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MEMORANDUM

DATE: February 28,2000
TO:  John Walsh
FROM: Saul R. Friedman

RE:  RESPONSES TO _PUESTIONS POSED BY THE
HITID COMMITTEE STAFF

Overview

Chapter 9 of the Bankruptcy Code, 11U.S.C. §§ 901-46 (1982), allows a municipalit¥ to
seek a restructuring of its debt under the jurisdiction of the bankruptcy court. The
provisions governing municipal bankruptcy represent a balance between competing
constitutional considerations. Because the United States Constitution prohibits states
from impairing the contractual rights of creditors, and requires unifonnity in bankruptcy
laws, only federal legislation may_yelieve a municipality of its obligations without the
consent of the affected creditors. SEEUS Const., art. I, 88 s, 10. However, because the
Iexe_r(,iise_z of fedelr)al cor%%_ro_l 0\|/er municipalities implicates the _Tenbth ﬁmfenddmelnt, the
egislation must be “sufficiently narrow in scpe to avo U the federal courts
on the sovereign power of the states.” E%ﬂ’d% HL,133 BR. 221,
224 (Bankr, N.D. Cal. 1991)(reviewiug school district’s Chapter 9 petition where district
owed approximately $9 million to each of three creditors.)

Chapter 9 strikes such a balance “by providing the debtor with an array of bankruptcy
powers to enable it to achieve financial rehabilitation with very few, if any,
0 resgondlng limitations and duties of the type to which a Chapter 11 debtor is subject.”

at 224, 11 U.S.C. §904 imposes restrictions on the bankruptcy coiut’s control over a
municipal debtor. That section provides:

Notwithstanding any power of the court, unless the debtor consents
or the plan so provides, the court may not, by any stay, order, or
decree, in the case or otherwise, interfere with—

(1) any of the political or governmental powers of the
debtor;

(2) any ofthe property orrevenues of the debtor; or



F.9b-28-Q0  03:28pm Prom-JERMAIN, OUNNAGAN £ OV/ENS,P C.
+9075637322 T-941  P.03/00  F-023

(3) the debtor’s use or enjoyment of any income-producing
property.

In short, as die legislative history ofthe Bankruptcy Actexplains, ‘Therefore, the primary
purpose of Chapter 9 is to allow the municipal unit to continue operating while it adjusts
or refinances its creditor claims.” H.R. Rep. No. 95-595 at 263 (1978), NL978
U.S.C.C.AAN. 5787, 6221.

Qestiot Wy BitreesityioAlaennaaitessohEakyto?

Answer: The purpose of Chapter 9 relates to the burden of debt service on the
municipality. The burden ofa debt service that cannot be paid bK the revenues generated
br the municipality affects the residents of that municipality in the same way as it would
affect a debt-ridden individual: It saps initiative, and depresses money-generating
activity. The residents of a city will ceose to pa% taxes §_or seek tax cap legislation) if
rates are too high and the residents get none of the benefit of the higher taxes because
those funds do not result in better municipal services. A downward spiral can result.
Bankruptcy is premised on the idea that the debtor will become more productive if freed

from tbe hurden of debt.

9% X%wey etedBEtn odietitsmuyezat/onoEites if

Answer: The 1994 Bankruptcy Reform Act re%uires that municipalities be specifically
authorized by state law to seek the protections of Chapter 9. Prior to those amendments,
there is absolutely no evidence tliat municipalities had difficulty authorizing or selling
bonds. Now that a majority of states have provided the specific authorization required by
the 1994 Bankruptcy Reform Act, there is no evidence that those municipalities have
experienced any such negative affects on bond ratings/bonding capacity.

Bond ratings are essentiallﬁ based upon tire overall financial strength of a municipality
considering, among other things, its tax base, infrastructure, population projections, etc.
Bond ratings are premised on the beliefthat a municipality will not need to seek Chapter
9 protection. We do not believe that bond ratings are affected by the fact that Chapter 9
may be available as a remedy in the event ofinsolvency ofthe municipality.

In fact, a review of two resource documents (attached) which discuss municipal bond
ratings, indicates that the mere authority to file Chapter 9 is nor even an issue. It is not

even discussed.

%&WW%W 0

Answer: We do not believe that the power to file negatively impacts bond ratings.
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Answer: Alaska Statute 09.30.040 Br_ovides that a creditor may not execute a judgment
against a “borough, city, or other public corﬁoratm_n.” Instead, the creditor is required to
present thegu_dgment within ten years to the entity’s authorized treasur% officer, after
which the officer “shall draw an order on the treasurer for the amount of the judgment in
favor of the party for whom thegudgme_nt was glven[.]" AS 09.30.040(2) (emphasis
added). Additionally, AS 09.40.0 Ogrowdes that “[a].Il property in the state not exempt
from execution may be attached.” AS 09,38.015 sets forth property that is exempt from
attachment. Subsection EC) exempts all “[property of the state, a municipality, and of the
Alaska Municipal Bond Bank Authority or another state public corporation.”

Therefore, the fact that municipal property is exempt does not alter the fact that a
judgment is to be paid out of the municipality’s treasury._ The Bankruptcy Act protects a
municipality from having to pay ajudgment when the fluids in its treasury are insufficient
to pay existing debts, or to continue essential municipal services, etc.

Answer: Chapter 9 is essentially a last resort. As indicated in the overview above, the
W_rpose of the municipal bankruptcy laws is to allow the municipality a fresh start.

ithout Chapter 9 protection, a municipality would be mired in m;olvencg. Insolvency
would have a greater detrimental impact on the municipality’s ahility to obtain goods or
services, than the fact that the municipality has the authority to file for bankruptcy if it

gver bgcomes necessary. ifa - m
Lty LA
I ESITC -

Answer: The better policy for Alaska’s munici‘oalities is to have the municipal
government continue in existence. Itis the municipal government that provides essential
services to the residents such as police and fire protection. The better public policy is for
the municipality to survive its insolvency, and continue in existence.

Answer: As set forth in the overview above, the United States Constitution prohibits
states from impairing the conn-actual rights of creditors. In other words, there is no
corresponding bankruptcy jurisdiction in the state courts.
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Answer: As set forth in the prior answer, there is no state courtjurisdiction which allows
the Chapter 9 remedies to be available in state court. The primary advantages of a
Chapter 9 proceedinq reflect the bankruptcy coun’s ability to develop "an equitable
composition of the claims and rights of all classes of creditori ﬂhich 0,.state court
proceeding or receivership has constitutional authority to affect.” 24 BR.

e

Answer: No. Such a requirement, if legal, would interfere with the jurisdiction of the
bankruptcy court. Eligibility for Chapter 9 reliefis only available if the municipality “is
insolvent,” “desires to effect a plan to adjust. . . debts,” “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 ..~ “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 ., “is unable to negotiate with creditors because such negotiation
is impractical,” or “reasonably believes that asge@dltor may attempt to obtain a transfer
that is avoidahle” under the bankruptcy laws. 11 U.S.C. § 109(c),

Furthermore, even though the heart of Chapter 9 is the plan for the adjustment of the
municipality’s debts, the bankruptcy court is required to determine that the plan is in the
“best interest of creditors and is feasible.” 11 U.S.C. § 943(h)(7). A proper balance has

heen struck.

b
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Subject: Bonds - Moody Bond Ratings

Sea% esne Last-Revised: 7 Nov 1995 Contribured-By: Bill Rini (bill at moneypages.com)

rndex Moody's Bond Ratings axe intended to characterize the risk ofholdrng a_bond.
~previous These ratrngs or risk"assessments, in part determine the interest that an issuer
A ot oyt mustRAag to”attract purchasers to the bonds. All information herein was obtained
,COMPIELE tEX from Moody’s Bond Record.
6 rows®
.the bookshelf Aaa
Join Bondswhrch are ratedAaaarejudged to beofthebestqualrty They clarr}/
.the email list t esmallestde ree of investment risk and are eneralyreferred t0 as t
Surf % Interesp ments re rotected Ya e or an exceptionally
invest links sta emar |nand rrncrpa IS ecure le the arrous protective
About elements are [ erytoc ange such changes as can evrsualrzed are most
oo A unlikely to impair'the fundamentally strong position of such Issues.
.whatis it? a

R didanoe Bonds which are rated Aa arejnudged to be ofhrdh quality by all standards.
To eth erwrtht e Aaa group ycomPrrsew at are generally known as
g gra ebonds Theyare rated Iowe than the best bonds because
m ?rnso protection, eynot £ as argeasrnAaa seeurrtre o
qucuatronofprotectrve lements may be of ?reateramprtu e or there
may be other elements present winch make tire long-term risk appear
somewhat larger than the Aaa securities.

Bonds which are rated A possess many fayorable investment attributes and
areconsrdered as upper-medium- 8rad obligations. Factors giving securrty
top rrncrp% aqnd Interest are consB fred adequate, but elements may be
present ich suggest a susceptibility to Impairment some, time in"the

future.
Baa _

Bonds which are rated Baa are considered as meditim- g rade obligations
le., they arenertherhrgh protected not poorly securéd). Interest
ayments and principal se urrt appear adequate for the present but certain
proteetrveelementsma}( e lac mg ormay be characteristically unreliable
over any great length ot time. Such bonds’lack outstanding investment
characteristics and’in fact have speculative characteristics as well.

Bonds which are rated Ba arejudqed to have speculative elements; their
future cannot he consrdered as well assured Often the rotectron of

interest and pringipal pa mentsm moderate, and_thereby not
wewsafe ua[rderfd)urrﬁ y% hd ngbadytrmﬁs overt%efbture /
Uncertal tyofposrtronc aracterizes bonds In this class.

Bonds which are rated B generally Iack characterrstrcs ofthe desrrable

Investment, Astsuranceofrnterestan rrncre n]enso
marntenance ofother terms of the contract over any long period oftime

may be small

Ba

Caa
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ge au ds. whi %h are rat dCaa areo[goor sta dﬁgSUCh |ssuesma%be in

eremP/ eplesente ments ot danger With respect
prmupa o mieres

Ca
AR e I s e
c sh rtcomings.
n sw ch are rat dCare the lowest rated clrss ofbonds, and i |s?ues S0
ar e émvmg extremely DOOI prospects of ever attaining
any rea mves ent stan
This article is copyright 1995 by Bill Rini.
Search articles for: — — ) unnnl
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Hons* Index Search

How Safe Are Municipal Bonds?

When yo g vestlnan (% your | con ernso
JSUETs & eetlLs md Iéﬁ 10nS. [SSuers 0 munlclgﬁl
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CREDH RATINGS

CREDIT RISK MOODY'S STANDARD i&POOR'S FITCH

PRIME Aaa AAA AAA
EXCELLENT As AA AA
UPPER MEDIUM A A A
LOWER MEDIUM Baa BBB BBB
SPECULATIVE Ba BB BB
VERY SPECULATIVE B. Caa B.CCC.CC B, CCC, CC, C
DEFAULT Ca,c D DDD, DD. D

Credit ratlp howev|1_ar shouldp R e the sole hasi “;anl)(

IV stmen ? or examR eratlnﬁ]s dono fle &cco nt

mar? rens] dﬁ [e purchas gbons lﬂwerra r}% al

your financial advisor or broker Yo make sure they're suited for you.

Tax-exempt municipal bonds offer you the chance to maximize your
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T0: Rep. Pete Kott

Chair, House Judiciary Committee
FROM: Rep. Andrew Halcro
RE: HB 233 - Municipal Bankruptcy
DATE: February 29, 2000

1 Wy siressayiaoAEannaais thiEakypo?
Smaller communities are often in tenuous financial situations. Some have strong city
manger forms of government and mismanagement, intentional or not, could create a situation

where a community may have to file for protection in bankruptcy court to prevent creditors from
cherry picking assets.

el tedB bty RS ftimer

Bonding agencies are generally more willing to issue bonds for communities that have
the power to reorganize under Chapter 9 of the Federal Bankruptcy Code. Bankruptcy protection

contemplates the taxing capability, both statutory and practically, of a community.
Reorganization only occurs when a local government cannot further tax its residents based on

state law or because of the effect on the local economy. Bonds are usually general obligation
bonds in local communities. As such, bankruptcy protects the bonding authority's ability to
recover on the general tax obligation associated with the bond issuance.

Bond ratings will not be negatively affected. A local government cannot seek bankruptcy
protection without passage of HB 233. As such, no prohibition would be necessary to prevent

seeking bankruptcy protection, without the specific authority contemplated in HB 233, no local
government can seek protection under Chapter 9.

4 %W&m b paneis’poaty, Btsaag
No, the law creates a stalemate where a local government would not be able to get out

from under its debts. The debts would never be reorganized resulting in an ongoing bad debt for
a creditor, and an ongoing obligation for the borrower and no way to resolve the matter.

Memo to Rep. Kott I
HB 233 Questions

E-Mail: Representative_Aiiclrew_Halcro@Icgis.slalc.ak.us
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It is good public policy to allow local governments to seek reorganization in bankruptcy.
It should only be utilized as a last resort, when increasing taxes, cutting other expenses, or
liquidating assets is not an option. The bankruptcy code assures these requirements be met by a
local government before they approve a bankruptcy reorganization.

The ability for a local government to obtain credit is a similar criterion to that of an
individual or corporation. The credit is based on income, obligations, and history of payment.
Most other states allow for municipal bankruptcy. There has not been any reduction in ability

for them to obtain credit.

daby 1B 3 [0 ; : in:% A
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The question presumes the two laws work in a mutually exclusive manner. They do not.
To dissolve under state law, a local government must make payment in full. To reorganize under
chapter 9, the court only will require a creditor to take a discounted payment if one of four things
happen: 1) Agreement of creditors, 2) Negotiated in good faith but failed to obtain consent of
creditors, 3) Nggotiations are impracticable, and 4) Preventing creditors from obtaining
preferences. Collier on Bankruptcy, pp 109-32, 109-33 (rev. ed.1998).)

R

Article 1, section & of the United States Constitution provides:

The Congress shall have the power... to establish ... uniform laws on the subject of
bankruptcies throughout the United States;

In implementing this section of the United States Constitution, the Congress has granted
exclusive bankruptcy jurisdiction to the federal bankruptcy courts. State courts cannot discharge,
order the reorganization, or delay payment of debts for reorganization. State courts only have
the ability to determine if a debt exists, and then enforce payment of the debt. Additionally,
many creditors for local governments will not be incorporated in Alaska. As such, even if
federal law did not create exclusive jurisdiction in the tederal bankruptcy courts, the creditors
would likely be entitled to diversity jurisdiction in federal courts anyway.

Memo to Rep. Kott 2
HB 233 Questions



The problem with utilizing the Alaska court system is that its rules do not require all
creditors be notified of an action; as is the case in federal bankruptcy court. A creditor with a
lower priority could seek recovery in Superior Court and other creditors might not be made
aware of the action. Federal bankruptcy court provides for notification of all creditors.

The framers of the United States Constitution contemplated a simple system of
bankruptcy that would prevent multiple actions over assets in different courts throughout the
nation for one debtor. The bankruptcy court resolves this problem by establishing jurisdiction in
the federal bankruptcy court for the district in which the debtor resides.

The question is moot. Federal law does not permit Alaska to make that requirement. The
bankruptcy court has exclusive jurisdiction to make that decision. Alaska only has the ability to
determine if a local government can take advantage of Chapter 9, not to determine how it takes

advantage of that protection.

Memo to Rep. Kott
HB 233 Questions



From: David H. Bundy.
Bundy & Christianson

Re: Proposed HB 233 (Municipal Bankruptcy)
Date; February 18,2000

House Bjll 2%3, Introduced 5/12/99, authorizggra%municipe%l
h

etitjon. Bankruptcy.relief tor municipalities 1s granted under Chapter 90 _
%%ctlon 09 r%c) of di .Bankrul%cyuc de m\” es, among other t |n%s that to be eligible un%
ecificall Pg

ity to file abankrupt
trie Bankruptcy Cg(%
y

apter 9 amynicipality mustbe s authorized, In Its capacity as a munjcipality. or b
namg tobea ebtoPuncYersuch cha;?terby Stgte law.” A aska{aw oes%lotcurrently contain this
specific authorization,

, Chapter9bagkr tcdlgqune ddﬁerent from bankruptcy for an |rld|V|duaI or a
business (Chapters 7,11, and 13). Under 11 and 13, the court can require a particular percentage
?_f assets (?ndlor Income to be pﬂd to creditors, In Cha;t)ter {, the debtor’s non_-?xem t ropegy{ 1S
lquiciated for creditors. In all three cases the Bankruptcy Court has substantial authority and the
Debtor either loses control, or might lose control, ofits economic life. Chapter 9 on the other hand
does not give the court the power to liquidate the debtor’s assets or manage its income, as th

. ( | . as the
W%nlupa functions cannot be |mP_a|red, Chapter 9 1s geagne({ to Prowde_ a forum In which the
ebtor and 1fs creditors can negotiate; It prevents creditor’ collection actions while the case 1s

Pendm , whhch louts ressure (fn creditors to negotiate. In add||_t|on, It allows the bankruptc CO_lgt
0 confirm (tnat Is approve) a plan tor payment thiat a municipality proposes which does not Jrov,l e
rfr%nﬁgllp Eﬂ%ment of creditors. But the' court cannot impose & payment plan on an unwilling

. Without%bankruptcy fiIin%, municigalities are protected by AS 09.30.040 which
prohibits exgcutions on the property o borougns and citles, but fequires thegoveming body to pay
judgments. The statute does not say what happens if payment is not made.

Questions that come up in connection with HB 233 includg;

1L Whyisitnecessary for Alaska municipalities to file bankruptcy?

2. What could be the effect on bond ratings/bonding capacity ofmunicipalities
I this power were given?

H:\2314\memo.002.wpd
Page 1



|t the power to file might negatively impact bond ratings, should the power
to file be expressly prohibited instead?

| state law already prohibits execution on local governments’ property, is
this enough protection from creditors?

1S it good public policy to permit a local government to file bankruptcy. in
order to delay its creditors or negotiate discounts from them? What might
this dodt%the ability of other local governments to obtain goods or services
on credit’

Under Alaska law, if a municipal government wants to dissolve, it must

Browde for payment ofits creditors under AS 29,06.470 %a). Under Chapter
 however, the bank_rup_tq( court can confirm apian which does not provide

payment in full. Which is the better policy for Alaska’s municipalities?

The Bflnkrulptcy Court for Alaska [s Part of the federal court system and
a E)ea s o Up fothe Court of Appeals for the Ninth Circuitin San Francaaco.
Ig tgdo dpjfllca/ LorAIfas(ratP ermit its municipal governments to adjust
their debts throdgn the feaeral court system?

The siate Superior Court, as a court of general jurisdiction, may have the
powertorequirea munlmpallta/to sell non-productive assets surplus to public
needs, The Alaska Supreme Court reviews Superior Court orders by appeal
or petition for review. Is 1t better to require Alaska’s local govermnments to
work outpayment plans through the state cqurt system so local judges,
subject toretention elections, will have authority?

|f Alaska municipalities are aughorized to file bankruptcy, shquld they be
Fgﬂg*geﬁ to pay [%elr debts in #uﬁ over time as a con%n%n oflﬂ)anLrLﬁgtcy

H:\2314\mera0.002.wpd

Page 2
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HB 233

SPONSOR STATEMENT

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: Reprcseninlivi. Andrew,llalcro@legis.slaic.ak.us

mcmﬂmlﬁ\ﬂ'pl\/,mg\ﬂ Representative Andrew Halcro ﬂ%‘%
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FISC AL N O TE

STATE OF ALASKA HILL NO. HB 233 (CRA)

20(1(1 LEGISLATIVE SESSION

%\/ision Dale/Time (Note il correction) Bep}é AflfJected DCED
itle

An Act granting authority to each municipality or other golltlcal Component

Sponsor House Community & Regional Affairs Committee

Requester ~ HOUSE Judiciary Committee Component No.

Expenditures/Revenues (Thousands of Dollars)

Note: Amounts do not include inflation unless otherwise noted below.

OPERATING EXPENDITURES FY 2001  FY 2002 FY2003 FY2004 FY2005 FY2006
Personal Services

Travel

Contractual

Supplies

Equipment

Land & Structures

Grants & Claims

Miscellaneous
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES |

CHANGE IN REVENUES ( ) 0.0 0.0 0.0 0.0 0.0 0.0

FUND SOURCE (Thousands of Dollars)

1002 Federal Recelpts

1003 GF Match

1004 GF

1005 GF/Program Receipts

1037 GF/Mental Health

Other (specify type)
TOTAL

0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2000) cost:

POSITIONS
Full-time 0 0 0 0 0 0

Part-time

Temporary

ANALYSIS:  (Attach a separate page il necessary)

This Ieglslatlon would bring Alaska in line with changed federal bankruptcy law as applied to
municipalities. It would have no fiscal impact on this department.

Prepared by  Pat Poland. Director Phone 269-4580
Division Municipal and Regional Assistance Division

Approved by Commissioner Deborah B. Sedwick s Date  02/15/00
Agency Department ot Community and Economl*Developmer>y

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR S LEGISLATIVE OFFICE
For further distribution information, call the Governor's Legislative Office
Page 1__ oOf 1

(Rev 10/80) SOOQInloimnis/OMD



LEGAL SERVICES

DIVISION OF LEGAL AND RESEARCH SERVICES
LEGISLATIVE AFFAIRS AGENCY

(907) 465-3867 or 465-2450 STATE OF ALASKA State Capitol
FAX (907) 465-2029 Juneau, Alaska 99001-1182
Mail Stop 3101 Deliveries to: 129 6th St., Rm. 329
January 24,2000
SUBJECT: Municipal bankruptcy (HB 233)
T0: Representative Andrew Halcro
Attn: Jonathan H. Lack
FROM: Tamara Brandt Cook
Director L

You ask whether HB 233 currently applies to regional educational attendance areas. The bill
applies only to municipalities, which includes cities, boroughs and unified municipalities.
(See AS 01.10.060(4) and AS 29.71.800(13))

You also ask whether federal bankruptcy law could apply to an REAA and whether the state
would have to authorize that application. The word "municipality" is defined broadly in
federal law to include a "political subdivision or public agency or instrumentality ofa State "
(11 U.S.C. 101(40)) Under 11 U.S.C. 109(c)(2), a municipality may be a debtor undei
chapter 9 only if it "Is specifically authorized, in its capacity as a municipality or by name,
to he 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."

Consequently, ifit is the intent of the legislature to include REAAS within the coverage of
chapter 9 of the federal bankruptcy law, HB 233 would have to be amended to include
REAAs. Alternatively, if it is the intent of the legislature to include all state political
subdivisions and instrumentalities, including REAAs and municipalities, the amendment
could be worded broadly. Please let me know if you would like changes made to HB 233

to address this or other issues.

TBC:jdr
00-030.jdr



January 26, 2000

Jonathan Lack

% Rep. Andrew Halcro

State Capitol Building, Rm 418
Juneau, Alaska 99801

Dear Mr. Lack:

U.S. Department oflJustice

Cieofteliteees Tiesee
605 West 4thAvenue, Suite 258
Anchorage, Alaska 99501

(907) 271-2600
FAX (907) 271-2610

You requested in your email a copy of Title 11 USC Section 109 relating to Municipal bankruptcy,
that is being considered by the legislature. The highlighted copy of Coliier on Bankruptcy is
attached for your reference. Ifyou have any questions or would like to see other resources, please
let me know and | will provide whatever assistance that | can.

Very truly yours,

JAN SAMUEL OSTROVSKY
UNITED STATES TRUSTEE

~ (

I. A [ J
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 USC. §109)

§ 109. Who may he a debtor.

fa) Notwithstanding any ofher provision of this section, only a person
thet resides or has a damicile, a place of business, or property in the United
States, or a mnicipality, may be a debtor under this title.

(A person may be a debtor under chepter 7 of this titke only i1f such
person s not—

@ a railred;

(2 a domestic insurance company, bank, savings bank, cooperative
hank, savings and loan association, building and loan association, home —
stead association, a small business investment company licensed by the
Small Business Adninistration under subsection (©) or (d) of section 301
of the Small Business Investment Act of 1958, aredit union, or indstrial
bank or similar institution which san insured bank as defiined in section
3(h) of the Federal Deposit Insurance Act; or

(3 aforeign insurance company, bank, savings bank, cooperative bank,
savings and loan association, building and loen association, homestead
association, ot aadit union, engaged in such business in the United States.
© An ettity may he a debtor under chapter 9 »f this titke ifand only

if such entity-

fl) is a municipality;

@ B gecifically athorized, in its capecity as a municipality or by
name, o be a debtor under such chapter by State law, or by a governmen—
1l officer or organization empowered by State law to authorize such entity
0 be a debtor under such depter; _

(Mt Rt Ao, Ic! 106-1 (Relielagt RAPY)
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©® b isohet;

@ desires 1o effect a plan to adjust daots; and

(®) (A) has obtained the agreement of creditors holding at lesst a
majority in amount of the claims of each class tret such entity intends
1o impair under a plan n a case under such depter;

(R) has negotiiated ingood faith with creditors and has failed toobtain
the agreement of creditors holding at lesst a mjority inamount of the
claims of each class thet such entity intends t impair under a plan
in a case under such chapter;

(©) B unable to negotiate with creditors because such negotiation
is Inpracticeble; or

(D) reasonably believes that a creditor may attempt to dotain a
trasfer tret i avoidable under section 547 of this title.

@ Only aperson thet may be a debtor under chapter 7 of this titke, except
a stockbroker or a commodity broker, and a railrced may be a debtor under
chapter 11 of this titke.

© Only an individial with regular income that owes, on the date of the

filirg of the petition, noncontingent, liquidated, unsecured debts of less than
$269,250" and noncontingent, liquidated, secured debts of less than
$807,750" ,or an individial with regular income and such individual™s
spouse, except a stockbroker or a commodity broker, thet owe, on the date
of the filing of the petation, noncontingent, liquickted, unsecured debts thet
aggregate less than $269,250* and noncontingont, licuidated, secured debts
of less than $807,750" may be a debtor under chapter 13 of this tite.

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

*[1;(/. NetC. Pursuant to 1l U.S.C. 5 104(b), this dollar amount became effective for case., filed

in or after April |, 1098. For cases commenced prior to April |, 1998, the dollar amount is
250.000.]

*x ff|”. NntC: Pursuant to 11 U.S.C. § 104(b), this dollar amount hccaine effective for cases filed
m or after April |, 1998. For cases commenced prior to April |I. 1098, the dollar amount is
750.000.1

* |Fﬂ Mr/e.'Pursunnt to 11 II.S.C.tj 104(b), this dollar amount became effective for cases filed
hi or after April 1. 1998 Por cases commenced prior to April I, 1998, the dollar amo ml is
250.000. |

i \fld NOte: Pursuant to 11 U.S.C. § 104(b), this dollar amount became effective for cases Piled
in or after April 1. 1998. Por cases commenced prior to April |I. 1998. die dollar amount is
750.000.1

Vit A . ) RiAH-1* Fattiv
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(©) Notwithstanding any ather provision of this section, no individual or
fanily farmer may be a debtor under this titke who has been a debtor in
a case pending under this titke at any lime in the preceding IR0 days I

(D the case was dismissed by the court forvilul failure of the debtor
10 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 fillirg of a request for relief from the automatic stay
provided by section 362 of this tite.

Synopsis

4 109.01,  Overview of Section 109
fl]—Purpose nnd Structure of Section 109
[2]—Section 109 Not Jurisdictional

D 109.02.  Basic Criteria for Eligibility; § 109(a)

[L]—"Persons” That May Be Debtors Under Chapter 7
faj—Eligibility of Corporations to Be Debtors
[b]—Eligibility of Partnerships to Be Debtors
[c]—Eligibility of Farmers to Be Debtors
[d|—Eligibility of Minors nr Incompetent Persons to Be

Debtors
[2]—Domicile or Residence
[3]—Place of Business nr Property in the United States

f 109.03.  Who May Be a Debtor Under Chapter 7
1]—Type or Entity That May Be a Debtor Under Chapter 7
[2]—Insolvency Not Required for Chapter 7 Eligibility
[3]—Exclusions from Chapter 7 Eligibility
[a]—The Exclusion of Small Business Investment

Companies
fo]—The Exclusion of Debtors Engaged in the Business of
Insurance and Banking
H 109.04.  Who May Be a Debtor Under Chapter 9
[1]—Statutory Criteria for Chapter 9 Eligibility; § 109(e)
[2]—Burden of Proving Eligibility for Chapter 9 Relief
[3]—Eligibility Requirements for Chapter 9 Relief
[a]—The Debtor Must Be a “Municipality" to Be Eligible
Under Chapter 9 L
(VoW ROFA (i Il IRHH M* o
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fi|l—Polilicnl Subdivisions
[i]—Public Agency or Inslninicninlity
fili]—Inslrumenlalily of n Slate
[n]—The Specific Authorization Requirement for Chapter 9
Eligibility
[c]—The Insolvency Requirement Tor Chapter 9 Eligibility
fi|l—Insolvency for Chapter 9 Eligibility Purposes Is
Determined as of Petition Date
fi)—The Chapter 9 Insolvency Standard of Not
Generally Paying Debts as They Rccomc Due
[iii]—The Chapter 9 Insolvency Standard of Rcing
Unable to Pay Debts as They lccome Due
fd]—The “Desire to Effect a Plan" Requirement for
Chapter 9 Eligibility
[0]—The Creditor Negotiation Requirement for Chapter 9
Eligibility
fil—Alternative HI: Agreement of Creditors
Obtained
fii]—Alternative il 2. Negotiated in Good Faith but
Failed to Obtain Consent of Creditors
[iii]—Alternative H3: Negotiations Are Impracticable
(ivj—Alternative ii 4: Preventing Creditors front
Obtaining Preferences

109.05.  Who May Re n Debtor Under Chapter Il

fl]—Individual Not Engaged in Business May Re Chapter Il
Debtor

[2]—Stockbroker nr Commodify Broker May Not Re Chapter Il
Debtor

[31—Railroad May Re Chapter 11 Debtor

109.06.  Who Mny Re a Debtor Under Chapter 13

[L1—Requirement That the Chapter 13 Debtor lie an Individual
with Regular Income
[21—De=)thimitations Applicable to Eligibility for Chapter 13
Relie
[a]—Dollar Amounts of Chapter 13 Debt Limitations
[bl—0nly Noncontingent Debts Counted Toward Chapter
13 Limitations
fc]—Only Liquidated Debts Counted Toward Chapter 13
Limitations

ihrw Bemitr A Co. lie.) IRAM— 12MI  PutiJIOI
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fd]—Treatment of Secured Debts in Application of Chapter
13 Limitations
[3]—Method of Determining Eligibility to He a Chapter 13
Debtor
[41—Debts of Spouses in Application of Chapter 13 Limitations
J 109.07. Who May Be a Debtor Under Chapter 12
T 109,08.  Prior Dismissal Mny Make Debtor Ineligible
[1]—Relationship with Section 349

M 109.LIL  History of Section 109

T 109.01. Overview of Section 109.

[1]— Purpose and Structure of Section 109.

Section 109 defines the eligibility requirements to become a dcbior
under (he Bankruptcy Code.l It establishes who may benefit from ihc
Code s provisions by designating "Who may be a debtor.” In ligt of the
fundamental purpose of the bankruptcy laws, # is not surprising to fird
that section 109 ks written lo make bankruptcy relief widely accessible
under various chapters of the Code. Exceptions lo Ihc availability ol the
remedies provided in title 11 arc limited and carefully delineated.

Section 109 may be divided into three basic segments. The first is
subsection (@), which establishes the criteria that must he met for a person
1o be eligible for any relief under titde 11

The second segment s made up of subsections (b) through (0. which
designate Ihc qualifications for “debtor” status under chapter 7 (liquida—
tion), chapter 9 (nunicipalities), chapter Il (reorganization), chapter 13
(individuals with regular income), and chapter 12 (family farmers with
regular annual income).2 Each of these chapters limits availability of relief

1 109.0L.

1The debtor e_Ii?ibiIity criteria need not he met in an ancillary proceeding under .section 301
See 1.304.02(3) intra.

2 The Ban rugg%v Judges, United States Trustees, and Family Farmer Bankruptcy Act of 1986
SPub. L. No. 99- (1986%), which added chapter 12 to the Bankruptcy Code, also amended scc’ion

09 lo include references to family farmers and chapter 12. Subsection” 109(0 follows (he references
to the original chapters of title 11 anti, therefore, is discussed in that order in this chapter For
a further discussion of chapter 12, see chs. 1201-1231 infra.
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through a definition of “debtor” for each chapter. These definitions are
discussed in the following sections.

The third segment issection 109(g), 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 filing
and either (I) was dismissed by the court because of the debtor®s willful
failure t abide by an order of the court or to appear before it, or (2) was
dismissed upon the debtor’ reguest after the filing of a motion for relief
from section 3(X"s automatic stay.

Section 109 does not speak in terms of who may be “adjudged bank—
rnpt,"” as did the former Act. Rather, the section uses the phrase “may he
a debtor,” intended both to tone down negative connotations and to make
the general paragraph more easily applied lo any case under any chapter
of the Code. Subsection (@) expressly includes a “municipality’ within the
category of eligible entities. A nunicipality, because it s within the
definition of governmental wit, would otherwise be excluded from the
operation of section 109, which employs the term “person” for eligibility
ariteria. ""Person’ as defined in section 101 docs not include a municipality.

[2J— Section 109 Not Jurisdictional.

Section 109 i not characterized in terms of venue or jurisdiction by
the statute i, and il is clear (et l i not jurisdictional .3 Section 109
is a rule governing eligibility for relief. I a debtor ireligible for relief
under a particular chapter files a case and no party raises the issue of
ireligibility, the relief that the debtor may receive under that chapter may
not subsequently be successfully challenged for lack of jurisdiction.
Moreover, since lack of eligibility for relief is grounds for denial of
confirmation inchapters 11, 12. and 17,4 confirmation of a plan isnormally
res judicata with respect to the isste of jurisdiction.3 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 to [€ wenherg, 902 F.2d 768 <9tli Cir. 1990). 0ffs 94 B.R. 631 (B.A.P. 9lli Cir. 19H8); Rudd
v. Liiughlin, H66 F.2d I(MO (Kill Cir. 1989); Promenade Nal‘l Bank v. Phillips (In the Mailer of
Phillips). 844 F.2d 230. 18 C.B.C.2d 105 (5th Cir. 1988) (whether nr not a debtor is eligible under
section 109(g) docs not raise an issue of subject matter jurisdiction); |n [€ Toronto. 30 C.B.C.2d
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).
4 11 U.S.C. 8§ 1129(a). 1225(a)(1), 1325(a)(1).
3to [€ Lochamy, 197 B.R. 384 (Bankr. N.D. Ga. 1995).

fMitoew Rarddr A Co, Irel VAN hh21?)
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liguidation or reorganization proceedings lies elsewhere, thereby preempt—
ing bankruptcy court jurisdictio®

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

Jurisdiction.
T 109.02. Basic Criteria for Eligibility; § 109(a).

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

Section 109 specifics rules of eligibility to be a debtor under tite I
The fundamental crileria are found in subsection @), which provides trat
"Notwithstanding any other provision of this section, only a person hat
resides or has a domicile, a place of business, or properly in the Uniled
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 person that seeks to bring itself within the ambit ol a
particular chapter of the Code. Petitions filed in accordance with Official
Forms I and 5 must assertthat these basic criteria arc met; these basic
criteria must be met aswell as the additional chapter-specific ariteria st
by the other subsections of section 109.

The word “person" isused insubsection (@) rather than Ihc broader term
“entity."1 As defined in section 101, "person” includes an individual, a
partrership, and a corporation, but in most situations, not a governmental
wnit. (The express use of the word "municipality” in subsection (@) has
the effect of excluding governmental wnits other than a municipality from
the coverage of the Bankruptcy Code.) There are also oilier provisions
of the Code that may place limitations on the filing of petitions for relief

under the Code .FI
8 See 1 109.03(3|
1 @02 E
1 h. 101 SUPIA. so In Iahuu. 30 c.u.f2( 139, 160 B.R. 131 (B.A.I*. 9ili Cir. 199.1)

(ihc definition of "person” in scciion 101(41) fixes eligibility for purposes of sceiion 109(dq) anil
only an entity that is a "person” is eligible lo be a debtor).
In

EEg 11 U.S.C. 8§ 302 (only husband and wife nitty file ajoint case). h. 302
unneman. 29 C.B.C.2d 52. 155 B.R. 197 (Bankr. S.D. Ill. 1993) (although a partnership may
he a debtor in bankruptcy in its own right, it may not jointly seek relief with any oilier person,

including a partner).

IMillhcw Bendc, A Co.. Inc) ItteIM—IO T Puh.JISI
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II'is nolcworlhy (lint ihc exclusion of banking inslilulions is slated in
ncompnssing language, covering “domestic insurance company, bank,
avings bank, cooperative bank, savings and loan association, building and
inn association, homestead association, a small business investment
ompany licensed by the Small Business Administration under subsection
') or (d) of section 301 of the Small Business Investment Act of 1958,
redil union, or industrial bank or similar institution which is an insured
ank as defined in section 3(b) of the Federal Deposit Insurance Act" (as
‘ell as foreign entities of the same nature when engaged in business in
te United Slates). Expansive language was chosen to ensure that the
xccption would lie staled in terms current with banking laws.

109.04. Who May Be a Debtor Under Chapter 9.

fll— Statutory Criteria for Chapter 9 [eligibility; § 109(c).

section 109(c) sets forth Ihc statutory criteria for eligibility as a chapter
debtor.

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

f21— Burden of Proving Eligibility for Chapter 9 Relief.

The burden of establishing eligibility for relief under chapter 9 lies with
he debtor seeking relief.1 This burden should be liberally applied in favor
if granting relief. However, chapter 9 is not a sanctuary to be employed
0 escape political disputes.2 To effectuate the chapter 9 objective of
Tomoting the rehabilitation of financially distressed municipalities, the
ligibility requirements for relief under chapter 9 should be construed
mmadly3 to provide the maximum access to chapter 9 consistent with the

U 109.04.

1IN I8 Hamilton Creek Metropolitan Hist., 143 F.3tl 1381. 1385 Cloth Cir, 1998); IN [& Town
w Westlake, Texas, 38 C.B.C.2d 1046. 1047. 211 B.R. 800, 862 (Bnnkr. N.H. Texas 1997); |r|
| county of Orange, 183 B.R. 594, 599 (Bnnkr. C.D. Cnl 1995): IN € City of Bridgeport, 25
,B.C.2d 269, 272, 129 B.R. 332, 334 (Bnnkr. D. Conn. 1991).

2see IN IE Town Or Westlake, Tcxns, 38 C.B.C.2d 1046, 211 B.R. 860 (Bnnkr. N.D. Texas
997) (when debtor confronted political dispute over who had ntnhorily lo sign cheeks, filing chapter
case was not in had faith hut debtor did not meet eligibility requirements).

3 S. Rep. No. 458. 94th Cong., 2d Sess. 13 (1976) ("The provisions of the chapter |9| should

rovide ready access to the bankruptcy courts. Il is during the first steps of reorganization that

ilkow Ractr Ay, I) [IMM—WY il
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constitutional limitations of the Tenth Amendment.4 Congress did not
include in chapter 9 a requirement that idebtor had to file with its petition
a reorganization plan agreed to by at lesst 51% inamount of its creditors,9
nor did it require the debtor to engage in prepetition negotiations with
respect t a specific plan of adjustment.0 To broaden access to chapter
9, these requirements, found in chapter 9 s predecessor, were intentionally
not carried over imo chapter 9.7 "|Pe suggestion Ml 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 the debtor before their rights arc further
impaired by the provisions of section 362 of the Code."0 is a odds with
the rehabilitative purposes of chapter 9. Similarly misplaced is the
suggestion that constitutional concerns require a limitation on chapter 9
acoessibility.9 The structure of chapter b itelf sufficiently satisfies
constitutional requirements by making chapter 9 voltmialy. preserving the
state’s authority to control a municipality’s exercise of political or
governmental powers (section 903),10 and prohibiting the court Imm
interfering with political or governmental powers, property, or revenues
of the debtor, or (lie debtor’s use or enjoyment of income-producing
property (section 904) .11 Accordingly, it isredundant and illogical lo limit
application of specific provisions of chapter 9 because of constitutional

conceims.

delay could cause die mnsi permanent harm.”). S€€ also In re City til Bridgeport. 128 B.R 6X8.
694 (Bankr. D. Conn. 1991) (“It is noted that generations of decisions have established the plaee
of bankruptcy in federal public policy and have held that in general bankruptcy laws are in be
liberally construed and ambiguities arc In lie resolved in favor ol the full measure ol relief allorded
by Congress.").

4 |n re Sullivan County Regional Refuse Disposal Dist.. 165 B.R. 60. 73 lltankr, D.N It. 1994)
[Inl see In re cottonwood Water anil Sanitation Dist., 26 C.It.C 2d 1786, 1793, 138 It R. 971.
974, 979 (Bankr. D. Colo. 1992).

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

GSee Bankruptcy Act Section 84(2), former Il 11SC. 841)4 fl07hV

7 See 1900.02 infra.

9 IN 18 cottonwood water and Sanitation llisl.. 26 C.B.C.2d 1786. 1793, 138 It R. 973. 979
(Bankr. D. Colo. 1992) (interpreting section H)9(c)(5)(B> to recpiire prepetition negotiations
regarding a plan of adjustment that would he implemented pursuant to section 941).

9 INTe sullivan County Regional Refuse Disposal Dist., 165 It R. 69. 82 litankr D.N.II. 199.It

(suggesting that access lo chapter 9 relief is a difficult task).

10 See Ch. oos infra.
11 See eh. 904 infra.

iM.uhcwnokWac.i.inc. ‘M w f-am
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[31— Elijjibilify Rcqtiircmcnls for Chapter 9 Relief.

[a]- The Debtor Must He a “Municipality” to He Eligible
tinder Chapter 9.

Only an entity that isa "municipality" iseligible for reliefunder chapter
9 of the Bankruptcy Code.12 "Municipality" is defined to mean “political
subdivision or public agency or instrumentality of a State."12 This
definition is identical to the language in section 84 of the 1976 municipal
bankruptcy legislation.14 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.”19
In fact, section 81 of the 1937 Act did not refer to “political subdivisions™
and defined public agencies and instrumentalities collectively, without
differentiating between (be two.16 The suggestion that the three categories

12 11 U.S.C. § 109(c).

13 11 U.S.C. § 101.
14 Bankruptcy Aci §84. former Il U.S.C. §404 (197fi); Il.R. Rep. No. 086, 94ili Cong.. 1st
Sess. 20 (1975).

19 IN I€ sullivan County Regional Refuse Disposal Disl.. 165 ILR. 60, 73 (Bankr. D.N.11. 1994).

Hm see In 1T cottonwood water anil Sanitation Dist., 26 C.ILC.2d 1786. 1703. I3R B.R. 973.

074. 970 (Rankr. P. Colo. 1092)
10 Section 81 ol' the 1°37 Act. as finally amended in 1046. granted jurisdiction to the courts

of bankruptcy:
[Flor the composition of indebtedness of, nr authorized by, any of the agenCieS nr
instrumentalities nereinafter named, payable (a) nut of assessments nr taxes, or both, levied
against and constituting liens upon property in any of said agencies or instrumentalities, 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, nr 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 to tltc improvement of lands therein for agricultural purposes; or (2) local improvement
districts, such as sewer, paving, sanitary, or other similar districts, organized or created for the
purposes designated by their respective names: or (3) local improvement districts, sttclt as road,
highway, or other similar districts, organized or created for the purpose of grading, paving, or
otherwise improving public streets, roads, or highways; or (4) public-school districts or public-
schaol 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 port,
navigation, or other similar districts organized or created for the purpose of constructing,
improving, maintaining, and operating ports and port facilities; or (6) incorporated authorities,
commissions, or similar public agencies organized for lhc purpose of constructing, maintaining,

(Mmhcw Rentier A Co.. fnc.l IRAM—fIW  hjb219j
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“political subdivision,” “public agency" and "“instrumentality of a Slale"”
should be defined exclusively by the categories of agencies and instrumen-
talities set forth in section 81 of the 1937 Actl7 is misplaced because ihc
Bankruptcy Code definition of municipality is strikingly dissimilar lo the
language of section 81 of the 1937 Act; the suggestion fails lo give effect
to Congress’ intention to broaden the definition of “municipality.”

[i]—Political Subdivisions.

A political subdivision includes a county, parish, city, town, village,
borough, township or other municipality.10 It docs not include the slate
itself. Accordingly, a slate is not an eligible entity.

fii]— 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 manner of public
improvement districts, school districts and revenue-producing bodies that
provide services that are paid for by users rather than by general taxes,
such as bridge or highway authorities, gas authorities and the like.19

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

village, borough, township, or other municipality . ...
Bankruptcy Act §81, former Il U.S.C. §404 (1076) (emphasis added). Not on.y did section
81 not differentiate between the "agencies or instrumentalities hereinafter named," hut the language
used in section 81(6) ("organized for the purpose of constructing, maintaining and operating
revenue-producing enterprises”! is strikingly similar to that used in section 81(1)|"organized or
created for the purpose of constructing, improving, maintaining, and operating certain improvements
or projects"), section 8I(2)|"organizcd or created Cor the purposes designated by their respective
namcs”|, section 81(3)("organizcd or created for the purpose of grading, paving, or otherwise
improving public streets, roads, or highways"!, section 8I(4)|"nrgnni/.cd or created for the purpose
of conslmcting, maintaining, and operating public schools or public-school facilities"!, and section
81(5)("organizcd or created Tor the purpose of conslmcting, improving, maintaining, and operating
ports and porl facilities"!.

17see IN I€ County of Orange. 183 B.R. 594, 600-603 (C.D. Cat. 1995) (arguing that section
81(7) defined political subdivisions, section 81(6) delined public agencies and sections 8O M 5)
defined instrumentalities).

18866 former Bankruptcy Act §81(1); |n e County of Orange, 183 B.R, 594. 601I, n.I6 (C.P.
Cal. 1995).

19see IN I8 Cottonwood Water and Sanitation Dist., 26 C.B.C.2d 1786, 138 B.R. 973 (Bankr.

D. Coin. 1992).
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[iii]— Instrumentality of a State.

The modifying phrase “of a Slate" has been read to be limited to an
instrumentality of a state, thereby excluding an instrumentality of a
municipality.20 This reading is incorrect.2l The phrase “of a Slate" should
he read to mean that the political subdivision, public agency or instrumen—
tality must be subject to control by state or municipal authority.22

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

The Bankruptcy Reform Act of 1994 23 amended section 109(c)(2) to

require that a municipality he “specifically authorized, in its capacity as

1 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 Ihc preexisting law, which required only general

20See In re County of Orange, 181 B.R. 594, 603 (C.D. Cat. 1995). The bankruptcy court re-
eded the argument that die Orange County Investment Pool, as an instrumentality of the County
jf Orange, fell within the meaning of instrumentality of a state on the grounds that the definition
if municipality was not drafted in parallel with the definition of governmental unit to specifically
include an instrumentality of a municipality, and that including an instrumentality of a municipality
within the definition of an instr»mcnialiiy of a state would raise Constitutional concerns, ||t These
arguments arc 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 an instrumentality of a municipality as an eligible chapter 9 dchtor. Congress
intended the definition of municipality to be expansive, and the lesser (instrumentality of a
municipality) is included within the greater (instrumentality of a state). Further, the suggestion
that lhc Orange County Investment Pool was not an instrumentality of the stale is belied by the
fact that the "existence" of the Pool depended, as ihc bankruptcy coun recognized, upon enabling
state legislation.

21 SEe ch. 903 SUPM.

22 IN T@ Ellicott Schaptcr flidg. Auth.. 150 B.R. 261, 264 (nankr. D. Colo. 1992). [N I8 westport
Transit Dist., 30 C.B.C.2d 1786. 1791. 165 B.R. 93, 95 (Bankr. D. Conn. 1994) (Westport Transit
District created by the Town of Westport) (C|t|ng [ln [€ Greene County llosp., 59 B.R. 388. 389
(S.D. Miss. 1986)). See also In re suliivan County Regional Refuse Disposal Dist., 165 B.R. 60.
73 (Bankr. D.N.H. 1994) (disposal districts formed by member towns and cities pursuant to state
law were defined as "body politic and corporate” under applicable state law and thus constituted
municipalities within the meaning of section 101(40)).

22 Pub. L. No. 103-394, 103d Cong.. 2d Sess..T08 Slat. 4106 (enacted on October 22. 1994,
effective In cases commenced on or after that date) reprintEd in App. Pt. 9(a) infra. See+ 900.LH|6)
infra

24 11 U.S.C. § 109(c)(2).
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authorization.29 The one court that has addressed section 109(c)(2)
concluded that state law must provide express written authority for a
municipality to file; the authority must be "exact, plain, and direct with
well-defined limits so that nothing is left lo inference or implication."26

With the passage of the 1994 Act and in light of the Orange Comity
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 mny not be eligible
to be a debtor under chapter 9.27

fc]- The Insolvency Requirement for Chapter 9 Eligibility.

To be an eligible chapter 9 debtor, the municipality must be “insol-
vent.” 28 Section 101 of the Bankruptcy Code defines "insolvent™ for

municipalities:29

“insolvent’’ means—
* % %

(C©) with reference t a municipality, financial condition such thet ihc
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 lo pay its debts as they become due.

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

2a See (900.LI1[6] infra

26 Inre County of Orange. 183 B.R. 594, 604 (C.D. Cal. 1995). The bankrupth court in Orange
County concluded that Cal. Gov't Code § 53760, which authorized instrumentalities ol the State,
as defined in section 81 of die 1937 Act, In file for relief, was not specific authorization for the
Orange County Investment Pool to be eligible as a chapter 9 debtor because section 81 ol the
1937 Act did not refer to an investment fund.

27 For a listing of states which have passed legislation specifically authorizing n municipality
to commence a chapter 9 case sec App. Pi. 44 & App. Pt 44-980 n2431 infra.

29 1 US.C. §1090)3).
29 Pub. L. No. 100-597. § 1(1988). reprinted in App. Pt. 41(g)(ii) infra.
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over nonexempt assets at fair market value.30 The use of this concept in
chapter 9 was somewhat artificial, since a municipality cannot be liqui—
dated under the 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 mailer cither of stale constitutional
or statutory law or public policy.® 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 itenacted the 1988 Amendments.

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

The determination of insolvency should be made as of the elae of the
petition.33 Municipalities need relief under chapter 9 by reason of their
inebility t raise sufficient revenues through taxes or otherwise to meet
their debts as they mature.3« Under former Chapter IX, a municipality was
unable to meet its debts as they mature when it had exercised its taxing
authority to the fullest extent permitted by applicable law or by the
municipality’seconomy and was still unable to meet tsdebts.30 The 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

30Srr en. 101 .Utlin,

31 SIT 1 900.01 (12 infra. Uni SEE Fano v. Newport Heights Irr. Disc, 11d F.2d 562. 565 (9lh
Cir. 1940) (comparison of assets and liabilities).

325. Rep. No, 100-506. 100ih Cong., 2d Scss. 10 (1988), feprinted in app. pt. 3 1 infra.
Hm SIr In rr city of weliston, 11 C.B.C. 2d 512. 42 R.R. 348 (Bankr. HP. Mo. 1984) (municipal
debtor sought release of prepetition garnishment of bank account).

33 IN € Hamilton Creek Metropolitan Dist., 143 F.3d 1381, 1384 (10th Cir. 109R); IN I€ Town
of Westlake. Texas, 38 C.B.C.2d 1046, 1050. 211 B.R. 860. 864 (Bankr. N.D. Tex. 1997).

34 S6e 1900.01(1] infra.

39 Moody v. James Irr. Dist.. 114 F.2d 6R5, 6R7 (9llt Cir. 1940); IN I€ Corcoran Irr. Dist., 27
F. Sttpp. 322. 326-27 (S.P. Cal. 1939), n ffil snli naiit., Ncwhnusc v. Corcoran Irr. Pist.. 114 F.2d
690 (9th Cir. 1940). It docs not matter in determining ability to pay debts whether the municipality's
bonds have yet matured. It is sufficient if the municipality is unable to meet current interest
payments. Lorhcr v. Vista Irr. Pist.. 127 F.2d 62R. 638-39 <9(h Cir. 1942). Similarly, the fact that
a municipality has partially consummated a plan of adjustment before filing a Chapter IX petition
and thereby reduced its obligations by lhc time the petition is filed “docs not have any bearing
on the question of insolvency." West Coast Life Ins. v. Merced Irr. Pist., 114 F.2d 654. 677 (9th

cir. 1940). Cf. 11 u.s.c. s946.
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property or private activities within the municipality lo support the bixes
imposed. For example, inan irrigation or drainage district, if farm prices
are sufficiently low that the land cannot be farmed profitably and 4ill pay
the taxes imposed, the taxes imposed arc 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.3%

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 isunable to meet its debts as they mature.37 The purpose of chaplet
9 Is o permit debt adjustment. Thus, whenever a municipality Is unable
1o pay its debts, it should have access to the debt adjustment procedure

As one court commented:

[T]he mere contingency that the District could improve its firacial
situation by increasing its rates does not alter the fect that at the present

time the District cannot meet its debts as they mature.3

[ii]- The Chapter 9 Insolvency Standard of Not Generally
Paying Debts as They Become Due.

A municipality is insolvent and therefore within this eligibility require
ment If it is generally not paying its debts as they become due, unless
the debts are the subject of a homl fide dispute.39 Reliance on this portion

36 Sre 1900.LI | infra

37See In 1€ Fiicoti schapler Bldg. Auili., 15 B.R. 261, 265 (Bankr. Il. Colt'. 1992); IN =
villages Ml Caslicrnck Mdro. Disi. No. 4. 145 B R. 76, H4 (Bankr. 1). Colo. 1990); IN [T sullivan
Couniy Regional Refuse Disposal Dist ,165 B.R 60, 75-76 (Bankr. D.N.Il. 1994) (failure lo lew
a special assessment does not preclude a claim of insolvency); |n [T I'lcasani View Util. Dist.
24 B.R. 632, 639 n.6, (Bankr. M.D. Tcnn.l, nff”, 27 B.R. 552 (M.D. Tenn. 1982). Some courts,
however, rely upon a debtor's failure to exercise (nr consider) lax assessments as a means to solve

its financial difficulties as 3n indicia of bad faith. Srr, e.g.. |n [T sullivan County Regional Relii'c
Disposal Dist., 165 B.R. 60. 76.

38 IN IT Pleasant Vview Illil. Dist., 24 B.R. 632. 639 n.6. (Bankr. M.D. Tenn.), 0ffti, 27 B R
552 (M.D. Tenn. 1982). This reasoning would not apply equally at plan confirmation, when Un-
fair and equitable rule, if invoked, requires use of the taxation power to the fullest extent, S’<

ch. 943 infra.

30 SIT IN IT Town ol Westlake, Texas. 38 C.B.C.2d 1046. 1050. 211 B.R. 860, 86-1-865 (Bankr
N.D. Tex. 1997) (when debtor was current on 76% of its obligations and was delinquent on 24';
due lo a "temporary political dispute over authority lo sign cheeks from admittedly ample funds.'

the debtor was not insolvent by reason of "generally not paying its debts as they become dne'i

IMIRw trndfi * v Iul | WANC- 10 19
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T (he definition may obviate the need for litigation over avility to pay,
ecause proof of nonpayment s generally simpler than proof of inebility
>pay. In most circumstances, proof of nonpayment may amount to proof
T inebility, Tor municipalities, invested as they are with the public trust,
ill generally cease paying only incircumstances inwhich they arc unable
>pay or if the dchts arc in bona fide dispute. However, general nonpay-
tot of undisputed amounts may not by itself qualify the municipality
s eligible for chapter 9. Similarly, nonpayment of debts which are not
ct due does not constitute "not generally paying debts as they come
lie."20 For purposes of the “unable to pay" test, qualifying unpaid debt
Hist be “unconditionally owing and presently enforceable."4l One court
as held that debt which accrues, but is only payable if a cash flow
vailability lest s met, is not "due™ when the test had not been met and
ms the accrued obligation was not payable.42 If the nonpayment is not
igood faith, the case may be dismissed under section 921(c) for failure
>meet the requirement that the case be filed in good faith.43 While
Anpayment in bad faith may differ from filing the chapter 9 petition in
id faith, bad faith nonpayment may constitute a strong clement of proof
fa bad faith filirg.

Nonpayment by reason of a dispute will not render a municipality
isolvant ifthe municiipality has the ability to pay, because of the exception
the definition. While a similar exception forhnnafule disputes insection
13(b)(1)44 protects a commercial debtor from an involuntary petition by
creditorwith whom ithas the dispute, such an exception in the definition
>municipal insolvency has a less important protective effect in chapter
.since a municipality is not subject ® an involuntary petition. The
(ception should prevent a financially healthy municipality from using a
lapter 9 petition to obtain a stay pending appeal of an adverse judgment,
nee the nonpayment by reason of the dispute will take the nonpayment
it of the definition, and the municipality will not be “insolvent” unless
is also unable t pay the debt if the judgment is affirmed. The effect

40/h re Hamilton Creek Metropolitan Dist.,143F.3d 1381. 1386 (10th Cir. 1998) ("|U|ndcr

rash How analysis of insolvency, obligations that arc enforceable only if cash How is available

nnnt, by definition, render a debtor insolvent.").

41 In rr Hamilton Creek Metropolitan Dist..143F.3d. 1381. 1385 (H)tli Cir. 1998).

42 In re Hamilton Creek Metropolitan Dist..143F.3tl. 1381, 1385 (10th Cir. 1998).

43 11 U.S.C. §921(c). See ch. 921 infra.

44 11 U.S.C. §303(h)(1). Srr ch. 303 sn/irn.
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of this provision will be mitigated lo the extent that the municipality”s
assets are exempt from process and the municipality is thereby otherwise
able under state law t prevent the payment of the judgment until appeals

are exhausted.

fiii} The Chapter 9 Insolvency Standard of Rcing Unable
Pay Debts as They Recome Due.

The “unable to pay" test s in addition lo the “'generally not paying®
test discussed above. A municipality may actually he paying its debts
generally as they mature at the petition dale yet stll be unable to pay in
the future. Thus, the "unable t pay” lest "'requires a prospective analy—
sis.”™49 Otherwise, the two tests would be redundant. However, tin
application of the unable to pay test should not look too far into the future
One court has held that the test should be applied only to the municipality’s
"current fiscal year or, based on an adopted budget, in its next fiscal
year.”48 The court also concluded thet the evaluation “should be judged
by a cash flow, not a budget deficiency, analysis,” on the ground thet &
was cash, not budgeted amounts, thet isused to pay debts as they mature._43
The mere fact that a municipality has adopted a budget that reflects a cash
flow shortfall is not independently sufficient to meet the requirement ol
the "unable to pay" test. An adopted budget must be evaluated in ligt
of past and current practices, the practices of similar municipalities, and
the extant facts and circumstances. The obligations with respect lo which
there is a projected shortfall must be inescapably due and the prospect
that they will not be paid must be certain, not a mere possibility or a
speculative probability.48 A municipality cannot deliberately budget 01
spend Ttelf into insolvency when other scenarios arc possible.49

49 In re Hamilton Creek Metropolitan Dist.. 143 F.3tl. 1381. 1384 (ll)ili Cir. 1998); In rr Citj
or Bridgeport, 25 C.B.C.2d 269. 277, 129 B.R. 332, 336 (Bankr. D. Conn. 1991).

49 h!., 129 B.R. 332. 338.

42 M. 129 B.R. 332, 337.
48 In re Town of Westlake. Texas. 38 C.B.C.2d 1046. 1052. 211 B.R. 860. 866 (Bankr. N.D

Tex. 1997),
49 In re Town of Westlake. Texas, 38 C.B.C.2d 1046. 1053. 211 B.R. 860, 867 (Bankr. N.D.

Tex. 1997). However, the possibility that taxes can be assessed to pay municipal debts does not

preclude a finding of insolvency. In re Ellicott Scbapter Bldg. Audi., 150 B.R. 261, 265 (Bankr.

D. Colo. 1992); In re City of Columbia Falls, Montana. Special Improvement Dist. Nos. 25. 26

and 28. 1991 Bankr. LEXIS 905 (Bankr. D. Mont. 1991).
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fd]— Tlic “Desire to Effect a Plan" Requirement for Chapter 9
Eligibility.

A municipality must "desire to effect a plan to adjust such debts."30
This language was also found in the 1937 Act3l and the 1976 Act.32 It
isan element of the “good faith" requirement of section 921(c).33 It simply
requires that the purpose of the filing of the chapter 9 petition not simply
he 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;34 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
hecause it demonstrated a postfiling desire to effectuate a plan of adjust-
ment.33 This same court also concluded that the debtor’s preliling 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)CB) or 921(c).36 The desire to effectuate a plan of
adjustment does not necessarily mean that the municipality must yield to

creditor pressures.37

fe]—The Creditor Negotiation Requirement for Chapter 9
Eligibility.
The final requirement was inserted by Congress to prevent the capricious
filing of a chapter 0 petition.30 n supplements and reinforces the last

301 US.C. §inwew).
31 Bankruptcy Acl § Rita), former |l tl.S C. § 401(a).

32 Rnnkruplcy Acl § H-l. former 11 11.S.C. § -104.

33 11 U.S.C. §021(c).
34 S8 IN FCTown of Westlake. Texas. 3R C.B,C.2d 1046. 105.V54, 211 B.R. H60, 867 (Bankr.

'J.D. Tex. 1997).
33 In IEsullivan County Regional Refuse Disposal Dist., 165 B.R. 60. 76 (Bankr. D.N.ll. 1994).

30 IN IT sullivan county Regional Refuse Disposal Dist., 165 B.R. 60, 76-K2 (Bankr. D.N.11.
1994).
07 |n Elltcott Scltaplcr Rldg. Auth.,

30 S8 INICTown or westlake. Texas. 18 C.B.C.2d 1046.1054. 211 B.R.860.867-68 (Bankr.
1997) (suggesting that section 109(c)(5) requires that amunicipalityhave an intent to

150 B.R. 261, 265 (Bnnkr. D. Colo. 1992).

4.D. Tex.
legotiatc with creditors and not leave them unimpaired).

Millhtw Drmtcr ft C«. Inc.) PuhJIvi
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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,39 but
represents a departure from the 1937 Act. Under the 1937 Acl, a municipal-
ity was required to present to the court a reorganization plan that had been
agreed to by at least 51% in amount of its creditors.00 in keeping will)
the limited purpose 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 Ihc plan.6* As early as 1973, the require-
ment that an accepted plan be filed with the petition was recognized as
anachronistic and unsuitable.02 Mouse and Senate versions of the 1976
legislation both attempted to do away with this requirement entirely.63 The
1976 amendment was made necessary by the 1975 financial crisis that
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 1976 amendment eased the filing requirements to permit ihc Chapter’s
use by a sizeable city.64 However, the skittishncss of the municipal bond
community about a municipal bankruptcy law with "virtually limitless"
access03 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 9 was reminiscent of Ihc opposition of the bond
community to (he original Municipal Bankruptcy Act in 1934.66 It failed
to recognize, however, what became of that opposition by 1946,87 and
shortsightedly imposed a cumbersome and unnecessary procedure on

distressed municipalities.

39 Bankruptcy Act 8§84, former 1l U.S.C. §404.
00 Bankruptcy Acl §81(n). former I U.S.C. S4(LL(;i).

01 See 1 900.LI1 infra.

62 | Commission on the Bankruptcy Laws of the United Stales. Report. I1.R. Doc. No. 91-117.
91d Cong., Ist Scss. 274 (1971), refirimeil in App. Pt 4(c) infra.

63 H.R. Rep. No. 9686, 94th Cong., 1%t Sess. 6-7 (1975); IL.R. Reg. No. 4.18. %4th Cong., 2d
Sess. 1 (197651 (Conference Report).

04See 1 109.04[3) c|[iiil infra.
03 1I.R. Ref. No. 686, 94th Cong., st Scss. 6-7 (1975); 11R. Rep. No. 918. 94th Cong.. 2d

Sess. 3 (1976) (Conference Repnn).
89 See 19001.11 in/m.
67See 1900.Lit infra,
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The compromise provides four virtually meaningless alternatives.
fi]- Alternative H1: Agreement or 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 tinder [chapter
9].”®° This requirement is the same as that contained in the 1037 Act,09
with the exception of the use of the word “impair.” which is a concept
new to the Bankruptcy Code.70 Under lhc former Bankruptcy Act. the
word used was "affected.” which had a similar purpose.

[ii]— Alternative Il 2: Negotiated in Good Faith but Failed to
Obtain Consent of Creditors.
I

The second alternative is that the debtor “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 debtor]
intends to impair."7" This provision was inserted in recognition of the
possibility that the debtor could not obtain the consents il needed by reason
of recalcitrance among creditors, but could still confirm a plan of reorgani-
zation under chapter() by use of the cram down power.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

Bn Il U.S.C. 5 IWeV.SIfAV See New Smyrn.i-Pd.nml Pinning' Pisi. v. Thomas. 211 F.2d 338
(Sili Cir. 1Q5M. In Ilml rase, die district cnurr dismissed die petition for defects in die plan, hut
grained leave to amend. The debtor filed an "amended plan.” hut relied on prior consents lo die
original plan, nrcuing dial die new plan was more favorable lo creditors. The conn of appeals
upheld dismissal of die amended plan and petition on die grounds dial Ilhc plan was a new plan,
not a modification of the original plan, and that the prior consents to one plan could not tie counted
inward lhc new plan.

69 Bankruptcy Acl ©83(a). former Il U.S.C. {j403(a).

70 See ch. 1124 infra.

7' Il U.S.C. § IOMcHSHR).

77 11 U.s.C. 5 112'(i). SIT cirs. 0413 and 1121 infra.

73 ”r” Sullivan County Regional Refuse Pispnsal Pist., 165 R.R. AO. 78 (Rankr. P.N il. 1904).

IktinScw nemvr * Cn.. tnc1 nMM-tVK ruhjlil
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Act, does not make reference to negotiations with respect to any specific
plan of adjustment.74

Just how vyielding a debtor must be in its prepetition negotiations will
be subject to judicial review based upon the specific facts.73

[iii]- Alternative Il 3: Negotiations Are Impracticable.

The third alternative is that Ihc municipality "is unable to negotiate with
creditors because such negotiation is impracticable."7®@ 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
arc exceedingly numerous and arc frequently in bearer form. Under these
circumstances, negotiation is difficult at best, because of the extreme
difficulty in identifying 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.70

74 Com/tare Rnnkruplcy Acl Section 84(2). former 11 U.S.C. § JIM (1076> (requiring tlial prepc-
tiilon ncgmiaiions he wiili rcspccl lo a plan of suljiislrncui) W|th setiinn |f)9(c)(5)(R) (no reference
to ncgoiiations being held wilh respect (o a plan or adjustment).

73 Compare In re sullivan County Regional Refuse Disposal Dist..165 R.R. 61), 76-79 (Rankr.
n.N.Il, 1994) (dchtor never set forth a comprehensive workout plan dealing with all of its assets
and liabilities in terms comparable to a plan of adjustment, ignored unambiguous contract rigbis
of creditors and failed to exercise tax assessment powers) |V|||| |n iV lillicotl Schapler Rldg. Audi..
150 R.R. 261, 266 (Rankr. D. Colo 1992) (debtor dirt not negotiate in good faith where ii indicated
that the economic terms of its proposed plan were nonnegotiable); an” |n > Villages At Castle
Rock Metro. Dist. No. 4. 145 R.R. 76, 84-86 (Rankr. D. Colo. 1990) (debtor's meetings wilh
institutional bondholders to develop a financial model anti lo reach a conceptual agreement held
to be sufficient). S€C aha la re cottonwood Water and Sanitation Dist.. 26 C.R,C.2d 1786. 1793,
138 B.R. 973, 979 (Bankr. D. Colo. 1992) (requiring an evidentiary hearing on the scope ol
prepetition negotiations).

70 11 U.S.C. & 109(c)(5)(C).

77 IN e sullivan County Regional Refuse Disposal Dist.. 165 R.R. 60, 79 n.54 (Rankr. D.N.II.
1994) (section 109(c)(5)(C) is "intended lo cover situations in which a very large body of creditors
would render prcliling negotiations impradr ') (citing TreatiSE).

to |n re Orange County. 183 II.R. 594. 61 C.D. Cal. 19'»5] ("The OCR* had no lime to enter
into negotiations with its participants before acting to protect us portfolio assets.")
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fiv|— Alfornotivp Il 4: Preventing Creditors from Obluinirig
Preferences.

The fourth alternative is that the debtor "reasonably believes that a
otlitor may attempt to obtain a preference."79 This provision is derived
on the second paragraph of Section 83(c) of the 1937 Act, which
rmittcd the debtor to obtain from the bankruptcy court a stay against
gressive creditor action while it was attempting to negotiate a plan of
juslmecnt. Rather than requiring a municipality to seek stays piecemeal
did the 1937 Act, chapter 9 of the Code permits the municipality to
i its petition and obtain the benefits of the Code’'s automatic stay80 while
negotiates its plan wilh creditors, when aggressive creditor action may
ailt in a preferential payment, which by its nature is unfair to other
ulitors. One court has suggested, without analysis, that a debtor cannot
isonably believe that a justifiable prcbankruptcy termination of an
ccutory contract constitutes an avoidable transfer under section 547.81
it perhaps, under certain circumstances, a termination of an executory
ntract can constitute a transfer that is potentially avoidable under section

7@

109.05. Who May Be a Debtor Under Chapter 11,

The criteria for eligibility for relief under the provisions of chapter 11
¢ set forth in section 109(d), which provides that “(olnly a person that
ay be a debtor under chapter 7 of this title, except a stockbroker or a
immodity broker, and a railroad may be a debtor under chapter 11 of
iis title." As under chapter 7, entities that do not qualify as "persons"
ndcr section 101 are not eligible to be chapter 11 debtors.l However.

79 it u.s.c. § inofcM.Mtm.

80 It U.S.C. §8 .362. 922; rbs. .362 and 922 INffa.

81 |n re Sullivan Conniy Regional Refuse Disposal Dist.. 165 B.R. 60. 76 n.50 (Rankr. D.N.II.
~94) (retying NN tn re Jermoo's Inc., 38 n.R. 197, 203-04 (Bnnkr. W.D. WIS. 1984)) (noting
at it would be surprising to read transfer lo include a justifiable prebankruptcy termination of
i executory contract).

82 See 11 U.S.C. 8§ 101(54) (broad definition nr transfer; a property interest of the debtor would

ivc lo be found),

1 109.05.

1see*! 109.03 SUPIA fora discussion of the eligibility requirements under chapter 7. //i re Consli-
tional Trust #2-562. 23 C.B.C.2d 1577. 114 n.R. 627 (Bankr. D. Minn. 1990) (trusts that have
their principal purpose the preservation of property held for the benefit of beneficiaries are not

WK Co. w3
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a decision of ihc Court of Appeals for the Second Circuit suggests tet,
notwithstanding the common definition, the analysis may be different in
chapter 11 than in chapter 7 because state law may permit an entity in
dissolution proceedings tn liquidate but not lo reorganize.2

ri]— Individual Not Engaged in Business May Be Chapter Il
Debtor.

The Supreme Court in Toihb v. Radio//,3 relying 0L the "plain language"
of section 109, held that an individual debtor 1101 engaged in business could
reorganize under chapter 11. In holding that the Code contains nn ongoing
business requirement for reorganization under chapter 11, the Court
resolved a split of authority between the Eighth and Eleventh Circuits.4
While most debtors commencing eases under chapter 11arc corporations,9
individuials® and partrerships may also become debtors under chapter 1L
A joint chapler 11 ease may be filed, but only by a hushand and wife.7
The most common use of chapter 11 by individuals not engaged in business
is by those who wish to reorganize but whose debts exceed ihc chapter

13 debt limits of section 109(c).8

[21— Stockbroker or Commodity Broker May Not Be Chapter 1!l
Debtor.

Stockbrokers and commodity brokers may only be liquidated under
suhchaptcrs MI and IV, respectively, of chapter 7.8 Those siibchaplers are

recognized as business trusts anil, therefore, cannot use that statutory category to become eligible
8 a chapter 11 debtor).

2Inre C-TC Stit Ave. Partnership. 113 F.3d 1Jtkl. 38 C.R.C.2d 115 (2d Cir. 1997) (New York
ﬁartnershlp in dissolution not ell%mle lo be debtor in chapter 11 because it was not permitted to
ave ongoing business tinder stale law).

3501 US. 157, 111 S. Cl 2197. 115 1. Ed. 2d 145, 24 C.IIC.2d 1179 (1991).

4 In re Toihb, 902 F.2d 14. 15C.B C.2d 1043 %K_ill Cir. 1990), Wnntsganz v. Boatmen's Bank
8_r Dclsgggg 804 F,2d 503, 13 CR.C.2d 910 (8lIt Cir 1986); tn re Moog. 774 F 2d 1071 tilth
ir. :

9 For a discussion of debtor eligibility for a dissolved corporation, see 'l 109.0211[a| j/v/mt

®Toihb v. Radloff. 501 U.S. 157. 111 S. Ct. 2197, 115 L. Fd. 2d 145. 24 C B.C.2d 1179(1991).

71 US.C. §302 See In re Funncman, 29 C.II C.2d 52. 155 RR. 197 (Bankr. S.D. IIL. 1993[2
(allbnugh a partnership may be a debtor in bankruptcy in its ownright, itmay mu jointly see
relief wilh any other person, including a partner); eh “302, infm

8 See 'l 109.06| 21 infm.

8See Inre Co Petro Mklg. fimnp. 68(L F.2d 566, 7 C.BC.2d 128 (%it Cir 1982) (discussing
definition ol “commodity broker"); cits. 741 el Set/, infrn
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December ¢, 1999

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

Anchorage, AK 99501-2133

Re:  HB 233
Dear Representative Halcro:

Thank you for giving me the opportunity 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 Stale 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
“municipality.” 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 01.10.06033)(4), a
municipality is defined as “a political subdivision incorporated under the laws of the state
that is a 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. It does not include an instrumentality of the Stale such as the Universjty of
Alaska or a regional educational attendance area established pursuant to AS 14.08 dﬁ].

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

Therefore, Ihc definition of “municipality” in HB 233 should reference the
Federal Bankruptcy Act definition. This would allow instrumentalities of the State to



Representative Andrew Halcro December 6, 1999 Page 2

avail themselves of Chapter 9 protections if they meet the other governing criteria. In

short, if the federal remedy is available, access to that remedy should be authorized under
State law.

J suggest that in HB 233 after the first reference to “municipality,” the following
phrase be added “as defined in the Federal Bankruptcy Act ”

Thank you for your time and consideration.
Sincerely,

JERMAIN, DUNNAGAN & OWENS, P.C.
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Andrew Halcro

State Representative

716 West 4 hAvenue, 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 federallaw. See enclosed copy of 11 U.S.C. 8109(c). Aseparate chapter

of the Bankruptcy Code, Chapter 9, provides bankruptcy relief for any municipality, including
those inthe state of Alaska.

In order for a state to utilize this section for protection from its' creditors, however, State
law must specifically authorize a municipality to become a debtor. See 8109(c)(2). Isuggest
you may want to consider rewording the bill to comport with language contained inthe 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)

Halwo-di9.LTlL.wpd
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December 8, 1999

O ur 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

A

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. It was 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, |.€., those that arise after the
petition was filed. In many chapter 11 cases, the combined burden of the additional
administrative expenses imposed by the bankruptcy process itself coupled with the "normal”
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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The foregoing should not be construed as opposition to the proposed hill. 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, Icaution
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 1would 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, it would 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 hill 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."

Inclosing, Ihope that HB 233 is never needed. But its necessity as a prophylactic measure
certainly exists.
Very truly yours,

By.



January 25, 2000

Representative Andrew Halcro
Alaska State Capitol
Juneau, AK 99811

Dear Representative Halcro:

Thank for the opportunity to comment on HB 233, Municipal Bankruptcy. Our
understanding is that passage ofHB 233 allows municipalities the opiion to use Chapter 9
ofthe Federal Tax Code for municipal bankruptcy relief. Chapter 9 was formerly available
to municipalities prior to a change in federal law, but now requires acceptance by state
statute. HB 233 would once again allow municipalities the option of using Chapter 9.
While the option to use the Federal Tax Code as a tool in regard to municipal insolvency,
it would not lessen the ultimate responsibility of the State to assume liability for municipal
dissolutions. Asyou are aware, unfortunately, many communities are being driven into
dissolution due to reductions in municipal revenue sharing programs by the Legislature.
Therefore, the Alaska Municipal League supports the adoption of 11B 233.

Sincerely,
Kevin Ritchie
Executive Din 1ot

CC.  AML Legislative Subcommittee - Revenue & Finance

Member of IThe National League ol Cities and the National Association of Counties
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24 January, 2000

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

Dear Representative Halcro,

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 as needed. 1hope
this session is productive for you and 1 look forward to meeting you again.

Sincerew,

mDfr-Jtmn A. Davis
Superintendent

ci. ). Walsh

"OUR MISSION"
The Mission ol lho Bering Strait School District Is to educate students to become sell-sutliclent productive citizens In
a changing world, recognized lor thotr social, academic, and marketable skills, by providing standards of excellence,
quality programs, and a supportive er ‘ironment lor both traditional Native and Western styles ot learning.
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17 December, 1999

Representative Andrew Halco, Co-Chair
Community and Regional Affairs Committee
716 West 4th Avenue, Suite 620

Anchorage, AK 99501-2133

Dear Representative,

1 want to lend support to your proposed legislation, HB#233, regarding
municipal bankruptcy. Though it is not an option our school district expects
to use, we do feel it needs to be available to all REAA's. According to our
legal team, it is now unclear who would be responsible should an REAA not
be able to meet its obligations.

You previously received a letter from Gary Sleeper, an attorney associated
with the firm our District is represented. We support his recommendation to
make sure REAA's be included in the definition of municipalities. If this was
not your intent or you believe this is not included | would urge you to
reconsider and amend the proposed legislation.

Your efforts in drafting this and moving it on lo the legislative agenda is
necessary and responsible. We consider it a piece of unfinished business that
resulted from the changes made at the federal level.

Should you have any cjuesiion, please do not hesitate calling.

Superintendent

e S. Friedman, Atly.
J. Walsh

"OUR MISSION"

The Mission ol the Bering Stroll Sctiool District Is to educate students to become selt-sulflclent productive citizens In
a changing world, recognized lor their social, academic, and marketable skills, by providing standards ot excellence,

quality programs, and a supportive environment tor both traditional Native and Western styles ot learning.
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MXM _0J* NJCLU M Ma.ch 15, 1999
SUBJECT: Application of federal bankruptcy law to municipalities (Work Order

No. 21-L50675)

T0: Senator Al Adams
Attn: Marla Berg

FROM: Tamara Brandi Cook
Director

You have asked whether a municiprality in this state may file for bankruptcy and directed my

attention to 11U.S.C. 109(c)(2). That federal provision states:

(c) An entity may be a debtor under chapter 9 of this title [11 U.S.C. 901 el
set].] if and only ifsuch entity—
Elf s a mumCIFallty; o . o
2) 1S sgemflcal y authorized, in its capacity as a municipality or
by name, to he 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;
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 under such chapter;, _
~(B) has negotiated in good faith with creditors and has failed to
obtain the agreement of creditors holding at least a majority in amount of the
claims of each class that such entity intends to impair under a plan in a case
under such chapter; _ _ _ o
_ (C) isunable to negotiate with creditors because such negotiation is
impracticable; or . _ .
(D) _reasonabIY believes that a creditor m_ar 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 provision a municipality must meet several criteria hefore it can be a
debtor under chapter 9, one of which is state law authorization, lhave found no provision
under state law that authorizes municipalities to become debtors under this federal provision
or that grants the power lo a governmental officer or organization to authorize municipalities

st 5188
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lo become debtors. So, it appears to be correct that a municipality in this state cannot file
for bankruptcy.

There is another provision, 11 U.S.C. 109gb), that generally permits a "person” lo "be a
debtor under chapter 7 of this title (12 U.S.C. 701 et _seq.{..' However, for almost all
purposes 1! 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,
amunicipality cannot file for bankruptcy under chapter 7.

TBC:qglc
99-093.glc

U2



11 USC § 109. Who may be a deblor

(@ Notwithstanding any other provision of this sectian, only a person thet resides or
has a damicile, a place of business, or property in the United States, or a municipal —
ity, may be a debtor under this title.

() A person may be a debtor under chapter 7 of this titke only if such person B
not—

@ a railroad;

(@ a domestic insurance company, bank, savings bank, cooperative bank, savings
and loan association, building and loan association, homestead association, d
small business investment company licensed bK 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 san insured
bank as defired in section 3(h) of the Federal Deposit Insurance Act (19-USC
1813(h)); or

) a foreign insurance company, bank, savings bank, cooperative bark, savings
and loan association, building and loan association, homestead association, or
credit union, engaged in such business in the United States.

TcfAn entity may be a debtor under chapter 9 of this titke ifand only if such

zﬁﬁs a municipality;

(2) s gererelly-etrthorired specifically authorized, in its capacity as a mun|C|paI|t¥

0r’by name, O be a debtor under such chapter by State law, or by a governmenta

officer or organization empowered by Slate law to authorize such entity to be a

debtor under such chapter,

©® i inoheatt;

(@ desires o effect a plan to adjust such ddits; and

(B)(A) has dbtained the agreement of creditors holding at leest a majority in
amount of the claims of each class trat such entity intends to impair under a
plan ina case under such chapter,
(B) hus regotiated in good faith with creditors and has failed to dbtain the
agreement of creditors holding at lesst a mpjority in amount of the claims ol
each class thet such entity intends 1o impair under a plan in a case under such

chapti

(C) s unable t negotiate with creditors because such negotiation is
impracticable; or

(D) reasonably beliews that a creditor may attempt to ootain a trasfer that s
awvoidable under section 547 of this title.
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Ohio Northern University Law Review

Comment

*1001 MUNICIPAL BANKRUPTCY AI\(IJI?_lE)F()E’FIE%SgS STATE AUTHORIZATION TO BE A
DEBTOR: CURRENT STATE APPROACHES TO MUNICIPAL INSOLVENCY-AND WHAT
WILL STATES

DO NOW?
Daniel J. Freyber-g
Copyrightr 1997 Oliio Northern University Law Review; Daniel J. Freyberg
. Introduction

Municipal bankrulptcy has been controversial since its inception in the 1930s, largely due to
constitutional conflicts between state and federal powers. | NIL The effort to balance powers
reserved to states under the Tenth Amendment [FN21 with the Bankruptcy Clause [FN3J resulted in
significantly limited powers for bankruptcy courts in the context of municipal bankruptcy. fEN4] In
addition tolimiting judicial powers in court cnseB, [FNB1 the Bankruptcy Code tFN6] imposes tight
reshictions on vlio may quality as a debtor under this section, [FN7]

_Congress left the E{rovmons for municipal bankruptcy under Chapter 9 [FN8] virtually undis-turbed
in the Bankruptcy Reform Act of 1994. tFN91 However, a significant change made to section 109(cX2)
[FN10] alters the' manner of determining who_ma}/ be b Chapter 9 debtor, The statute now requires a
municipality to be "specmcall% authorized, in its capacity as a municipality or by name, to be a
debtor under. . . State law, or by a[n suthorized| governmental officer or organization. . . ." fFENII)
Prior to the 1994 change an entity was only required to have general authorization by state law to
become adebtor under Chapter 9. rFN121

*1002 This comment surveys the approaches taken by states to authorize or prohibit municipal
bankruptcy. The author concludes that states liave a duty to enact statutes regarding the resolution
of municipal fiscal distress, whether or not such statutes include authorization for filing under
federal bankruptcy law. This conclusion derives from multiple factors, including the ever-preeent
threat of municipal insolvency, the need for stability in the municipal bond market, a political
climate which fuvorB Ftate based problem-solving, and an analysis of effective approaches to
resolving municipal insolvency. The author also proposes development of uniform 1aws, modeled
after currently existing state laws, designed to avert bankruptcy under Chapter 9 before it occurs.

Part His a brief summary of the history of municipal bankruptcy in the United States. Part IH
analyzes access issues under section 109(5 of Chapter 9. Included are brief legislative and judicial
histories leading up to the 1994 amendments. Part IV surveys the wide variety ofstate approaches to
municipal bankrue/tc(}/_ to dste, divided into categories ranging from express authorization to absolute
?rohlbltlon._ Part V discusses the continuing threat of insolvency faced t()jy municipalities, mcludmgi
actors which can lend to bankruptcy and some potential future dangers. Finally, Part V
recommends affirmative state action on this issue, and encourages continued develo?ment of uniform
raw . THIS Section also suggests » framewaork for a proposed unitorm lav/, modeled after current state
statutory provisions.

H. ABrief History of Municipal Bankruptcy

Copr.e West 1999 No Claim to Orig. U.S. Govt. Works
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Thousands of municipalities defaulted on their debts during the Great Depression of the 1930b.
[FN33] As a result, Cengreas determined b need for public sector bankruptc¥ legislation, and enacted
the Municipal BankruEtc?/ Act in 1934, [FN141 which became ChaptCT IX (Chapter 98 of the
Borikmptcy Act of 189E. FN1_61 Bui witliin tonyeurB, the Supreme Court, in Ashton v. Cameron
County Water Improvement District No. 1, (FN161 found tire Act unconstitutional. fENI7] While tire
Supreme Court did not directly cite the Tenth *3008 Amendment to invalidate the Act, the Court's
focus on the state's right to control its municipalities supports such an analysis of the Court's
reasoning. rFN18]

CongreaB reifonded to the Court's decision by revising the Act in 1937 (1937 Act). [FN19] The
revision added several sections andg)rowded a modified composmonyrocedure, which required the
approval ofa m_a{or_lty of creditors. fFN20J Only a month after the 1937 Act was enacted, a California
irrigation district filed a bankruptcy Retlt_[on under the new Act, and the issue ultimately found its
way back to the Supreme Court. rFN21L] Tiie 3937 Act survived constitutional challenge, gossmly due
to a change in the makeup of the Court, since tire substantive changes made in the 1937 Act'were
modest. r NZZJ While numerous refining amendments were made throughout the *3004 next decade,

FFN23] from 1946 unt.il 1975 Chapter 9 remained undisturbed and virtually un-used. (FN241

Municipal bankruptcies had typically involved small special function entities, defaulting on bond
obligations due to shrinking tax revenues. (FN26) Headjuslment plans %enerally provided for
extending debt pay_ment_s,_orloaym from other revenue-producing sources. (FN261 But in 1975, New
York C|t){_’s financial difficultiés demonstrated that use of Chapter 9 was not fea-sible for a large
municipality, inspiring Conqres_s to make major changes to tire Act in 1976. (TN271 Significant
changes included authority to issue certificates of indebtedness as an aid to refinancing, [FN281
authority to reject executory contracts [IN29] and elimination of various pre-filing re(iuwements.
fFN3G] The current Chapter9 is derived primarily from the April, 1976 changes to the Act. (FN311

IB. Access to Chapter 9 under Section 109(c)

Section 109$:chprowd_es five requirements a municipality must satisfy to be a debtor for purposes of
Chapter 9. [FN32] First, a debtor must be a mummgallty,* 1006 5fFN331 defined as a 'political
subdivision or public agency or instrumentality of a State." 1FN341 Next, a municipality must be
"specifically authorized, in its capacity as a municipality or by name" by state law to be a debtor
under this chapter. fEN351

The third requirement is that the municipality be "insolvent," [FN36] or ‘generally not paring Its
debte as they become due. . . or unable to pay its debts as they become due." rFN 7%C0ur s have
broadly construed this section, und municipalities are not required to raise taxes to the maximum
allowed b){ law to be deemed insolvent. IFN381 Fourth, the municipality must show that it 'desires to
effect a plan to adjust such debts." [FN39] Implicit in this Iunf?:uafe is a demand for "good faith"
filing, not attempted as un effort to buy time or evade creditors. fFN401

Finally, the fifth requirement may be met by satisfyin? one of four alternatives: (1) obtain
agreement from creditors holding a majority in amount of claims from each impaired class; [FN41}
(2% negotiate in good faith for *1006 such agreement, hut fail to gain agreement; [FN42] (31 be unahle
fo neg_otlate for such agreement because it is impracticable to do so;JF 43]or (4) reasonably believe
acreditor may attemptan avoidable transfer under Section 547. [FN44]

A. History of Section 109(c)(2)

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

Copr.e West 1999 No Claim to Orig. U.S. Govt. Works
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Bankruptcy Code. (FN46]’_TI|e IToupe_version of the hill permitted only a mummprahty "not
prohibited bg Slate law fiom proceeding under Clmpter 9" to be e debfor. [FN46] The ‘llouae
Committee GPO” (House Report) indicated that the members felt the "generally authorized"
language from tlic Bankruptcy Act section 84 IFN47] was unclear, nnd perhaps not protective enough
of State sovereignty. (FN48) 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 the state ‘to authorize filing. fFI\_I4_9i1 The Senate version was ultimately
adopted, and from 1978 until the 1994 Amendments, municipalities were required to be ‘generally
authorized" under state law to be a debtor in ordeT to qualify for Chapter 9. [FN60)

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

Just as the House Report predicted, TFN61 ] courts were divided in their interpretation of ‘generally
authorized," absent specific statutory autlwrizaLion. *1007 IFN52] Some courts did no_t_re(i_uwe
express statutory authorization, and ‘inferred the right to file bankruptcy from the municipality's
general powers, such as the Fower to borrow money and the power to sué and be sued. [FN63] For
example, in In re City of Wellston, [FNf>4] the court found power to file Chap-ter 9 bankruptcy within
the general powers of the mayor and council of » Missouri city to manage the city and ita finances,
enact 'an¥] and all ordinances not repugnant to the constitution and laws of this afate," as they deem
good for the city, commerce and the inhabitants therein. [FNf>6] In another widely reported case, In
re City of Bridgeport, rFN66L tire court held that a state must affirmntive-ly authorize municipal
bankruptcy, butcontinued by stating that authorization did not require specific Iangua?e referring to
bankruptcy or reorganization. rFN57] Thus, as in City of Wellston, the court found general
authorization through the municipality’s authority over its own finances. [FN58]

Other courts refused to |mp%y or infer such power and insisted upon express authorization. fFN591
In the case of In re Carroll Townsliip Authority, the *1008 court relied on ita own reading of the
Ie%yslatlve history of section 109(cX2) to determine that only affirmative action from the state would
sufice to demonstrate such power. [FN60] The court re-fused any liberal interpretation of the
Pennsylvania statute in question, relying on grecedent that the low did not allow municipal
authorities to become Cliapter 9 debtors. rFN6 ;\The court also refused to follow In re City of
Wellston, In re City of Bridgeport, or anz of the other more recent cases from other states which had
broadly interpreted general authority. HFNG2)

Congress responded to the division in the courts by amending section 109(c)(2) to require specific
authorization, [FN631 Now courts cannot find authorization by implication, but muBt find express
authority within the state's statutes. [FN64J7Wh|Ie this change certainly clarifies the nature of state
authority necessary to be a debtor under Chapter 9, there has not been a reciprocal effort at clarity
on the part of the slates.

IV. State Approaches to Municipal Bankruptcy fFN661

Many states have adopted measures which expressly enable municipalities to file banluuptcy under
federal law, without further restriction. fF'NGfl_]pOther states require approval by designated re- view
agencies, commissions, or other *1009 authorltY, or otherwise restrict and oversee a municipality's
fiscal distress. [FN671 A few ftates even have elaborate internal systems designed to resolve serious
deht crises witneut resort to the federal system. [FN6S] Still otliera clearly intend that no municipal
bnnkiuptcies will arise in that state. (PN691 The largest group of states have no enabling statutes o"
other provision within their law for deuling with municipal financial distress. rFN70]

A. Plain Authorization
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Fourteen suites have enacted strai%htforward legislation gianting their politicnl subdivisiona
authorltg lo file bankruptcy under C aFter 9. IFNTL] A few of these states, notably Califor- nin,
rFN721 Colorado, IFN731 and Montana, ITN74] liuvc nlso planted specific authority to some special
water, irrigation, or school districts. The scope of authorization in these statutes is brood, often
mcludlng an countﬁ/_, city, or town, any taxing district, any municipality, or political subdivisions in
general. IFN75] While there is considerable variety in style between states, Missouri's recently
enacted section 427.100 is thlcaI: _ _

"1010 The consent of the state is her_eb>{ granted to, and all appropriate powers are herehy
conferred upon, any r_nun|C|[)_aI|ty or political subdivision organized under the laws of the state to
institute any appropriate action authorized by any act of the Congress of the United States relating
to bankruptcy on the part ofany municipality or political subdivision. [FN76]

B. Restricted Authorization fFN77]

A number of states have enabling legislation, but require some form of preliminary review or other
restriction before aPetltlon may go forward. [FN781 At a minimum, these states require a_commis-
sion, agency of state government, or a particular official cr officials to review and give their
apProvaI_._ or examé)le, North Carolina requires approval of the Local Government Commission
betore filing. [FN79] Kentucky carves out on exception to its general enabling legislation for
counties, which must have proposed plans a?_p_roved by the local debt officer and local finance officer
before filing Chapter 9. rF SOi]Iowa limits filings to municipalities whose insolvency was the result
of debt involuntarily incurred. [FN811 lowa appears to have aimed itB statute at liability judgments,
since bond debt, and collective bargaining agreements arc specifically excluded, and tire mummgahty
must certify that: (1) an increase In taxes will ho needed to cover the debt or portion of the 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 duo; and (4) the debt is not owed to another

political sulxlivision. fFN82J

Other statfeB also grunt authority to file for bankruEtcy while following a heightened level of

scrutiny of local finances. fFN83] In Ohio, for instunce, *1011 approval of the state tax commissioner
is required. fFN84) In addition, tlie Local Fiscal Emergen-eies Law, fFN86) which wns recently
amended and expanded, allows considerable state intervention prior to a Chapter 9 filing. (FN861

Smu_larlr, Louisiana [FN871 and Connecticut rFN88) have challenging approval roguire-ments,
specifically prohibiting Chapter 9 filings unless certain conditions are met Connecticut requires
express, written permission of the Governor. [FN89] If the Governor consents, he must report to the
State Treasurer and the doint Standing Committee’on Finances of tlie General Ass_emblfy 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 ?enerally authorized to be a debtor under state
law. (FN911 Louisiana reguwes a municipality's plan to be submitted to tlie State Bond Commission
Eghg\/\ﬂltten approval, and also requires written approval of the Governor and Attorney General.

C. State Recomposition Plans

A number of Btates hnve complex ' rebankru_ptc?;" statutes. fFN93) These statutes create a vehicle
for b municipality to readjust its debLs within the supervision of the stBte court system or with
oversight by a commission or agency. The effect of these statutes is similar to what Is available in
bankruptcy court, with provisions for cronting a plan, eligibility requirements, stay of claims during
pendency, and reissuing of bonds.

*1012 New Jersey enacted statutes authorizing state control over insolvent municipalities in 1931,
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and in 1933 added n provision aIIome creditors to he bound by the Plate's adjustmentéllan. [:F_N94)
These laws were constitutionally chal_er_\Ped soon thereafter in Faitcnte Iron & Steel Co. v, City of
Ashury Parle, N.J. (TN951 The plaintitfs were holders of defaulted bonds issued prior to the
enactment of tlie New Jersey statutes. d[FN96_1 Under the readjustment plan, the plaintiffs bends
were converted to now hinds, bearing reduced interest from tlie original Kinds. [FN97] The plaintiffs
claimed that since the New Jersey laws constituted municipal bankruptcy legislation, enactment of
federal Chapter 9 had proempted New Jersey's statutes, making their enforcement unconstitutional.
(FN98) Alternatively, they asserted that their rights under the Contracts Clause [FN99] had been
violat-ed. [FN100)

Tlu? Supreme Court upheld the New Jersey statutes on broad grounds. JFNlOl] Citinﬁ United
States v. Beldns, fFN1021 the Court emphasized the care with which tlie federal statutes had been
drown, sp_em_fl_cally in order to ovoid restrlctlnjq states' control over their fiscal af-faira, CFN1031
Finding significance in the fart that the New Jersey statutes expressly forbid resort to Chapter 9
without approval of the MummPaI Finance Commission, the Court refused to find that state Eower to
manage financial problems of state subdivisions could be ahsorbed into the federal statutes. [FN104]

Congress, however, disagreed with the Supreme Court and enacted what is now section 903.
(FN105) Section 903 prevents state authorization of compositions of indebtedness which are hinding
on non-consenting creditors. [FN106J Congress' stated purpose in enacting this section was to ensure
equal treatment of municipal bondholders throughout the nation. fFN1071

1013 While it is %enerally accepted that states cannot exercise bankrupt%y powers, [FN1081 there
may be reason to believe the principle survives. [FN109]In 1975, the New York Ie%lslature enact-ed
emergency legislation in an effort to deal with New York City's fiscal crisis. [FN110] As part of tire
plan, the time for payment on municipal notes was extended, with additional interest for those who
exchanged their old notes for new ones. (FN111]

Noteholders challenged tlie practice aa a violation of the Contracts Clause and of the Bankruptcy
Act. IEN112] The court rejected the Contracts Clause challenge, (FN1131 relym% on the reaaon-ing of
Faitoute Iron & Steel. IFNI 141 The plaintiffs' Bankruptcy Act challenge rFN1161 was reject-ed os
well, because the New York legislation involved ’extension’ rather than ‘composition’, which the
court ruled was not precluded under the Act. rENII6] Thus, it may bo that federal courts will stil
allow some mvoluntarg aspects in state debt composition plans, a power usually assumed to be
reserved to the federal bankruptcy court. IFN117]

Michigan, Pennsylvania, Illinois, and Nevada have enacted detailed planB for addressmg_mummPal
fiscal distress which differ from the New York and New Jersey plans because they do not'include the
supervision of reorganization plans by state courts. fFNII81 All of the plans contain statutory
auth.ont){ to appoint a financial mana%ement tenm to review the entity's *1014 finances, then create
and implement a plan of uction. fFNI 19] The Micliignn and Pennsylvania plans specifically allow the
review team or its dr_nlrJJcrson to authorize a Chapter 9 filing, although for some entities approval of
the Governor is required as well. [FN120]

In Illinois, on the other hand, the Ftatutes are silent about a municipality's a_uthor_lt?/ to file
Chapter 9 proceedings. The financial planning and supervision commission, and ‘its financial adviBor,
_I|ave(§)_owers and duties similar to the financial management teams in Pennsylvania and Michigan,
including the authority to recommend tluit the unit oflocnl government file a petition under Chapter
9. FFN1211 However, nebulous language like ‘uuthority to recommend' is not the same as specific
power to authorize, and it is unlikely that courts will be WI||IH? to construe such language as
expressed state authority under the amended section 109(c)(2). fEN122] Nevada's plan is also si-lent
on bankruptcy, omitting any reference even to recommending Chapter 9 filing witliin tlie allotted
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powers ofthe review tram or ita members. IFN123)
*1016 D. Statutory Provisions "Which Preclude Municipal Bankruptcy

Only_Georg[ia has a statute which specifically prohibits municipalities from filing Chapter 9 without
exception. [TN1241 Other rtates, however, have designed their governmental structure in such a way
that bankruptcy fI|Iné] is essentially impossible, even though not prohibited. [FN125] In addition,
since Congress amended section 309(cX2) to require specific enablmt[; legislation, the many states
which are entirely silent on the matter, for all practical purposes, preclude it.

Kansas has b unique set of lbwb which re(iu_lre all political subdivisions to operate on a cash-only
bnsis. fFN1261 Some debt is permitted, but strictly limited. rFNlZ?%.S|nce_|t is unlawful to incur debt
beyond the r|g|d_€arameters allowed by the state, circumstances which might lead to bnnkruptcy are
virtually impossible.

Another state with a unique statutory design is Massachusetts. [bFN1281 First, Massachusetts, like
many other states, has carefully limited amounts and t%/_pes of debt which entities are permitted to
incur. fFN129] But, before a munidpality can assume a financial liability, a two-thirda approval vote
of its citizens is required. rFN330) IT a municipality determines that it is'unable to pay its’ debta, the
Commissioner of Revenue must be notified. [FN131] If the Commissioner concurs with the
municipality's conclusion following a separute investigation, the State Treasurer must pay what is
owed on tlié debt. CFN1321 The money owed by the municipality will then be recovered, plus costs
and interest, from money otherwise paga_bl_e from tlie state to the local entity. [FN1331 No provision
enabling entities to file under Chapter 9 is included in the Massachusetts Code.

*1016 Finally, twenty-one states simply have not enacted anm enabling legislation, nor develoEed
statutory plans for dealing with municipal fiscal distress. fF I34J A number of these states had
Chapter’ 9 filings prior to the 1994 Amendments, and where courts found authorization for those
filings, it was under tlie general powers. [FN135] In these slates, political subdivirions which
continue to sufTer financial stress will no longer liave the protection of the federal bankruptcy covut
unless the slate passes authorizing legislation. fFN136]

V. »"he Continuing Threat of Insolvency

When municipalities incur debt, it is %enerally in the form of bonds, issued for the purpose of
financing revenue-producing projects, such os roads, utilities, SW|mm|ng_€pQIB, and Bchool buildings.
[FN137] SometY libs determined that local governments need the flexi |I|’\tly to finance necea-sar

improvements through municipal bonda, with the consent of the citizens. [F 1_38]Unfortunate_|(¥, all
municipalities continue to face economic hardships, and those hardships, without stable guidance
from the state, can lead to uncertainty in the bond market. IFN3391

A number of factors can cause a municipality to default on its bonds. [FN140] First, a serious
recession can result in a reduction in revenues so that the municipality c_annot_par on |ts_debts while
maintaining necessary services. rFN 3431 Bridgeport, Connecticut's experience is illustrative. [FN142d]
Tlie combined effects of a large poor population, a decl|n|n8 tax base and political bsttleB pushe
Bridgeport into f|I|nH ban_kr_uptc?/. [FN143] Many other *1037 cities have problems which mirror
Bridgeport's, and perhaps it is only a matter of time 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 are m_creasmglg hostile to higher Laxes without visible bene- fits.
FN345] Pcihaps the clearest manifestations of that hostility are measures such as Proposi-tion 33
FN346] in California, wliere taxpayers amended the state constitution to limit the ability of
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gpvernment to raiae taxes. FrN 1471 Taxpayers ure also attracted to "flat tax" propoanla, with widely
isputed effects on available revenues. [FN148] Municipal bitrikrupLey commrntntor James E. Spiotto
suid tlu's, regarding the tension between "imits on taxation and necessary public spending:

The difficulty with an artificial and unrealistic tnx cap and. rimilur constitutional limits on
taxation is that there aie certain municipal services that are required and exp’ctod by the citiicnry.
I revenues available to municipalities are tapped in an unrealistic and artificial way, obviously tiro
ability of municipalities to supﬂly those services is significantly curtailed. That is not to say that
there should not be limits on the spending of public dollars or"that taxation should be allowed to
bt'come an unlimited resource in the bands of a misguided or misdirected governmental body. It is
merely to state the obvioua fact that, when there ia a ceiling on revenuea unrelated to costa and
expenses, there will be a tenaion. [FN149]

One of the largest sources of revenue to the states is the federal government. fEN1601 When a
recession hits, demand for federal programs such as ‘ood stamp*, unemployment and Medicaid
%Echggsli dramatically, and the federal government responds by Increasing the states' allotments.

However, Congress has threatened to enact a balanced budget amendment to the Constitution, a
move which appears to have considerable *3038 popular support. [FN152] Under any amendment
popoBal, increases in federal aid to states would depend on either a federal tax increase or cuts in
other pro%rams. fFN 531 Some proposals require a 'enFcr_-mr ority" of all members in both the
Houbc and the Senate for any tax increase. [nFNl'641 t iB, of course, uncertain what effect an
amendment would have on municipal finances, but it undoubtedly could threaten a city's ability to
survive recessionary times.

Other possible causes ofdefault are negligent or fraudulent mismanagement by the governing body
or by particular officials. [FN165J This can include such thinga aa m_comEetent 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 invest.aenta, inspired in part by effortB to
offset the effects of Proposition 13, led to bankruptcy. fFNI681

Orange_Cour_m{ is apparently not the last major American urban entity to face a fiscal crisis brought
on by financia mlsmanagement. On November 26, 1996, Miami, Florida, Mayor Joe Carollo
requésted the governor to declare a "financial emergency* in Miami, as a first step toward gainin
major state assistance for the city. fFN169] Earlier in the year, both the CW finance manager an
CI'[¥ manager were forced to remgn aa the result of a corruption scandal. (FN160] The budget short-
fall ie estimated to he at lenrt $68 million, and aa an immediate result, Miami's bond ratings have
dr(’ﬂ)ed precipitously, makm% it difficult for the city to work its way out of debt through bond sales.
[FN16U One idea to resolve the crisis includes abolishing the Miami city government, and absorbing
it into surrounding Dade County. IFN162]

Yet another preciP_itating cause for default, large liability judgments, is particularly applicable to
genera] municipalities (asoggosed to special purpose districts). fFN 1631 Imagine the predion- mcnt a
rural school district or a *3039 small town would face with a judgment equal to or greater than its
total budgzet for an entire year if, for instance, a school bus or a town truck struck 8 car nnd
permanently injured the car'driver. It is inconceivable that the taxpayers of a poor, rural area could
shoulder such a debt and keep the schools or the town operating as usual. (FN1641 In fact, a number
of municipalities have already hbeen pushed into bankruptcy by large tort judgments nnd
environmental claims. [FN166[]< Furthermore, environmental cluims under CERCLA g[FN166] are
steadily increasing and are li eIY. to threaten mumcipali- ties, the owners of many former and
current industrial sites, long into tlie future. [FN167]
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VI. ATime for State Action

In light of th_e_PerpetuaI need for municipal debt financing and tlie myriad of potential threats to
financial eabili Y access to tlie bankruptcy courts continues to be a matter "worthy of careful
scrutiny by the states. Now that Congress has made specific authorisation the law, each state must
evaluate to what extent a municipality within .if borders may have access to such a remedy. It is no
Ionger_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 tlie procesR of evaluating their statutory schemes to determine what their
position on municipal bankrugtcy will be. Misaouri, for instance, has enacted straightforward
enablmgK Ieglslatlon followmg the adoption of the 1994 Bankruptcy Reform Act, with its revision of
section *1020 109(cX2). [FN1681 Tliis is a shite which has had aame experience in recent years with
municipal bankruBtcy filings. (FN1691 Evidently, Missouri found compelling value in the bankruptcy
process, and has chosen to keep the option available to its political subdivisions.

llinois is also poised to consider enabling Iegis_lation. [FN170] The Hlinois State Bar Association
has heen studrlng the matter since 1994, and its proposed enabling Iey%lslatlon iIs expected to he
considered by the llinois General As_sembiy during the 1996-97 term. [FN171] If enacted, authority
to file Chapter 9 would be added to tlie general powers of state municipalities, a far broader measure
than the prc-Bent [llinois provision allowing the financial planning and supervision committee to
recommend filing. [FN172)

*1021 California, on tlie other hand, which has consistently authorized municipal bankruptcy, has
contemplated restrictions on authority to file Chapter 9. |F I73f]|n the wake of the Oranﬁ_e Coun ty
bankruptcy filing, [FN174&a bill was introduced into the California State Assembly which would
drastically alter access to Chapter 9 for California muniripalitiee. [FN176] The bill required specific
authorization by the legislature for each Chapter 9 fLhr.g, and required the municipality's debt
ad&ustment plan to be submitted to the legislature before submission to the bankruptcy court
F 176]CThe amended statute contained language which purﬂorted_t_o preserve specific authorization

e;)olltlcal process may verr well make
| At least for tlie Fresen , California
| was rejected in

to be a Chapter 9 debtor, but delay and conflict inherent in t
access to Chapter 9 unavailable when it is most needed. [FN17 ) _
municipalities *1022 remain able to become Chapter 9 debtors, since the bi
committee. fEN178]

Perhaps other states are studying the matter and considering apf_roprlate legislation. Evidence
exists as well that sore States are unaware 0f the cnange N SeCtiON 109(cX2%, cr have not yer
considered what anroach to take under tlie amended statute. IFN179] In any event, the
inconsistency of stale statutes for dealing with municipal bankruptcy, or the lack of an}é statutory
framework, "is_confusing-for the bond market, for municipal authorities und_for ankru(s)tcy
practitioners. Some consistency is needed to end this confusion, nnd that consistency could be
attained through the development and adoption of uniform laws.

One of the t .mary criticisms of bankruptcy law concerns uniformity of the Law within the meaning
of the Bankruptcy Clause. (FN180) Because widely divergent slate fawR are so thorou’%hlg/ entwined
with the federal Bankruptcy Code, uniformity is far from evident in this context. [FN 181] But the
Supreme Court, in Hanover National Bonk v. Moyses, [FN182] determined that only "geographical
uniformity" and not "personal uniformity* is required by the Constitution. fFNI 83]|Debtors within a
slate mast be treated equally, but there is no requirement for the states to deal uniformly with
debtors. EFN1841 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.

Copr.c "West 1999 No Claim to Orig. U.S. Gov't. Works



B2/2S/99 19:56:54 Ucst FublisMn3 Co.0 99? 465 2B29 Page 010

23 OHNULR 1001 Page 9
(Cilc as: 23 Ohio N.U. L. Rev. 1001, *1022)

Suite insolvency laws are sometimes nrcured ofuctunllé being bankru th law, nnd thus preempted
by Congress exercising its Power under tlie Bankruptcy Clause. rFNI86fC earyl\?l, section 903 [FN186]
binil8 state action short of what is available in bnnkruptcy court. However, New Jersey's statutory
scheme for adjustment or composition of claims of creditors is still good law, and recomposition plana
in other states like Pennsylvania, *1023 Michigan and Illinois have not boon agmﬂcantlg
challenged. fENI87] State-based plans, with a last resort of filing in federal couil under Chapter 9,
probably would survive constitutional chal-lcnge. fFN188)

Some commentators have suggested expanding the powers of the bnnkruptcy courts under Chapter
9, granting the court broad powers to rearganize, sell city Froperty and raise taxes. [FN189] Simi-lar
provisions are available to the court under Chapter 11 of the Bankruptcy Code fFNI9%] to "BB-sist in
the reorganization of businesses. Making Chapter 9 more like Cliapter 11 would permit the
bankruptcy court to actively and aggressively restore tlie financial stability of an insolvent
municipality. fEN191]

However, in today's political climate favorin%_ 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, Congreos did not change Chapter 9 in the 1994 revisions, it onlh/ changed access
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. fFN192]

It has also been advocated that states should be given power to displace federal municipal
bankruptcy law with state municipal bankruptcy law. fEN193] Such a move would require repealing
section 903, thus_revwm? the state bankruptc?]/ precedent as enunciated in Faitoute lron & Steel.
1FN1941 This action would also be a drastic change from the existing system, and might rekindle
arguments about the Contracts Clause nnd Bankruptcy Clause conflict. {_FN195] In nddi- tion, new
arguments are likely to arise over conflict with full faith and credit for neighboring states'
bankruptcy decisions. [FN196] Finally, it might necessitate dual federal and state syr*®mB, in order
]tco agcgco]mmodate states without their own hankruptcy system-a potentially costly alterna-tive.
FN397

As previously suggested, a preferable improvement to the current system would be the development
of uniform laws for state manage ment of *1024 municipal financial problems, which the states could
adopt in their entirety, or with modifica- tions. fFN19_8FThe existing Chapter 9 process, while limited
in tlie scope of its powers, has been effective, particularly in assisting Bpecial districts. [FN1991
Chapter 9 should remain available to tlwse states that wish'to utilize it, as a last resort in tlie event
all other efforts to resolve the entity's problems fail.

A number of states have extremely comprehensive statutory plans aIreadh/ in place, winch would
serve as excellent models for uniform lows. rEN200] As a first step, states should consider requiring
balanced buddgets for their subdivisions. This 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 polution. A skeletal framework of what Rhould be included in the
uniform laws follows:

1. Defmitions what entities are included, what officials locally ~nd on the state level arc
responsible, and what kinds and uraounts ofdebts ore covered. o

. Preliminary review-specific authority to a particular person (state treasurer, tax commissioner,
governor) or agency to make a preliminary review of the fiscal problems; also, a list of events which
will trigger the initial review, what persons can ini Hate; standards for further action.
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3. Financial oversight authority/commission-at lens' ° team of mate officials and others with
professional financial expertise appointed with power to do any or all of tlie following: appoint a paid
temporary innnnger, analyze tiro budget, recommend new revenue sources, n‘commend budget cutB,
recommend the sole of municipal property/assets, issue bonds for the benefit of tlie entit
(accompanied by standards and goals for the munici-pality to comply with before receiving fundsi/,
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 ovcrsightwho decides and what standards must be met. [FN2021

VU. Conclusion _ o o

Municipal bankruptcy remains a controversial issue. However, the lack of revision to Chapter 9
provisions, combined with the change to section 109(c)(2) in tlie 1994 Bankruptcy Reform Act,
Indicates xhot Congress iB reaso_n_ablly satisfied with Chapter 9, but now expects stutcs to indicate to
what extent they will allow political subdivisions to take advantage of thnt process. The states have
adopted a wide range of apProachejs to municipal insolvency, resulting in confusion in the bond
market nnd lack of direction for municipal authorities and financial planners. Municipal finances are
threatened from multiple directions and states have a responsibility to give guidance to their
political subdivisions. _ S

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

(Address)
October
(Name)
(Title)
(Agency)
(Address)

Dear (Name):
_ 1am(a thir)d year law student at Ohio Northern University Co_llegie of Law. 1am involved in nn
independent-study research and writing project concerning municipal bankruptcies under Chapter 9
of the Bankruptcy Code. The primary focus of the project concerns ucccss to Chapter 9 since
enactment of the 1994 Bankruptcz Code Amendments. _ _

As you may know, access to Cliaptcr 9 under 11 U.S.C. section 109 (c) has always been quite
narrow and deferential to state control. However, before the 1994 amendments a municipality could
bo a debtor in a Chapter 9 case if “generally authorized" by state law to be a Chapter 9 debtor. The
ma%on_ty 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. There may
liave been some Chapter 9 cases in (State) undertaken through this interpretation of the statute.

Section 109 fcX2) was amended in 1994 to require that a municipality must be "specifically
authorized" to be a dehbtor in a Cliapter 9 case. Part of my article will be a survey of all 60 states,
including the various approaches applied by tlie states to Choi ‘er 9. Because | cannot find enabling
legislation in your state, or because what appears to be enabling legislation is not entirely clear, |
am requesting further information.

Please take a few minutes to complete the enclosed survey form. 1have enclosed a self-addressed,
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Flumped envelope to facilitate return. Copies of any revelant documents may be attached if you so
deire. Thank You in advance for your assistance. _ , ,
1 know that your office is extremely busy, but | am under considerable time restraint. Please

attempt to_proviso answers as soon as feasible, so that 1 muy irrlude relinble information about
your state in my article, | will gbidly provide you with information which | have collectedoncr the

article has been completed. Thank you again

Sincerely,

Daniel .7. Freyburg

Enclosures

*1027 Page 2 Appendix-Survey Form

1. Pleaac identify your state.

2. 1s there enabling legislation currently in effect in your state? Yes  No__
21f50, please identify Htatue.

3. Is there any enabling legislation pending or otherwise being considered by your state legislature?
Yes No__

If s0, please identify House or Senate Bill number.

4. Ifthere is no legislation either in effect or ponding, how would your state handle a request by a
municipality for penniasion to file bankruptcy?

6. Is there a specific aguncy, commission, or other person or persons to whom such a request would
be referred for evaluation and/or approval? Yes  No__

Ifyes, please identify by title.
Ifyes, what role would Fuch agency, commission, personfs) play?

Please provide any other information concerning Chapter 9 as applied in your state which might be
helpful to a bankruptcy practitioner in your state.

Preparer:

Phone:
FN1. Charles Jordan Tabh, The History of the Bankruptcy Laws in the United States, 3 Am.
Bankr. Inst. L. Kev. 6,12-24 (1995); Michael W, McConnell & Bandal C. Picker, When Cities
gé)(?[%g A Conceptual Introduction lo Municipal Bankruptcy, 60 U. Chi. L. Rev. 426, 460-

FN2.U.S. Const, amend. X. "Hie enumeration in the Constitution, of certain rights, shall not
be construed to deny or disparage- others retained by the people.” Id.

FN3. U.S. Const, art. I, § 8, cl. 4. The Congiess shall have the power "[t]o establish. . .
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uniform laws on the Fuhject of bankruptcies throughout the United States.” 3d

FN4. See discussion infra, Part D nnd DU, nnd accompanying notes.

FNE. Carry Winograd, San Jose Revisited: A Proposal for Negotiated Modification of Puhlic
Sector Bargaining Agreements Rejected under Chapter 9 of the Bankruptcy Code, 37
Hastings L.J. 231, 288 (1985). In municipal bankruptcies, unlike thase under other chapters
of the code, the court has little authority over the dolrtor's affairs. Id. The court may not
interfere with property and revenues, nor with politicnl or governmental powers. Id,

FN6.11 US.C. 55 101-1330(1994).
FN7. See Part EOinfra.

FN8.11 U.S.C. 55 901-946(1994).

FN9. Pub. L. No. 103-394, 108 Stat. 410G (codified as amended in scattered sections of 11
US.C).

FN10.11 U.S.C. 5 109(cX2X1994).

FN11. 5 109(cX2) (emphasis added). The italicized words are new language replacing the
former "generally authorized" language.

FN12.11 US.C. 5 109(CX2) (1989).

FN13. 6 "William L. Collier, Collier on Bnnkruptcy 900.LH11) 900-23 Gawrence P. King ed.,
15th ed. 1991).

FN14. Act of May 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 ita bond indebtedness. Id. at 523. 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 state, executed through this
agency, and secured by taxeB levied upon locul property. Congress lacks power to authorize a
federal court to readjust obligations." Id. at 524. The decision was 54, with Justice
McReynolds delivering the msyority opinion, dissent by Justice Cardoza, joined by Chief
Justice Hughes, Justice Brandeis, and Justice Stone. Id. at 613,

FN18. Id. at 531. The Court stated, "1/ obligations of states or their political subdivisions may
be subjected to the interference here attempted, they are nolonger free to manage their own
affairs; the will of Congress prevails over them. . . the sovereignty of the state. . . does not
exist." Id. (citing Fanners' & Mechanics' Sav. Bunk v. Minnesota, 232 U.S. 516, 626 (1914);
McCulloch v. Muryland, 17 U.S. (4 Wheat.) 316, 430 (1819)). The Court continued by citing
tlie Contracts Clouse (U.S. Const art. I, § 10), noting that states cannot pass statutes which
impair contracts in any form including bankruptcy, nor could Congress enact any statute
which might impair contracts. Id. "Neither consent nor submis-sion by the rtates can enlarge

Copr.€West 1999 No Claim toOrig. U.S. Govt. Works



02/25/99 2B1B3:J? Ucst Publishing Co.-> 507 465 2B29 Page 014

23 OHNULR 1001 Page 13
(Cite as: 23 Ohio N.U. L. Rev. 1001, *1027)

the powers of CongreBa; nwne can exist except thoBe 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 Stat. at 653. The 1937 Act: (1) prohibited interference with fiscal or governmental
matters of municipalities; (2) limited the protection of bankruptcy to the taxing agency; (3)
barred involuntary proceedings; (4) forbade judicial control or jurisdiction over property and
revenues necesBary for easential services; nnd (5) prohibited impairment of contractual
obligations by states. James E. Spiotto, Introduction to Municipal Bankruptcy, 378 PLT/Real
611,614 (Jan.-Feb. 1992).

FN21. United States v. Bekins, 304 U.S. 27 (1938).

FN22. Winograd, supra note 5, ot 272-73 (citing Note, Municipal Bankruptcy, the Tenth
Amendment and tlie New Federalism, 89 Harv. L. Rev. 1871(1976) [hereinafter Notch. In
Bekins, the Court did not expressly rely upon the changes in the law to distinguish Ashton.
Winograd, supra note 5, at 272. Instead, Chief Justice Jughea compared the consensual
nature of bankruptcy to the consensual arrangement between federal nnd state government
in social security and unemployment jaw, concluding that the voluntary nature of the
proceeding prevented interference with state sovereignty. Winograd, supra note 6, at 272. See
Bekins, 304 U.S. ot 27. Tlie Chief Justice was joined by Justices Branded, Stone, Roberts,
Reed, and Black, with Justices McReynolds and Butler dissenting and Justice Cardoio not
participating. Belun6, 304 U.S. at 45, 54. The Ashton majority was depleted by the
retirements of Justices Sutherland and VanDevanter, and by Justice Roberts switching sides.
Note, supra, at 1897 n.169. The dissenters in Arhton were bolstered by the appointments of
Justices Black and Reed. Note, supra, at 1897 n.169.

FN23. Jonathan J. Spitz, Federalism, States, end the Power to Regulate Municipal
Bankruptcies: Who May Be A Debtor Under Section 109\c), 9 Bankr. Dev. J. 621, 623 (1993).
Of particular interest is the addition in 1946 of § B3D partially reversing the Supreme
Court's holding in Faitoute Iron & Steel Co. v. Asbury Park, 316 U.S. 502 (1942) (upholding
New Jersey law allowing municipalities to recompose debt over objections by creditors). Spitz,
supra, at 623. See discussion and notes infra, Part IV.

FN24. Spitz, supra note 23, at 624.

FN26. Winograd, supra note 6, at 273.

FN26. Winograd, supra note 6, at 273.

FN27. Act of Apr. 8, 1976, Pub. L. No. 94-260, 90 Stat. 315 (codified in scattered sections of
11 US.C). These revisions were later enacted in the Bankruptcy Reform Act of 1978, R\ib. L.
No. 95-598, 92 Stat. 2549 (codified at 11 U.S.C. 8§88 101-1326 (1982) and scattered sections of
U.S.C.). See hlboSpitz, supra note 23, at 624-26.

FN28. Act of Apr. 8, 1976, Pub. L. No. 94-260, §82(b)(2), 90 Stat. 316 (1976) (codified at 11
US.C. §402 (1962)); see 11 U.S.C. 8 364(0)- (0) (incorporated by 11 U.S.C. § 901(a) (1982)
after 1978).

FN29. Ad of Apr. 8, 1976, Pub. L. No. 94-260, §82(b)(1), 90 Stat. 315 (1976) (codified at 11
US.C. §402 (1982)); see 31 U.S.C. § 365 (incorporated by 11 U.S.C. § 901(a) (1982) after
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3978).
FN30. Winograd, supra note 6, at 276-76.
FN31. Winograd, supra note 5, at 275-76 n,204.

FN32.11 U.S.C. 5109cX3)-5) (1994). The statute reads:

An entity may be adebtor under chapter 9 of this title if and only if such entity-

(1) is amunicipality;

(2) B specifically authorized, in its capacity as amunicipality or by name, to be adebtor
under mich chapter by Etste law, or by a governmentalofficer or organiza-tion empowered by
State law to authorize such entity to be n debtor under such chapter,

(3 is insolvent;

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

(5) (A) Iras obtained the agreement of creditors holding at least a majority in amount of the
claims of each dass that Fuch entity intends to impair under a plan in a case under such
chapter, (B) has negotiated in good faith with creditors and has failed to obtain the
agreement of creditors holding at least a majority in amount of the claimB of each daaB that
such entity intends to impair under a plan in a cuse under such chapter, (C) is unable to
negotiate with creditors because such negotiation is impracticable; or () reaaonably believes
that a creditor may attempt to obtain a transfer that is avoiduble under section 547 of this
title.

5 109(cXIVb).

FN33. 5 109(c)(1).
FN34. § 101(40).

FN35. 9 109(cX2). As noted in the Introduction to Iliis comment, this section was changed to
the present language in the 1994 Amendments. The states' current approaches to this
requirement iBthe focuB of this comment, and will be addressed further infra.

FN36. 8§ 1090)(3.
FN37. § 101(32XCXi)ii).

FN38. Spitz, supra note 23, at 628. A good statement to this effect iBmode 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 tlie rates charged to its customers. ... In any event, the mere
contingency that tlie District could improve its financial situation by increasing itB rates does
not alter the fact that at the present time tlie District cannot meet its debts asthey mature.
Id. Butin In re City of Bridgeport, 129 B.R. 332 (Bnnkr. D. Conn. 1991), the judge dismissed
the case for failing to moet the insolvency requirement, primarily because more credit was
available to the city. Id. at 337-39.

FN39.11 US.C. 9109(CX4) (1994).

FN40. Eric S. Pommcr & Marc M. Friedman, Municipal Bnnkruptcy and Its Effect on
(kivenunent Contractors, 25 Pub. Cont. L.J. 249, 264 (199G).

FN41. S100Q)G)A)-

Copr.€lest 1999 No Claim to Orig. U.S. Govt. Works



0z2/25/99 20:06:25 Ucst Publishing Co.-> 9874652029 Page 016

230HNULR 1001 Pngo 15
(Cite as: 23 Ohio N.U. L. Rev. 1001, *1027)

FN42. 5109(CX6XB).
FN43. 9 109(CX8XC0).
FN44. 9 109(cXGXD); 5647.

FN46. Eric W. Lam, Municipal Bnnkruptcy: The Prohlcm with Chapter 9 Eligibility-A
Proposal to Amend 31 U.S.C. § 309 (cX2) (1988), 22 Ariz. . L.J. 625, 631-32 (Fall 1990).

FN46. Id. at 631 (citing B.R. 8200, 96th Cong., 9 109(c) (1977)reprinted inLegislative
History of Bankr. L. Ed. (Law. Co-0p.) §82:24, at 619 (1979)).

FN47. Act of Apr. 8,1976, Pub. L. No. 94-260,90 Stat. 315, 317 (codified ot 11U.S.C. 9 401-
418 (Supp. 1976)).

FN48. Lam, supra note 46, at 631 (citing H.R. Rep. No. 95595, at 319, reprinted in
Legislative History of Bankr. L. Ed. (Law. Co-0p.) §82:35, at 326 (1979)).

FN49. Lam, supra note 45, at 631 (citing S 2266, 96th Cong. 9 906(1978), reprinted in
Legislative Hiatory of Bankr. L. Ed. (Law. Co-0p.) 983:31, at 610 (1979)).

FN60. Lam, supra note 45, at 631-32. Lam notes that neither tlie House nor Senate debates
and remarks explain why this language was chosen over the more restrictive House version.
Lara, supra note 45, at 631-32. Nor was there any guidance in the Legislative History or the
Code as to how courts were to interpret “generally authorized." Lam, supra note 45, at 631-
22

FN61. Act of Apr. 8,1976, Pub. L. No. 94-260,90 Stat. 315, 317 (codified at 11 U.S.C. 8 401-
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. 9 109(cX2) prior to the 1994 Amendments, see:
In rc Sullivan County Regional Refuse Disposal District, 165 B.R. 60, 78 (Bankr. D. N.H.
1994)(*IG]enerally authorized' lunguage in 11 U.S.C. 510%cX2) should be broadly construed
to provide municipalities maximum aoccess to Chapter 9 within the constitutional limitations
of the Tenth Amendment.”); In re City of Bridgeport, 128 B.R. 688, 696 (Bankr. D. Conn.
1991) ("generally authorized' should be given a brood construction); In re Villages ot Castle
Rock Dist. No. 4, 145 B.R. 76, 82 (Bunkr. D. Colo. 1990) (‘rBlroad general powers arc
sufficient to constitute general authorization for a dmpter 9 filing."); In re Greene County
nosp., 59 BR 388, 391 (Bankr. S. D. Miss. 1986) ("[Sjiatutes. . . which grant an entity the
general power to control its existence, operation and financial affairs, are a sufficient state
authorization in spite of the lack of express language authorizing the entity to proceed in
bankruptcy."); In re City of Wellston, 43 B.R. 348, 360 (Bankr. E.D. Mo. 1984) (“[A]
municipality may be authorized to proceed as a debtor under Chapter 9, notwithstanding the
nl)6ence of a State statute specifically authorizing such action, if it can be shown that the
circumstances require actions wliich are otherwise permissible under a grant of general
authority in the State luw.*); In re Pleasant View Utility District, 24 B.R. 632, 636 (Bankr.
M.D. Tenn.1982) ("ITlhe term 'generally authorized' was intended to be given b broad
interpretation.*)
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FN116. Ropico, 426 F. Supp. at 983.
FN117, Winograd, supra note 6, at 307.
FN 118 Sec note 87 supra.

FN119. In Michigan, after preliminary review by the State Treasurer, the Governor appoints
the review team, which includes the treasurer as a member. Mich. Conp. Laws Ann. §
141.1213 (Wert 1992). In Pennsylvania, a complaint alleging severe fiscal distress must be
made to the Secretory of the Department of Internal Affairs. 63 Pa. Cons. Stat. Ann. 5 5671
(West 3972). 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 financial problems. 5 11701.221. In Ulinoia, a detailed
request fin assistance mast be made by the entity to the Governor, who makes apreliminary
review of the financial circumstances involved, then may appoint a commission. 50 111 Conp.
Stat. Ann 8§ 320/5(b) (West 1993). In Nevada, complaint is made to the Nevada Tax
Commission, which itself may take over management of the local government until the fiscal
criais lias been resolved. Nev. Rev. Stat 8354.675- .686 (Michie Supp. 1995).

FN120. Mich Comp. Laws. Ann. § 141.1222 West 1992); 63 Pa. Cons. Stat. Ann. & 6671
(West 1972) (repealed in part 1987, 63 Pa. Cons. Stat. Ann. 86571 (West Supp. 1996)); 63 Pa.
Cors. Slot. Ann. 8 11701.261, 12720211 (West Supp. 1996). Authority to be a debtor only
exists under the Pennsylvania statutes if granted by the Secretary of the Department of
Internal Affairs, through Ius appointed coordinator, with the additional approval of the
Governor in the case of larger (first-class) cities. Also, no filings under Chapter 9 will be
authorized under any circumstances so long as any bonds are outstanding. 74 Pa. Cons. Stat
Ann, 81773 and 63 (West Supp. 1996); Pa Cons. Stat. Ann. §12720.211 (West Supp. 1996).

IMN123. 60 HI. Cop. Stat. Ann. 8 320/9(b)(4) (West 1993).

"FN122. See Purt VI infra for a discussion of a pending move in lllinois to provide for specific
authorization ur.dei the state's general powers.

FN123. Nev. Rev. Stat. § 354.695 (Michie Supp. 199%). In fact, in Nevada, the local
government has no option hut to obey the solution plans of the tax commission, which is
becked by the state courts to force compliance. 8345.716.

FN324. Ga. Code Ann. § 36-80-6 (1993).

FN126. SeeKan. Stat. Ann. 88 10-1101 to 1116, §8 79-2938 to 2942 (1982) (cash only bBsis for
political subdivisions; limits on debt); Mass. Gen. Lows Ann. ch. 44:14 (Law. Co-op. 1993) (no
exemptions from liability to pay debts lawfully incurred).

FN126. Kan. Stat. Ann. § 30-1102 (1982).

FN127. 88 10-1113,10.1116.

FN128. Mess. Gen. Laws Ann. ch. 44 (Lnw. Co-op. 1993).

RN129. Seeid. ot ch 44:2t0 7.

FN130. Id.
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FN131. Id. nt ch. 44:19A.

FN132. Id.

FN133. Mass. Gen. Laws. Ann. ch. 44:19A (Law. Co-op. 1993). While the local taxing unit is
thus relieved from the burden of its immediate pioblem, the debts it cannot pay, the ordinary
flow of money from the state will end under this statutory framework. When state monoy
assumed available and used in planning a budget dries up, the municipality is still going to
be in serious financial trouble. Enough money for necessary government services is going to
be hard to find.

FN134. See note 69 supra.

FN135. Indiana, Mississippi, New Bampslure, Tennessee, Utah, and West Virginia, all states
without any current specific authorization, had filings between 1981 and 1994. Chapter 9
Revisited, Natalie R. Cohen, ed., Fiscal Stress Monitor, National Municipal Research 1-3
(Nov. 1994) (source of statistics:Administrative Office of the U.S. Courts) [hereinafter Fiscal
Stress Monitor]. At least in Mississippi (In re Greene County Hospital, 69 B.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 |I, supra note 64, at 7.

FN138. Spiotto n, supra note 64, at 18,

FTU39. SpiottoI1, supra note 64, at 18

FN140. Spiotto IT, supra note 64, at 5

FN141. Spiotto U, supra note 64, at 5.

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

FN143. Id. For more information and analysis of the Bridgeport case, see generally Dorothy
A Brown, Fiscal Distress and Politics:The Bnnkruptcy Filing of Bridgeport as a Case Study
in Reclaiming Local Sovereignty, 11 Baiikr. 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, supra note 143, at 106-07.

FN146. Spiotto H, supra note 64, ot6.

RN146. Cal. Const., art. XIILA, 51

FN147. Sec Spiotto 11, supra note 64, at 19.
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FN148. Sie Spiotto H, supra note 64, at 18.

FN149. See Spiotto D, supra note 64, at 19. Jaines E. Spiotto has mwitten and lectured on the
subject of municipal bankruptcy for the Practicing Low Institute. He contributed a chapter 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
Guide (Am. Bankers Ass'n 1990).

FN160. Karen M. Paget, The Eninnced Budget Trap, Am. Prospect, Nov.-Dee. 1996, at 22.
States receive anywhere from one-fourth to one-third of their revenues from the federal
government. Id. at 26.

FN161. Id.

FNI52. Id. at 21-22.

FNI53. Id. at 25.

FN154. Id. Paget points out the difficulty a legislator from a large urbanized state might
have in convincing thase from more rural states to vote in favor of a general tax increase, the
bulk of which will go to aid tlie citizens of the larger state. Id.

FN155. Spiotto H, supra note 64, at 6.

FN156. Spiotto 11, supra note 64, at 6.

FNI57. In re County of Orange, 183 B.R. 594 (Banlcr. C.D. Cal. 19r 5.

FNI68. Id. at 601

FNI59. Will Lester, Reeling Miami Seeking State Aid, Plain Dealer, Nov. 28,1996, at A19.
FN160. Id.

FNI61. Id.

FN162. Id.

FN163. McConnell & Picker, supra note 1, at 470. "Special purpose districts" are entities
created for a specific, narrow public purpose, such as irrigation, water, nnd drainage. See
McConnell & Picker, supra note 1, at 470.

FN164. The suggested scenario is not entirely hypothetical. The author is aware ofjust such
a situation developing in Ohio. A rural school district is contemplating bankruptcy after
being liit with alar ge tort judgment from a bus crash. The state haa taken the position that
the schod district is not authorized to be a debtor under Chapter 9, despite the fact that the
district has no outstanding bonds, and a tax increase adequate to cover the judgment would
devastate taxpayers. The state offered to loan the money to the schoal district, but such a
loan would strap the taxpayers beyond their ability to pay just as surely as the judgment
itself. See Buchmanv. Board of Educ., 652 N.E.2d 962 (Ohio Sup. Ct. 1995).

FN165. McConnell & Picker, supra note 1, at 470-71. For example, Bay St.Louis, Mississippi
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suffered a $370,000judgment after a youth jumped off a municipal pier and broke hie neck;
South Tucson, Arizona was liit with a $3.6 million judgment after one police officer shot and
paralyzed another officer on the job; and Wapanucka, Oklahoma incurred a $112,000
judgment when ita 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 (1935)). All of
these municipalities ultimately filed bankruptcy petitions. McConnell & Picker, supra note 1,
at 470-71.

FN366. Comprehensive Environmental Response, Compensation, and Liability Act of 1980,
42 U.S.C. 55 9601-9675 (1989 & Supp. 1991).

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

FN169. Missouri had four Chapter 9 filings between 1981 and 1994. Fiscal Stress Monitor,
supra note 135, Published opinions include:In re Chilhowee R-1V School Dist., 146 B.R. 981
(Bankr. W.D. Mo. 1992) (while plaintiff initially cluillenged schod district's authority to be a
debtor, challenge wsb later dropped and court assumed authority existed); In re City of
Wellston, 43 BR. 348 (Bankr. E.D. Mo. 1984) (court's analysis determined city wes
authorized to be adebtor under general powers granted by the state to municipalities).

FN170. Michael J. Chmiel, lllinois Authorization for Chapter 9 Bankniptcy on Horizon, 33
Dl. St. B. Assn. Sec. Loc. Gov't. L. 2 (Sept 199).

FN171. Id. The Commercial, Banking and Bankruptcy Law Section Council of the lllinois
State Bar Association (1SBA) did the initial study of this issue. Id. That group developed
proposed enabling legislation and referred it to the Local Government Law Section Council,
which voted to support the proposal. Id. The ISBA as a whole is expected to add its support
and push for adopting by the General Assembly. Id. The lllinois Township Attorneys
Association lias separately endorsed the proposal. Id.

FN172. Id. See also note 136 and accompanying text supra, for discussion of current law in
lllinois; the proposal calls for a new act under chapter 5-the "General Provisions" chapter of
the lllinois Compiled Statutes, to be designated: Bl. Comp. Stat. Ann 88 240/0 to 12. Chmiel,
supra note 170. The proposal follows:

Act 240. Bankruptcy Authorization Act

Section 240/0.0] Sliort title. Section 240/1, Purpose. Section 240/2. Authorization. Section
240/0.01. Short title. Section 240/0.01. Short title. 80.01. Sliort title. This Act may be cited
as the Bankruptcy Authorization Act.

Section 240/1. Purpose

8L Purpose. The Congress of the United States has enacted certain laws enabling financially
distressed persons to seek and obtain certain relief as set forth under Title 11 of the United States
Code. This relief includes certain relief for local government generally set forth under Chapter 9 of
said Title 11. And, whereaB, it is the public policy of this State to provide for the public health, safety
and welfare, and to provide assistance to units of local government in the formulation and
implementation of proper financial accounting procedures, budgeting and taxing practices, it is the
public policy of this State to support the reorganization of the financial affaire of a
politicalsubdivision of tliis State under the protection and procedures sot forth under Chapter 9 of
Title 11 of the United States Code.
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Section 240/2. Authorization.

52 Authorization. Tlie consent of tlus State ia hereby granted to, and all appropriate powera are
hereby confcned upon, any political subdivision organized under the lows of this State to institute
any appropriate action authorized by any act of Congress of the United States relating to bankruptcy
on the part of itself. Such political subdivisions ore specifically authorized in their respective
capacities to be debtors under Chapter 9 of Title 11 of the United States Code.

Chimel, supra note 170.

FN173. K-retz, aupra note B2, at 540 n.24.
FN174. In re County of Orangrz 183 B.R. 594 (Bankr. C.D. Cal. 199%5).

FN176. Kupetz, supra note 52, at 540 n.24 (citing G.A. 29,121 Leg., 2nd Extraordinary Sess.
(Cal. 19%)).

FN176. GA 29,1211 g., 2nd Extraordinary Sess. (Cal. 1995). The hil) text follows:

THE PEOPLE OF THE STATE OF CALIFORNIA DO ENACT AS FOLLOWS.SECTION 1
Section 53760 of the Government Code is amended to rcad:63760. _k(a)k44 Any
taxing agency or instrumentality -44 kmunicipalitykftof this e« State-

44  kstatekd4, as _kthat term iBk44defined in Section -81 of the act of

CongresB entitled 'An act to establish a uniform system of bankruptcy throughout the United
States," approved July 1, 1898, as amended-44 KIOI of Title 11 of the United States
CodekCC, Juvith specific statutory approval of the Legislature,kd0may file _ -the
petition mentioned in Section 83 of the act-44 kas a debtor under Chapter 9
(commencing with Section 901) of Title 11 of the United States Codekttand prosecute to
completion all proceedings permitted by  -Sections 81, 87, 83, and 84 of the act-
44 kthat chapterk44. kHowever, a plan for the adjustment of the municipality's

debts, as provided in Section 941 or Section 942 of Title 11 of the United States Code, shall be
submitted to the appropriate policy committee of the Legislature prior to being submitted to
.the United States Bankruptcy Court.k44 k(b) It is the intent of the Legislature that this
section specifically authorizes a municd- pality, subject to tlie requirement of legislative
approval specified in subdivision (a), to be a debtor under Chapter 9 (commencing with
Section 901) of Title 11 of the United States Code as required by Section 109 of that
title. k4t

Id.

FN377. Id.

FN178. Id.

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

FN180. Tabb, supra note 1, at 4847.

FN181. Tabb, supra note 1, at 4647.

Copr.€lest 1999 No Claim to Orig. U.S. Govt.. Works
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FN182. 186 U.S. 181 (1902).
FN183. Id. at 188.

FN184. Id. at 190.

FN185. Tabb, supra note 1, at 47-9,
FN186. 11 U.S.C. 5903(1994).

FN187. See Part IV and accompanying notes supra for discussion of the BtatuteB in these
StateB.

FN188. See generally Sp'otto H, supra note 64, at 23-24.

FN189. McConnell & Picber, supra note 1, at 472-81.

FN190. 11 US.C. §8 1101-1174(1994).

FN191. McConnell & Picber, supra note 1, at 472-81.

FN192. See generally Spiotto U, supra note 64, ot 22-24.

FN193. McConnell & Picber, supra note 1, at 479.

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

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

FN196. McConnell & Picber, supra note 1, at 480 n.226.

FN197. McConnell & Picber, supra note 1, at 481 n.22B.

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

FN199. Spiotto |1, supra note 64, at 25. Ah an exBnple, in Colorado a few years back, a large
number of bondB were issued in anticipation of real eBtate development and the
accompanying taxes, which never occurred. Spiotto B, supra note e4, at 26. Chapter 9
procedures ultimately provided an equitable solution for both the creditors and the special
districts. Spiotto II, supra note 64, at 26. Sec In re City of Glo. Springs Spring Creeb Gen.
Improvement Dist., 187 B,R. s83 (Banbr. D. Colo. 1995); In re Wolf Creek VoBey Metro. Dist
No. IV, 138B.R. 610 (Bankr. D. Colo. 1992); In re Villages at Castle Rock Metro. Dist. No. 4,
146 B.R. 76 (Bankr. D. Colo. 1990).

FN200. See discussion, PartlV.C. Hupra

FN201.'Spiotto, supra note 20, at 25-26.

FN202. This suggested framework was created by combining statutory provisions of
Michigan (Midi. Comp. Laws Ann. & 141.1202-.1226) (West 1992), Pennsylvania (63 Pa.
Cons. Stat. Ann. 88 11701.201-.264) (West 1972), and niinois (60 111 Comp. Stat. Ann. §8 320/
6 to 19) (West 1992), as well as general provisions in other state statutes. See also Spiotto,

Copr. *West 1999No Claim to Orig. U.S. Govt. Works
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pupra note 20, Bt 24-29.

END OF DOCUMENT
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in Re COPPER RIVER SCHOOL DISTRICT:

COLLECTIVE BARGAINING AND CHAPTER 9
MUNICIPAL BANKRUPTCY

W. Rfchard Fossey* and John M. SEDORt

B Introduction

Beginning in the late 1970s, a number of schodl districts found it
difficult to pay salary obligations under collective bargaining agree-
ments with their employees.1 Taxpayers' revolts, declining enroll-
ment, shrinking state reverues, or other forces beyond a schod
district’s control have often been responsible for this predicament.3

State law remedes for a schodl district unable to pay sdlaries
under its collective bargaining agreements arc often unclear and un-
certain. Two schod districts faced this problem by filing petitions
under chapter 9 of the United States Bankruptcy Code (“the Code™).3
Sn Jose Unified Schod District, a California schodl district, filed a
chapter 9 petition in 1983 and obtained court approval for rejecting its

Copyright © 1989 by Alaska Law Review
e Member, Dankston, McCollum A Fossey, P.C., Anchorage, Alaska; J.D,,

1980, University of Texas School of Law; M.A., 1974, University of Texas; B.A..
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proceedings that are described in this article.

t Associate, Bankston, McC >llum & Fossey, P.C., Anchorage. Alaska; J.D..
1987, University of Michigan Law School; B.A., 1984, Kalamazoo College; Member,
Alaska Bar Association.
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Collective Bargaining Agreements. 50 Educ. L. Rep, 651 (Feb. 16, 1989) and is re-
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1 See.e.g. Board of Educ. of Chicago v. Chicago Teachers Union Local I, 430
N.E.2d 1111 (Ill. 1981); Minneapolis Ass'n of Adm 'rsand Consultants v. Minneapolis
Special School Dist. No. |, 311 N.W.2d 474 (Minn. 1081).

2. Id.
3. 11 U.S.C. §§ 901-946(1982).
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union contracts.4 Subsequently, the schoal district settled with its un-
ions, and its bankruptcy proceedings were dismissed.5 Copper River
Schoal District, an Alaska school district, filed a chapter 9 petition in
1986/ Th April 1988, its reorganization plan wes approved by the
bankruptcy court.1 Under the reorganization plan, teachers' salaries
were significantly reduced." This article will discuss In re Copper
River School District and the legal implications of a chapter 9 petition
on a schod district's collective bargaining agreements,
I
II. Inre Copper River School District-. One School
D istrict's Experience w ith the United States
Bankruptcy Court

Caopper River Schoal District is located in central Alaska. The
district covers approximately 25,000 square miles and indudes
Whangell-St. Elias National Park. In 1985, the school district senved
about 500 schoal children at six schoal sites.0

During the 198586 schodl year. Copper River Schodl District's
average teacher salary wes the highest in the Sate of Alaska, 0 the
state which had the highest average teacher sdlaries in the nation.1l
For that school year, the average salary for a Copper River Schodl
District teacher wes $49,065.8 The school district estimated that
57.98% of its operating budget for the 198586 school year wert to

eachers  salaries. B
Under t?gecsurrent negotiated agreement with the schod district's
teachers' union, the schoal district's salary costs were scheduled to

4. tn re San Jose Unified School Dist., Nn. 583-02387-A (Bnnkr. N.D. Cal. filed

Juﬂe530Id.9 3e)e also Winograd, San Jose Revisited: A Proposalfor Negotiated M odifi-
cation of Public Sector Bargaining Agreements Rejected Under Chapter 9 o fthe Bank-

ruptcy Code. 37 Hastings L.J. 231, 233-34 (198fi).
6. InreCopperRiverSchool Dist, No. 3-864X1830 (Bankr.D. Alaska filedDec.

22. ]798@‘rder Confirming Chapter 9 Plan dated April 3, 1988, In re Copper River

School Dist.,, No. 3-86-00830 (Bankr. D. Alaska filed Dec. 22, 1986),
8. Consent Order Modifying Plan dated April 8 1988, and attached waiver

dated April 8, 1988, executed by Copper Valley Teachers' Association, In re Copper
River SchoolDist., No. 3-86-00830 (Bankr. D. Alaska filed Dec. 22, 1986).

9. Ala ka Dep't of Education, Alaska Education Directory 26 (1986)

(copy on,file at offices of AJaska LawReview)
10. Assodation of '&Iaska "Stool Boards, Alaska Teacher Salary
and BernefitsFy 1986 AK -1 (1986) (copy on file at offices of Alaska Law Review).
11. USA Today reported that Alaska teachers' salaries were 164% ofthe national

average. The newspaper did not report the year on which its statistics were based.

USAToday, Feb. 19, 1987, at BA.
12. " Adsodiation of Alasika Sthool Boards, supra note 10,

13. Copper Valley Views, Feb. 5, 1986.at | (copy on file at officesofAlaska Law

Review).
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increase for the following school year.4 Unless adjustments were
medk, the highest paid teacher in the Copper River School District for
the 198687 schod year would have cost the school district over
570,000 in salary, benefits, and extra-duty stipends for a nine-month
contract. 13

The Copper River Schodl District receives virtually all of its reve-
nues from the State of Alaska and has no authority to tax or issue
bonds.X Unfortunately, its revenues were nat sufficient to pay the ex-
traordinarily high salaries which its collective bargaining agreement
required. During the 1984-85 schodl year, the schod district had op-
erated with a deficiency of revenues over expenditures of approxi-
mately 5433,000.7 During the 198586 school year, the school
district's expenditures exceeded revenues by 5308,658. An emergency
appropriation from the Alaska Legislature offset that deficit.1

In July 1985, in response to sharply declining oil revenues, the
governor of Alaska cut state funding to all municipalities and school
districts by ten percent.D This development substantially increased
Copper River Schod District's severe financial problerrs.

On Septenrber 29, 1986, the schoadl district’'s accountants pre-
pared a cash-flow projection for the 198687 schod year. The ac-
countants projected that the schodl district would be completely out of
funds by April 1987 and would end Fiscal Year 1987 with a deficit of
5776,000/°

The Copper River Schod District's collective bargaining agree-
ment with its teachers was not due to expire until June 30, 1987/ In
Novermber 1985, the schodl district reopened negotiations with the
teachers’ union in an attempt to negotiate salaries downward for the

14. Nfgoated Agreement Between the Board of the Gopper Rver
Sthool District and the \alley Teaders Assodation, July |,
1984 - June 30. 1987 [hereinafter iated Agreement).

15. 1d.
16. Chapter 14 of the Alaska Statutes describes the stale's obligation to fund

Alaska school districts. Alaska Stat.§ 14.17.010-14.17.250 (1987 & Supp. 1988).

17. Gogoer Rver Sthool District. Combined Financial Statements
and Schedulles (June 30, 1985) (copy on file at offices of Alaska Law Review). To-
tal school district expenditure for Fiscal Year 1985 was 15,196,530. Id.

18. Accountants' report filed March 17, 1988, In re Copper River School District.
No. 3-86-00830 (Bankr. D. Alaska filed Dec. 22. 1938).

19. See Memorandum from Leiand L. Dishman. Superintendentof Copper River
School District to Copper River School District employees (July 22. 1986) (copy on
file at offices of Alaska Law Review).

20. Accountants' report, supra note 18.

21. Negotiated Agreement; supra note 14,
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1986-87 schoal year.2 Negotiations were unsuccessful. In July 1986,
the schodl district unilaterally cut all salaries by five percent below the
previous year's salaries.2 An advisory arbitrator subsequently en
dorsed these salary cuts for teachers. 24

The teachers' union filed a lawsuit in an effort to force the schod
district to submit salary cuts to binding arbitration.5 On Decermber
22, 1986, the Copper River Schod District filed a petition under chap-
ter 9 of the Bankruptcy Code in the United States bankruptcy court in
Anchorage, Alaska.2 This action automatically stayed all grievances
and litigation. The schoadl district, mearwhile, continued to pay sala-

ries at reduced levels.27

Prior to filing the petition in bankruptcy court, the schoal district
had considered a number of options to solve the financial crisis which
wes caused primarily by its high teachers' salary schedule. First, as
stated above, 2 it had reopened negoatiations in an effort to lower teach-
ers sdlaries. These negotiations were unsuccessful.® Second, it
sought and received a one-time emergency legislative appropriation
from the Alaska Legislature.2D That appropriation solved the 198586
budget deficit but did not address the underlying problem —  insuffi-
cient revenues to pay teachers' salaries under the collective bargaining

agreemer.

Next, the schodl district asked the Alaska Department of Educa-
tion whether schools could ke dosed early due to insufficient reve-
nue.” Not surprisingly, the schoadl district wes told that closing

22. See Letter from Leland L. Dishman, Superintendent ofCopper River School
District to the Copper Valley Teachers' Association (Nov. 27, 1985) (copy on file at

offices of Alaska LaNRevwew).

23. Memorandum, supra note 19
24. Copper River School District v. Copper Valley Teachers' Association (1986)

(Kienast, Arb.)
25. Copper Valley Teachers' Ass'n v. Copper River School Dist., 3ANSG14779

Civil (Super. Ct. Anchorage filed Nov. 25, 1986).
26. in re CopperRiver School Dist.. No. 3-86-00830 (Bankr. D. Alaska filed Dec.

22. 1986).
27. 11 U.S.C. § 362(a) (1982).

28. Letter, supra note 22.
29. It should benoted that the schoolsuperintendentfor the school district when

the chapter 9 petition was filed, Leland L. Dishman. was hired by the school board
after the school district’s financial crisis was apparent. Although in no way responsi-
ble for the school district's fiscal problems, he accepted the challenge of correcting
them. The superintendent's leadership was largely responsible for the school district's

financial recovery as described below. . .
30. Gogeer Rver School District, Fv [oré General Rurpose Finandcial

&ateletSHJune 30, 1986) (copy on file at offices of Alaska Law Review).

31. Telephone interview by Leland L. Dishman. Superintendentof Copper River
School District, with the Department of Education.
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schodls early wes not an option.2 Finally, the school district made
drastic budget cuts, including staff reductions which jeopardized its
efforts to obtain accreditation for its high schods by the Northwest
Accrediting Association.2 These budget cuts were not sufficient to
balance the schoadl district's budget.

Moreover, it appeared that | remedies outside the bankruptcy
court were uncertain at best. In Subway-Surfacc Supervisors v New
York Transit Authority... the New York Court of Appeals upheld the
right of New York City to modify collective bargaining obligations
during a fiscal crisis where the city established that the modification

senved an “important purpose” and wes "reasonable and ne
On the other hand, inSonoma County Organization of Public Emp|oy-
ees v County of Sonoma. 26 the California Supreme Court ruled that
legislation voiding cost of living increases for public enployees wes an
unconstitutional impairment of collective bargaining contracts. In
that case, the court stated that the state had failed adequately to estab-
lish that California's Proposition 13 constituted a financial
emergency.2/

Sorejurisdictions have ruled that a palitical entity’s salary obli-
gations may be set aside if requisite funds are not provided by the
political entity wilh the powers of appropriation."l Copper River
Schod District's crisis wes due in part to a unilateral ten percent de-
crease in revenues by the State of Alaska for Fiscal Year 1987.29 Nev-
ertheless, no Alaska case law or statute authorized the school district
unilaterally to cut salaries if the state cut funding to the school district.

The Copper River Schod District’s primary goal wes to provide
an education program to school children of the Copper Valley for the
198687 schoal year. Alaska law gave the schoal district no clear gui-
dance on how to proceed. Moreover, the schodl district wished to

32. Sec Letter from Steve Hole, Deputy CommissionerofEducation, to Leland L.
Dishman, Superintendent of Copper River School District (Jan. 28. 1987) (confirming
the school district's obligation to keep schools open) (copy on file at offices of Alaska
Law Review).

33. See Letter from Carl L. LaMarr, Chairman of Alaska Committee of the
Northwest Accrediting Association, to Leland L. Dishman, SuperintendentofCopper
River School District (Feb. 24, 1986) (copy on file at offices of Alaska Law Review).

34, 44 N.Y.2d 101. 375 N.E.2d 384, 404 N.Y.S.2d 323 (1978).

35. |d. at 110. 375 N.E.2d at 389, 404 N.Y.S.2d at 328 (quoting United States
Trust Co. v. New Jersey, 431 U.S. |, 25 (1977)).

36. 23 Cal. 3d 296. 591 P.2d I. 152 Cal. Rptr. 903 (1979).

37. |d at 313-14, 591 P.2d at 10. 152 Cal. Rptr, at 912-13.

3F. See.e.g. United Faculty of Florida v. Board of Regents. 365 So. 2d 1073 (Fla.
Dist. Ct. App. 1979).

39 Accountants' report, supra note 18.
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avoid costly litigation with an uncertain outcome and a lengthy ap-
pedls process. Chapter 9 appeared to be the schod district's best
option.
Copper River School District operated under the jurisdiction of
the United States bankruptcy court from Decermber 1986 until April
19884 At that time, a reorganization plan wes approved by the
bankrkuptcy court which permitted the schodl district to pay sdaries
a reduced levels.™ The reorganization plan included a stipulation by
the teachers that all litigation and grievances would be dismissed and
that no salary increases of any kind would ke required unless agreed to
in a new collective bargaining agreement.22 The schod district's bank-
ruptcy petition caused considerable furor. Memrbers of NEA-Alaska,
the state's largest teachers' union, picketed the federal bankruptcy
court on the day of a critical hearing, and a nurmber of local NEA-
Alaska dffiliates [took out advertisements in a state newspaper pro-
testing the schod district's action.Z88 Moreover, the teachers’ union
vigorously challenged, unsuccessfully, the schodl district's bankruptcy
petition at every turn. The teachers’ union wes the only creditor
group to challenge the schoal district's right to file the petition under

chapter 9.44
Nevertheless, the schoal district's decdision did not adversely affect
the quality of education. During the 198687 schod year, the first
year the schoal district wes in bankruptcy, the schod district’s stan-
dardized test soores rose significantly to be among the highest in the
state./6 By reallocating resources from salaries to other aress of the
schod budget, under the jurisdiction of the bankruptcy court, the

schod district's per pupil expenditures actually increased.4t

40. In re Copper River School Dist.,, No. 3-86-00830 (Bankr. D. Alaska filed Dec.

22. 1986).

41. Consent Order Modifying Plan, supra note 8 and Order Confirming Plan,
supra note 7.

42. W aiver, supra note 8.

43. Anchorage Daily News, May 26, 1987.

44, The chapter 9 petition filed by the San Jose Unified School District was also

vigorously opposed by the teachers' union. Asan indication ofthe extentofthe oppo
sition, the San Josi Unified School District pleading index alone is nine pages long. In
re San Jose Unified School Dist., No. 583-02387-A (Bankr. N.D. Cal. filed June 30,

1983).
45. Cogoer River Sthool District S.perirtendent's Report (M. 5.

1988) (copy on file at offices of Alaska Law Review).
School District,
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Legal Implications of a Chapter 9 Petition

1989j

In sore ways, achapter 9 petition is the municipal equivalent of
a private party’s petition to reorganize under chapter 11.of the United
States Bankruptcy Code.47 Reorganization, however, is the only op-
Mimm{)@ There are no provisions for liquidating a local

Nevertheless, there are important distinctions between
and chapter 1. First, all chapter 9 proceedings are voluntary.4 A
governmental entity may not be forced into a chapter 9 proceeding
involuntarily.3 Second, in chapter 9, only the debtor hes the power to

Wé\ &%ﬂ%@n plan.8L Third, no trustee is appointed in a

Finally, and perhaps most importantly, the bankruptcy court has
limited authority to interfere with the political responsibilities of a mu-
nicipality that has elected to reorganléetza%mder chapter 9 Section 904

of the United States Bankruptcy

Notwithstanding any power ofthe court, unless the debtor consents
or the plan so provides, the court may not, by any stay, order, or
decree, in the case or otherwise, interfere with—

(1) any ofthe political or governmental powers of the debtor;
(2) any of the property or revenues of the debtor; or

S 2 thte debtor’'s use or enjoyment of any income-producing
perty,5

This restriction is in direct contrast to the long shadow of control a
court's statutory authority casts over the right or a chapter 11 debtor
to operate while under the jurisdiction of the bankruptcy court.51
Thus, a schod board's authority to meke dedision;,, including deci-
sions to hire and fire staff members, to employ attorneys ami account-
ants, and to undertake any other governmental act, is undiminished by

m&@c&gmt the municipality is under the jurisdiction of the bank-

‘Under United States bankruptcy law, most school districts we .1d
qualify to avail themselves of chapter 9 protection. The Code only
permits insolvent municipalities to file a chapter 9 petition if they are

7 %[TﬂHar{% oS 88 901-946 (1982) wilhid. ss 11011174,

49, 10 88 3m, o21.

|d P21 Cf Id 303 (creditors have abilityto beginan involuntary chapter
7 0r chzrater§:ll proceedlng agalr(xst a private entlty)tyt begl v chap

s2. 1. § 0L (sections 1104 throu%h 1106 of the Bankruptcy Code regarding
truste&s ﬁe not incorporated into chapter

548eeeg il 5383
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generally authorized to he adebtor under state law.” "Municipality”
is defined broadly as a “ political subdivision or public agency or in-
strumentality of a State."% In several cases, bankruptcy courts have
held that a municipality’s broad grant of statutory authority under
state law provides sufficient state authorization for a municipality to
file for bankruptcy even though no specdific statute grants a municipal-
ity the power to file a chapter 9 petition.% A municipality's general
authority over its financial affairs is often sufficient state authorization
to allow the municipality the protection offered by the Bankruptcy
Code.5 For exanple, the Copper River Schod District's school
board, although given broad powers to manage and control the school
district, is not specifically authorized by state law to file a chapter 9
petition.® Nevertheless, the teachers' union's motion to dismiss the
schoal district's bankruptcy petition was denied.6)

Once under thejurisdiction of the bankruptcy court, aschoadl dis-
trict may alter its relationship with its public employees’ unions under
chapter 9. Municipal debtors are specifically granted the right to re-
ject executory contracts.6L An unexpired collective bargaining agree-
ment is an executory contract.&?

Prior to 1984, the standard a debtor must nmeet in order to have a
collective bargaining agreement rejected wes unclear. Rejection of ex-
ecutory contracts other than collective bargaining agreements wes
governed by the "business judgment” rule.&

Although collective bargaining agreements are considered execu-
tory contracts under section 365 of the Code, traditionally a standard
higher than the "businessjudgment” rule hes been used to determine
whether a collective bargaining agreement may be rejected.6t Some
controversy remained regarding the standard to ke applied, honever,

because of its significant reverberations throughout the management/
labor relationship. One line of reasoning required that the debtor

55. 1d. § 109(c).

56. 1d. § 101(29).
57. See. e.g.. Inre Pleasant View Util. Dist., 24 Bankr. 632 (M.D. Tenn. 1982),

58. In re Drainage Dist. No. 7, 21 F. Supp. 798, 805 (E.D. Ark. 1937).

59. Copper River School District is a regional education attendance area organ-
ized pursuant to title 14, chapter 8. of the Alaska Statutes. Alaska Stat.
§§ 14.08.010-14.08.011(1988). The powers and duties ofa regional school board are
listed in sections 14.08.101 and 14.08.111. Id §§ 14.08.101, 14.08.11! (1988).

60. Order signed July 27, 1987, In re Copper River School District, No. 3-86-
00830 (Bankr. D. Alaska filed Dec. 22, 1986).

61. 11 U.S.C. § 901 (1982).
62. NLRB v. Bildisco, 465 U.S. 513 (1984).

63. In reMinges. 602 F.2d 38 (2d Cir. 1979).
64. midlsco. 465 U.S.at523-74,
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show that economic callapse would ke virtually inevitable absert rejec-
tion of the contract.&® Alternatively, courts required only a showing
that the collective bargaining agreement was burdensome to the estate
and that the balance of equities wes in favor of rejection.@®
The United States Supreme Court affirmed a higher standard for
the rejection of a callective bargaining agreement in National Labor
Relations Beard v, Bildisco & Bildisco.11 The Court did not, however,
adopt the test urged by the labor union that in order to reject a collec-
tive bargaining contract, the debtor must demonstrate that the reor-
ganization would fail absert rejection of the contract.6' This is the
strict standard which had previously been adopted by the Second Cir-
cuit in Brotherhood of Raiway and Airline Clerks v REA BExpress.
Inc.X' Instead, the Court opted for a more lenient standard permitting
collective bargaining agreemernts to be rejected in bankruptcy proceed-
ings where the agreement is shown to burden the bankruptcy estate
and, after careful scrutiny, the equities are in favor of rejection of the
labor contract. 0 The equities to be considered are only those equities
which relate to the suooess of the reorganization. 7L The Court aso
enocouraged bankruptcy judges to insure themselves that “ reasonable
efforts to negatiate a voluntary modification have been mede nnd are
nat likely to produce a prompt and satisfactory solution." 2
The legislative history of the Code, as eqaressed by a 1978 United
Sates Senate Report, indicates that the power to reject a collective
bargaining agreement was included specifically to allow a municipal
debtor to deal with its collective bargaining agreemernts.
W ithin the definition of executory contracts arc collective bargain-
ing agreements between the city and its employees. Such contracts
may be rejected despite contrary State laws. Courts should readily
allow the rejection of such contracts where they are burdensome,
the rejection will aid the municipality’s reorganization and in con-
sideration ofthe equities ofeach case. On the last point, "(ejquities
in favorofthe city in chapter 9 will be farmorecompelling than the
equities in favor of the employer in chapter 11. Onerous employ-
ment obligations may prevent a city from balancing its budget for

some time. The prospect of an unbalanced budget may preclude

65. Brotherhood ofRailway, Airline and Steam Clerks v. REA Express, Inc.. 523
F.2d 164 (2d Cir.), cert, denied 423 U.S. 1017 (1975).

66. Shopmen's Union No. 455 v. Kevin Steel Prod., Inc., 519 F.2d 698 (2d Cir
1975); ne also In re Brada-Mtller Freight Sys., Inc., 702 F.2d 890 (I Ith Cir. 198.-.
NLRB v. Bildisco. 682 F.2d 72 (3d Cir. 1982),

67. 465 U.S. 513 (1984).

68. Id at 525.

69 523 F.2d 164, 167-69 (2d Cir.), cert, denied 423 U.S. 1017 (1975).

70. Bildisco. 475 U.S. at 525-26.

71. 1d. at 527.
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judicial confirmation of the plan. Unless the city can reject its labor
contracts, lack of funds may force cutbacks in police, fire, sanita-
tion. and welfare services, imposing hardships on many citizens. In
addition, because cities in the past have often seemed immune to the
constraint of "profitability” faced by private businesses, the wage

contracts may be relatively more oneroys, than those in the private

sector. EXecutory Contracts and Municipal Bankruptcy. ss vale

L.J. 957, 965 (1976) (footnote omitted). Rejection of the contracts

may require the municipalities to renegotiate such contracts by state

collective bargaining laws. It is intended that the power to reject

collective bargaining agreements will pre-empt state termination

provisions, but (lot state collective bargaining laws. Thus, a city

would not be required to maintain existing employm-nt terms dur-

ing the renegotiation period.74

Bildisco prompted Congress to adopt section 1113 of the Code as
part of the 1984 bankruptcy legislation.? Section 1113 modifies bath
the substantive standard and the procedure necessary to reject a col-
lective bargaining agreement. In order to reject the collectively bar-
gained contract, the debtor must first propose those modifications to
the union representative which are “ necessary to permit the reorgani-
zation of the debtor” and which treat all affected parties “fairly and
equitably.” 3 In addition, the court must find that the union refused
to propose modifications without good cause and that the balance of
the equities "clearly favors rejection."7’ This is a higher standard than
that st forth in Bildisco, but it probably does not rise to the econonic
survival standard required in Brotherhood of Railway. Airline and
Steam Clerks v REA BExpress, Inc.1l

Due to the location of section 1113 in the Bankruptcy Code, how-
ever, the statutory, standard of section 1113 does not apply to petitions
under chapter 9. The standard outlined in Bildisco, therefore, remains
good law with regard to proceedings under chapter 9.8 Thus, it ap-
pears that a municipal debtor hes an easier burden than a private
debtor when persuading a court to permit the rejection of a collective
bargaining agreement.

The law is not developed in this area. Prior to In re Copper River
Schooal District, only one schoal district utilized chapter 9 to reject col-
lective bargaining agreements. In 1983, the San Jose Unified Schod
District, a California schoal district with enroliment of approximately

142

73. S. REP. NO. 989, 95l Cong. 2d Sms. 112 (1978), reprinted in App. 3 L.

Kino, Collier on Bankruptcy s v at 112 (15t el 1988).
74, Pub. L. No. 98-353 (1984).
75. 11 U.S.C.A. § 1113(b)(8)(A) (Supp. 1988).

76. 1d. § 1113(c). )
77. see L. King, Collier on Bankruptoy § 365.03(1J (15th ed. 198R).
78. 1d.
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30.000 studerts, filed a chapter 9 petition.71 That school district's fi-
nancial crisis arose from an enrollment dedine, with a consequert re-
duction in_revenues, as well as property tax limits contained in
California Propaosition 13

Prior to filing its chanter 9 petition, an arbitrator had ordered the
San Jose Unified Schodl District to restore weges withheld when the
schoal board voted to defer a wage increase. The schodl district's fis-
ca impossibility defense wes rejected by the arbitrator. The bank-
ruptcy court granted the schoal district's request to reject its collective
bargaining agreements approximately two months after the schoal dis-
trict filed its chapter 9 petition. Nearly a year after the bankruptcy
petition wes filed, the schodl district reached a comprehensive settle-
ment with its unions, and (he bankruptcy proceedings were dismissed
prior to the approval of a reorganization plan.8

In contrast lo In re San Jose Unified Schoal District, the Copper
River Schodl District wes foimally discharged from bankruptcy in
April 1988 under a reorganization plan which reduced teachers' sdla-
res.&@ The teachers' union waived claims for higher salaries and ac-
cepted salary freezes and reductions during a hearing on the schoodl
district's motion to reject its collective bargaining agreement with the
teachers."1 The court indicated that absent the significant concessions
mede by the teachers' union, rejection of the collective bargaining
agreerment could have been appropriate.8} Further, the court noted
that the standards set forth in Bildisco would have been the test for
determining whether the collective bargaining agreement could have
been rgjected by the schoal district.& A reorganization plan wes then
approved which included the teachers’ union's waiver of salary daims
pending the execution of a new collective bargaining agreement and
the dismissal of all grievances and litigation, &

A tchool district considering chapter 9 as a vehide for adjusting
collective bargaining agreements should consider not only the legd
implications, but the political implications of such action as well.
Shortly after the Copper River Schodl District wes discharged from
bankruptcy, legislation wes introduced in the Alaska Legislature
prohibiting an Alaska regional school board from filing a petition esa

79. Winograd, supra noie 5 at 232.

& Cal, Gorst, at. XII-A

81. Winograd, supra note 5, at 237-99.
82 Order Confirming Plan, supra note 7, and Consent Order Modifying Plan.
supra note 8.

83. Waiver, supra note 8
14. Transcript of confirmation hearing on March 24, 1988, In re Copper River

School %St No. 3-86-00830 (Bankr. D. Alaska filed Dec. 22. 1986)

85.
86. Consent Order Modifying Plan, supra note 8.
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debtor under chapter 9 of the United Sates Bankruptcy Code."7 NEA-
Alaska listed bankruptcy restrictions as a legislative priority for the
1987 Alaska legislative session."™" The organization supported legisla-
tion requiring a school district declaring bankruptcy to be placed
under state receivership.rl

Although no legislation restricting a school district's right to file a
chapter 9 petition was passed by the Alaska Legislature,”0 the fact that
legislation was introduced and supported by Alaska's largest teachers’
organization is an indication of the political response which could take
place if a school district avails itself of the jurisdiction of a United
States bankruptcy court.

Indeed, there appears to be a growing trend toward state inter-
vention into the affairs of financially troubled school_ districts. Ac-
cording to a recent article in The Kmencan School Board Journal.
New Jersey, Texas, Kentucky, New Mexico, and West Virginia have
developed procedures for state intervention in local school districts.”
For example, Kentucky law permits the state superintendent for pub-
lic instruction, with the concurrence of the state board of education, to
intervene in the operations of an educational'y "deficient" school dis-
trict if it fails to implement nnd approve education improvement plans
adopted by the state.11

If a school district maintains a sound educational program and is
simply overwhelmed by economic factors beyond its control, state in-
tervention hardly seemsjustified. State intervention or takeover would
merely add an additional layer of bureaucracy by removing control of
the district to the state level. Such removal would thereby eliminate
the flexibility afforded by local control. Moreover, there is no indica-
tion that state control would be more effective than local school
boards in dealing with financial concerns. Thus, chapter 9, which al-
lows a school board to adjust its debts while maintaining local control
of the schools, is preferable to state takeover legislation in cases involv-

ing purely financial difficulties.

87. H.B. 562, 15th Leg., 2d Sess., 1988 Alaska Sess. Laws.
88. NEA-Atlaska, NEA-Aktivist | (Mar. 1987).

a U.—,H.B. 562, 15th Leg., 2d Sess., 198 A laska Sess. Laws.

90. H.B. 562 was sent to the House Health, Education and Social Services Com -
mittee. The Committee took no action with regard to the bill during the session.

91 Rececer, Jersey City Stands Firm Against ChargesofAcademic Bankruptcy. 21

Am. Sthool Boaro). 21 (Nov. 198,
92. Ky. Rev.stat Ann.§ 158.690(4) (Baldwin 1987). See also VW VA Gode
§ 18-2E-5 (1988) (pertaining tn West Virginia "takeover" legislation),
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Chapter 9 of the United States Bankruptcy Code is a reasonable
option for insolvent school districts to reorganize their financial af-
fairs. Federa bankruptcy law permits municipal debtors to reject bur-
densome collective bargaining agreements if necessary and stays
litigation and administrative proceedings which may hinder a schodl
district's reorganization. In the absence of clear state law remedes,

er 9.is an ive I or an insolvent schoal district to re-
8 salaries angr[%tanoe its .

A schod district should consider the political implications of re-
lief under chapter 9. Public enployees’ unions may attempt to dose
the door to bankruptcy court by supporting state legislation prohibit-
ing a schoal district from filing a chapter 9 petition or providing for
the takeover of a schoal district by the state if the school district does
take such action. Unless adequate state remedies are provided for re-
sponding to a school district’'s financial crisis, such developments
would be unfortunate. Local school boards, like private corporations
and individuals, should be afforded an opportunity to adjust their

debts under the United States Bankruptcy Code. To the extent chap-
ter 9 gives aschodl district the means to reorganize its financial affairs
and start afresh, the municipal bankruptcy statutes enhance and pro-
fegirdbe local control of schoal districts by popularly elected school



