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Introduction
As cities, townships and municipalities struggle to address the sobering reality of a 

mountain of debt and decreased revenues, one tool at their disposal is Chapter 9 munic-
ipal bankruptcy. For many at the state and local level, filing for Chapter 9 bankruptcy 
is still viewed as the unthinkable, nuclear option. For others, Chapter 9 is viewed as a 
viable tool to restore financial stability to a community. 

Whether Chapter 9 filings will become a reality in Michigan remains to be seen. 
Governor Rick Snyder has recently announced that he does not anticipate that any 
municipal bankruptcy filings will take place. But until cities and towns achieve long-
term solutions to resolve their cash-flow issues and debt obligations, one can never say 
never. At a minimum, negotiations between local governments and creditors like trade 
unions will likely take place under the threat of a potential Chapter 9 filing. This article 
provides an overview of the fundamental principles of Chapter 9 municipal bankruptcy 
proceedings. 

Authority for a Municipality to File Chapter 9 
Chapter 9 of the United States Bankruptcy Code (the “Bankruptcy Code”)1 permits 

a municipality to restructure and adjust its debts. Chapter 9 is modeled after Chapter 
11, which is used primarily by businesses in order to restructure its obligations, but it 
has several unique features. 

 Who may file Chapter 9?

“Municipality” is defined very broadly under the Bankruptcy Code. It means a 
“political subdivision or public agency or instrumentality of a State.”2 A “political sub-
division of a State” includes cities, towns, counties, parishes, townships, villages and the 
like.3 Courts have held that where a state grants “express sovereign powers” to an entity 
that performs governmental functions, such as a County, it is a “political subdivision.”4

“Instrumentality of a State” has a broad meaning as well and includes school dis-
tricts, public utility boards and bridge and highway authorities.  Courts have held that 
a transit district and even an off-track betting company may be considered instrumen-
talities of states.5
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How does a municipality obtain authority to file Chapter 9?

Chapter 9 is drafted to carefully navigate thorny constitutional and political 
issues. Article I of the U.S. Constitution authorizes Congress to enact “uniform 
Laws on the subject of Bankruptcies throughout the United States.” As a result, while 
state law comes into play at times (e.g., issues involving property rights), bankruptcy 
law is federal law. However, the Tenth Amendment guarantees the sovereign powers 
of states over their local units. So the drafters of Chapter 9 were charged with 
incorporating the principles of federal bankruptcy law without infringing on a 
state’s constitutionally mandated authority. 

Therefore, a municipality may only file for Chapter 9 if it is authorized to 
do so under state law. Currently, 24 states authorize local governmental units to 
file municipal bankruptcies, while local units in the remaining 26 states are not 
authorized to file.6

In Michigan, municipalities are authorized to file Chapter 9. But that does not 
mean a municipality has an easy path to bankruptcy court. A local government and 
school district in Michigan may only file Chapter 9 through an emergency financial 
manager (“EFM”).7

Under Michigan’s Local Government Fiscal Responsibility Act, 1990 PA 72, 
two sections govern the ability of an EMF to authorize a municipal bankruptcy.     
With respect to local governments, the EMF has the right to “authorize the local 
government to proceed under title 11 (the Bankruptcy Code). . . “8 This right is 
subject to review and potential disapproval by the “local emergency financial 
assistance loan board.”9  With respect to school districts, the EMF has the authority 
to “authorize” the school district to proceed under title 11, but this right is not 
subject to the review of a board.10

Under Michigan’s recently enacted Local Government and School District Fiscal 
Accountability Act (2011) (the “2011 EFM Act”), the power of an EFM to authorize 
a municipality to seek relief under the Bankruptcy Code is tied directly to the 
governor’s approval. The EMF does not have the authority to directly authorize the 
municipality or school board to seek relief in bankruptcy.  Instead, the EMF has the 
authority to recommend bankruptcy relief to the governor and state treasurer.11  The 
governor then has the right to approve the recommendation.12  The EMF may only 
proceed under title 11 of the United States Code (i.e., the Bankruptcy Code) once 
it has obtained approval from the governor.13

Eligibility Requirement for Filing Chapter 9
Once a municipality navigates the hurdles at the state level to obtain authority 

to file a Chapter 9 petition, it still may face a battle over whether it is eligible to 
be a Chapter 9 debtor. A creditor or interested party may move for dismissal and 
argue that a local governmental unit is not eligible for Chapter 9 relief. Eligibility 
requirements in Chapter 9 are much more stringent than in other bankruptcy 
chapters. It is relatively easy for a business to file a Chapter 11, but it is much harder 
to emerge from Chapter 11. Once a company files Chapter 11, the burden is on 
creditors or interested parties to demonstrate that a case should be dismissed. 

In Chapter 9, a municipality has the burden to demonstrate that it is eligible 
to file Chapter 9. A municipality must be “insolvent” on a cash-flow basis, meaning 
it is generally not paying its debts as they become due. Finally, a municipality must 
intend to effectuate a plan to adjust its debts. 

A municipality must also meet at least one of the following four conditions: 
a) the municipality has obtained an agreement on a plan from creditors holding at 
least a majority amount of “impaired” claims in each class; b) the municipality has 
negotiated in good faith with creditors but has failed to obtain an agreement; c) 
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the municipality is unable to negotiate with creditors because 
negotiation is impracticable; or, d) the municipality reasonably 
believes that a creditor may try to obtain a preferential payment 
or transfer of the municipality’s assets.14

If there is an objection to eligibility, the municipality 
has the burden to demonstrate that it filed the petition in 
good faith.15 Unlike other chapters of Bankruptcy Code, the 
eligibility issue in Chapter 9 may be hotly contested.16

Operating in and Emerging from Chapter 9

Court Authority Over a Municipality While in Chapter 9
Chapter 9 has been drafted to incorporate many of the 

provisions of the Bankruptcy Code without vesting total 
authority over municipalities in the federal courts. Munici-
palities can restructure their debts without fear of having the 
bankruptcy courts interfere in political decisions. 

Chapter 9 specifically prohibits a bankruptcy court from 
interfering with (1) any of the political or governmental pow-
ers of a municipal debtor, (2) any of the property or revenues 
of the debtor; or (3) the municipal debtor’s use or enjoyment 
of any income-producing property.17

In addition, the bankruptcy court cannot appoint a trust-
ee to govern a local governmental unit. The bankruptcy court 
also cannot order that a municipality liquidate. These powers 
are significant tools in the Chapter 11 cases, as they act as sig-
nificant leverage during the negotiation process, but they are 
unavailable in Chapter 9.

Treatment of Bonds and Obligations in Chapter 9
Chapter 9 provides for specific treatment of obligations 

under bonds. Like other chapters of the Bankruptcy Code, 
the ability for a creditor/bondholder to recover a substantial 
portion of its claim, or just pennies on the dollar, is highly 
dependent upon the type of claim it holds. 

“General obligation bonds” are bonds payable from general 
tax revenues and other general income of the municipal debtor 
and not secured by a pledge of specific revenue or other assets. 
These types of bonds are treated as general unsecured claims 
in Chapter 9. Creditors holding general unsecured claims face 
the risk of getting paid only a small percentage of their claims. 

“Special revenue bonds” are bonds that are secured by a 
pledge of a specific stream of income – most often a particular 
tax or fees generated by a utility or other project the bonds 
financed. Special revenue bonds are considered to be secured 
claims.18 Since they are secured by specific collateral or 
revenues, they face a significantly enhanced chance of getting 
paid when compared with general obligation bonds. 

Assumption or Rejection of Collective Bargaining 
Agreements

One of the most significant tools available to a municipality 
in Chapter 9 is the power to reject collective bargaining 

agreements (“CBA”) and terminate ongoing obligations 
under the CBA. Generally, CBAs and other executory or 
ongoing contracts are subject to rejection under Section 365 
of the Bankruptcy Code. Rejection means that a party to a 
contract, like a business or municipality, is no longer required 
to perform under the contract, and any claims arising from the 
other party may be treated as general unsecured claims, which 
ultimately may be paid pennies on the dollar or nothing, 
depending on the case. 

Contracts may be rejected under the business judgment 
rule, a fairly low threshold. In other words, the debtor must 
prove that the rejection of a contract is within its sound 
business judgment. For example, if an unprofitable contract 
is not rejected, the company will lose significant money and 
may not survive. 

Congress passed legislation that requires a much higher 
threshold for companies to modify collective bargaining 
agreements in Chapter 11. A business may only reject or 
modify a CBA after satisfying potentially exhaustive statutory 
requirements that relate primarily to conducting lengthy 
negotiations with the bargaining unit. Chapter 9 does not 
contain these same rules. 

In Chapter 9, a bankruptcy court may authorize rejection 
if the debtor demonstrates that: 1) the CBA burdens the 
estate; 2) after careful scrutiny, the equities balance in favor of 
rejection; and, 3) the prospects of reaching a deal in the near 
future are not good.19 

Significant, ongoing debt obligations arising from CBAs 
may be the catalyst for a municipality to consider a Chapter 
9 filing. In Michigan, the 2011 EFM Act, which is currently 
subject to a court challenge, authorizes emergency financial 
managers to terminate contracts like CBAs. 

Plan of Adjustment
A municipality emerges from Chapter 9 when it files a 

plan of adjustment (which is similar to a plan of reorganization 
in Chapter 11 cases). A plan of adjustment is a document 
that provides for the treatment of the various claims held by 
creditors against a municipality and restructuring of liabilities. 
Only a municipal debtor may file a plan of adjustment (i.e., a 
creditor cannot file a plan on behalf of the municipal debtor). 
A plan tracks many of the rules and provisions that govern 
Chapter 11 business reorganizations. The plan of adjustment 
permits a local government to obtain a “discharge” of pre-
filing debts and obligations and emerge from Chapter 9 with 
reduced liabilities and obligations. Once the bankruptcy court 
approves or confirms the plan of adjustment, the municipality 
may exit its bankruptcy proceeding. 

Recent Chapter 9 Filings
While a few municipalities in Michigan have gone 

into receivership or related financial hardship proceedings, no 
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Chapter 9 cases have been filed in Michigan. Chapter 9 cases 
have been filed across the country, although they are rare. The 
following summarizes the more prominent filings:

Hamilton Creek Metropolitan District, a 
quasi-municipal corporation in Summit 
County, Colorado, 1989. Hamilton Creek 
Metro. Dist. v. Bondholders Colo. Bondshares 
(In re Hamilton Creek Metro. Dist.), 143 F.3d 
1381 (10th Cir. 1998). The District had 
gone through Chapter 9 once before and 
had a plan confirmed that reorganized debt 
on its bonds. The District filed for Chapter 
9 a second time, but the bankruptcy court 
dismissed the District’s petition because the 
District was still able to pay debts as they 
became due. 

Bridgeport, Connecticut, 1991. In re 
Bridgeport, 129 B.R. 332 (Bankr. D. Conn. 

1991). Filed voluntary Chapter 9 petition 
on June 6, 1991. State of Connecticut 
objected to the petition arguing that 
the City was not insolvent, the petition 
was filed in bad faith, and the Mayor 
was not authorized to file the petition. 
The Bankruptcy Court of the District of 
Connecticut found that Bridgeport was 
not insolvent and sustained the objection. 
Bridgeport withdrew its request for relief.

Orange County, California, 1994. See County 
of Orange v. County of Orange, 183 B.R. 609 
(Bankr. C.D. Cal. 1995). Plan of adjustment 
was approved after a lengthy case. 

Desert Hot Springs, California, 2001. Silver 
Sage Partners, Ltd. v. City of Desert Hot 
Springs (In re City of Desert Hot Springs), 339 

A financial turnaround advisor plays an important role in 
any legal planning for naming an Emergency Financial Manager 
(EFM), avoiding an EFM, or in the worst case preparing for a 
potential Chapter 9 filing.  A third party turnaround advisor 
specializes in troubled situations and brings credibility to an 
acrimonious situation.  A turnaround advisor can provide the 
analytical skill that may be lacking at the municipal level and 
brings years of experience handling tough workout situations.  

The main goal is to avoid getting into an EFM situation.  
Financial turnaround advisors can work with either the municipal 
government or school district to develop and implement a plan 
fixing the issues without the turmoil of the EFM process.  If the 
situation does go to an EFM, financial turnaround advisors will 
likely play two main roles:  providing various financial analyses of 
the situation and testifying in court to support actions taken by 
the EFM or in a Chapter 9 filing.  

Turnaround advisors are used to dealing with chaotic 
situations where data and personnel are not always reliable.  A 
good advisor is invaluable in analyzing data and determining 
the main drivers of a situation.  Financial data can often be 
intimidating and a good advisor can boil down the data to an 
easy to understand level.  This skill will be very important as 
the likelihood of legal challenges to cost cutting or revenue 
raising actions could require the advisor to make presentations 
to various constituents or provide testimony in support of the 
restructuring plan.

If court challenges to the EFM bog down the restructuring 
process, a Chapter 9 filing may become a reality.  The financial 

turnaround advisor will be crucial in defending challenges to 
the filing such as proving the entity is insolvent.  In addition, 
the volume of financial data required for a bankruptcy filing 
can overwhelm the municipality’s accounting staff and an 
advisor is often asked to handle all data preparation and analysis 
related to the case.  Advisors may also play a key role in the 
negotiating process, which may take place under the threat 
of the appointment of an EFM and/or Chapter 9 municipal 
filing.  A good advisor is a key member of the legal team for 
planning strategy, providing analysis, and constructing a plan 
of reorganization for exiting Chapter 9.  

In summary, financial turnaround advisors can prove 
beneficial in all three restructuring scenarios:

The best course is working with the city or school 
district to develop a plan and avoid EFM action.
If an EFM is named, assist the EFM in developing a 
restructuring plan plus testify in court when necessary 
to support the plan
In a worst case scenario, provide the financial 
horsepower necessary to guide a municipality or 
school district through a Chapter 9 proceeding.

About the Author
Brad Coulter is a Director and Certified Turnaround 
Professional at O’Keefe & Associates, a restructuring firm 
based in Bloomfield Hills, MI.  Mr. Coulter has over ten years 
of consulting experience in dealing with financially troubled 
entities.
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F.3d 782 (9th Cir. 2003). Plan of adjustment 
was approved. 

Camp Wood, Texas, 2005. In re City of Camp 
Wood, Texas (Bankr. W.D. Tx. Case No. 05-
54480). Plan of adjustment was approved. 

Village of Alorton, Illinois, 2005. In re Village 
of Alorton (Bankr. S. D. Ill.. Case No.  05-
30055). Plan of adjustment was approved. 

Gould, Arkansas, 2008. In re City of Gould, 
Arkansas (Bankr. E.D. Ark. Case No. 
08-12413). The City of Gould filed but 
subsequently moved to voluntarily dismiss 
its case. 

Vallejo, California, 2008. In re City of Vallejo, 
408 B.R. 280 (B.A.P. 9th Cir. 2009). Filed 
for Chapter 9 on May 23, 2008. Labor 
unions filed motion to dismiss. Motion 
was denied, unions appealed, and U.S. 
Bankruptcy Appellate Panel for the Ninth 
Circuit affirmed, allowing City to remain 
in Chapter 9. Chapter 9 Plan was filed on 
January 9, 2011. This case is still ongoing. 

Westfall Township, Pike County, 
Pennsylvania, 2009. In re Westfall Township 
(Bankr. M.D. Pa. Case No. 09-02736). Plan 
of adjustment was approved. 

Boise County, Idaho, 2011. Bankruptcy 
Court for the District of Idaho, Case No. 11-
00481-TLM. Chapter 9 Petition was filed on 
March 1, 2011. Boise County filed because a 
large judgment was entered against it and it 
alleges that it cannot pay its debts as a result.

Conclusion
It remains to be seen whether Chapter 9 bankruptcy 

will be used as a tool to restructure the debts of cities and 
towns in Michigan. Governor Snyder, who must approve any 
bankruptcy filings, recently announced that he did not expect 
any bankruptcy proceedings to take place. But the winds often 
change quickly in politics. Furthermore, if the constitutional 
challenge to the 2011 EFM Act is successful, Chapter 9 may 
be the only option to terminate CBAs and take other action to 
restore a municipality’s balance sheet. 

Those who are convinced that no Chapter 9 filings will 
take place should remember that most thought that General 
Motors would not file bankruptcy, let alone emerge from 

bankruptcy as a stronger, leaner company. It is likely that the 
threat of Chapter 9 will be a factor in negotiations between 
cities and bargaining units over cost-cutting measures, even 
if it is the unspoken “elephant in the room.” At a minimum, 
municipalities, creditors and practitioners would be well-
served to understand the Chapter 9 process, and the potential 
rights that may be impacted in a Chapter 9 proceeding. 
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