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Bankruptcy Code: Chapter 9 Issues

The Commission decided at the November 1996 meeting to study some
insolvency issues, including whether state law should be revised to increase the
“options of state and local agencies and nonprofit corporations that administer
government funded programs to elect Bankruptcy Code Chapter 9 (adjustment
of debts of governmental entities) treatment.” This memorandum gives a brief
overview of the issues and raises several questions on the scope and timing of
this study.

The following materials are attached for background information:

Exhibit pp.

1. Henry C. Kevane, Memorandum re “Legislation Respecting State
Authorization for Relief Under Chapter 9 of the Bankruptcy
Code,” May 31,1996 ... ... 1

2. Excerpts from Amy Chang, “Municipal Bankruptcy: State
Authorization Under the Federal Bankruptcy Code,” Public Law
Research Institute, Hastings College of the Law (1995) ............ 11

3  Senate Bill 349 (Kopp),asenrolled. .. ......... ... ... .. ... . ..... 35

(For a general overview of municipal debt adjustment under Bankruptcy Code
Chapter 9, you should review the first two exhibits.)

Statutory Framework
The general state statutes authorizing bankruptcy filings by local government
were enacted in 1949 and have never been amended:

Gov’t Code § 53760. Authorization for local government to file

53760. Any taxing agency or instrumentality of this State, as
defined in Section 81 of the act of Congress entitled “An act to
establish a uniform system of bankruptcy throughout the United
States,” approved July 1, 1898, as amended, may file the petition
mentioned in Section 83 of the act and prosecute to completion all
proceedings permitted by Sections 81, 82, 83, and 84 of the act.

Note. References are to 11 U.S.C.A. 8 401 (repealed); 11 U.S.C.A. § 403

(repealed; see now 11 U.S.C.A. § 903); 11 U.S.C.A. 88 401-403 (repealed; see now
11 U.S.C.A. 88 101 et seq., 901, 902 et seq., 903, 904, 921(b)).



Gov’t Code § 53761. State consent

53761. The State consents to the adoption of Sections 81, 82, 83,
and 84 by Congress and consents to their application to the taxing
agencies and instrumentalities of this State.

Note. References are to 11 U.S.C.A. 88 401-403 (repealed; see now 11 U.S.C.A.
88 101 et seq., 901, 902 et seq., 903, 904, 921(b)).

As indicated, the statutory references have become obsolete following enactment
of the federal Bankruptcy Code, and the terminology is not consistent with 1994
amendments requiring that a “municipality” be “specifically authorized” to
petition for debt adjustment under Chapter 9:

11 U.S.C. § 109. Who may be a debtor

(c) An entity may be a debtor under chapter 9 of this title if and
only if such entity —

(1) is a municipality;

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

(3) is insolvent;

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

(5)(A) has obtained the agreement of creditors holding at least a
majority in amount of the claims of each class that such entity
intends to impair under a plan in a case under such chapter;

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

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

(D) reasonably believes that a creditor may attempt to obtain a
transfer that is avoidable under section 547 of this title.

[Emphasis added ]

A state may not expand the authority that may be granted pursuant to this
section, but a state can limit the types of entities that can file, either by name or
type, or by adopting a procedure for determining in each case whether the entity
can file. This system reconciles the constitutional principles of federal bankruptcy
authority and state sovereignty.



Updating State Law

The first issue and presumably the least controversial reform is the technical
task of updating Government Code Section 53760 to refer correctly to the
Bankruptcy Code. But can this be done without making any substantive changes,
or raising a host of other issues?

Section 53761 should probably be repealed as unnecessary and redundant
(see Kevane Memorandum, Exhibit p. 2 n.2); it would be difficult to figure out
how to fix this section. We proceed on the assumption that Section 53761 serves
no purpose and that there would be no objection to its repeal.

The “taxing agency or instrumentality” language of Section 53760 adopts a
definition from the earlier Bankruptcy Act, which has been replaced by the
“municipality” language in Bankruptcy Code Section 109(c)(1)-(2). A simple and
mechanical updating of Section 53760 could read as follows:

53760. Any municipality in this state, as that term is defined in
paragraph (40) of Section 101 of Title 11 of the United States Code,
may file for adjustment of debts pursuant to Chapter 9
(commencing with Section 901) of Title 11 of the United States
Code.

Bankruptcy Code Section 101(40) defines “municipality” as a “political
subdivision or public agency or instrumentality of a State.” The effect of this
definition is that the federal courts will determine whether a local governmental
entity is a “municipality.” This was one of the issues faced by the court in the
Orange County Investment Pool case — as it turns out, the determinative issue.
In In re County of Orange, 183, B.R. 594, 600-06 (C.D. Cal. 1995), the court
decided that OCIP’s Chapter 9 petition could not be sustained because OCIP was
not a “municipality” or an “instrumentality of a State,” nor was it otherwise
“specifically authorized” by the language of Section 53760 and the incorporated
parts of the repealed bankruptcy act.

It is interesting to note, in passing, that the court did not discuss the issue of
whether Government Code Section 53760 was obsolete or imposed additional
restrictions that might prevent OCIP’s filing, but instead concluded that OCIP
did not meet the requisite standards of old or new law. Thus, we don’t know
whether the incongruity between the obsolete state authorization language and
the new terms of the Bankruptcy Code might have any effect on the ability to file
under Chapter 9. The OCIP court assumed that the municipality and state



instrumentality language of the Bankruptcy Code could be applied, but found
that OCIP did not qualify.

Substantive Review of Authorization To File Under Chapter 9

With the proliferation of local government agencies — as many of 7000 of
them who could claim municipality or instrumentality status — it is important to
consider limitations on the authority to file for debt adjustment. As Mr. Kevane
poses the question: “Should a ‘citrus pest control district’ or a ‘storm drainage
district’ be permitted to seek Chapter 9 relief?”” (See Exhibit 2, p. 2.) It cannot be
assumed that simply updating language from the 1949 legislation to conform to
the current language of the Bankruptcy Code, thereby giving the broadest
authority to municipalities, is necessarily the most desirable approach.
Conditions have changed dramatically since 1949.

Four bills before the Legislature during the 1995-96 session would have
modernized Section 53760:

= Two bills granted the broadest authority permissible under federal law
by adopting the federal definition of “municipality” in Section 101(40) —
SB 1274 (Killea) and AB 2xx (Caldera). Neither bill made it out of
committee.

= A third bill — AB 29xx (Archie-Hudson) — provided authority a for
municipality as defined by federal law to file “with specific statutory
approval of the Legislature” and required the plan for adjustment of
debts under Bankruptcy Code Section 941 to be “submitted to the
appropriate policy committees of the Legislature prior to being submitted
to the United States Bankruptcy Code.” This bill also died.

e A fourth bill — SB 349, authored by Senator Kopp — passed the
Legislature, but was vetoed by the Governor. Like the other bills, SB 349
modernized the obsolete references and adopted the “municipality”
language of the federal statute. Senate Bill 349 established a *“Local
Agency Bankruptcy Committee” (LABC) consisting of the Controller,
Treasurer, and Director of Finance to determine whether to permit a
municipality to file a Chapter 9 petition. It also contained provisions
concerning appointment of a trustee by the Governor and time periods
for various actions. The Governor’s veto message (Sept. 30, 1996) stated
that the bill “would inappropriately vest responsibility for local fiscal
affairs at the state level, creating an instrument of state government to
usurp the authority of local officials to decide the wisdom of a
bankruptcy filing” and “could raise questions of the liability of the state
to creditors of the public agency if eligibility for bankruptcy is denied.”



Without getting into the merits of any of these proposals, it is clear that this is
a subject that presents a number of controversial issues. The staff does not believe
it is advisable to attempt to update Section 54760 without considering the many
alternative approaches to authorizing Chapter 9 filings.

Possible Approaches to the Problems

What at first blush looked like a relatively simple task of updating obsolete
statutory references now looks more complicated technically and politically. If
the Commission decides to pursue this matter, the staff will do more research
and seek involvement of experts in the field. That effort may lead to the
conclusion that the Commission needs an expert consultant who already has the
knowledge of the various approaches to the issue.

Perhaps as the Orange County bankruptcy recedes into the past, it will be
possible to come to a general consensus on the proper approach to authorizing
municipal debt adjustment. There were no bills in the 1993-94 legislative session
amending Section 53760, and there are none in the current session. As we have
seen, there were four in the 1995-96 session and a number of other bills dealing
with other aspects of the Orange County problem. It is possible that further study
might lead to a resolution of the issues addressed in SB 349 (which implemented
a managed authority to file, instead of blanket authority) and in the Governor’s
veto message.

There are a number of possible approaches and various schemes have been
adopted in other states. We understand that about half of the states have not
responded to the need under the 1994 Bankruptcy Code amendments to
“specifically authorize” municipalities to file. Two states specifically preclude
Chapter 9 filings. (See Exhibit 2, p. 21.) It would be useful to survey the law of
other states to find useful approaches. A number of options are summarized by
Mr. Kevane and Ms. Chan. (See Exhibit 1, pp. 5-7; Exhibit 2, pp. 23-32.)

A revised Section 53760 could grant blanket authorization to certain types of
municipalities, such as counties and charter cities, and apply conditions to other
entities. There are any number of other combinations of authorizing standards
that could be adopted.

There is some uncertainty inherent in relying on bankruptcy judges, as in the
Orange County case, to determine whether an entity qualifies as a municipality.
Enacting a list of entities that may file might help clarify the law, but it can be a
cumbersome task. We are not certain the Commission would want to attempt to



pick and choose the appropriate qualifiers, whether described by class or in
particular. Consider the list of entities in the First Validating Act of 1997 (SB 691):

[Alir pollution control districts of any Kkind, air quality
management districts, airport districts, assessment districts, benefit
assessment districts, and special assessment districts of any public
body, bridge and highway districts, California water districts, citrus
pest control districts, city maintenance districts, community college
districts, community development commissions, community
facilities districts, community redevelopment agencies, community
rehabilitation districts, community services districts, conservancy
districts, cotton pest abatement districts, county boards of
education, county drainage districts, county flood control and
water districts, county free library systems, county maintenance
districts, county sanitation districts, county service areas, county
transportation commissions, county water agencies, county water
authorities, county water districts, county waterworks districts, ...
agencies acting pursuant to Part 3 (commencing with Section 11100)
of Division 6 of the Water Code, distribution districts of any public
body, drainage districts, fire protection districts, flood control and
water conservation districts, flood control districts, garbage and
refuse disposal districts, garbage disposal districts, geologic hazard
abatement districts, harbor districts, harbor improvement districts,
harbor, recreation, and conservation districts, health care
authorities, highway districts, highway interchange districts,
highway lighting districts, housing authorities, improvement
districts or improvement areas of any public body, industrial
development authorities, infrastructure financing districts,
integrated financing districts, irrigation districts, joint highway
districts, levee districts, library districts, library districts in
unincorporated towns and villages, local agency formation
commissions, local health care districts, local health districts, local
hospital districts, local transportation authorities or commissions,
maintenance  districts, memorial districts, metropolitan
transportation commissions, metropolitan water districts, mosquito
abatement or vector control districts, municipal improvement
districts, municipal utility districts, municipal water districts,
nonprofit corporations, nonprofit public benefit corporations, open-
space maintenance districts, parking authorities, parking districts,
permanent road divisions, pest abatement districts, police
protection districts, port districts, project areas of community
redevelopment agencies, protection districts, public cemetery
districts, public utility districts, rapid transit districts, reclamation
districts, recreation and park districts, regional justice facility
financing agencies, regional park and open-space districts, regional
planning districts, regional transportation commissions, resort
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improvement districts, resource conservation districts, river port
districts, road maintenance districts, sanitary districts, school
districts of any kind or class, separation of grade districts, service
authorities for freeway emergencies, sewer districts, sewer
maintenance districts, small craft harbor districts, stone and pome
fruit pest control districts, storm drain maintenance districts, storm
drainage districts, storm drainage maintenance districts, storm
water districts, toll tunnel authorities, traffic authorities, transit
development boards, transit districts, unified and union school
districts public libraries, vehicle parking districts, water agencies,
water authorities, water conservation districts, water districts,
water replenishment districts, water storage districts, wine grape
pest and disease control districts, zones, improvement zones, or
service zones of any public body.

Chapter 9 Filing by Nonprofits Administering Government Funds

As noted in the first paragraph, the Commission asked for an investigation of
authorizing Chapter 9 filings by nonprofit corporations that administer
government funded programs. Preliminary review of the language of Chapter 9
and the Orange County case suggests that it would not be possible to authorize
such filings. See also In re Ellicott School Bldg. Authority, 150 B.R. 261 (D. Colo.
1992) (school building authority structured to qualify under tax code as nonprofit
corporation so debt it issued could be treated as issued on behalf of a political
subdivision did not constitute “municipality” for purposes of Chapter 9
eligibility). As in the OCIP case, an instrumentality of a municipality is not an
instrumentality of the state qualified to petition under Chapter 9.

We could give this issue further study to confirm our initial impressions if the
Commission decides to pursue revision of Government Code Section 53760.

Conclusion

The staff does not believe it is profitable for the Commission to simply recommend
legislation to update Section 53760. The fate of two bills last session that would
have updated the Section 53760 to provide blanket authority to file under
Chapter 9 suggests that this is not an easy issue. Unless political conditions have
changed significantly, or there is some other explanation for the failure of these
bills, it looks like a waste of resources to repeat this effort. Apparently, the
existing statute can be interpreted as providing blanket authority now (as in the
Orange County case). This can support contrary conclusions: that there is no real



need for a technical updating of Section 53760 or that there should be no
objection to making the statute say what it means in current terminology.

The staff believes that this law is seriously in need of review, both substantively and
technically. There are obviously a number of significant issues that should be
resolved in a thoughtful and comprehensive manner. This is clear from the
exhibits attached to this memorandum. Our only hesitation, and it is a most
serious one, is whether this area is too highly politicized to benefit from the
Commission’s involvement. It is always possible, however, that the Commission
could supply the neutral forum, along with procedural and technical expertise, to
accomplish what failed in the penumbra of the Orange County collapse. But
based primarily on the legislative history of recent bills and the Governor’s veto
message, as well as the prospect of receiving letters from thousands of local
government agencies, the staff concludes that the prospect of achieving meaningful
reform is too doubtful and we do not recommend that the Commission pursue this
subject.

If the Commission wishes to pursue this subject, however, the staff
recommends serious consideration of contracting with an expert consultant to
prepare a background study and to advise the Commission and staff.

Respectfully submitted,

Stan Ulrich
Assistant Executive Secretary



Memo 97-19 EXHIBIT Study D-1000

MEMORANDUM

TO: Randall Henry, Office of Senator Quentin L., Kopp
FROM: Henry C. Kevane
- DATE: May 31, 1996

RE: SB 349 (as of February 26, 1996) - Legislation Respecting State
Authorization for Relief Under Chapter 9 of the Bankruptcy Code

I.  Overview

Chapter 9 of the Bankruptcy Code was carefully crafted by Congress to
accommodate the reserved sovereign rights of the states and the debt adjustment powers of
federal law. On the one hand, as instrumentalities of a state, Chapter 9 debtors necessarily
enjoy substantial freedom from federal interference. This freedom derives from the Tenth
Amendment to the United States Constitution, which provides that "[t]he powers not
delegated to the United States by the Constitution, nor prohibited by it to the States, are
reserved to the States respectively, or to the people.” U.S. Const., amend. X. On the other
hand, only federal law can overcome the constitutional prohibition on the impairment by
states of the obligation of contracts. U.S. Const., art. I, § 10, cl. 1. Thus, the powerful
debt restructuring tools under the Bankruptcy Code--such as the automatic stay and the
avoidance of preferential transfers--are available exclusively in federal court.

This balancing act is reflected in the stringent eligibility requirements for
Chapter 9. The eligibility requirements are set forth in a five-prong test under section 109(c)
of the Bankruptcy Code. One of the five eligibility requirements is specific, state-by-state
authorization to file a Chapter 9 case. As a result, the ability of a municipality to seek
federal relief is committed to the exclusive control of each state. Although approximately 20
states permit Chapter 9 cases, some with detailed pre-conditions or prior consent, the
remaining states are silent on the subject and two states {Georgia and Iowa) expressly
prohibit the bankruptcy option.

In 1994, Congress amended the Bankruptcy Code to require that municipalities
be "specifically authorized" under state law to file a petition under Chapter 9. 11 U.S.C.
§ 109(c)(2) ("Section 109(c)"). Previously, a municipality was eligible if it was "generally
authorized” to file for bankruptcy under state law. Case law was split over whether the
authority to file could be inferred from the delegation by some states of traditional "home
rule” powers to their municipalities (e.g., to issue debt, control finances or sue and be sued),
or whether more detailed, express permission was necessary. The amendment was intended
to clarify this uncertainty. By amending the eligibility statute, Congress has expressly
invited each state to revisit the types of local agencies that may seek federal relief.
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