
Local governments on the brink
by Richard H. Mattoon, senior economist and economic advisor

This article examines the likelihood of local governments defaulting on their debt or filing 
for bankruptcy. Despite the challenging fiscal environment today, the vast majority of 
local governments are not likely to do either, if history serves as a guide for the future. 
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The fiscal resources of local 
governments are deeper 
than commonly believed.

Localgovernments1ofallsizesarefacing
manychallengesin2011,partlybecause
oftheiroverwhelmingdependenceon
propertytaxrevenuestofundtheiroper-
atingbudgets.Thehousingandcom-
mercialrealestatebustsaretranslating
intodecliningtaxablepropertyvalues;
simultaneously,cash-strappedstategov-
ernmentsarelookingtoreducetheiraid
tolocalgovernmentssothattheycan
shoreuptheirownbudgets.Asifthis
werenotbadenough,manylocalgov-
ernmentsalsohavetodealwithunder-
fundedpublicpensions,whichdemand
largerandlargerannualcontributions
toreturntostability.

Givensuchchallenges,manynewsstories
havesuggestedthatawaveoflocalgov-
ernmentbankruptciesandcreditdefaults
mayoccurin2011.2Localgovernment
bankruptcyfilingshavebeeninfrequent
inU.S.history(e.g.,only600municipal
bankruptcypetitionshavebeenfiledsince
thefirstfederallegislationpermittingsuch
bankruptcieswasenactedin1934).Still,
somesuggestthattheproblemsconfront-
inglocalgovernmentsaredifferentthis
timearound,makingbankruptciesmore
likely.Addingfueltothisspeculationhas
beenthepoorperformanceofthemunic-
ipaldebtmarket3attheendof2010and
into2011;overthepastfewmonths,many
investorshaveexitedthemunicipalbond
market,andseveralcommunitieshave
founditdifficulttoissuedebt.4

Inthisarticle,Idiscusslocalgovernments’
fiscalconditions,whichsuggestthat

concernsaboutbankruptcyanddefault
maybeoverblown.Forone,thefiscal
resourcesoflocalgovernmentsaredeep-
erthancommonlybelieved.Also,local
governmentsoftencantakeintermedi-
atecorrectivebudgetaryaction(usually
attheinsistenceofthestate)toavoid
bankruptcy.Finally,inmostcasesthis
correctiveactionispreferabletothe
stigmathatbankruptcycreates,partic-
ularlywithregardtotheissuanceand
performanceofmunicipalbonds.

So how bad is it?

Taxrevenuesfromtheworkhorseoflocal
governments’taxsystems—thelocal
propertytax—havenotyetfallenasdra-
maticallyinrecentyearsassomemight
think.Whiletherehavebeendeclinesin
propertyvalues,administrativefeatures
ofpropertytaxsystemshavemutedthe
effectsofthesedeclinesintoactualtax
collections.Insomecases,timelagsinthe
propertyvaluereassessmentcycleprevent
homevaluesfromreflectingthecurrent
marketconditions.Inotherinstances,
revenuecollectionsareauthorizedfora
setdollarvalue,andtheydonotchange
alongwithpropertyvalues.5According
totheU.S.CensusBureau,propertytax
revenuesmadeup72%ofalllocaltax
revenuesin2007–08.6Thus,therelatively
stableperformanceofthistaxshouldbe
welcomenewstolocalgovernments.

Thatsaid,therevenueperformances
ofsomeothersourceshavetendedto
belessrobust.Duringtherealestate



 
1. Experience of selected local governments facing fiscal stress

 Cause of fiscal stress Resolution strategy

Did not file for Chapter 9

New York City  A history of questionable accounting New York City avoided bankruptcy through a federal loan and debt restructuring.   
(pop. 7.9 million), 1975 practices led to a lack of funds to meet The State of New York created the Municipal Assistance Corporation to act 
 short-term debt obligations. as a virtual receiver to restructure the city’s finances. This led to several 
   accounting reforms and the creation of new oversight authorities to prevent
  future insolvencies. 
   
Harrisburg, PA The city accumulated a debt of $282 million The State of Pennsylvania offered Harrisburg protection and fiscal restructuring, 
(pop. 47,000), 2010 for an incinerator retrofit and expansion short of bankruptcy, under the state’s Act 47.
 project (started in 2003). There has been a 
 long-term decline in the underlying fiscal base.
 
Detroit There is no immediate threat of bankruptcy, Detroit is required to file a deficit elimination plan designed to produce a
(pop. 910,000), 2010 but long-term economic decline has seen $1.75 million general fund surplus by June 30, 2012. The city has a bond 
 city general fund tax revenues increase by rating of BB from Standard & Poor’s.
 only 1% from 1999 to 2009. 
  The State of Michigan requires any municipality that has a budget deficit to  
  file a deficit elimination plan, and the state has the explicit power to approve,  
  reject, or change the plan. If necessary, the state can appoint a financial manager 
  whose authority includes approving and amending budgets, renegotiating labor 
  contracts, and monitoring debt levels. The financial manager can also lead the 
  municipality through a Chapter 9 bankruptcy, although this has not been pursued.
Filed for Chapter 9

Vallejo, CA Prior labor contracts created pension Vallejo has filed a five-year fiscal plan with a bankruptcy judge, awaiting
(pop. 120,000), 2008 and wage obligations that could not be resolution. The plan would eliminate $195 million in unfunded pension liabilities,  
 supported by town revenues. For fiscal delay payments to bondholders, cut employee benefits, and create a rainy day 
 year 2008–09, labor costs were estimated fund. Vallejo has paid $5 million in bankruptcy-related legal costs.
 at $79.4 million, while general revenues   
 were estimated at $77.9 million.

Note:  For more on Chapter 9 bankruptcy, see www.uscourts.gov/FederalCourts/Bankruptcy/BankruptcyBasics/Chapter9.aspx. 

SourceS: M. Miller, 2011, “Harrisburg shouldn't consider bankruptcy, Dauphin County commissioner says,” Patriot-News, March 3, available at www.pennlive.com/midstate/index.ssf/2011/03/harrisburg_
shouldnt_consider_b.html; and A. Vekshin and M. Z. Braun, 2010, “Vallejo’s bankruptcy ‘failure’ scares cities into cutting costs,” Bloomberg Businessweek, December 14, available at www.businessweek.com/ 
news/2010-12-14/vallejo-s-bankruptcy-failure-scares-cities-into-cutting-costs.html.

boom,localgovernmentsfeastedonde-
velopmentfeesandrealestatetransfer
taxes.Sincethen,thesesourcesofrev-
enueshavelargelyevaporated.Forex-
ample,inChicago,revenuesfromreal
estatetransferfeespeakedatnearly
$250millionin2006,beforefallingto
lessthan$70millionin2009.7

Onegreatunknowniswhetherstategov-
ernmentswillsignificantlycut(orata
minimumfreezeincreasesin)aidto
localgovernmentsintheupcomingbud-
getyear(whichstartsformoststateson
June30).Cutsinlocalaid(orfreezesin
raisingaid)arequitepossiblebecause
stategovernmentswillsoonbestruggling
tomakeupforbudgetgapsduetothe
windingdownofthefederalstimulus
funds.Forexample,thenewrevenues
producedbytherecenthikesinpersonal
andcorporateincometaxesinIllinois
willonlygotothestategovernment.The
amountofrevenuessharedwithIllinois
municipalitieswillbelargelyunchanged.

Onapositivenote,municipalitiesappear
tohavereservesthatcanbetappedinthe
shortrun.Accordingtoasurveybythe
NationalLeagueofCities,municipalities’

endingbalancesforgeneralfunds,which
arelike“rainydayfunds,”peakedat
25.2%ofgeneralfundexpendituresin
2007.Endingbalancesstillamountedto
21.4%ofgeneralfundexpendituresin
2009—ahealthysharebyhistoricalstan-
dards.Projectedendingbalancesfor2010
areat19.9%,whichwouldstillbehigh-
erthananyshareofendingbalances
recordedovertheperiod1985–2000.8

Municipal debt levels

Thereisclearstatisticalevidencethat
since1999,localgovernments,inaggre-
gate,havebeenincreasingtheirdebt.9
However,itishardtomakethecasethat
thisdebtisreachinganunmanageable
level.Forinstance,theratioofmunici-
paldebttogrossdomesticproduct(GDP)
wasaround14%in2009—roughlyatthe
samelevelithadbeenduringmuchof
the1985–94period.10Also,municipali-
tiestendtoissuedebtforinfrastructure
projects,andevidencesuggeststhatthey
tendtomatchthetermofthedebtto
thelifeoftheproject.Anexamination
ofthematuritydistributionofmunicipal
debtshowsafairlyuniformdistribution,
withbetween2.5%and5.5%ofthe

debtexpiringeachyearovera20-year
period.11Littleofthedebtappearsto
beshort-termdebt,whichwouldre-
quireimmediatepayoffs.

However,thereisacomponentofmu-
nicipaldebtthatislessreadilyseenand
moreworrisome.12Underfundedpublic
pensions(andretireehealthplans)con-
tinuetodemandincreasingsharesof
manylocalgovernmentbudgets.These
pension(andhealthplan)obligationsdo
notshowupinreporteddebtfigures
(unlessthegovernmenthasissueddebt
likepensionbondstohelpfundthem).
Still,thenecessityoffundingtheseob-
ligationsrepresentsaformofdebtthat
placesaclaimonlocalrevenues.

Should creditors be worried?

Historysuggeststhatmunicipaldebt
defaultsarerare,evenintheworstof
times.Followingthepassageoffederal
bankruptcylegislationin1934permit-
tinglocalgovernmentstofileforbank-
ruptcy,therewasanexpectationthat
1935wouldseearashoffilingsasthe
GreatDepressionragedon.Instead,only
1.8%ofalllocalgovernmentsdefaulted
in1935,andby1937mostdefaultshad
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beenresolved,withtheaveragerecovery
rateforcreditorsequaling97%.13Inrel-
ativelymorerecenttimes,creditrating
agencyMoody’sreportsthatoverthe
period1970–2009thecumulativedefault
rateforlocalgovernmentswas0.09%;in
comparison,thedefaultrateforcorporate
bondsoverthesameperiodwas11.06%.14

What if bankruptcy is necessary?

DuringtheGreatDepression,astax
revenuesdeclineddramatically,some
legalprocessneededtobeestablished
toallowlocalgovernmentstorestructure
theirfinancialobligations.Beforethe
federalbankruptcylegislationof1934
hadbeenpassed,state-basedremedies
usuallycompelledlocalgovernmentsto
raisetaxestopaycreditors.Suchreme-
dieswereoftencounterproductive,since
theyforcedcommunitiestoraisetaxes
duringarecession.Inaddition,these
remediescompelledcreditorstofilesep-
aratelawsuitstoreceivefullpaymentfor
theirclaimsratherthanacceptanego-
tiatedsettlementtoallclaims.

Federalbankruptcylawnowallowsalocal
governmenttofileforprotectionunder
Chapter9ofthefederalbankruptcy
statute.However,notallstates(including
theSeventhFederalReserveDistrict15
statesofIllinois,Indiana,andWisconsin)
permitChapter9filings.16Instates
whereChapter9filingsareprohibited,
thereisoftensomemechanismforstate
interventionthatallowsforanewfinan-
cialplantobeputinplaceshortof
bankruptcy.InChapter9filings(or
stateinterventions),thefederalcourts
(orfinancialintermediaries)provide
protectionfromcreditorssothatafiscally
distressedlocalgovernmentcanadjust
itsdebtswhilecontinuingtoprovide
essentialpublicservices.17

Pros and cons of bankruptcy

Theprimaryadvantageofbankruptcy
isthatabankruptcypetitioninvokes
anautomaticstayofanyactiontaken
againstthelocalgovernment,withthis
protectionextendingtoalllocalgovern-
mentofficersandinhabitantsofthecom-
munity.Thisinjunctiongivesthelocal
governmentbreathingspacetodevelop
anewfiscalplanwiththeassistanceof
abankruptcyjudge,whoisusuallyan
expertarbiterinthefield.Throughthis

process,existingobligationscanbere-
structuredandasustainablefiscalplan
canbeimplemented.

Theprimarydisadvantageofbankruptcy
isitsnegativerepercussionsforalocal
governmentinthecreditmarket.The
creditratingforalocalgovernmentthat
hasfiledforbankruptcywillbeeither
downgradedorsuspended,makingdebt
issuanceverydifficult.However,ifacred-
iblefiscalplancanemergefromthe
bankruptcyprocess,thelocalgovern-
ment’screditstandingcanberestored,
asevidencedbytheresultsoftheOrange
County,CA,filingin1994.18Theother
disadvantagesforacommunityarethe
administrativecostsanddistractionsof
thebankruptcyprocess,aswellasthe
stigmaassociatedwithit.

Localgovernmentauthoritiescontem-
platefilingforbankruptcyoractually
fileforbankruptcyforanumberof
reasons(whicharesometimesrelated).
Thesecanrangefromunrealisticcost
assumptionsforlargeinfrastructureproj-
ectstooverlygenerousemployeewage
andbenefitstructurestolong-termeco-
nomicdecline.Figure1providesasmall
samplingoffiscallydistressedlocalgov-
ernmentswhoseauthoritieshadcontem-
platedfilingforChapter9.

Municipal bond market woes

Iftherateofmunicipalcreditdefaultshas
beenlowinrecentyearsandlocalgov-
ernmentsarenotlikelytofileforbank-
ruptcy,thenwhydidthemunicipalbond
marketexperiencesuchtroubleinlate
2010andearly2011?InDecember2010,
themunicipalbondmarkettookasud-
denturnfortheworseafternearlytwo
yearsofstrongreturns.Asuddennetout-
flowofinvestormoneyfrommunicipal
bondfunds,whichledtoaspikeinbond
issuingcosts,createdastiraboutthefu-
turehealthofmunicipalbonds.However,
factorsotherthanachangeintheunder-
lyingcreditworthinessofmunicipalbond
issuersmightexplainmunicipalbonds’
poorperformancelatelastyearandearly
thisyear.Forone,localgovernmentsmay
havesimplygluttedthemarketwiththeir
newbondproducts.Inparticular,they
rushedtoissuetaxable,federallysubsi-
dizedBuildAmericaBonds(BABs)be-
foretheBABsprogramexpiredatthe

endof2010.19WhileBABsappealtoa
differenttypeofinvestorthantraditional
tax-exemptmunicipalbonds,thesheer
sizeoftheBABsofferingsmayhavesat-
isfiedinvestors’appetiteforallmunicipal
bondslatelastyearandintothisyear.
Inaddition,theBushtaxcutswereex-
tendedinDecember2010,makingthe
taxadvantagesofmunicipalbondsless
importantforwealthyinvestors.

Conclusion

Thereislittledisagreementthat2011
willbeatoughyearinlocalgovernment
finance.Minimalgrowthoroutrightde-
clinesinpropertytaxrevenues,reduced
assistancefromstategovernments,and
requirementstomakelargerpayments
tounderfundedpublicpensionfunds
willloomlargeformanylocalgovern-
ments.However,ifhistoryisanyguide,
fewlocalgovernmentswilleitherdefault
ontheirdebtorendupinbankruptcy.
Theaftermathsofactuallocalgovernment
bankruptcies—suchasthatofVallejo,CA,
in2008—suggestthatgovernmentsare
hurtbadlywhentheyemergefrom
bankruptcy,particularlyintheirability
toissuedebt.Andso,inallbutthe
mostdirecases,localgovernmentsun-
derstressarelikelytotakealternative
stepstoshoreuptheirfiscalpositions.
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