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Several factors prompt this return to the issue of
local government fiscal distress:  the current wide-
spread and pervasive nature of the financial chal-
lenges facing Michigan’s local governments (includ-
ing governmental units that have traditionally been
well-managed), and the severity of the problems
facing the City of Detroit.  In 1988, the State of Michi-
gan adopted a procedure that allows state interven-
tion in the affairs of local governments that are hav-
ing a financial emergency.  The Local Government
Fiscal Responsibility Act, PA 72 of 1990, replaced

that 1988 law and provided a process for determin-
ing if there is a serious financial problem in a local
government, for appointing an emergency financial
manager with specified powers and duties, and for
resolution of the financial emergency.

Further, the increasing frequency of allusions to
municipal bankruptcy or receivership indicates that
a review of Chapter 9 of the federal Bankruptcy Code,
and clarification of the difference between insolvency
and bankruptcy, would be useful.
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A number of local government officials in fiscally dis-
tressed communities have in recent months used
the terms “bankruptcy” and “receivership.”  Use of
these words may express the level of concern those
officials have, or wish to convey, about the financial
condition of their communities, but they are not par-
ticularly accurate or appropriate in the context of
Michigan local government.

Michigan’s general purpose local governments, which
are facing extraordinary financial pressures, have a
number of options for addressing a deficit between
revenues and spending pressures:

• use fund balances accumulated in prior years;
• sell deficit financing bonds to be repaid from fu-

ture revenue sharing payments;
• seek voter approval for new taxes or increased

tax rates within state limits;
• sell assets;
• defer purchases and maintenance;
• lay off employees;
• privatize functions;
• reduce or eliminate services;
• renegotiate contracts to reduce payments; and/or
• consolidate functions with other governments.

At some point, all of these options may be effec-
tively exhausted, or elected officials may be unable
to reach agreement on a solution, and at that point,
the definitions in the following section of this report
become very important.

Definitions

Cash flow insolvency is the inability to meet debts
as they fall due.  The condition of insolvency may be
temporary and does not necessarily lead to state
intervention under PA 72 or to bankruptcy.  A gov-
ernment that fails to meet a debt is in default.
Generally, a default is cured by refinancing or rene-
gotiating the debt, but the creditor may seek a judg-
ment levy through court action.  Under PA 72, if a
court orders a judgment levy without the prior ap-
proval of the local unit’s governing body, then the
state treasurer must conduct a preliminary review
to determine whether a local government financial
problem exists.

The Local Government Fiscal Responsibility Act, PA
72 of 1990, provides a mechanism for state interven-
tion in local governments that incur a financial emer-
gency.  (PA 72 also includes provisions relating to
school districts: those provisions are outside the scope
of this report.)  An emergency financial manager
(EMF) may be appointed under PA 72 of 1990 if a
financial emergency is found to exist in a local gov-
ernment and no consent agreement has been nego-
tiated to resolve the emergency.  An emergency fi-
nancial manager assumes the power and duties of
the chief executive officer and legislative body, and
may reorganize the government structure and rene-
gotiate contracts.  PA 72 provides that if an emer-
gency financial manager is unable to resolve the fi-
nancial emergency, he or she may request approval
from the local emergency financial assistance loan
board to authorize the local government to proceed
under Chapter 9 of Title 11 of the United States Code.
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Municipal bankruptcy is a specific process avail-
able under Chapter 9 that allows the reorganization
of cities, villages, townships, and counties, but not
states.  In spite of the facts that insolvency is one of
several conditions necessary to file for bankruptcy
under Chapter 9, and that bankruptcy addresses the
condition of insolvency, insolvency and bankruptcy
are not synonymous.  Under Chapter 9, the condi-
tion of insolvency is addressed by the automatic stay
provision, which stops all collection actions against
the debtor at the time the bankruptcy petition is filed.
Section 922(d) provides that the automatic stay does
not apply to debts secured by pledged special rev-
enues, such as revenue bonds.  The federal law pro-
vides that states must specifically authorize their
municipalities to use Chapter 9.  No Michigan mu-
nicipality has ever filed for bankruptcy, but the pro-
cess is technically available only under the condi-
tions specified in the Local Government Fiscal
Responsibility Act, PA 72 of 1990.

Under federal law, receivership is a form of corpo-
rate bankruptcy in which the court appoints a re-
ceiver to run the company and recoup as much of
the unpaid loans as possible, by liquidation if neces-
sary.  Receivership may occur when a state or fed-
eral regulator places a bank or financial institution
under the control of a receiver pursuant to a stat-
ute.   A court order may place a receiver over prop-
erty, with or without the consent of the owner, to
preserve that property during a lawsuit if there is a
danger the property will be removed from the juris-
diction of the court if a receiver is not appointed.  A
receiver may be appointed over all, or only the con-
tested part, of the property of an individual, part-

nership, or corporation.  The receiver is responsible
for administering, conserving, rehabilitating, or liq-
uidating the assets for the benefit of creditors.

Under municipal bankruptcy, no receiver is appointed:
the local government develops a plan for adjusting
its debts and the court approves or disapproves that
plan.  The court does appoint a trustee who ap-
points a creditors committee, but the trustee does
not oversee the financial operations of the munici-
pality.  The local government itself implements the
plan of adjustment under the oversight of the court.

It was only after a court-ordered receivership was
established for the City of Ecorse that the Michigan
Legislature adopted PA 101 of 1988, the precursor
to PA 72 of 1990.   There is no state authorization
for local government receivership under PA 72 of
1990; although an emergency financial manager may
be incorrectly referred to as a “receiver,” he or she
has different powers than a receiver appointed by a
federal court in a corporate bankruptcy.

Six Michigan communities have had emergency fi-
nancial managers appointed under PA 72 of 1990:

• City of Hamtramck, 2000
• City of Highland Park, 2001
• City of Flint, 2002
• Village of Three Oaks, 2008
• City of Ecorse, 2009
• City of Pontiac, 2009

On February 26, 2010, the governor declared a fi-
nancial emergency in Benton Harbor.

iv

Potential Alternatives to Current Statutory Approach

Emergency Financial Manager

PA 72 of 1990 has worked reasonably well in those
situations where it has been used.   It is obvious
from past experience, however, that the selection of
the individual who is to serve as emergency finan-
cial manager is key.  It may be that in certain cases
(e. g. Detroit) the complex financial and political situ-
ation demands a different approach, and that cur-
rent elected officials or appointees may be the best
to serve as emergency financial manager (EFM).  If

the legislative body were an impediment to imple-
menting financial reforms, appointing a chief execu-
tive officer to be EFM would allow that person to
relieve the legislative body of authority and imple-
ment necessary budgetary and operational changes
without their approval.   The benefit of this approach
is that the state would not be placing an “outsider”
with no connection to the community in a position
of authority.  The problem is that it does not remove
local political considerations from the process.
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Public-Private Oversight

If it were to be determined that the City of Detroit
could not resolve its fiscal difficulties on its own, it
might require a specially tailored strategy that ac-
commodates its size, complexity, and political reali-
ties, perhaps one similar to the plan developed for
New York City in 1975.   The establishment of an
Emergency Financial Control Board, similar to that
created by the State of New York to oversee New
York City’s financial affairs, may be more appropri-
ate for a city the size and complexity of Detroit.  That
board could include both city and state officials as
well as private sector experts, and could oversee
the budget of the City of Detroit and direct imple-
mentation of deficit elimination plans. In order to be
effective, the board would have to have authority to
reject city budgets that contain unrealistic revenues,
and to force the city to eliminate deficits as they
arise.  And in order for the board to be sufficiently
well informed to make appropriate decisions, the
city’s accounting system would have to be improved
to the point that financial information is timely and
accurate.

State Takeover

Rather than appoint an emergency financial man-
ager or an oversight board for a local government
with a financial emergency, the state could desig-
nate a state agency that actually exercises financial
and operational control of local governments that
have financial emergencies.  This agency could be
authorized to sell notes and bonds guaranteed by
defined revenues (including, but not limited to, defi-
cit funding bonds and, with court cooperation, judg-
ment bonds), to raise extraordinary revenues in a
designated local unit of government, or to channel
special state resources to the unit.  The state agency
could be empowered, where feasible, to execute

contracts transferring all service provision responsi-
bilities to the county or other appropriate unit of
government.  Although there are constitutional con-
siderations, the state agency could propose and ad-
vocate for a merger of local units of government, or
propose and advocate for replacing a dysfunctional
charter with a model charter.

The proposed agency could be designed to be very
intrusive, approving budgets and expenditures, hir-
ing and firing local department heads and employ-
ees, negotiating and approving contracts, and man-
aging operations.  Or, it could be less intrusive,
negotiating a rehabilitation plan and overseeing its
implementation by local officials.  There could be an
established set of threshold events that trigger the
state involvement (if, for example, the community’s
credit rating falls below investment grade or if the
local government is unable to meet its operating
expenses), or the governor or legislature could be
authorized to designate specific local governments
for takeover.

Bankruptcy

There is no prohibition in any Michigan statute on
the voluntary renegotiation of local government con-
tracts.  There is, however, no possible amendment
of any Michigan statute that would allow abroga-
tion of local government contracts.  Therefore, if
the critical problem facing a local government is
the inability to afford contractually obligated pay
and benefits, and the union(s) refuse to make con-
cessions, no remedy for that problem is possible
outside of bankruptcy.  Similarly, if the critical prob-
lem facing a local government is the inability to
make payments on limited tax general obligation
debt, and bond or note holders refuse to make con-
cessions, no remedy for that problem is possible
outside of bankruptcy

v
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Conclusion

vi

In Michigan, local governments of all kinds are fac-
ing financial challenges.  In general, these challenges
are defined by declining property tax revenues at-
tributable to the real estate collapse and to economic
restructuring.  In many well managed communities,
the decline in revenues has provided an unexpected,
and unprecedented, challenge.  In other communi-
ties with long standing problems, the political envi-
ronment has not allowed leaders to make necessary
reforms.

The state has developed a strategy for addressing
local government financial emergencies, but PA 72
of 1990 has not been used in every instance of local
government distress.  In particular, the state’s larg-

est city, Detroit, may require a different approach if
it is deemed to have a financial emergency.

While a simple bailout is greatly desired by many
local officials, the state is unable or at least unwill-
ing, and the federal government is so far unwilling,
to provide this kind of aid.  Nor would a bailout ad-
dress the underlying cause of local government fi-
nancial distress in Michigan.  At this time in our state,
a challenge even greater than balancing local bud-
gets with declining revenues and increasing spend-
ing pressures, is rebuilding an economic base dev-
astated by the loss of manufacturing and the collapse
of real estate values.  The most stringent of cost
cutting cannot address this fundamental problem.
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Introduction
several years, the recent steep reduction in the value
of assets available to make constitutionally guaran-
teed pension payments contributes to spending pres-
sures.  The Governmental Accounting Standards
Board (GASB) requirement for disclosure of the
present value of promised other post retirement
benefits (OPEBs) adds to pressure on the appropria-
tion side.  Further, annual cost increases for negoti-
ated employee health care and for retiree health care
continue to stress budgets.

Local governments have a number of options for
addressing a deficit between revenues and spend-
ing pressures:

• use fund balances accumulated in prior years;
• sell deficit financing bonds to be repaid from

future revenue sharing payments;
• seek voter approval for new taxes or increased

tax rates within charter and state limits; sell
assets;

• defer purchases and maintenance;
• lay off employees;
• privatize functions;
• reduce or eliminate services;
• renegotiate contracts to reduce payments;
• consolidate functions with other governments.

In some cases, however, local government officials
have not been able to control expenditures or in-
crease revenues in a manner sufficient to avoid defi-
cits.  When strategies to balance revenues and ex-
penditures fail, resulting deficits exacerbate the
financial challenges.  This has been the case over a
number of years, but is increasingly common as a
result of the national recession that began in De-
cember of 2007 (it should be noted that Michigan
never recovered from the 2001 recession, and that
this state has been in recession for nearly a decade).

The State of Michigan has adopted a number of stat-
utes intended to prevent local government fiscal cri-
ses and to help deal with crises when they do occur.
Prior to 1988, local government fiscal emergencies
were handled on an ad hoc basis.  PA 101 of 1988

Fiscal Distress in Local
General Purpose Governments

Michigan’s general purpose local governments are
facing extraordinary financial pressures.  These gen-
eral purpose local governments, which include coun-
ties, cities, villages, and townships, depend most
heavily on revenues from property taxes and state
revenue sharing.  Both of these sources have been
affected by the Great Recession that officially began
in December, 2007.  Property values have declined
precipitously, in many cases eliminating the gap that
had grown between state equalized value and tax-
able value and reducing the tax payments made by
owners.  While constitutional state revenue sharing
payments to local governments are protected, statu-
tory payments to local governments have been re-
duced or eliminated as a result of fiscal distress at
the state level.

Some local governments have utilized additional tax
bases.  In the 22 cities that impose a municipal in-
come tax, high levels of unemployment and under-
employment caused by the loss of manufacturing,
construction, and other jobs have affected income
tax receipts.  The state’s largest and most iconic
city, Detroit, also has the most diversified tax base
in the state, imposing property, municipal income,
utility users’ excise, and casino wagering taxes.  Fac-
tory closings, energy savings initiatives, and popu-
lation losses affect utility use, and consequently utility
users’ excise tax payments.  Although surprisingly
resilient, casino wagering taxes have also been af-
fected by the economic malaise.  In addition, a vari-
ety of fees, fines, and other local government rev-
enues have been affected by the economic situation.
In Detroit, declining tax revenues combined with
increasing personnel and other costs, have contrib-
uted to an estimated Fiscal Year 2010 accumulated
general fund deficit of $326 million on a $1.6 billion
budget.

Related to the decline in the property tax base is the
decline in the value of public pension funds.  Al-
though the value of most funds is smoothed over
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was adopted in response the imposition of a court-
appointed receivership on the City of Ecorse.  The
Local Government Fiscal Responsibility Act, PA 72 of
1990, replaced PA 101 of 1988.  PA 72 of 1990 al-
lowed direct state intervention in the affairs of local
units of government, by providing a mechanism for
state intervention in local governments that incur a
financial emergency.  PA 72 also extended the pro-
visions of PA 101 to school districts: those provi-
sions are outside the scope of this report.

A full description of relevant
state statutes including PA 72
of 1990, as well as recommen-
dations for improvements in
state oversight, are included in
the July 2000 report, Avoiding
Local Government Financial
Crisis:  The Role of State Over-
sight, Citizens Research Coun-
cil Report No. 329, available on
the CRC website,
www.crcmich.org.

Two factors prompt this return
to the issue of local govern-
ment fiscal distress:  the current widespread and
pervasive nature of the financial challenges facing
Michigan’s local governments (including governmen-
tal units that have traditionally been well-managed),
and the severity of the problems facing the City of
Detroit.  Local government financial crises can have
a serious effect on the quality of life in communities,
and on the perception and future economic devel-
opment of those communities.

Additionally, the increasing frequency of allusions to
municipal bankruptcy or receivership indicates that
a review of Chapter 9 of the federal Bankruptcy Code,
and clarification of the difference between insolvency
and bankruptcy, would be useful.  (While a number
of high profile, Michigan-based auto suppliers con-
tinue to struggle in bankruptcy, the success of pre-
negotiated bankruptcy for Chrysler and General
Motors has increased awareness, and possibly ac-
ceptance, of the potential of that approach to shed-
ding liabilities.)

This paper will define some of the terms related to
governmental fiscal distress, and will review the Lo-

cal Government Fiscal Responsibility Act, Chapter 9
of the federal Bankruptcy Code, the special struc-
tures created to address New York City’s financial
emergency in 1975 and Pittsburgh’s 2004 fiscal cri-
sis, and other approaches that could be considered
as an alternative to PA 72.

Insolvency, Bankruptcy, Receivership, and
Emergency Financial Managers

A number of local government officials in fiscally dis-
tressed communities have in
recent months used the terms
“bankruptcy” and “receiver-
ship.”  Use of these words may
express the level of concern
those officials have, or wish to
convey, about the financial con-
dition of their communities, but
they are not particularly accu-
rate or appropriate in the con-
text of Michigan local govern-
ment.

Cash flow insolvency is one
of several conditions necessary

to file for bankruptcy under Chapter 9 of Title 11 of
the United States Code, 11 U.S.C. 101 to 1330 (the
Bankruptcy Code).  This form of insolvency is the
inability to meet debts as they fall due.  Balance
sheet insolvency, which refers to a condition of nega-
tive net assets, in which liabilities exceed assets, is
not relevant to governments.  Generally, govern-
ments’ operations and debt are paid and secured
not by assets but by taxes.  The condition of insol-
vency may be temporary and does not necessarily
lead to state intervention.

A government that fails to meet a debt is in de-
fault.  Generally, a default is cured by refinancing
or renegotiating the debt, but the creditor may seek
a judgment levy through court action.

Under Chapter 9, the condition of insolvency is ad-
dressed by the automatic stay provision of Section
362, which stops all collection actions against the
debtor at the time the bankruptcy petition is filed.
Section 922(d) provides that the automatic stay does
not apply to debts secured by pledged special rev-
enues, such as revenue bonds.  In spite of the fact

Use of the terms “bankruptcy” and
“receivership” may express the
level of concern local government
officials have, or wish to convey,
about the financial condition of
their communities, but they are
not particularly accurate or appro-
priate in the context of Michigan
local government.
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that bankruptcy addresses the condition of insol-
vency, insolvency and bankruptcy are not synony-
mous.

Municipal bankruptcy is a specific process avail-
able under Chapter 9 of the federal Bankruptcy Code
that allows the reorganization of cities, villages, town-
ships, and counties, but not
states.  The federal law provides
that states must specifically au-
thorize their municipalities to use
Chapter 9.  No Michigan munici-
pality has ever filed for bank-
ruptcy, but the process is techni-
cally available only under the
conditions specified in the Local
Government Fiscal Responsibility
Act, PA 72 of 1990 as amended.

PA 72 provides that if an emer-
gency financial manager is unable
to resolve the financial emergency, he or she may
request approval from the local emergency financial
assistance loan board to authorize the local govern-
ment to proceed under Chapter 9.

Receivership may be a form of corporate bank-
ruptcy in which the court appoints a receiver to run
the company and recoup as much of the unpaid loans
as possible, by liquidation if necessary.  Receiver-
ship may occur when a state or federal regulator
places a bank or financial institution under the con-
trol of a receiver pursuant to a statute.   A court
order may place a receiver over property, with or

without the consent of the owner, to preserve that
property during a lawsuit if there is a danger the
property will be removed from the jurisdiction of the
court if a receiver is not appointed.  A receiver may
be appointed over all, or only the contested part, of
the property of an individual, partnership, or corpo-
ration.  The receiver is responsible for administer-

ing, conserving, rehabilitat-
ing, or liquidating the assets
for the benefit of creditors.

Under municipal bankruptcy,
no receiver is appointed:  the
local government develops a
plan for adjusting its debts
and the court approves or
disapproves that plan.  The
court does appoint a trustee
who appoints a creditors
committee, but the trustee
does not monitor the finan-

cial operations of the municipality.  The local gov-
ernment itself implements the plan of adjustment
under the oversight of the court.

An emergency financial manager may be ap-
pointed under PA 72 of 1990 if a financial emer-
gency is found to exist in a local government and no
consent agreement has been negotiated to resolve
the emergency.  An emergency financial manager
assumes the power and duties of the chief execu-
tive officer and legislative body, and may reorganize
the government structure and renegotiate contracts.

PA 72 provides that if an emer-
gency financial manager is unable
to resolve the financial emer-
gency, he or she may request ap-
proval from the local emergency
financial assistance loan board to
authorize the local government to
proceed under Chapter 9.
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A clear indication of local government fiscal distress
is the inability to pay a debt.  In that case, the pos-
sible remedies available to the creditor include filing
a lawsuit against the municipal-
ity seeking payment (alterna-
tively, the creditor could choose
to write the debt off or offer to
renegotiate the debt, or the
creditor could ask the state to
conduct a review under the Lo-
cal Government Fiscal Respon-
sibility Act, but the creditor can-
not force the municipality into
bankruptcy).  If the creditor
prevails in the lawsuit and receives a favorable judg-
ment, the court can issue an order (a “writ of man-
damus”) directing the local government to levy and
collect taxes in an amount sufficient to pay the judg-
ment.  The municipality is thereby directed by the
court to impose a judgment levy on taxpayers.   This

approach transfers the financial obligation to tax-
payers and does not require, or even imply, any
change in the administration or operation of the lo-

cal government.  This form of
relief for the creditor is based
on the premise that residents
should pay for the debts in-
curred by their local govern-
ment.

In Michigan, this approach has
been used by members of lo-
cal government pension sys-
tems to force sponsoring lo-

cal governments to levy taxes to fund those systems.

One of the threshold events in the Local Govern-
ment Fiscal Responsibility Act is the imposition of a
judgment levy without the prior approval of the lo-
cal government’s legislative body.

Judgment Levies

One of the threshold events in the
Local Government Fiscal Respon-
sibility Act is the imposition of a
judgment levy without the prior
approval of the local government’s
legislative body.
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Fiscal Indicator Scores

The Michigan Department of Treasury has developed fiscal
indicator scores for all local general purpose governments
in the state.  Though not necessarily predictive of a local
government’s future financial condition, the scores are
intended to provide public officials and citizens with
objective information about cities, villages, townships,
and counties.  Each community is scored, with 0-4 points
representing a fiscally neutral position requiring no state

action; 5-7 points designating a “fiscal watch” condition;
and 8-10 points denoting fiscal stress.  Local governments
that score 8-10 are notified, placed on a watch list for
the current year and following year, and receive
consideration for state review.  The most recent scores
published are for 2008 and are available on the Michigan
Department of Treasury website (www.michigan,gov/
treasury).

Local Governments with 2008 Cumulative Scores 8-10

Cities*

Crystal Falls, Iron County (8)
Jackson, Jackson County (8)
Standish, Arenac County (8)
Benton Harbor, Berrien County (9)
Ecorse, Wayne County (9)
Muskegon Heights, Muskegon County (9)
Wakefield, Gogebic County (9)

Villages

Elberta, Benzie County (8)
Middleville, Barry County (8)
Owendale, Huron County (8)

Townships

McMillan, Ontonagon County (8)
Royal Oak, Oakland County (8)
Bedford, Calhoun County (9)
Genesee, Genesee County (9)

Counties

Hillsdale (8)

*The state’s largest city, Detroit, was not included
in the 272 cities scored.

The applicable statutory approach to communities in a
financial emergency is the Local Government Fiscal
Responsibility Act, PA 72 of 1990.  However, the Bureau
of Local Government Services of the Michigan Department
of Treasury has created the Treasury Rapid Response
Team (TRRT) for Fiscally Distressed Local Units to provide
a quick and efficient methodology for Treasury to access
fiscally distressed local units of government and to give

them fiscal repair options that may help avoid the PA 72
process.  The Treasury website lists the methodology
and benefits of TRRT:

a. Utilize various organizations such as the Michigan
Municipal League (MML), Michigan Townships
Association (MTA), and the Michigan Association of
Counties (MAC), if necessary, to facilitate meetings with
the local governmental officials and a TRRT member.

b. The organization/local unit will get credit for
addressing the financial issues early and timely.

c. At the meeting the TRRT members will ask the local
officials what they feel comfortable sharing with the
team about their fiscal distress.

d. Once the fiscal issues are disclosed the TRRT will
give the local government officials a list of fiscal health
building options that do not include P.A. 72 triggers.

e. If it is determined that P.A. 72 must be invoked the
local government officials will be given the 4 page
summary of P.A. 72 that will guide them through what
to expect from that process.

f. If it is determined after the meeting that P.A. 72 needs
to be invoked the formal process can begin without
unnecessary delay.

Using the TRRT will wisely use Treasury resources in
identifying which local units of government require
assistance without P.A. 72 or with P.A. 72 while giving
substantial credit for the assistance to the organizations
that represent various local units of government, or to
the local unit of government that asks for our help on its
own, according to Treasury.
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History

The State of Michigan has adopted a number of stat-
utes designed to prevent local governments from
falling into a financial crisis.  These include the Uni-
form Budgeting and Accounting Act, PA 2 of 1968;
the Emergency Municipal Loan Act, PA 243 of 1980;
the Fiscal Stabilization Act, PA 80 of 1981; the Re-
vised Municipal Finance Act, PA 34 of 2001; and the
Home Rule Cities Act, PA 279 of 1909.  The state
constitution provides for the removal or suspension
of local officials.  In spite of these statutory and con-
stitutional provisions, the current fiscal condition of
a number of Michigan local governments is chal-
lenged.

An extensive description of the Local Government
Fiscal Responsibility Act was published by CRC in
August, 1990 at the request of the Michigan Com-
mission on Intergovernmental Relations.  That re-
port, An Analysis of the Effectiveness of the Local
Government Fiscal Responsibility Act, which is avail-
able on the CRC website, describes the law as it was
at that time.  PA 72 of 1990 was subsequently
amended by PA 265 of 1992, PA 408 of 2002, PA
282 of 2003, and PA 181 of 2009.  A summary of
the statute is contained in this section, and a com-
plete description of the PA 72 process is contained
in Appendix A, of this report.

Six general purpose Michigan communities have had
emergency financial managers appointed under PA
72 of 1990:

• City of Hamtramck, 2000
• City of Highland Park, 2001
• City of Flint, 2002
• Village of Three Oaks, 2008
• City of Ecorse, 2009
• City of Pontiac, 2009

On February 26, 2010, the governor declared a fi-
nancial emergency in Benton Harbor.  (Although
school districts are outside the scope of this report,
it should be noted that an emergency financial man-
ager has also been appointed for the Detroit Public
School District.)

According to PA 72 of 1990, there are three possible
strategies that can be employed for a local govern-
ment that is in a declared fiscal emergency:

• Locally elected officials can develop and imple-
ment a plan to resolve the crisis under a con-
sent agreement negotiated with the state-ap-
pointed review team.

• A state-appointed emergency financial man-
ager can develop and implement a plan to re-
solve the financial crisis.

• If the emergency financial manager recom-
mends and the state approves, the local gov-
ernment can file under Chapter 9 of the fed-
eral Bankruptcy Code.

The PA 72 process starts with a preliminary review
by the state treasurer to determine if a financial prob-
lem exists.  The state treasurer must inform the
governor within 30 days after beginning the prelimi-
nary review whether or not the investigation has
determined that a serious financial problem may exist
because one or more conditions indicative of a seri-
ous financial problem exist within the local govern-
ment.  If the state treasurer’s preliminary review
determines that a serious financial problem may exist,
or if the governing body of a local government, by
resolution, requests assistance in meeting the ordi-
nary needs of government and identifies the exist-
ing financial conditions that make the request for
assistance necessary, the governor must appoint a
review team composed of the state treasurer, audi-
tor general, a nominee of the senate majority leader,
a nominee of the speaker of the house, and other
state officials or other people with relevant profes-
sional experience within the local government.

The review team must report to the governor within
60 days of their appointment (a 30-day extension
may be granted) whether a serious financial prob-
lem exists.  The review team’s report must include
one of three possible conclusions:

• A serious financial problem does not exist in
the local government.

• A serious financial problem exists in the local
government, but a consent agreement contain-

The Local Government Fiscal Responsibility Act
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ing a plan to resolve the problem has been
adopted pursuant to section 14(1)(c).

• A local government financial emergency exists
because no satisfactory plan exists to resolve a
serious financial problem.

If the governor determines that a financial emer-
gency exists, he or she then
assigns the responsibility for
managing the local government
financial emergency to the lo-
cal emergency financial assis-
tance loan board, which ap-
points an emergency financial
manager (EFM). The EFM is
chosen solely on the basis of
competence and cannot have
been either an elected or appointed official or em-
ployee of the local government for at least five years
before the appointment. The EFM may hire staff and
contract for professional assistance, after obtaining
approval of the local emergency financial assistance
loan board.  Those costs are born by the local gov-
ernment.

In consultation with the local government, the EFM
is responsible for developing and implementing a
financial plan that balances expenditures with the
EFM’s revenue estimate and that pays debt service
and other legal obligations when due.  Both the plan
and revenue estimates may be reviewed and revised
as necessary by the EFM, and while the written plan
is to be made public, it does not require public ap-
proval. The EFM is authorized by the statute to or-
der officials or employees of the local government
to take those actions necessary to implement the
financial plan.  An emergency financial manager may
assume the power and duties of the chief adminis-
trative officer and legislative body, and may renego-
tiate contracts, but may not abrogate contracts.

If the EFM successfully resolves the fiscal problem,
he or she informs the local emergency financial as-
sistance loan board that the financial emergency has
been solved.  The governor may determine that the
conditions for revoking the declaration of a financial
emergency have been met after receiving a recom-
mendation from the local emergency financial assis-
tance loan board.

If however, the EFM is unable to resolve the finan-
cial emergency, he or she may request approval from
the local emergency financial assistance loan board
to authorize the local government to proceed under
Chapter 9 of Title 11 of the United States Code, 11
U.S.C. 101 to 1330.  That notice to the local emer-
gency financial assistance loan board must include
a determination by the EFM that no feasible finan-

cial plan can be adopted that
can satisfactorily resolve the
financial emergency in a
timely manner, or a determi-
nation by the emergency fi-
nancial manager that an
adopted financial plan, in ef-
fect for at least 180 days, can-
not be implemented, as writ-
ten or as it might be amended,

in a manner that can satisfactorily resolve the finan-
cial emergency in a timely manner.  The local emer-
gency financial assistance loan board has 60 days to
approve or disapprove the request.  This is the only
way a local government in Michigan can be autho-
rized to file under Chapter 9 of the federal bank-
ruptcy code.

Effectiveness

Of the seven general purpose local government fi-
nancial emergencies that have been declared,
Hamtramck and Flint have emerged from the Act 72
process, Ecorse and Pontiac currently have an emer-
gency financial manager, Highland Park and Three
Oaks no longer have an emergency financial man-
ager in place, but the declaration of a financial emer-
gency still exists.  On April 1, 2010, an emergency
financial manager was appointed for the City of
Benton Harbor.

A review of quarterly reports filed by emergency fi-
nancial managers reveals a variety of problem areas
that these state appointees have faced:

• Accounting, budgeting, financial records,
late payments, and cash management

• General management, need for operational
efficiencies

• Staffing, overtime, cost and administration
of employee benefits, union contracts

The Act 72 process is the only way
a local government in Michigan
can be authorized to file under
Chapter 9 of the federal
bankruptcy code.
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• Insurance costs, costs of contracts for ser-
vice provided to the local government

• Lawsuits and legal fees
• Condition of infrastructure, illegal dumping,

code enforcement, abandoned property,
development pressures

• Service levels, pricing of services provided
by the local government

• Sale of surplus property

PA 72 places the burden of resolving a local govern-
ment fiscal emergency on the state.  State-appointed
emergency financial managers have generally been
successful in cutting expenses and balancing bud-
gets over time, but it is unclear if this process would
work if applied to a city the size of Detroit.
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Municipal Bankruptcy: Chapter 9, Title 11, of the United States Code

interest in the potential of this option to give gov-
ernmental filers a fresh start.

Municipal bankruptcy differs from corporate bank-
ruptcy in important ways.  Private companies can be
liquidated and cease to exist, but municipalities con-
tinue to have critically important responsibilities to
residents.  Chapter 9 allows municipalities to restruc-
ture and reorganize assets and debts, and to abro-
gate contracts, but the court is much less active in
municipal bankruptcies: no receiver is appointed and
the court is generally limited to approving the peti-
tion, confirming a plan of adjustment developed by
the municipality (not by the creditors), and ensuring

implementation of the plan.
The municipality is not re-
quired to liquidate assets to
pay creditors, and the court
may not increase tax rates in
the municipality.  Because the
court has “cram down” author-
ity, not all creditors have to
approve the plan of adjust-
ment, which is developed by
the municipality.  (A “cram
down” is the imposition of a
reorganization plan by a court
over the objection of some
classes of creditors.)

While the traditional use of
Chapter 9 has been to reorga-

nize debt through extending maturities, reducing the
amount of principal or interest, or refinancing using
a new loan, the Vallejo, California case demonstrated
that municipal bankruptcy can be used to void union
contracts.

Vallejo officials blamed the city’s financial problems
on police and firefighter salaries and benefits, which
made up about 80 percent of the general fund bud-
get; unexpected retirements resulting in unbudgeted
payouts; and the housing market crash and strug-
gling economy.  The Vallejo City Council voted to file
for Chapter 9 in 2008.  In the city’s Motion for Ap-
proval of the Rejection of Collective Bargaining Agree-
ments, the city noted the value of future health ben-

Congress passed municipal bankruptcy legislation in
1934, during the Great Depression, when many
municipalities that were unable to meet their obli-
gations sought protection.  The U.S. Supreme Court
in 1936 found that the 1934 act was an improper
interference with the sovereignty of states.  In 1937,
Congress enacted a revised act that was upheld by
the Supreme Court and that has been amended sev-
eral times.

Recent History

Historically, filing for bankruptcy has been a last re-
sort for municipalities, and no Michigan municipality
has ever filed for protection
under Chapter 9.  The tradi-
tional argument against the use
of bankruptcy is that it would
negatively affect the
municipality’s credit rating, re-
duce access to credit, and in-
crease future costs of borrow-
ing.  A municipal bankruptcy is
believed to have a detrimental
impact on the state’s credit rat-
ing and on that of other local
governments in the state.  The
moral argument against use of
bankruptcy relates to making
only promises (i.e. contracts)
that can be kept, and honoring
promises that have been made.
The practical argument is that bankruptcy is expen-
sive, contentious, and can take several years.

The restructuring of the domestic automobile indus-
try, which has shaped the economy of this state,
has in large part been accomplished through corpo-
rate bankruptcy.  Multiple large and small auto sup-
pliers have used federal bankruptcy to restructure
(and in some cases to liquidate).  The apparent suc-
cess of the structured bankruptcies of Chrysler and
GM, as well as the well publicized municipal bank-
ruptcies of Orange County in 1994 and the City of
Vallejo in 2008 (both are in California, which pro-
vided a blanket authorization for local agencies to
utilize federal bankruptcy in 1949), have increased

Chapter 9 allows municipalities to
restructure and reorganize assets
and debts, and to abrogate con-
tracts, but the court is much less
active in municipal bankruptcies:
no receiver is appointed and the
court is generally limited to approv-
ing the petition, confirming a plan
of adjustment developed by the
municipality (not by the creditors),
and ensuring implementation of
the plan.
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efits already earned (which the Governmental Ac-
counting Standards Board now requires to be re-
ported annually) as well as negotiated salary in-
creases and unfunded pension obligations.  Under
Chapter 9, contracts can be rejected if they are so
burdensome that they would result in the inability of
the debtor to adjust its debt absent rejection.  The
police and white collar unions made supplemental
agreements with the city and the motions against
them were voluntarily dismissed.  Vallejo was allowed
to abrogate the firefighter contracts.

Municipal bankruptcy has not been used to abro-
gate pension obligations that are protected in state
constitutions.  Only 19 states have specific authori-
zation procedures in place for municipal bankruptcy,
and only nine states have constitutional provisions
that participants in a public retirement system have
a guaranteed right to a benefit that has been prom-
ised.  Michigan and Pennsylvania have both provi-
sions for municipal bankruptcy and constitutional
guarantees for public pensions.
According to the Allegheny In-
stitute for Public Policy “Munici-
pal bankruptcy may be a ve-
hicle through which
municipalities begin to deal
with pension obligations and
other legacy costs that have
become too burdensome.  The
Pennsylvania Constitution pro-
hibits the revocation of pension
benefits through laws or ordi-
nances, but this likely would
not apply to proceedings be-
fore a bankruptcy judge.  A
recent high profile case in
Vallejo, CA dealt with the issue
of whether collective bargain-
ing agreements and constitu-
tional provisions on contracts would hold up in a
bankruptcy proceeding.  The court held that they
would not, noting that when a state permits munici-
pal filings it is valuing the benefits of bankruptcy for
its municipalities greater than its state laws.”1

Other recent municipal bankruptcies, and their pri-
mary causes, include the following:

• Orange County, California, 1994, invest-
ment losses

• Prichard, Alabama, 1999, inability to pay
pensions

• Desert Hot Springs, California, 2001, loss
of a housing discrimination lawsuit

• Millport, Alabama, 2005, loss of sales tax
revenue after a factory closing

• Moffett, Oklahoma, 2007, loss of ability to
issue traffic tickets

• Gould, Arkansas, 2008, spent money with-
held to pay employee income taxes

• Westfall Township, Pennsylvania, 2009, loss
of a lawsuit

• Washington Park, Illinois, 2009, loss of
lawsuits, embezzlement by employees

• Prichard, Alabama, 2009, inability to pay
pensions

Not all units of government
may file for protection under
the federal bankruptcy code.
In order to be eligible, all of
the following conditions must
be met:

1. The entity must be a
municipality, which is defined
as a political subdivision or
public agency or instrumen-
tality of the state.  This in-
cludes counties, cities, vil-
lages, townships, school
districts, public improvement
districts, and some special
districts.  (This is the defini-
tion of municipality used in

this report.)  States cannot file for bankruptcy.
2. The municipality must have specific authoriza-

tion from the state to be a debtor.  Nineteen
states have specific authorization procedures
in place for municipal bankruptcy.  In Michigan,
this can only be achieved through the process
contained in PA 72 of 1990, described above.

1 Allegheny Institute for Public Policy, Issue Summary:
Municipal Bankruptcy, Updated January 2010.

Only 19 states have specific au-
thorization procedures in place for
municipal bankruptcy, and only
nine states have constitutional
provisions that participants in a
public retirement system have a
guaranteed right to a benefit that
has been promised.  Michigan and
Pennsylvania have both provisions
for municipal bankruptcy and con-
stitutional guarantees for public
pensions.
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3. The municipality must be insolvent on a cash
flow basis.  This condition is met when the
municipality is not paying its debts when they
become due or is unable to pay debts as they
become due.

4. The municipality must desire to adjust its
debts.  It must file a voluntary petition and
cannot be forced into bankruptcy by its credi-
tors.

5. The municipality must demonstrate one of the
following:
a. Obtained approval of creditors holding a

majority of the dollar value of claims in
each class that the debtor intends to im-
pair; or

b. Negotiated in good faith with creditors and

failed to obtain the agreement of creditors
holding a majority of the dollar value of
claims in each class that the debtor intends
to impair; or

c. Be unable to negotiate with creditors be-
cause such negotiations are impracticable;
or

d. Reasonably believe that a creditor may at-
tempt to obtain a preferential transfer (a
payment larger than would be likely under
bankruptcy).

Chapter 9 places the burden of resolving a local gov-
ernment financial crisis on creditors and employees.
A complete description of the municipal bankruptcy
process is contained in Appendix B.
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Michigan is not the only state struggling with man-
aging fiscal crises at the local government level.  In
one of the most well-known crises, both the State of
New York and the federal government resisted ap-
peals for assistance from New York City.  In con-
trast, Pennsylvania layered one oversight board over
another to address Pittsburgh’s financial emergency.

The New York City Crisis

A number of factors, including a declining manufac-
turing base, very generous welfare programs, and
poor accounting and budgeting
practices, contributed to a fi-
nancial emergency in New York
City.  By 1974, New York City
had become reliant on fre-
quently maturing, short-term
revenue anticipation notes
(RANs) to cover operating ex-
penses; this debt was increas-
ingly difficult to retire.  Credi-
tors had formed the Financial
Community Liaison Group to try
to pressure the city into changing its fiscal policies
(decreasing labor costs, raising taxes, cutting wel-
fare expenditures).  When this failed, the city’s credit
rating was reduced and creditors increased interest
rates, and then, in early 1975, banks refused to ex-
tend any more credit.

In response, the State of New York in June, 1975,
created the Municipal Assistance Corporation (MAC),
which was initially authorized to issue $3 billion in
bonds backed by the city’s sales tax, stock and trans-
fer tax, and state aid.  MAC, composed primarily of
banking and business leaders, also demanded that
the city impose fiscal austerity and responsible ac-
counting and budgeting.  (MAC eventually sold al-
most $10 billion in bonds, serviced them all, and
voted itself out of existence in 2008.)

In September, 1975, the state created the Emer-
gency Financial Control Board (EFCB) composed of
the mayor, governor, city and state comptrollers, and
three private-sector business people.  The EFCB con-
trolled city revenues and had oversight of the city

budget.  (New York City still submits its budget to
the renamed Financial Control Board.)

But on October 17, 1975, the city’s lawyers were in
New York State Supreme Court to file a bankruptcy
petition, and a statement was prepared announcing
that the city had insufficient cash on hand to meet
debt obligations.  At that point, union leaders agreed
to use union pension funds to purchase $2.5 billion
in city securities, and to refinance $700 million in
MAC bonds and $450 million in city notes, thereby
allowing the city to avoid the Chapter 9 filing.

The state legislature passed a
25 percent increase in the
city’s income tax as well as
higher levies on businesses
and inheritances.  The city
began a process of laying off
employees, reducing various
payments, and closing facili-
ties, and reforming its finan-
cial practices.

During the crisis, the city ap-
pealed to the federal government for a bailout, which
was rejected, prompting the famous Daily News
headline: “Ford to City: Drop Dead.”  (President Ford
did not actually say those words.)  Eventually, in
December, the federal government agreed to pro-
vide $2.3 billion each year through 1978 to meet
short-term debt obligations. These federal loans had
to be repaid within the year they were made, and
carried an interest rate of one percent higher than
the U.S. Treasury rate (then about seven percent).

If the City of Detroit has a financial emergency, it
may be that solving Detroit’s fiscal difficulties, like
New York City’s, requires a specially tailored strat-
egy that accommodates its size, complexity, and
political realities.   The establishment of an Emer-
gency Financial Control Board, similar to that cre-
ated by the State of New York to oversee New York
City’s financial affairs, may be more appropriate for
a city the size and complexity of Detroit.  That board
could include both city and state officials as well as
private sector experts, and could oversee the bud-
get of the City of Detroit and direct implementation

Other Experiences

If the City of Detroit has a finan-
cial emergency, it may be that
solving Detroit’s fiscal difficulties,
like New York City’s, requires a
specially tailored strategy that ac-
commodates its size, complexity,
and political realities.
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of deficit elimination plans.  In order to be effective,
the board would have to have authority to reject
city budgets that contain unrealistic revenues, and
to force the city to eliminate deficits as they arise.
And in order for the board to be sufficiently well
informed to make appropriate decisions, the city’s
accounting system would have to be improved to
the point that financial information is timely and ac-
curate.   Questions relating to this approach include
whether an oversight board would have to have a
role in union negotiations in order to be effective,
and how arbitration required under PA 312 could be
used by public safety employees to reduce the po-
tential effectiveness of an oversight board.

Pennsylvania’s Approach

Pennsylvania’s Municipalities Financial Recovery Act,
Act 47 of 1987, allows additional taxing authority
(specifically, a nonresident wage tax) to municipali-
ties that are declared fiscally
distressed, based on the
theory that fiscal distress is at
least partially due to inelastic
revenues that do not keep
pace with inflation and the in-
creased costs of municipal ser-
vices.  The statute requires
that an Act 47 coordinator be
appointed by the state Com-
munity and Economic Devel-
opment Department and paid by the state.  The act
includes the following provisions:

• Criteria for identifying distress.
• Powers and duties of the Department of Com-

munity and Economic Development in assisting
communities.

• Procedure for declaring a municipality as being
distressed and for appointing a distressed mu-
nicipality coordinator.

• Requirement for development of a fiscal plan,
unique to the municipality, that will enable the
municipality to remedy its distress.

• Provision that the municipality has the option
of formulating its own fiscal plan.

• Requirement that the state withhold all state
funds except those considered absolutely es-
sential when a distressed municipality refuses

to adopt a fiscal solvency plan.
• If the Act 47 coordinator recommends filing, or

if other specified conditions are met, authori-
zation for a distressed municipality to file a
municipal debt readjustment action under fed-
eral law.2

Contracts negotiated prior to a municipality falling
under Act 47 remain in effect until they expire; new
contracts cannot violate the terms of the recovery
plan.  Act 47 is neither a state takeover nor a state
bailout:  the Act 47 coordinator drafts a recovery plan
in consultation with city officials, employees, com-
munity groups, and residents, and that plan is ap-
proved by the mayor and city council, or the munici-
pality has the option of formulating its own fiscal plan.
The coordinator oversees implementation of the plan,
but elected officials continue to run the city.

Pennsylvania has adopted an additional act to ad-
dress the problems in a particu-
lar city.  The Intergovernmental
Cooperation Authority Act for
Cities of the Second Class, Act
11 of 2004, applies only to Pitts-
burgh, permits the creation of a
financial oversight authority, and
is intended to work concurrently
and equally with Act 47.

Four of the ten largest cities In
Pennsylvania are in some type of financial oversight,
either Act 47 (Scranton and Reading), an oversight
board (Philadelphia, which is not subject to Act 47),
or both (Pittsburgh).  A total of 18 cities are cur-
rently under Act 47; six others have emerged.

Pittsburgh

In 2003, the City of Pittsburgh laid off 446 employ-
ees, closed some facilities and discontinued some
services; its bond rating was downgraded to below
investment grade.  The city’s dysfunctional and de-
centralized accounting and payroll systems provided
no way to ascertain the true costs of labor or fringes

2 Pennsylvania General Assembly, Local Government
Commission; Pennsylvania Legislator’s Municipal
Deskbook, Third Edition, 2006, pgs 185-186.

Four of the ten largest cities in
Pennsylvania are in some type of
financial oversight, either Act 47,
an oversight board, or both.  A to-
tal of 18 cities are currently under
Act 47; six others have emerged.
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associated with the various departments.

The mayor sought protection under Act 47 and asked
that the city be placed in “distressed” status.  After
a review of the city’s finances, the state approved
the request, which triggered the requirement that
the city develop a recovery plan.  Consultants3 were
appointed by the secretary of the state’s Depart-
ment of Community and Economic Development to
act as the Act 47 recovery plan coordinator to de-
velop the recovery plan, which was approved by the
mayor and city council in June, 2004.  That 234-
page document included more
than 200 specific recommen-
dations, including provisions for
operating changes, intergov-
ernmental cooperation, man-
aged competition, workforce
cost containment, improved
financial management, and tax
policy.  In November, 2004, the
governor and legislature exer-
cised their right to modify some
elements of the recovery plan.

In 2007, the city’s request that it be removed from
Act 47 was denied and in 2008, the coordinator was
directed to develop a new recovery plan.  Pittsburgh’s
second five-year recovery plan, which was approved
June 30, 2009, is intended to focus on legacy costs
and to provide a roadmap for exiting Act 47 over-
sight.  The recovery plan coordinator continues to
oversee implementation of the plan.

In direct response to Pittsburgh’s financial crisis, the
state also created the Intergovernmental Coopera-
tion Authority (ICA), a financial oversight body adopted
in early 2004 (Act 11 of 2004) by the Pennsylvania
legislature, specifically for Pittsburgh.  The ICA board
is appointed by the governor and legislature and is
funded by state appropriations; the city is contractu-
ally obligated to fund any portion of the ICA’s budget
that exceeds the state appropriation.  The ICA con-
trols city revenues, approves or disapproves the an-
nual and capital budgets and corresponding five-year
financial plans prepared by the city administration,

and makes recommendations to the state General As-
sembly.  The ICA uses its control of revenues and
budget approval process to force process, technol-
ogy, and operational improvements, with an empha-
sis on cost control.  The city is required to make quar-
terly financial reports no later than 45 days after the
close of the quarter, and to insure that contracts, in-
cluding collective bargaining agreements, are com-
pliant with the approved financial plan.

The goal of the ICA is to bring about changes in the
cost structure of “second class cities,” including bal-

ancing the budget and ad-
dressing legacy costs: “to pro-
vide for the health, safety and
welfare of their citizens, pay
principal and interest owed on
their debt obligations when
due, meet financial obligations
to their employees, vendor and
suppliers, and provide for
proper financial planning pro-
cedures and budgeting prac-
tices, as mandated by Act 11

of 2004.”  The ICA has commissioned a number of
reports by outside experts on various aspects of city
operations and systems, including a strategic plan
for public safety, and convened numerous meeting
of public safety unions, supervisors, and the city ad-
ministration.  The state-appointed, volunteer board
of the ICA works with the members of the Munici-
palities Financial Recovery Act team (the Act 47 team)
and the city government through an intergovern-
mental cooperation agreement.

Since 2004, there have been three groups planning
the financial future of Pittsburgh:  the Act 47 recov-
ery plan coordinator team; the Intergovernmental
Cooperation Authority; and the city’s elected mayor
and city council.  (Adding to the complexity and ex-
pense, the city used internal staff and also engaged
an outside consultant to confirm findings of the Act
47 team and the ICA.)  While published statements
stress the cooperation among the three groups, and
while Act 47 was the only option available in 2003
when the city experienced a crisis, it may be that
one state-appointed oversight group with both plan-
ning and budgetary responsibility would have been
more efficient.

Since 2004, there have been three
groups planning the financial fu-
ture of Pittsburgh:  the Act 47 re-
covery plan coordinator team; the
Intergovernmental Cooperation
Authority; and the city’s elected
mayor and city council.

3 Public Financial Management and Eckert Seamons Cherin
& Mellott, LLC.
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State or Federal Bailout

The easiest resolution to a local government fiscal
crisis, from the perspective of the local government,
would be a state or federal bailout.  While this solu-
tion could be appropriate in unusual and discrete
situations where local officials were not at fault, the
State of Michigan is facing its
own financial crisis and the fed-
eral government has thus far
shown no inclination to provide
general relief (although extraor-
dinary aid has been provided for
states and local governments
for specific purposes as part of
the American Recovery and
Reinvestment Act (ARRA)).

Furthermore, a bailout could
encourage and reward irre-
sponsible behavior, especially
when (as in Detroit, Ecorse, and
some other communities) local
officials have been convicted of
corruption, have adopted budgets that were balanced
with unrealistic revenues, have repeatedly failed to
make expenditure reductions necessary to balance
budgets, and have failed to address problems that
are long standing and structural (not situational or
cyclical).

Amend PA 72 of 1990

PA 72 of 1990 has worked reasonably well in those
situations where it has been used.   It is obvious
from past experience, however, that the selection of
the individual who is to serve as emergency finan-
cial manager is key.  It may be that in certain cases
(in cities of over 500,000 population, for example)
the complex financial and political situation demands
a slightly different approach, and that current or
elected officials or appointees may be the best to
serve as EFM.  If the legislative body were an im-
pediment to implementing financial reforms, appoint-
ing a chief executive officer to be EFM would allow
that person to relieve the legislative body of author-
ity and implement necessary budgetary and opera-

tional changes without their approval.   If a financial
expert who was recently employed by the city were
judged best able to resolve the crisis, an amend-
ment to the act could allow for his or her appoint-
ment.   This approach would eliminate the system
of checks and balances that is inherent in the mayor-
council form of government.  If it were to be consid-

ered, it should be in conjunc-
tion with a state oversight
board.

The political appeal of this ap-
proach is that the state would
not be placing an “outsider”
with no connection to the com-
munity in a position of author-
ity.  The problem with the ap-
proach is that it does not
remove local political consid-
erations from the process.

There is no prohibition in any
Michigan statute on the volun-
tary renegotiation of local gov-

ernment contracts.  There is, however, no way to
amend any Michigan statute to allow abrogation of
local government contracts.  Therefore, if the criti-
cal problem facing a local government is the inabil-
ity to afford contractually obligated pay and ben-
efits, unions refuse to make concessions, and no
further layoffs may reasonably be made without
endangering public health and welfare, no remedy
for that problem is possible outside of bankruptcy.
Similarly, if the critical problem facing a local gov-
ernment is the inability to make payments on lim-
ited tax general obligation debt, and bond or note
holders refuse to make concessions, no remedy for
that problem is possible outside of bankruptcy.

State Takeover

Rather than appoint an emergency financial man-
ager or an oversight board for a local government
with a financial emergency, the state could desig-
nate a state agency that actually exercises financial
and operational control of local governments that
have financial emergencies.  This agency could be

Other Approaches

A bailout could encourage and re-
ward irresponsible behavior, espe-
cially when  local officials have
been convicted of corruption, have
adopted budgets that were bal-
anced with unrealistic revenues,
have repeatedly failed to make ex-
penditure reductions necessary to
balance budgets, and have failed
to address problems that are long
standing and structural.
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authorized to sell notes and bonds guaranteed by
defined revenues (including, but not limited to, defi-
cit funding bonds and, with court cooperation, judg-
ment bonds), to raise extraordinary revenues in a
designated local unit of government, or to channel
special state resources to the
unit.  The state agency could be
empowered, where feasible, to
execute contracts transferring
all service provision responsibili-
ties for a city, village, or town-
ship to the county or other ap-
propriate unit of government.
Although there are constitu-
tional considerations, the state
agency could propose and ad-
vocate for a merger of local
units of government, or propose
and advocate for replacing a dysfunctional charter
with a model charter.

The proposed agency could be designed to be very
intrusive, approving budgets and expenditures, hir-

ing and firing local department heads and employ-
ees, negotiating and approving contracts, and man-
aging operations.  Or, it could be less intrusive, ne-
gotiating a rehabilitation plan and overseeing its
implementation by local officials.  There could be an

established set of threshold
events that trigger the state
involvement (if, for example,
the community’s credit rating
falls below investment grade
or if the local government is
unable to meet its operating
expenses), or the governor or
legislature could be autho-
rized to designate specific lo-
cal governments for takeover.

A standing local government
administrative agency would encounter the same
problems that an emergency financial manager faces,
but might be able to develop extraordinary in-house
capacity based on experience over time in a number
of communities.

A standing local government ad-
ministrative agency would en-
counter the same problems that
an emergency financial manager
faces, but might be able to de-
velop extraordinary in-house ca-
pacity based on experience over
time in a number of communities.
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An academic approach to categorizing the various
strategies for resolving local government fiscal cri-
ses is to identify where the burden of resolving the
crisis is placed: on the taxpayers through judgment
levies; on the state because it is responsible for lo-
cal governments; or on creditors and employees
through bankruptcy.4  In fact, a combination of stake-
holders assumes the burden.

As a practical matter, even without judgment levies,
residents of fiscally distressed local governments will
assume at least part of the
burden of resolving the finan-
cial problem.   This is because
service reductions, facility clo-
sures, and delayed mainte-
nance of infrastructure will
very likely be part of the strat-
egy to reduce expenditures.
It can be argued that placing
the burden on residents pro-
motes efficient resource allo-
cation, because residents can determine fiscal poli-
cies through the political process.  While the present
confluence of events-declining property values, high
and long-term unemployment, industrial restructur-
ing- contributing to current problems could not be
prevented, or even predicted, by local officials, a
number of Michigan communities have long resisted
addressing serious structural problems.  Furthermore,
placing the burden on residents, either by raising
taxes or reducing services, encourages those resi-
dent individuals and business that are more mobile
to move, further reducing the tax base.

The burden will be shared by local government em-
ployees, who will lose jobs, have pay rates frozen or

reduced, and benefits adjusted downward.  Public
employee labor contracts may be voluntarily rene-
gotiated at any time, but may be abrogated only
under Chapter 9.

Local officials will assume part of the burden, either
because they are forced to make unpopular deci-
sions or because they are relieved of financial re-
sponsibility by an emergency financial manager or
oversight agency.  While local officials may not be
able to affect the underlying causes of a fiscal emer-

gency, theirs is the primary re-
sponsibility for developing and
implementing a plan that bal-
ances realistic revenues with
essential services.

The State of Michigan is not now
in a position to bail out local
governments, and indeed has
been contributing to their dis-
tress by reducing revenue shar-

ing payments and imposing unfunded mandates.
The state has accepted part of the responsibility by
establishing a process for identifying financial emer-
gencies and placing an emergency financial man-
ager in charge of distressed communities.

Creditors and vendors cannot force local governments
to reduce deficits or adopt responsible financial plans,
though financial institutions can set conditions for
making loans to the municipality.  Creditors cannot
force a municipality into bankruptcy, but outside of
bankruptcy, creditors have the right to sue local gov-
ernments for payment.  Under bankruptcy, creditors
(and employees) can be forced to shoulder the bur-
den of a local government financial emergency.

Placing the Burden of Local Fiscal Distress

4 Omer Kimhi, Boston University Law Review, Reviving
Cities: Legal Remedies to Municipal Financial Crises.

As a practical matter, even with-
out judgment levies, residents of
fiscally distressed local govern-
ments will assume at least part
of the burden of resolving the fi-
nancial problem.
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In Michigan, local governments of all kinds are fac-
ing financial challenges.  In general, these challenges
are defined by declining property tax revenues at-
tributable to the real estate collapse and to economic
restructuring.  In many well managed communities,
the decline in revenues has provided an unexpected,
and unprecedented, challenge.  In other communi-
ties with long standing prob-
lems, the political environment
has not allowed leaders to
make necessary reforms.

The state has developed a
strategy for addressing local
government financial emergen-
cies, contained in the Local Government Fiscal Re-
sponsibility Act, PA 72 of 1990, but that statute has
not been used in every instance of local government
distress.  In particular, the state’s largest city, De-
troit, may require a different approach if it is deemed
to have a financial emergency.

It was only after a court-ordered receivership was
established for the City of Ecorse that the Michigan
Legislature adopted PA 101 of 1988, the precursor
to PA72 of 1990.  It may be that a similar event is
necessary to motivate a legislative response to
Detroit’s continuing challenges.  Examination of pos-
sible alternative strategies, including bankruptcy, is
appropriate.

While creditors may sue a local government for pay-
ment of a particular debt, this does not constitute a

strategy for dealing with that government’s fiscal
distress.  An emergency financial manager appointed
by the state in accordance with PA 72 may well be
able to improve budgeting, renegotiate contracts,
and reduce expenditures.  Other possibilities include
amending PA 72 to allow a mayor or other current
or recently elected or appointed official to be ap-

pointed EFM; establishing a fi-
nancial oversight board with
state, local, and private sector
representation; or establishing
an agency in state government
to assume operation and con-
trol of a local government that
is having a financial emer-

gency.  However, if the resolution of the emergency
requires abrogation of contracts, only bankruptcy will
provide the necessary authority.

While a simple bailout is greatly desired by many
local officials, the state is unable or at least unwill-
ing, and the federal government so far unwilling,
to provide this kind of aid.  Nor would a bailout
address the underlying cause of local government
financial distress in Michigan.  At this time in our
state, a challenge even greater than balancing lo-
cal budgets with declining revenues and increasing
spending pressures, is rebuilding an economic base
devastated by the loss of manufacturing and the
collapse of real estate values.  The most stringent
of cost cutting cannot address this fundamental
problem.

Summary and Conclusions

If the resolution of a financial
emergency requires abrogation of
contracts, only bankruptcy will
provide the necessary authority.
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Appendix A
The Local Government Fiscal Responsibility Act

Preliminary Review

The statute contains a lengthy process for determining if there is a fiscal emergency in a local government.
That process starts with a preliminary review by the state treasurer to determine if a financial problem exists.
The preliminary review is triggered by one or more of the events listed in Sec. 12 (MCL 141.1212):

(1) The state treasurer shall conduct a preliminary review to determine the existence of a local government
financial problem if 1 or more of the following occur:

(a) The governing body or the chief administrative officer of a local government requests a preliminary
review under this article. The request shall be in writing and shall identify the existing financial conditions
that make the request necessary.

(b) The state treasurer receives a written request from a creditor with an undisputed claim that remains
unpaid 6 months after its due date against the local government that exceeds the greater of $10,000.00
or 1% of the annual general fund budget of the local government, provided that the creditor notifies the
local government in writing at least 30 days before his or her request to the state treasurer of his or her
intention to invoke this provision.

(c) The state treasurer receives a petition containing specific allegations of local government financial
distress signed by a number of registered electors residing within the jurisdiction of the local government
equal to not less than ten percent of the total vote cast for all candidates for governor within the jurisdic-
tion of the local government at the last preceding election at which a governor was elected. Petitions shall
not be filed under this subdivision within 60 days before any election of the local government.

(d) The state treasurer receives written notification from the trustee, actuary, or at least ten percent of
the beneficiaries of a local government pension fund alleging that a local government has not timely
deposited its minimum obligation payment to the local government pension fund as required by law.

(e) The state treasurer receives written notification that employees of the local government have not
been paid and it has been at least 7 days after the scheduled date of payment.

(f) The state treasurer receives written notification from a trustee, paying agent, or bondholder of a
default in a bond payment or a violation of 1 or more bond covenants.

(g) The state treasurer receives a resolution from either the senate or the house of representatives
requesting a preliminary review under this section.

(h) The local government has violated the conditions of an order issued pursuant to, or of a requirement
of, former 1943 PA 202, the revenue bond act of 1933, 1933 PA 94, MCL 141.101 to 141.140, the revised
municipal finance act, 2001 PA 34, MCL 141.2101 to 141.2821, or any other law governing the issuance
of bonds or notes.

(i) The local government has violated the conditions of an order issued in the effectuation of the purposes
of the emergency municipal loan act, 1980 PA 243, MCL 141.931 to 141.942, by the local emergency
financial assistance loan board created by the emergency municipal loan act, 1980 PA 243, MCL 141.931
to 141.942.
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(j) The local government has violated the requirements of sections 17 to 20 of the uniform budgeting and
accounting act, 1968 PA 2, MCL 141.437 to 141.440, and the state treasurer has forwarded a report of
this violation to the attorney general.

(k) The local government has failed to comply with the requirements of section 21 of the Glenn Steil state
revenue sharing act of 1971, 1971 PA 140, MCL 141.921, for filing or instituting a deficit recovery plan.

(l) The local government fails to provide an annual financial report or audit that conforms with the
minimum procedures and standards of the state treasurer and is required under the uniform budgeting
and accounting act, 1968 PA 2, MCL 141.421 to 141.440a, or 1919 PA 71, MCL 21.41 to 21.55.

(m) The local government is delinquent in the distribution of tax revenues, as required by law, that it has
collected for another taxing jurisdiction, and that taxing jurisdiction requests a preliminary review.

(n) A court has ordered an additional tax levy without the prior approval of the governing body of the local
government.

Finding of a Serious Financial Problem

The state treasurer must inform the governor within 30 days after beginning the preliminary review whether
or not his or her investigation has determined that a serious financial problem may exist because one or more
conditions indicative of a serious financial problem exist within the local government.  The conditions indica-
tive of a serious financial problem are as follows (MCL 141.1214 (2)):

(a) A default in the payment of principal or interest upon bonded obligations or notes for which no funds
or insufficient funds are on hand and segregated in a special trust fund.

(b) Failure for a period of 30 days or more beyond the due date to transfer 1 or more of the following to
the appropriate agency:

(i) Taxes withheld on the income of employees.

(ii) Taxes collected by the government as agent for another governmental unit, school district, or
other entity or taxing authority.

(iii) Any contribution required by a pension, retirement, or benefit plan.

(c) Failure for a period of 30 days or more to pay wages and salaries or other compensation owed to
employees or retirees.

(d) The total amount of accounts payable for the current fiscal year, as determined by the state treasurer’s
uniform chart of accounts, is in excess of ten percent of the total expenditures of the local government in
that fiscal year.

(e) Failure to eliminate an existing deficit in any fund of the local government within the 2-year period
preceding the end of the local government’s fiscal year during which the review team report is received.

(f) Projection of a deficit in the general fund of the local government for the current fiscal year in excess
of ten percent of the budgeted revenues for the general fund.
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The governor must appoint a review team composed of the state treasurer, auditor general, a nominee of the
senate majority leader, a nominee of the speaker of the house, and other state officials or other people with
relevant professional experience if the state treasurer’s preliminary review determines that a serious financial
problem may exist within the local government or if the governing body of a local government, by resolution,
requests assistance in meeting the ordinary needs of government and identifies the existing financial condi-
tions that make the request for assistance necessary.

The review team may use the resources of other state agencies and has the authority to review the books and
records of the local government.  It also has the authority to negotiate a consent agreement with the chief
administrative officer of the local government; that agreement must be approved by the governing body of
the local government.  The agreement may provide for necessary remedial measures and a long-range
financial recovery plan requiring specific local actions. The agreement may utilize state financial management
and technical assistance and may provide for periodic fiscal status reports to the state treasurer.  The review
team must report to the governor within 60 days of their appointment (a 30-day extension may be granted)
whether a serious financial problem exists.

The review team’s report must include one of three possible conclusions:

(a) A serious financial problem does not exist in the local government.

(b) A serious financial problem exists in the local government, but a consent agreement containing a plan
to resolve the problem has been adopted pursuant to section 14(1)(c).

(c) A local government financial emergency exists because no satisfactory plan exists to resolve a serious
financial problem.

The governor has a maximum of 30 days after receiving the report from the review team to make a determi-
nation that a serious financial problem does not exist in the local government; or a serious financial problem
exists in the local government, but a consent agreement containing a plan to resolve the problem has been
adopted; or a local government financial emergency exists because no satisfactory plan to resolve the serious
financial problem exists.  If a consent agreement is adopted, but the state treasurer or the review team
informs the governor that the local government is not abiding by that agreement, the governor is required to
declare that a financial emergency exists in the local government.

Appeal

If the governor determines that a financial emergency exists, he or she must provide the governing body and
chief administrative officer of the local unit with a written notification of the determination, an explanation of
the facts on which the decision was based, and notice that the chief administrative officer or the governing
body of the local government has ten days to request a hearing conducted by the governor or the governor’s
designate.  Following the hearing, or if no hearing is requested, the governor must either confirm or revoke
the determination.  If the decision is confirmed, the governor must provide a written report explaining the
factual basis for the decision.

If the governor confirms that a financial emergency exists in a local government, that local government may
appeal to the circuit court for the county in which the local government is located or to the circuit court for
Ingham County. The court can only set aside the gubernatorial determination if it finds that the determination
is either not supported by competent, material, and substantial evidence on the whole record or is arbitrary,
capricious, or clearly an abuse or unwarranted exercise of discretion.
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Emergency Financial Manager

If the governor determines that a financial emergency exists, he or she then assigns the responsibility for
managing the local government financial emergency to the local emergency financial assistance loan board,
which appoints an emergency financial manager (EFM). The EFM is chosen solely on the basis of competence
and cannot have been either an elected or appointed official or employee of the local government for at least
five years before the appointment. The EFM, who need not be a resident of the local government, serves at
the pleasure of the local emergency financial assistance loan board. The emergency financial manager is
entitled to compensation and reimbursement for actual and necessary expenses from the local government
as approved by the local emergency financial assistance loan board.  The EFM may hire staff and contract for
professional assistance, after obtaining approval of the local emergency financial assistance loan board.
Those costs are born by the local government.

In consultation with the local government, the EFM is responsible for developing and implementing a financial
plan that balances expenditures with the EFM’s revenue estimate and that pays debt service and other legal
obligations when due.  Both the plan and revenue estimates may be reviewed and revised as necessary by
the EFM, and while the written plan is to be made public, it does not require public approval. The EFM is
authorized by the statute to order officials or employees of the local government to take those actions
necessary to implement the financial plan.

An emergency financial manager may assume the power and duties of the chief administrative officer and
legislative body.

The EFM may renegotiate contracts, but may not abrogate contracts.  The EFM is authorized to take any of
the following actions:

(a) Analyze factors and circumstances contributing to the financial condition of the unit of local govern-
ment and recommend steps to be taken to correct the condition.

(b) Amend, revise, approve, or disapprove the budget of the local government, and limit the total amount
appropriated or expended during the balance of the financial emergency.

(c) Require and approve or disapprove, or amend or revise a plan for paying all outstanding obligations of
the unit of local government.

(d) Require and prescribe the form of special reports to be made by the finance officer of the local
government to its governing body, the creditors of the unit of local government, the emergency financial
manager, or the public.

(e) Examine all records and books of account, and require the attendance of witnesses and the produc-
tion of books, papers, contracts, and other documents relevant to an analysis of the financial condition of
the local government.

(f) Make, approve, or disapprove any appropriation, contract, expenditure, or loan, the creation of any
new position, or the filling of any vacancy in a permanent position by any appointing authority.

(g) Review payrolls or other claims against the unit of local government before payment.

(h) Exercise all of the authority of the local government to renegotiate existing labor contracts and act as
an agent of the unit of local government in collective bargaining with employees or representatives and
approve any contract or agreement.
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(i) Notwithstanding the provisions of any charter to the contrary, consolidate departments of the local
government or transfer functions from one department to another and to appoint, supervise, and, at his
or her discretion, remove heads of departments other than elected officials, the clerk of the unit of local
government, and any ombudsman position in the unit of local government.

(j) Employ or contract for, at the expense of the local government and with the approval of the local
emergency financial assistance loan board, auditors and other technical personnel considered necessary
to implement this article.

(k) Require compliance with the orders of the emergency financial manager by court action if necessary.

(l) Except as restricted by charter or otherwise, sell or otherwise use the assets of the unit of local
government to meet past or current obligations, provided the use of assets for this purpose does not
endanger the public health, safety, or welfare of residents of the unit of local government.

(m) Apply for a loan from the state on behalf of the unit of local government, subject to the conditions of
the Emergency Municipal Loan Act, in a sufficient amount to pay the expenses of the emergency financial
manager and for other lawful purposes.

(n) Approve or disapprove of the issuance of obligations of the unit of local government on behalf of the
municipality, subject to the conditions of the Revised Municipal Finance Act, and the Revenue Bond Act of
1933,.

(o) Enter into agreements with other units of local government for the provision of services.

(p) Exercise the authority and responsibilities of the chief administrative officer and governing body
concerning the adoption, amendment, and enforcement of ordinances or resolutions affecting the finan-
cial condition of the unit of local government as provided in the applicable acts.

(q) Reduce, suspend, or eliminate the salary, or other compensation of the chief administrative officer
and members of the governing body of the unit of local government during the financial emergency.
However, the EFM may not impair vested retirement benefits.

The EFM has 180 days after his or her appointment to determine whether possible criminal conduct contrib-
uted to the financial emergency. If the EFM determines that there is reason to believe that criminal conduct
has occurred, he or she must refer the matter to the attorney general and the local prosecuting attorney for
investigation.

Not later than 90 days after the completion of the emergency financial manager’s term, the governing body
of the unit of local government shall review any ordinance implemented by the emergency financial manager
during his or her term, except any ordinance enacted to assure the payment of principal and interest on
bonds.

Every six months, the EFM is required to file with the governor, the senate majority leader, and the speaker of
the house of representatives, and to post on the local government’s website, a report that contains all of the
following:

(a) A description of each expenditure made, approved, or disapproved during the reporting period that
has a cumulative value of $10,000.00 or more and the source of the funds.
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(b) A list of each contract that the emergency financial manager awarded or approved with a cumulative
value of $10,000.00 or more, the purpose of the contract, and the identity of the contractor.

(c) A description of each loan sought, approved, or disapproved during the reporting period that has a
cumulative value of $10,000.00 or more and the proposed use of the funds.

(d) A description of any new position created or any vacancy in a permanent position filled by the appoint-
ing authority.

(e) A description of any position that has been eliminated or from which an employee has been laid off.

Liability

The law provides that the state, the members of the local emergency financial assistance loan board, and the
emergency financial manager are not liable for any obligation of or claim against a local government resulting
from actions taken in accordance with the statute.

Role of Local Officials under PA 72

As noted, an emergency financial manager may assume the power and duties of the chief administrative
officer and legislative body.  Elected officials of a local government are required to provide the assistance and
information requested by a review team, the local emergency financial assistance loan board, or the emer-
gency financial manager. Failure of an elected official of a local government to do so is considered gross
neglect of duty, which the EFM must report to the local emergency financial assistance loan board. Following
review and a hearing with the local government elected official, the local emergency financial assistance loan
board may recommend to the governor that the governor remove the elected official from office. If the
governor removes the elected official from office, the resulting vacancy in office is to be filled as prescribed by
law.

Taxes

Neither the EFM nor the local financial assistance loan board has the power to impose taxes, over and above
those already authorized, without the approval at an election of a majority of the qualified electors voting on
the question.

Resolution

The emergency financial manager may or may not be able to resolve the financial emergency.  If the EFM
does resolve the problem, he or she would inform the local financial assistance loan board that the financial
emergency has been solved.  A recommendation by the EFM to revoke the determination of a financial
emergency must be accompanied by the completed following form:
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Local Government Emergency Financial Manager Exit Strategy Checklist

In an effort to clearly set forth when the financial emergency has ended, the following checklist is to be used
by the parties to document the end of the financial emergency and the end of the term of the Emergency
Financial Manager. If all of the boxes are marked yes, the term of the Emergency Financial Manager shall be
ended within the next 30 days.

       Y
       E    N
       S    O

Check each applicable box below.

1. Has a written financial plan been developed in consultation with the local government?

2. Does the written financial plan provide for the conducting of operations of the local government within the resources
available according to the Emergency financial Manager’s estimate?

3. Does the written financial plan provide for the payment in full of the scheduled debt service requirements on all bonds,
notes, and all other uncontested legal obligations of the local government?

4. During the past 180 continuous days has the Emergency Financial Manager in consultation with the local government
reexamined the Written financial plan?

5. During the past 180 continuous days has the written financial plan been modified to conform to revised revenue esti-
mates?

6. During the past 180 continuous days have the operations of the local government been conducted within the available
resources?

7. During the past 180 continuous days have all scheduled debt service requirements on all bonds, notes, and other uncon-
tested legal obligations been paid?

8. Have all taxes withheld on the income of employees been transferred to the appropriate agency for the past 180 continu-
ous days?

9. Have all of the taxes collected by the local government as agent for another  government unit, school district, or other
taxing authority been transferred to the appropriate agency for the past 180 continuous days?

10. Have all required pension, retirement, or other benefit plan contributions been made for the past 180 continuous days?

11. Have all wages, salaries, or other compensation due to employees or retirees been paid for the past 180 continuous days?

12. Have the total amount of accounts payable for the current fiscal year, as determined by the state treasurer’s uniform chart
of accounts, been less than 10% of the total expenditures of the local government for the past 180 continuous days?

13. Have all deficits been eliminated in all funds for the past 180 continuous days?
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In respect to any question to which the answer was “no,” please provide an explanation as to why and indicate when the matter in
question will be addressed or resolved.

Signature of Emergency Financial Manager:

__________________________________

The governor may revoke the declaration of a financial emergency based a recommendation by the local
financial assistance loan board.

If however, the EFM is unable to resolve the financial emergency, he or she may request approval from the
local emergency financial assistance loan board to authorize the local government to proceed under Chapter
9 of Title 11 of the United States Code, 11 U.S.C. 101 to 1330.  That notice to the local emergency financial
assistance loan board must include a determination by the EFM that no feasible financial plan can be adopted
that can satisfactorily resolve the financial emergency in a timely manner, or a determination by the emer-
gency financial manager that an adopted financial plan, in effect for at least 180 days, cannot be imple-
mented, as written or as it might be amended, in a manner that can satisfactorily resolve the financial
emergency in a timely manner.  The local emergency financial assistance loan board has 60 days to approve
or disapprove the request.  This is the only way a local government in Michigan can be authorized to file under
Chapter 9 of the federal bankruptcy code.
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Appendix B
Municipal Bankruptcy: Chapter 9, Title 11, of the United States Code

Commencing the Case

Municipal bankruptcy is initiated by the filing of a voluntary petition, a schedule of creditors, and a pleading.
At the court’s discretion, the list of creditors may be filed later if the debtor is initially unable to prepare it in
the detail and form required by the court.  The chief judge of the court of appeals for the circuit for the district
where the case is filed assigns the bankruptcy judge for the case (in other kinds of bankruptcy cases, the
clerk of the court makes the assignment).

Notice of the bankruptcy filing must be published at least once a week for three successive weeks in at least
one general circulation newspaper in the district and in other newspapers having a general circulation among
bond holders and bond dealers.  Objections to the petition may be filed, and the court must hold a hearing on
any objection.  A petition may be dismissed if the court determines it was not filed in good faith or that it does
not meet the requirements contained in the law.  The court may also reject a petition for lack of prosecution,
unreasonable delay, failure to propose a plan within the allotted time, material default, or other cause.

An automatic stay is implemented at the moment of filing, and if the petition is not dismissed and the case
proceeds, that automatic stay prevents collection actions against the municipality, except for payment on
revenue bonds.  No creditor can demand payment, and no creditor can start or continue a legal action to
recover debt.  This gives the municipality time to negotiate a debt readjustment plan.

Federal constitutional law preserves the sovereignty, independence, and powers of local government bodies,
and this protection remains under bankruptcy.  In a municipal bankruptcy, local officials remain in power and,
as noted, no federal receiver or trustee is appointed.  Day-to-day activities of the municipality are not subject
to court approval; the debtor may borrow money without court approval; and the debtor may employ profes-
sionals without court approval.  Although no Michigan municipality has ever filed for bankruptcy, presumably
the emergency financial manager would organize the filing and would remain in control of the municipality’s
finances and operations.  The Michigan law is silent on this point.

Plan of Debt Adjustment

The municipality must file a plan of adjustment for its debts. This plan must be based on an analysis of cash
flow and a determination of the validity and amount of claims.  The plan classifies debts in accordance with
priorities established in state and federal law, and provides a way that each class of claims can be adjusted
(payment in full, payment over time, exchange, or rejection).  Each class of claims votes for the plan of
adjustment.  Even without approval by the claimants, if a plan is proven to be feasible and in the best interest
of creditors, it may be confirmed by the court.  That confirmation releases the municipality from all claims not
provided for in the plan, and the municipality emerges as a new entity.

In Chapter 9 cases, a creditors committee is appointed.  That committee may employ attorneys, accountants,
and other agents to represent creditors, consult with the debtor about the administration of the case, inves-
tigate the actions and financial condition of the debtor, participate in the formation of the plan of adjustment,
and perform other services as required by the committee.  Unlike corporate bankruptcy, there is no first
meeting of creditors and creditors may not propose competing debt adjustment plans.  However, all new
projects of the municipality must be approved by a majority of creditors.
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The municipality is permitted to adjust non-debt contractual arrangements under the power to reject execu-
tory contracts and unexpired leases, subject to court approval. The municipality may reject collective bargain-
ing agreements and retiree benefit plans.

There are several general conditions that the plan of adjustment must meet:

• The plan must comply with applicable provisions of the bankruptcy law.
• All amounts to be paid must be fully disclosed and reasonable.
• The municipality is not prohibited by law from taking any action necessary to implement the plan.
• Except where a claimant has agreed to a different treatment, the plan provides that on the effective

date of the plan, each holder of a particular class of claim will receive the amount allowed claimants in
that class of claim.

• Any regulatory or electoral approval required for implementation must be obtained, or the provision is
conditioned on obtaining that approval.

• The plan is in the best interests of creditors and is feasible.

The law requires that the plan of adjustment has been accepted by each class of claims that is impaired by
the plan.  Acceptance is not required if the class is not impaired.  However, the court may approve the plan if
at least one impaired class has accepted the plan.  If only one impaired class accepts the plan, approval is still
possible under the “cram down” provision, if all other requirements are met and the plan does not discrimi-
nate and is fair and equitable.

Chapter 9 allows parties in interest to appear, be heard, and object to the proposed plan.  These may include
representatives of the state, the Secretary of the U.S. Treasury, the Securities and Exchange Commission,
municipal employees, employee organizations, local residents, non-resident owners of real property, affected
creditors, securities firms, and local banks.

The court is limited to confirming or rejecting the plan of adjustment.  The court cannot order the local
government to increase its tax rates, even if revenues are not sufficient to pay creditors in full.  Once the plan
has been confirmed, the municipality deposits any consideration to be distributed according to the plan, and
when that consideration has been certified by the court, the municipal debtor receives a discharge.  The
municipality emerges from the process as a new legal entity.5

5 U.S. Courts at www.uscourts.gov/bankruptcycourts/bankruptcybasics/chapter9.html.


