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The municipal market enters 2012 on a note of cautious optimism. Municipal 
defaults remained extremely rare in 2011, and credit fundamentals have 
stabilized for many state and local governments. Most issuers continue to 
prioritize bondholders while restructuring employee benefits and other 
government functions.

However, weak issuers remain pressured. They are vulnerable to continued 
economic stagnation, impending pension-accounting rule changes, legal 
challenges to pension reforms, and issuers’ decreased willingness to honor 
non-essential, “problem” debts.

The pressure on lower quality issuers suggests additional municipal defaults 
and ratings downgrades over the next several years. It also portends municipal 
insolvency reforms to clarify whether – and how – severely distressed issuers 
can restructure bonded debts. 

In this Special Commentary, we highlight the generalized improvement in 
municipal credit fundamentals, and note the risks ahead for weaker issuers. We 
also discuss the variety of ways states may seek to unwind chronically distressed 
governments.

Stable Credit Environment
State and local credit fundamentals were stable entering 2012.

Payment defaults fell in 2011 to $2.1 billion from $2.8 billion in 2010.1 

State and local tax collections continue to recover (see graph at right), and city 
finance officers report improved ability to meet financial obligations.2 

State and local debt levels continue to drop, including outstanding short-term 
debt. This suggests that municipal governments continue to avoid “rolling over” 
debt to finance operating deficits.3

Tax aversion also appears to be waning. Washington State lawmakers are 
considering a sales tax increase.4  New York State recently passed a tax reform 
that increases annual revenue by $1.9 billion,5  and California voters support 
the Governor’s proposal to increase sales and income taxes.6

Pension reform is now ubiquitous. In 2011, 18 states increased employee-
contribution requirements for pension benefits, 15 increased the age and 
service requirements to become eligible to receive a pension, and 12 reduced 
the cost-of-living increases built into pension benefits.7  Changes at the local 
level have also been commonplace. 8  These changes are in addition to reforms 
enacted in 2009 and 2010. 

Importantly, states have prioritized bondholders while restructuring 
employee-related liabilities and other government programs. In Rhode Island, 
lawmakers granted bondholders a priority lien in municipal tax revenue while 
enacting broad-based pension reforms. In Michigan, a new state law designed 
to “protect the credit of the state and its political subdivisions” empowers 
state-appointed receivers to rewrite unsustainable collective bargaining 
agreements.9  In California, a new municipal bankruptcy process reduces the 
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State & Local Tax Revenues are Recovering 
Source: U.S. Census Bureau, December 2011
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risk of bond defaults and increases the likelihood that labor contracts are 
renegotiated outside of Chapter 9.10

Policymakers continue to prioritize bondholders because principal and 
interest costs remain modest and predictable and because bonds finance 
essential and popularly supported, jobs-producing infrastructure projects.11 

Politicians, taxpayers, public employees, and trade unions continue to benefit 
far more from maintaining vital market access than from defaulting on bonds.12

Weak Issuers Remain Vulnerable 
The market’s overall stability masks concentrated weaknesses in specific issuers. 
These issuers are disproportionately affected by still-declining home prices, 

vulnerability to external shocks, changes to pension accounting rules, legal 
challenges to reforms, and a heightened unwillingness by some issuers to meet 
non-essential financial obligations.

Chronically Struggling Issuers Remain Riskier Investments

The table below illustrates that there is justified concern that chronically 
distressed issuers may default. Today’s distressed issuers are sufficiently similar 
to Depression-era defaulters to suggest an uptick in defaults and ratings 
downgrades. Distress among lower quality issuers also portends municipal 
insolvency reforms to clarify whether – and how – severely distressed issuers 
can restructure bonded debts.

Factors 
Contributing to 
Defaults in 1930’s 
are Less Prevalent 
Today Except Among 
Some Chronically 
Distressed Local 
Issuers

Source: City Financial 
Emergencies, The 
Intergovernmental 
Dimension, Advisory 
Commission on 
Intergovernmental 
Relations  
( July 1973) and 
Breckinridge Capital 
Advisors

Pension Reform, 2011 
Source: New York Times, December 6, 2011 based on data from National Conference of State Legislatures.

Increased Contributions: 18 States Reduced Cost-of-Living Adjustment: 12 states

For current state employees 
covered by a statewide retire-
ment plan. 

For some current state 
employees.

For those already retired and 
current employees in a state-
wide retirement plan. 

For some current employees.
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Declining Home Prices 

Chief among the challenges facing lower quality issuers is the still-deteriorating 
real estate market. Real estate assessments lag market prices by two years,13  
and for many issuers, federal stimulus revenue has tempered local revenue 
declines until now. According to the latest Case-Shiller data, prices are still 
falling in most metropolitan areas.14 

External Shocks

Lower quality issuers also remain vulnerable to macroeconomic challenges. In 
the next 24 months, local governments might face another unexpected revenue 
drop as a result of federal budget cuts or events in Europe.

Tepid stock market growth may also harm weak issuers, which often manage 
pension plans that assume 8% annualized returns. Each year of less-than-8% 
returns requires higher pension contributions in future budgets. 

Burdensome Pension Accounting Rules & Legal Challenges

New pension-accounting rules will disproportionately squeeze weak local 
governments. Beginning in July 2013, the Government Accounting Standards 
Board (GASB) will require more conservative measurement of unfunded 
pension liabilities.15  The change will increase recommended pension 
contributions for governments with poorly funded plans.

Legal impediments to pension reforms may also negatively impact weak issuers. 
Reform laws have been challenged in Rhode Island, New Jersey, Florida, New 
York, and Illinois, among other states.16  Many local issuers face similar lawsuits.17  

Reduced Willingness to Pay for “Problem” Debt

Perhaps the most important market trend is a slight but noticeable change in 
issuers’ willingness to meet non-essential financial obligations. During 2011, 
there was a modest uptick in non-monetary defaults,18  and a handful of issuers 
refused to honor poorly secured bonds for non-essential projects. These 
include Harrisburg, PA, Menasha, WI, Moberly, MO, and Wenatchee, WA, 
among others. 

In each case, there was at least an implied pledge to pay bondholders if a 
designated revenue stream proved insufficient to cover principal and interest 
payments. However, tight budgets made payment unpalatable to taxpayers, 
especially since the bonds financed speculative projects that were unessential 
to the government’s core functions.19

Breckinridge has always avoided these kinds of bonds precisely because of 
their non-essentiality and weak security. The uptick in issuers’ unwillingness to 
honor these debts is consistent with past recessions. 

Still, any increase in unwillingness-to-pay is an unwelcome development that 
warrants monitoring. Though very unlikely, issuers’ unwillingness to pay poorly 
secured, non-essential debts could transform into an unwillingness to pay more 
essential obligations. Such a transformation will manifest itself in lower-quality 
issuers first.

Reorganizing Chronically Distressed Issuers
The stable credit outlook for most municipal issuers, combined with the shakier 
financial status of lower quality issuers, tight state budgets, and the recent uptick 
in issuers’ unwillingness to pay non-essential debts, creates incentives for states 
to clarify and revise municipal distress and insolvency laws. Municipal investors 
remain uncertain how their bonds will be treated when local governments fail. 
Some even believe solvent governments will fail to pay their debts. Clearer 
rules can enhance investor confidence and ensure that creditworthy issuers 
retain access to affordable capital.

Below we briefly summarize the rules governing municipal insolvency and debt 
impairment, highlight insolvency reform approaches from previous recessions, 
and describe possible reforms for future years.

Municipal Defaults Remain Rare but are  
More Frequent than Prior to the Recession
Source: Distressed Debt Securities Newsletter, November 2011

% Change in Single Family Home Prices (U.S.)
Cumulative price change from peak, seasonally adjusted
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A Very Brief Review of the Rules

Municipal insolvency and debt impairment is governed by a mix of state and 
federal law. States control how municipal contracts may be impaired, including 
those for bonds.20  Generally, impairment is accomplished in one of three ways: 
by empowering municipalities to file for Chapter 9 of the bankruptcy code, 
by taking advantage of pre-existing municipal distress procedures, or through 
emergency legislation.21

In all cases, impairment is permitted only in an extreme “financial emergency.” 
A municipality must face unanticipated, imminent financial collapse and no 
alternative to default.22

The same insolvency and impairment rules apply to states, except that states 
cannot avail themselves of the bankruptcy court and no state has a formal, pre-
existing procedure for restructuring itself.23  A default by a state would likely be 
resolved through emergency legislation or federal intervention.

Reforms Reflect the Issues of Their Time

Historically, municipal insolvency reform laws reflect immediate state needs. 
Approaches vary depending on whether municipal distress is systemic 
or concentrated. Reforms often seek to cordon off problem issuers from 
creditworthy issuers, and problem debts from manageable debts.

During the Great Depression, municipal distress was widespread and driven 
by overwhelming bonded debts. States lobbied Congress to create Chapter 
9 of the bankruptcy code24  because, at the time, it was believed impossible 
for states to restructure bond contracts outside of federal bankruptcy court.25 
A generalized, federal approach to unwinding distressed municipalities made 
sense. 

In the 1970s, municipal distress was less widespread and its causes were 
multifaceted. Pension liabilities, labor contracts, and social insurance 
obligations also contributed to the era’s municipal calamities. During the 1970s, 
most municipalities restructured outside of Chapter 9.26  Defaults in New York 
City and Cleveland, Ohio were cured by state intervention.

In the early 1990s, municipal distress was again concentrated. Several 
Northeastern manufacturing communities became economic backwaters. 
States like Connecticut and Massachusetts enacted municipal insolvency rules 
to resolve distress on a case-by-case basis.27

Last year, three states (Michigan, Rhode Island, and California) enacted new 
municipal insolvency legislation and one (Indiana) considered it. The legislation 
generally reflected the character of each state’s municipal distress. For 
example, Michigan lawmakers created a process that puts collective bargaining 
agreements at risk and implies (though does not guarantee) that bonds are 
prioritized.28  In Michigan, labor contracts are the prime reason for municipal 
distress but bonded debt is also high in some places. In contrast, Rhode Island’s 
new municipal insolvency law explicitly protects bondholders. There, debt 
levels are modest even among issuers with severely strained local budgets.29

Possible Reforms

Going forward, states’ municipal insolvency reforms are likely to fall into several 
categories: (1) statutory liens, (2) clarified “intercept protections,” (3) stronger 

municipal monitoring, (4) the creation of “pension boards,” or (5) amendments 
to Chapter 9 of the bankruptcy code. We examine each below.

Statutory liens
Where municipal distress arises for a reason other than overwhelming bonded 
debts, statutory liens can help restore financial integrity. Statutory liens protect 
bonds from impairment inside or outside of bankruptcy.30  They are exempt 
from the automatic stay in a Chapter 9.

Rhode Island lawmakers created a statutory lien in favor of bondholders prior 
to Central Falls’ August 2011 bankruptcy filing. Rhode Island’s municipalities 
exhibit modest debt burdens but enormous employee-related obligations. 
Placing a statutory lien on local issuers’ bonds preserved Rhode Island issuers’ 
ability to borrow for vital capital projects while forcing issuers to focus on their 
employee-related liabilities.

Clarified Intercept Programs
Another solution for states with widespread municipal distress but modest 
bonded debt burdens is to clarify that state intercept programs will be 
honored. State intercept programs guarantee, or partially guarantee, payment 
to bondholders in the event of financial distress. States promise to withhold 
state aid payments owed to a defaulting local government and redirect them 
to bondholders. 

Presently, investors are unsure whether states will follow through on intercept 
pledges. Few intercept programs have been tested, and the Vallejo, CA 
bankruptcy case suggested that poorly designed programs might not be 
honored.31

Strengthened Municipal Monitoring
States that exhibit disseminated municipal distress may benefit from 
strengthening their municipal oversight regimes. Strong state oversight has 
been directly linked to lower borrowing costs by credit analysts.32  Michigan’s 
new Emergency Financial Manager law is a strong form of municipal oversight. 
Pennsylvania’s Act 47 program is a bit weaker. Most states have some sort of 
distress and oversight regime. Modest increases in program staff size and more 
frequent monitoring is likely to help prevent struggling issuers from becoming 
more distressed. 

Pension Authorities
Where pension debts are drowning many municipal governments, states may 
have incentives to establish “pension authorities.” Pension authorities are the 
brainchild of an oft-cited municipal bankruptcy expert, James Spiotto.33

Pension authorities could be created by state or federal law. They would 
serve as neutral arbiters to determine whether a government’s pension stress 
requires restructuring. To the extent restructuring was needed, the quasi-
judicial panel would determine the size of the restructuring and any revenue 
enhancements.34

Pension authorities might additionally authorize the use of pension fund assets 
to purchase the bonds of their host governments. Philadelphia’s pension funds 
purchased that city’s bonds during its 1991 financial crisis.35  New York City’s 
pension funds did the same in 1975.36  These investments can generate capital 
gains.37
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Municipal Bankruptcy Amendments
If severe municipal financial distress metastasizes over the next several years, 
there may be interest in reforming Chapter 9 of the bankruptcy code. This 
scenario is unlikely insofar as today’s politicians, taxpayers, and unions appear 
inclined to address their fiscal problems without the assistance of unaccountable 
federal judges. Still, possible reforms include:

•   More protection for GOs. Given the modest bonded debt levels in the states, 
the most likely Chapter 9 reform would be to make explicit the seniority of 
the general obligation bonds in bankruptcy. This would comport with long-
standing market expectations that general obligation bonds are the gold 
standard investment in municipal finance and with the law in several states. 
The National Bankruptcy Review Commission supported such an approach 
as recently as 1997. 38

•   Clarify revenue bond treatment. Congress might also seek to clarify the se-
niority of revenue bonds in Chapter 9. The Jefferson County, Alabama filing 
unsettled some observers because the County sought to remove a court-
appointed receiver and interrupt payments to sewer warrant holders. 
The market had long believed that receivers rights would be honored in 
Chapter 9 and that revenue bond payments were unaffected by municipal 
bankruptcy.39

•   Enhanced protections for municipal employees. If a wave of municipal bank-
ruptcies ensued and public employees’ retirement benefits and salaries 

were systematically reduced across the country, Congress and voters might 
seek to enact new Chapter 9 protections for public pensions and labor 
contracts. Presently, it is easier to abrogate labor contracts in Chapter 9 
than in Chapter 11.40

•   Empower Chapter 9 judges. Under Chapter 9, judges have limited power 
to impose higher taxes, spending cuts, or asset sales on municipalities. 
The Constitution generally prohibits the federal government (including its 
bankruptcy courts) from interfering with state and local fiscal decisions.41

However, the federal governments’ authority to circumscribe states and 
local fiscal autonomy has grown since the 1930s. Modern Constitutional law 
likely permits more powerful Chapter 9 judges.42 

Conclusion
Breckinridge continues to anticipate a modest uptick in municipal defaults in 
2012 and beyond. While the overwhelming majority of high investment grade 
credits exhibit stable credit fundamentals entering 2012, lower quality credits 
continue to struggle. Chronically distressed issuers are more vulnerable to 
economic downturns, impending accounting rule changes, and horizontal 
movement in the stock market. States may seek to address the needs of severely 
distressed issuers through new municipal insolvency laws.
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that receivers appointed by state courts as a contractual remedy lose their “control” over debtor property in a 
Chapter 9 but retain limited powers over pledged revenues. Precisely what this power over pledged revenues means 
is vague. As to revenue bond payments, the judge ruled that they are exempt from the automatic stay imposed by 
Chapter 9. These payments, also known as “net revenues,” comprise the money available to pay principal and interest 
costs after operating and maintenance costs have been paid. See “Memorandum Opinion,” In re Jefferson County, 
Alabama, 11-05736-TBB9 (Filed 01/06/2012).

40 For example, 11 USC 1113 is inapplicable in a Chapter 9. This section of the bankruptcy code requires Chapter 
debtors to meet legal hurdles before rejecting executory collective bargaining agreements in bankruptcy. As such, a 
municipality may more easily restructure collective bargaining agreements in Chapter 9 than in Chapter 11. See In re 
City of Vallejo, 403 B.R. 72 (Bkrtcy. E.D. Cal. 2009).

41 This rule is codified in Chapter 9 of the bankruptcy code in sections 903 and 904. These sections (a) explicitly reiterate 
that states retain control of municipalities during the bankruptcy filing and (b) the court may not interfere with the 
municipality’s “political or governmental powers,” its “property or revenues,” nor the “use or enjoyment” of its 
business-like enterprises (e.g. utilities). 

42 The federal government may now exert far more control over state and municipal affairs. The limitation on federal 
interference with state affairs today is delimited only by the political process itself. If states seek federal regulation, 
they can establish it by electing lawmakers to federal office. See Garcia v. San Anotnio Metroplitan Transit Authority, 
496 U.S. 528 (1985). This suggests that at least some parts of sections 903 and 904 of the bankruptcy code could be 
revamped and Chapter 9 judges could have much more power over municipal affairs than at present. See also David L. 
Dubrow, “Chapter 9 of the Bankruptcy Code: A Viable Option for Municipalities in Fiscal Crisis?” The Urban Lawyer, 
Vol. 24, No. 3 Summer 1992.
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