts or public*
school authorities organized or created for the purpose of constructing, maintaining, and operating
public schools or public-school facilities; or (5) local improvement districts, such as poit,
navigation, or other similar districts organized or created for the purpose of constiucting,
improving, maintaining, and operating ports and port facilities; or (6) incorporated authorities,
commissions, or similar public agencies organized for the puipose of constructing, maintaining.

IMIUIKK Ucndci A CV. lac.) (KeIM-IKVI  IVIWIV)
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"political subdivision," "public agency" and “instrumenialily ol a Siale"
should be defined exclusively by the categories of agencies and instrumen-
talities set fortli in section 8L of the 1937 Act17is misplaced because the
Bankruptcy Code definition of municipality is strikingly dissimilar to the
language of section 8L of the 1937 Act; the suggestion fails lo give effect
to Congress’ intention to broaden the definition of "municipality.”

[T} Political Subdivisions.

A political subdivision includes a county, parish, city, town, village,
borough, township or other municipality. 101t does not include the state
itself. ‘Accordingly, a state is not an eligible entity.

[ii} Public Agency or Instrumentality.

A public agency or instrumentality includes, collectively, incorporated
authorities, commissions, and the like that are organized for the purpose
of constructing, maintaining and operating revenue-producing enterprises.
These include entities whose revenues arc derived from taxes or assess—
ments or from income-producing properly, and all inMiner of public
improvement districts, school districts and revenue-producing bodies that
provide services that arc paid for by users rather ilian by general taxes,
such as bridge or highway authorities, gas authorities and the like.18

and operating revenue-producing enterprises; or (7) any county ot palish or any city, town,

village, borough, township, or other municipality . . . .

Bankruptcy Act 8§81, loimcr Il U.S.C. 8404 (1976) (emphasis added). Nui only did section
81 not differentiate between the "agencies or instrumentalities hereinafter named," hut the language
used in section 81(6) |”organizcd lot the purpose of constructing, maintaining and operating
revenue-producing enterprises”) is strikingly similar to that used in section Hit I )|"organized 0!
created for die purpose ol constructing, impioving, maintaining, and operating ccit.im improvements
or projects™), section 81(2)|"organized or created for the purposes designated hy their respective
names"), section 81(3)|"organized or created for the purpose of grading, paving, or otherwise
improving public streets, roads, ur highways"!, section Kl(4)|"oiganizcd or cleared lor the purpose
uf constructing, maintaining, and ojrcraling public schools or puhlic-school facilities"!, and section
poits and [Hid facilities").

17 See In re County of Orange. 183 Il R. 594. 600-603 (CD. Cal 1996) (ingoing that section
81(7) defined polilic.il subdivisions, section 81(6) defined public agencies and sections 81(1)-(S)
defined ii ttnimcniulilics).

13i« former Bankruptcy Act §81(1); In Ie County of Orange, 183 U.R, 594, 601, n.16 (C D.
Cal. 1995).

18 -Sec In re Cottonwood Water and Sanitation Dist., 26 C.B.C.2d 1786, 138 H.R. 973 (Bankr.

D. Colo. 1992),
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[ili]—Instrumentality of a State.

The modifying phrase "of a Slate" has heen read to be limited to an
instrumentality of a state, thereby excluding an instrumentality of a
municipality.” This reading is incorrect.2 The phrase "of a State" should
be read to mean that the political subdivision, public agency or instrumen-
tality must be subject to control by state or municipal authority.2

[0]—The Specific Authorization Requirement for Cliapter 9
Eligibility.

The Bankruptcy Reform Act of 199423 amended section 109(c)(2) to
require that a municipality be "specifically authorized, in its capacity as
a municipality or by name, to be a debtor under such chapter by State
law, or by a governmental officer or organization empowered by State
law to authorize such entity to be a debtor under such chapter."24 The
1994 Act modified ihe preexisting law, which required only general

20St* lii re County of Orange, 183 H.R. 594, 603 (C D. Cal. 1995). flic bankruptcy court re-
jccieil lire argument dial die Orange Cuunly Investment Pool, as an instrumentality of die Cuunty
of Orange, fell within the meaning of instrumentality of a slate on the grounds dial die definition
of municipality was not drafted in parallel with the definition ol' governmental unit to specifically
include an instrumentality of a municipality, and that including an instrumentality of a municipality
within the definition of an instrumentality of a state would raise Constitutional concerns. |d. These
arguments are misplaced. That Congress could have specifically included instrumentality of a
municipality in the definition of municipality docs not conclusively mean that Congress specifically
intended to exclude un instrumentality of a municipality us an eligible chapter 9 debtor. Congress
intended the definition of municipality to be expansive, and the lesser (instrumentality of a
municipality) is included wiimn the greater (instrumentality of a state). Further, the suggestion
that the Orange County Investment Pool was not an instrumentality ul the stale is belied by the
fact that the "existence” of lhe Pool depended, us the bankruptcy court lecogni/cd, upon enabling
state legislation.

21 See ch. 903 tiipm.

22 In re Ellicolt Schapler Dldg. Autlt.. 150 B R. 261.264 (Bankr D. Colo. 1992). In re Weslpurl
transit Disl., 30C.D.C.2J 1786, 1791, 165 B,R. 93. 95 (Bankr. t). Conn. 1994) (Westport Transn
District created by tbc Town of Wcstpori) IdIing In re Greene Counry Hasp.. 59 B.R. 388. 389
(S.D. Miss. 1986)). Set also In re Sullivan County Regional Refuse Disposal Dist., 165 U R. 60,
73 (Bankr. D.N.Il. 1994) (disposal districts formed by member towns and cities pursuant to state
law were defined as "body politic and corporate™” under applicable slaic law and thus constituted
municipalities within ihe meaning of section 101(40)).

23 Pub. L. No. 103-394, 103d Cong., 2d Sen. 108 Stat. 4106 (enacted on October 22. 1994,
effective in cases commenced on or after that date) reprinted in App. Pi. 9(a) infta. ser1900 LII6]

infra

24 11 U.S.C. J 109(c)(2).
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auihorization.28 The one court that lias addressed section 109(c)(2)
concluded that state law must provide express written authority for a
municipality to file; the authority must he "exa t, plain, and direct with
well-defined limits so that nothing is left to inference or implication."2

With the passage of the 1994 Act and in light of the Orange County
decision, states (and governmental officers and organizations with power
under state law to so act) are clearly on notice that if a municipality is
to have the opportunity to restructure under chapter 9 of the Bankruptcy
Code, they must specifically say so in appropriate enabling legislation or
action; otherwise, there is a risk that a municipality may not he eligible
to be a debtor under chapter 9.2/

[c]—The Insolvency Requirement for Chapter 9 Eligibility.

To be an eligible chapter 9 debtor, the municipality must be “insol-
vent." e Section 101 of the Bankruptcy Code defines "insolvent" for
municipalities: 2

"insolvent" means—

¢ >0

(C) with reference to a municipality, financial condition .such that the
municipality is—
(i) generally not paying its debts as they become due unless such
debts are the subject of a bona fide dispute; or

(i) unable to pay its debts as they become due.

This insolvency test is different from a traditional halance sheet or fail
value of assets over liabilities lest. Under the 1978 Acl, however, "insol-
vency" was defined in the Bankruptcy Code sense of an excess of liabilities

23ire 1900 LlI|6) infi,i

24 In re County ol Orange. 183 Il K. 594, 604 |(? 1) Cal. 1995) ‘Die h.inkiiiplcy mint in |)rnii/;f
Cattniv concluded tli.it Cal. Gov't Code §53760. wiliieli authorized instrumentalities ol the Slate,
as defined in sceium 81 ol the 1937 Act, to tile lor relief, was not specific authorization lor die
Orange County Investment I’ool lo be eligible as u chapter 9 debtor because section 81 ul the
1937 Act did not refer to un investment fund.

27 For a listing of states which have pjsscd legislation specifically auihiui/iitg a municipality
lo commence 6 chapter 9 case see App. Ft. 44 at App. Ft. 44-980 n243l infra.

*m11 U.S.C. § 109(c)(3).

*e fub. L. No. 100-597, } U1988), reprinted in App. Ft. 4||g|lii) mfm

(Mitwiw lloOci * C» Wi | INiM-1i-n- Kk »lis
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over noncxempt assets ai fair market value. 30 The use of this concept in
chapter 9 was somewhat artificial, since a municipality cannot be liqui-
dated under tlie Bankruptcy Code with the proceeds being used to pay
its creditors.3* Also, most assets of a municipality are exempt from
execution for payment of debts, as a matter either of state constitutional
or statutory law or public policy.33 As a result, nearly all municipalities
were “insolvent" under this definition. Congress recognized the anomaly
created by using the traditional bankruptcy definition of insolvency in the
municipal context when it enacted the 1988 Amendments.

[i]—Insolvency for Chapter 9 Eligibility Purposes Is
Determined as of Petition Date.

The determination of insolvencr should be made as of the date of the
petition.3B Municipalities need relief under chapter 9 by reason of their
Inability to raise sufficient revenues through taxes or otherwise to meet
their debts as they mature.34Under former Chapter IX, a municipality was
unable to meet its debts as (hey mature when it had exercised its taxing
authority to the fullest extent permitted by applicable law or by the
municipality's economy and was still unable to meet its debts.3The latter
condition prevails when the imposition of taxes over and above those
already imposed has a counterproductive effect of causing more tax
defaults and tax foreclosures by reason of the inability of the private

JSee ch. 1 supra.

315ee  900.01111 infra. Unisee Fano v. Newport Heights Irr. Dist., 114 F.2J 563. 565 (9th
Cir. 1940) (comparison of assets and liabilities).

33S. Rep. No. 100-506. IUOIh Cong., 2d Scss. 10 (19x8), reprinted in App Pt 41(g)(t) infra.
Hni see In re City of Wellsion, 11 C.U.C. 2d 512, 43 U R. 348 (Rankr. E D. Mo 1984) (municipal
debior sought release of prepetition garnishment ol bank accouni).

33 In re Hamilton Creek Metropolitan Dist., 143 1;.3d 1381, 1384 (lUtll Cir. 1998), In re Town
of Westlake. Texas, 38 C.B.C.2d 1046, 1050, 211 U.R. 860. 864 (Bankr. N I). Tex. 1997)

34 See 1900 01]1] infra.

39 Moody v. James Irr. Dist.. 114 f;.2d 685. 687 (9t Cir. 1940); In ie Corcoran Irr. Disl., 27
F. Supp. 322, 326-27 (S.D. Cal. 1939), 0ffd sub num.. Ncwhouse v. Corcoran hr Disl,, 114 F.2d
690 (9ih Cir. 1940). It docs not mailer In dcictmining ability to pay debts whether the mtmieipalily's
bonds have yet maimed It Is Iufficicni if the municipality is unable to ineel current interest
payments. Luther v. Vista Irr. Disl., 127 F.2d 628. 638-39 (9th Cir. 1942). Similaily, the fuel that
a municipality lijs pantally consummated a plan of adjustment before filing a Chapter IX petition
and thereby reduced its obligations by the time the petition is tiled "does not have any beating
on the question of Insolvency.” West Coast Life Ins. v. Merced lir. Disl., 114 |- 2d 654, 677 (9tlt

cir. 1940). Cf. 11 USs.C. S946.
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property or private activities within the municipality to support the taxes
imposed. For example, in an irrigation or drainage district, if farm prices
arc sufficiently low that the land cannot be farmed profitably and still pay
the taxes imposed, the taxes imposed are beyond the maximum that may
be economically imposed. This situation frequently occurred during the
Great Depression and was the cause of many of the municipal bankruptcies
that were filed under the 1937 Act. 34

Under a more modern view, a municipality need not exercise its taxing
or assessment authority to the fullest extent before a court may conclude
that it is unable to meet its debts as they mature.37 The purpose of chaplci
9is to permit debt adjustment. Thus, whenever a municipality is unable
to pay its debts, it should have access to the debt adjustment proceduic.
As one court commented:

(TJhe mere contingencv that the District could improve its financial
situation by inc”casi rates does not alter the fact that at the present
time the District cannot meet its debts as they mature.3

liif} The Chupler 9 Insolvency Standard of Not Generally
Buying Debts us They Become Due.

A municipality is insolvent and therefore within this eligibility icqnire
ment if il is generally not paying ils debts as they become due, unless
the debts arc the subject of a honafide dispute.3* Reliance on Ihis portion

39iff 19001.11infla

37 .See In re nilicoti Scliapler Bldg. Auth., 150 U.R. 2ftl. 205 (Bankr 1) Colo 1992); In i.
Villages ul Cjsilciock Meiro. Disl. No. 4, 145 U It. 76. 84 (Bankr. 1). Colo. 1990), In ie Sullivan
Counly Regional Refuse Disposal Disl.,165 U K 60, 75-70 (llaokr 1) N Il 1994) (failure to les>
a special assessment does not preclude a claim ol insolvency); IN e Pleasant View Uni Disl
24 UR 632, 639 n6. (Bankr. M D. Tenn ). uffd, 27 UK. 552 (M D Tenn 1982). Some cuUils.
however, icly upon a debtor's fadurc lo exercise (or consider) lax assessments as a means lo sols,
ns financial difficulties as an indicia ol bad laiili. See, eg, In ie Sullivan County Regional Kcluse
Disposal Disl., 165 B It. 60. 7ft.

39 In re Pleasant View Ulil. Dist., 24 UK. 632, 039 Ilift. (Bankr. M 1) Tenn.), ujj'il. 27 1t
552 (M.D. Tenn. 1982). This reasoning would not apply equally ai plan eniiliunaiion, when the

fair and equitable rule Il invoked, requires use ol the taxation power to the fullest extent. Set
eh. 943 infill.
3*.SwW In ie Town ot Westlake, Texas. 38 C.II C 2d KMft, 1050. *| | Il it not). kmko.s tll.mki

N.I), Tex. 1997) (when debior was current on 7ft% ol ils obligations and was delinquent on 24'.
due lo a "lemporaiy political dispute over authority lo sign checks from admittedly ample Binds.'
Ihe dchlur was nol insolvent hy reason ol ""gcncially mu paying ils debts as they Ivcumc due”l

tM«uhc« [k» ki A i'u Uh | IK.IM  %\en IV*JI*
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of the definition may obviate the need for litigation over ability to pay,
because proof of nonpayment is generally simpler than proof of inability
to pay. In most circumstances, proof of nonpayment may amount to proof
of inability, for municipalities, invested as they arc with the public trust,
will generally cease paying only in circumstances in which they arc unable
to pay or if the debts arc in bonafide dispute. However, general nonpay-
ment of undisputed amounts may not by itself qualify the municipality
as eligible for chapter 9. Similarly, nonpayment of debts which are not
yet due does not constitute “not generally paying debts as they come
due."40 For purposes of the “unable to pay" test, qualifying unpaid debt
must be "unconditionally owing and presently enforceable."4' One court
has held that debt which accrues, but is onlr payable if a cash flow
availability test is met, is not "due" when the lest hud not been met and
thus the accntcd obligation was not payable.42 If (he nonpayment is not
in good faith, the ease may be dismissed under section 921(c) for failure
10 meet the requirement that the ease be filed in good faith.4&2 While
nonpayment in bad faith may differ from filing the chapter 9 petition in
had faith, bad faith nonpayment may constitute a strong element of proof
of a bad faith filing.

Nonpayment by reason of a dispute will not render a municipality
insolvent if the municipality has the ability to pay, because of the exception
hi the definition. While a similar exception for bonalide disputes in section
103(h)(1)44 protects a commercial debtor from an involuntary petition by
i creditor with whom it has the dispute, such an exception in ihe definition
N municipal insolvency has a less important protective effect in chapter
), since a municipality is not subject to an involuntary petition. The
:xcepiion should prevent a financially healthy municipality from using a
haptcr 9 petition to obtain a stay pending appeal of an adverse judgment,
tncc die nonpayment by reason of the dispute will lake the nonpayment
>t of the definition, and the municipality will not he "insolvent" unless
tis also unable to pay the debt if thejudgment is affirmed. The effect

40 In re Hamilton Creek Metropolitan Dm.,M3F.3d 1381. 1386 (10th Cir. 1998) ("|U|ndcr
. cash How analysis of insolvency, obligations that arc enforceable only if cash llow is available
.nmol, by definition, render a debtor insolvent.")

4' In re Hamilton Creek Metropolitan  Dist.,M3F.3d. I1JHI. 1385 illHb I'tr 1998).

41 In re Hamilton Creek Metropolitan Dist.143F3d. 1381. 1385 (lOtti Cir. 1998).

42 11 U.S.C. §92lie) See eh 921 infa.
44 11 U.S.C. §303(b)(1) See ch. JO3 s»/"u.
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of this provision will be mitigated to the extent that the municipality's
assets are exempt from process and the municipality is thereby otherwise
able under stale law to prevent the payment of the judgment until appeals

are exhausted.

[ili]—The Chapter 9 Insolvency Standard of Being Unable to
Fay Debts as They Become Due.

The "unable to pay" test is in addition lo the "generally not paying"
test discussed above. A municipality may actually be paying ils debts
generally as they mature at the petition date yet still be unable to pay in
the future. Thus, the "unable to pay" test "requires a prospective analy-
sis."48 Otherwise, (he two tests would be redundant. However, [u*
application of the unable to pay test should not look loo far into the future
One court has held that the lest should be applied only lo the municipality V
"current fiscal year or, based c.i an adopted budget, in its next fiscal
year.”4®The court also concluded that (lie evaluation "should he judged
by a cash How, not a budget deficiency, analysis," on ihe ground that i
was cash, not budgeted amounts, dial is used to pay debts as they mature.4'
The mere fact that a municipality has adopted a budget that reflects a cash
How shortfall is not independently sufficient to meet die requirement ol
the "unable lo pay" lest. An iso3376s  * must be evaluated in liglii
of past and current practices, I' practices of similar municipalities, and
die extant facts and circumstances. The obligations with respect lo which
there is a projected shortfall must he inescapably due and die prospeci
that they will not be paid must be certain, not a mere possibility or a
speculative probability.40 A municipality cannot deliberately budget or
spend itself into insolvency when oilier scenarios are possible.4d

49 In re lainilioii Clock Metropolitan Dist.. M3 F.3d. 1381. 1384 (lOili Cir. 1998), In ie Cii)
of Bridgeport, 25 C.B.C.2d 269, 277. 129 U.K. 332. 3J& (Bankr. 1) Conn. 1991).

4®/</., 129 B.R. 332, 338.

47/<. 129 B.R. 332. 337.

4= |ii re Town ol Wcsllakc. Texas. 38 C.B.C.2J 1016, 1052, 211 B It 860. 866 (Bankr. N D
Tex. 1997).

4®In e Town of Westlake, Texas, 38 C.B.C.2d 1046. 1053, 211 UR. 860. 867 (Bankr. N 1)
Tex. 1997). However, ilic possibility that taxes can Ik assessed to pay municipal dchls docs not
preclude a finding of insolvency. In Ie Ellicott Schaptcr Uldg Audi., 150 U.K. 261. 265 (Bankr
f). Colo. 1992); In re City of Columbia Falls. Montana, Special Improvement Disl. Nos. 25. 26
and 28. 1991 Bankr. LEXIS 90S (Uankr. D. Mont. 1991)

(Miua kndei A Co Im| ikiM 1M Fpav
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[il} -The “Desire lo Effect n Plan®”Requirement for Cliapter 9
Eligibility.

A municipality must “desire to effect a plan to adjust such debts.“so
This language was also found in the 1937 Act8l and the 1976 Act.8* It
is an element of the “good faith" requirement of section 921(e).8 It simply
requires that the purpose of the filing of the chapter 9 gpetltl_o_n not simply
be to buy time or to evade creditors. The chapter 9 petition must be
designed to result in a plan of adjustment of debts by which creditors’
claims will be satisfied or discharged. One court has concluded that the
adjustment of debts requires that the debts be impaired or modified; 84 this
conclusion is at odds with section 1124 which is incorporated into chapter
9 by section 901. Another court has concluded that this requirement was
satisfied by a postfiling submission of a Proposed plan of adjustment
because it demonstrated a postfiling desire to effectuate a plan of adjust-
ment,8 This same court also concluded that the debtor's prefl_lmq conduct
in refusing to propose a plan of adjustment that could be implemented
in chapter 9 and in failing to resort to tax assessment powers evidenced
a lack of good faith such, that the debtor did not meet the requirements
of sections 109(c)(5)(B) or 921(c).8 The desire to effectuate a plan of
adjustment does not necessarily mean that the municipality must yield to

creditor pressures.87

[e]l- The Creditor Negotiation Requirement for Chapter 9
Eligibility.
_The final requirement was inserted by Congress to prevent tlie capricious
filing of a chapter 9 petition.80 It supplements and reinforces the last

88 11 U.S.C. § 109(c)(4).

8* Bankruptcy Act § 83(a). former 11 U.S.C. §403(a).

“ Bankruptcy Act §84. former II U.S.C. §404.

88 Il U.S.C. §92I(c)

84 See In re Town of Westluke, Texas, 38 C.B.C.2U 1046. 1053..54. 211 U.K. K60. 867 (Bankr.
N.D. Tex. 1997).

88 In re Sullivan County Regional Refuse Disposal Disl., 165 B.R. 60. 7(>(Bankr, D.N.II. 1994).
198§)|n re Sullivan County Regional Refuse Disposal Dist., 165 B.R. 60, 76-82 (Bankr. D.N.II,
87 In re Ellicott Scluptcr Bldg. Aulh., 150 UR. 261, 265 (Bankt. D Colo. 1992).

88iff In re Town of Westlake, Texas. 38 C.U.C.2d 10-46, 1054, 211 B R. 860. 867-68 (Bankr.
N.D. Tex. 1997) (suggesting that section 109(c)(5) requires that a municipality have an intent to
negotiate with creditors and not leave them unimpaired).

IM>ulk » * Co.. IACI
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mentioned requirement that the debtor "desire to effect a plan to adjust
[its] debts." It is derived almost verbatim from the 1976 legislation,89 but
represents a departure from the 1937 Act. Under the 1937 Act, a municipal-
ity was required lo present to the court a reorganization plan that had been
agreed to by at least 519 in amount of its creditors.00 in keeping with
the limited pur‘pos_e of Chapter IX, which contemplated no court interfer-
ence in the affairs of the municipality, but only court approval or
disapproval of the petition and the plan.8" As early as 1973, tlie require-
ment that an accepted plan be filed with the petition was recognlzed as
anachronistic and unsuitable.6* House and Senate versions of the 1976
legislation both attempted to do away with this requirement entirely.6* The
1976 amendment was made necessary by the 1975 financial crisis (hat
affected New York and other large cities.” Il was immediately recognized
that the then current Chapter IX would not allow its use because of the
impossibility of such a city to meet the plan acceptance requirement. Thus,
the 1076 amendment cased the filing requirements to permit the Chapter’s
Use by a sizeable city.64 However, the skittishness of the municipal bond
community about a municipal bankruptcy law with “virtually limitless”
accesst8 resulted in a compromise, maintaining the prior consent require-
ment but also recognizing that in certain situations such a procedure was
impracticable or could seriously harm the municipality while it was
attempting to obtain the necessary consents. The resistance against free
access to chapter o was reminiscent of the opposition of the bond
community to the original Municipal Bankruptcy Act in 1934.66 It failed
to recognize, however, what became of that opposition by 194687 and
shortsightedly imposed a cumbersome and unnecessary procedure on

distressed municipalities.

80 Bunkrupicy Act § 84. former 11 U.S.C. § 4(M.
80 Bankruptcy Act § 83(a). former 11 U.S.C, §403(a),

61 See ‘1900.LI1 infra.
°* | Commission on (lie B.mkiupicy Laws of (lie United Stales. Report, U.R, Doc. No, 93-137,

93d Cong . Ist Scss. 274 (1973), reprinted in App. t'l. 4(8) infra.

6* IL.R. Rep. No. 9686, 94tlt Cong., Isl Scss. 6-7 (1975); H R, Rep. No. 438. 94ih Cong., 2d
Sess. 3 (19765) (Conference Repoii).

64i'ce 1 109.04|3|[c||iii] infra.

68 HR. Rep. No. 686. 94th Cong., Isl Sen. 6-7 (1975); Il K Rep. No. 938, 9%4ili Cong., 2d
Sess. 3 (1976§ (Conference Report).

06 iVr 1900 LIl infrn,

67iff 1900.LI1 infra.
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The compromise provides four virtually meaningless alternatives.

[)—Alternative Ili Agreement 0f Creditors Obtained.

The first alternative is that the debtor "obtained the agreement of
creditors holding at least a majority in amount of the claims of each class,
that [the debtor] intends to impair under a plan in a case under [chapter
y]."00 Xhis requirement is the same as that contained in the 1937 Act,09
with the exception of the use of the word “impair," which is a concept
new to the Bankruptcy Code.70 Under the former Bankruptcy Act, the
word used was “affected,” which had a similar purpose.

[T} Alternative || 2: Negotiated in Good Faith but Failed to
Obtain Consent of Creditors.

The second alternative is that the debior “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 [the debior]
intends to impair."7L This provision was inserted in recognition of the
possibility that the debtor could not obtain the consents it needed by reason
of recalcitrance among creditors, but could stillconfirm aplanof reorgani-
zation under chapter 9 by use of the cram downpower.72 This provision
has been interpreted to require that a comprehensive, but not formal,
workout plan that can be implemented in chapter 9 must be presented to
creditors. 73 This is an overly restrictive view of the requirement of section
109(c)(5)(B) which, in contrast to its predecessor provision under the 1976

60 11 U.S.C. § 109(c)(5)(A). See New Smyrna-DcLnnd Drainage Disl. v Thomas, 234 f.2d 3J8
(5Ih Cir. 1956). In iliai case, llic disirici couu dismissed the petition lor delects in the plan, but
granted leave lo amend. The debtor filed an "amended plan." but relied oil prior consents to the
original plan, arguing that the new plan was more favorable to creditors. The court of appeals
upheld dismissal of the amended plan and petition on the grounds that the plan was a new plan,
not a modification of the original plan, and that the prior consents to one plan could not Ire counted
toward Ihe new plan.

09 bankruptcy Act 583(a). former Il U.S.C. §403(a).

70 See ch. 1124 infra.

D11 US.C. 51090 G)).

72 1 U.S.C. 5 1129(h). See chs. 943 and 1129 infra.

73 In re Sullivun County Regional Refuse Disposal Disl.. 165 U.R. 60, 78 (Uankt. D.N.II. 1994).

iMiltk-w benjef A Qu, Ircl tKelM-tavn  ISSIV)
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Act, docs not make reference to negotiations with respect to any specific
plan of adjustment.74

Just how yielding a debtor must be in its prepetition negotiations will
be subject to judicial review based upon the specific facts.70

[ii]— Alternative n 3: Negotiations Are Impracticable.

The third alternative is that the municipality "is unable to negotiate with
creditors because such negotiation is impracticable."78 This alternative was
inserted in the 1976 Act as a means of dealing with the difficult problems
created by major municipalities, such as New York City, whose bonds
are exceedingly numerous and are frequently in bearer form. Under these
circumstances, ne%otlatlon is difficult at best, because of the extreme
difficulty in identitying the creditors with whom the municipality must
negotiate. Even if the creditors were identified and a committee were
formed for purposes of negotiation, obtaining the requisite consent from
such a large body in a relatively short period of time could impossible,77
Further, where it is necessary to file chapter 9 to preserve the assets of
a municipality, delaying the filing to negotiate with creditors and risking,
In the process, the assets of the municipality makes such negotiations
impracticable.

liiiun negotiation!, be with respect to 3 plan of adjustment) with section 109(e)(5)(D) (no reference
to negotiations being held with respect lo a plan of adjustment).

78 Compare In ie Sullivan County Regional Refuse Disposal Disl.,165 UR. 60, 76 79 (llankr.
D.N.II. 1994) (debtor never set forth a comprehensive workout plan dealing with all ol its assets
and liabilities in terms comparable to a plan of adjustment, ignored unambiguous contract rights
of creditors and failed to exercise tax assessment powers) i/ In ie tillieoll Si liapter Uldg. Audi.
150 U.R. 261, 266 (Uankr. D. Colo. 1992) (debtor did not negotiate in good laitli whcic il indicated
that the economic terms of ils pioposeu plan were nonncgotiuhlc); ami In re Villages At Castle
Rock Metro. Disl. No. 4, 145 D.R. 76, 84-86 (Uankr. D. Colo. 1990) (debtor's meetings with
institutional bondholders to develop a financial model and to reach a conceptual agreement held
to be sufficient). See also In re Cottonwood Water and Sanitation Dist., 26 t'.B.C.Jd 1786, 1793,
138 B.R, 973. 979 (Bankr. D. Colo. 1992) (requiring an evidentiary bearing on lire scope ol
prepetition negotiations).

70 1 U.S.C. §109(e)(5)(C).

77 In ie Sullivan County Regional Refuse Disposal Disl., 165 B.R. 60, 79 n.54 tlJjrikr. D.N II,
1994? (section 109ﬁe)(5)(C§ is "Intended to cover situations In winch a veiy large body of creditors
would tender profiling negotiations impractical”) (tiling Treatisel.

7*In re Orange County, 183 UK. 594. 608 (C.D. Cal. 1995) (‘The OITI" had no time to cuter
into negotiations with its participants before acting lo protect ils portfolio assets ")
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[ivl- Alternative It 4: Preventing Creditors from Obtaining

Preferences.

The fourth alternative is that the debtor "reasonably believes that a
editor may attempt to obtain a preference.”70 This provision is derived
om the second paragragh.ol ection 83(c) of the 1937 Act, which
.mittcd the debtor to obtain from the bankruptcy court a stay aPamst
e(ressive creditor action while it was a_tt_emP_tlng to negotiate a plan of
|justment. Rather than requiring a mumcyoa ity to seek stays piecemeal
mid the 1937 Act, chapter 9 of the Code permits the municipality to
le ils petition and obtain the benefits of the Code’s automatic stay00 while
ne;};o_ﬂates its plan with creditors, when aggressive creditor action may
suit in a preferential payment, which by its nature is unfair to other
editors. One court has suggested, without analysis, that a debtor cannot
msonably believe that a justifiable prcbankruptcy termination of an
scculory contract constitutes an avoidable transfer under section 547.0L
ut perhaps, under certain circumstances, a termination of an executory
mtract can constitute a transfer that is potentially avoidable under section

47.°%
109.05. Who May lie a Debtor Under Cliapter 11.

The criteria for eligibility for relief under the provisions of chapter 1
re set forth in section 109(d), which provides that [o]nly a person that
nay be a debtor under chapter 7 of this title, except a stockbroker or a
ommodily broker, and a railroad may be a debtor under chapter 11 of
his title." \s under chapter 7, entities that do not qualify as "persons”
inder section 101 are not eligible to be chapter 11 debtors.1 However,

70 11 U.S.C. § 109¢)(5)(D).

00 11 U.S.C. 88362, 922; clis. 362 and 922 infra.

81 In re Sullivan Counly Regional Refuse Disposal Disl., 165 B.R. 60, 76 n.50 (Bankr. D.N.II
994) (relying vn In re Jerinoo's Inc., 3b B.R. 197, 203-04 (Bankr. W.D. Wis. 1984)) (noting
hai 1i would be surprising to read transfer to include a justifiable prchankruptcy termination of
in executory contract).

03See 11 U.S.C. 5 101(54) (broad definition of transfer; a property interest of lire debtor would
lave to be found).

1 109.05.

1Seei 109.03 jr//in for a discussion of tlie eligibility requirements under chapter 7. In re Consti-
rlional Trust A2-S62, 23 C.B.C.2d 1577, 114 B.R. 627 (Bankr. D. Minn. 1990) gt.rusts_ that huve
s their principal purpose the preservation of properly held for the benefit of benericiaries arc not
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a decision of the Court of Appeals for the Second Circuit suggests that,
notwithstanding the common definition, the analysis may be different in
chapter 11 than in chapter 7 because stale law may permit an entity in
dissolution proceedings to liquidate but not to reorganize.*

[1]— Individual Not Engaged in Business May Be Chapter 11
Debtor.

The Supreme Court in ﬁib\[ elying on (lie “plain language”
of section 109, held that an individual debtor not engaged in business could
reorganize under chapter 1L In holdln?_that the Code contains no on 0|n?
business requirement for reor?amza_lon under chapter 11, the Cour
resolved a split of authority between ihe Eighth and Eleventh Circuits.4
While most debtors commencing cases under chapter |1 are corporations,®
individuals6 and ﬁartnershlps may also become debtors under chapter 11
A joint chapter 11 case may be filed, but only by a hushand ana wife.7
The most common use of chapter llbg individuals not engaged in business
is by those who wish to reorgzanlze ut whose dehts exceed the chapter

13 debt limits of section 109(e).6

[2]— Stockbroker or Commodity Broker Muy Not Be Chapter 11
Debtor.

Stockbrokers and commodity brokers may only be liquidated under
subchapters Il and 1V, respectively, of chapter 7.° Those subchapicrs are

recognized as business misls and, therefore, cannot use thit sluiutnty category to become eligible
as a chapter 11 debtor).

31Inre C-TC 9th Ave, Partnership, 113 1:.3d 1304. 38 C.B.C.2d 115 (2d Cir. 1997) (New Ymk
ﬂartnership in dissolution not eligible to he debtor in chapter 11 because it was not permitted to
ave ongoing business under stale law).

3501 US. 157. 111 S. Cl. 2197. 115 L. Ld. 2d 145. 24 C.B.C.2d1179 (1991).

4 In re Toibb, 902 F.2d 14. 15C.B.C.2d 104) (8llt Cir. 1990); Waimgenz v. Boatmen's Bank
8f Del%ggg 804 F.2d 503, 13 C.B.C.2d 910 (Bit) Cir. 1986); In ie Moog, 774 F2d 1073 (Ilib
ir. :

®For a discussion of debtor eligibility for a dissolved corporation, iee 'l 109.02|lj|a] jo/r/o.

6 Toibb v. Rudloff. 501 U.S. 157, 111S. Cl. 2197. 115 L.Ed. 2d 145.24C.B C.2d 1179(1991)

71 U.S.C. §302. See In re Funncman. 29 C.B C.2d 52. 155 B.R. 197 (Bankr. S.D HIL 1993)
(although a partnership may tie a debtor in bankruptcy in its own right, itmay not jointly seek
relief with any oilier person, including u partner); clt. 302, infra.

0 See >t 1()9.06[2| infill.

0See Inre Co I'elio flklg. Group, 680 F.2d 566, 7 CM) 1".2d 128 (Mill Cii. 1982) (discussing
definition of "commodity broker"); cits. 741 ri in/., inftu.
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