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I.  General Chapter 9 Concepts 
A.  A Municipality Must Prove That It Is Qualified To Be A Chapter 9 

Debtor (§109(c)). 
1.  That it is a municipality 
2.  That it is authorized to file a Chapter 9 case 

a.  By statute? 
b.  By the governor? 

3.  That it is insolvent  
1.  Not generally paying its debts as they come due. 
2.  Unable to pay its debts as they come due. 

4.  That it wishes to restructure its debt 
5.  That it has negotiated properly: 

a.  Obtained agreement; 
b.  Negotiated in good faith; or 
c.  Further negotiation is impracticable 
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G.  Deference to the State and the Municipality 
H.  Section 903 provides that “This Chapter does not limit or impair the power of 

the state to control, by legislation or otherwise, a municipality of or in such 
state in the exercise of the political or governmental powers of such 
municipality.” 

I.  Section 904 provides that, “unless the debtor consents or provides in a plan of 
debt adjustment” [that only it can file], then “the court may not … interfere 
with” 
a.  “any of the political or governmental powers of the debtor,” 
b.  “any of the property or revenues of the debtor; or” 
c.  “the debtor’s use or enjoyment of any income-producing property.” 

M.  A creditor cannot file an involuntary Chapter 9 case. 
N.  A Chapter 9 case cannot be converted to a Chapter 7 liquidation.   
O.  Only the municipal debtor can file a plan in a Chapter 9 case.   
P.  The Bankruptcy Court can dismiss a Chapter 9 case: 

a.  if it was not filed in “good faith” (§921(c)), or  
b.  for failure to confirm a plan by the time set by the court (§ 930(a)(4), (5), (6)). 

N.  Chapter 9 cries out for a municipal debtor to lead by proposing a fair plan. 
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II.  Standards for Plan Confirmation 
A.  Best Interests of Creditors (floor) 

1.  What remedies does a creditor have if the Chapter 9 case is dismissed? 
2.  Anything more than mandamus? 

a.  Has sovereign immunity been waived any further? 
b.  Separation of powers, what are the limits on a court telling the executive 

and legislature branches what to do? 
3.  How long can it exercise that remedy under state law? 

a.  This is not Amazing Grace. 
B.  Feasible (ceiling) 

1.  Meaning similar to Chapter 11 
2.  Is the plan likely to be able to be performed while providing adequate 

municipal services? 
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III.  Fair and Equitable (what the Municipal debtor can reasonably afford to pay) 
A.  Secured 

1.  Pay value of collateral over time, or abandon collateral, or sell collateral with a right 
to credit bid 

2.  Three kinds of liens 
a.  Contractual liens (§ 552(a) applies to cut off liens on post-petition acquired property). 
b.  Statutory liens (§ 552(a) does not apply). 
c.  Special revenue liens (§ 552(a) does not apply). 

3.  What is undersecured under § 506(a)? 
a.  What is the value of the collateral? 
b.  Any claim beyond that is an unsecured claim. 

B.  Unsecured 
1.  Objective absolute priority rule (§1129(b)(2)(A)(i)). 
2.  Subjective – all creditors can reasonably expect under the circumstances 

a.  All the municipality can reasonably afford to pay 
i.  After reasonable austerity. 
ii.  After reasonable use of taxation. 

b.  With the remainder discharged 
3.  Good Faith / No Unfair Discrimination 
4.  What labor contract rejection claims and what unsecured and undersecured bond 

claims should go into a general unsecured claim class that will be paid all the city 
can reasonably afford? 
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IV.   What is a municipality that may file a Chapter 9 case under 
Section 109(c)? 
A.  An entity may be a debtor under Chapter 9 only if it is a “municipality.” 
B.  Section 101(40) defines a “municipality” as a “political subdivision or public 

agency or instrumentality of a State.”  
1.  The definition of municipality moves from precision:   

“political subdivision” –  county, city, school district. 
2.  To generality: “public agency or instrumentality of a State” –    

special purpose district, public facility corporation. 
a.  A state agency? 
b.  A state department of transportation? 

C.  Section 101(52) provides that:  
“The term ‘state’ includes the District of Columbia and Puerto Rico, except 
for the purpose of defining who may be a debtor under Chapter 9 of this 
title.” 
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V.  Section 109(c) requires that a Chapter 9 debtor must: 
A.  Be “specifically authorized” to file a Chapter 9 case 

1.  By state law, or  
2.  By a state governmental officer/organization empowered to authorize a 

Chapter 9 filing.  (Does this de facto mean the Governor?) 
B.  Be “insolvent” – defined in Section 101 (32)(c) as:  

1.  Is “generally not paying its debts as they become due”, or  
2.  Is “unable to pay its debts as they become due” 

C.  Have negotiated properly:   
1.  Obtained requisite agreement from each impaired class, or 
2.   Negotiated in good faith and failed to reach agreement, or 
3.   Further creditor negotiations are impracticable 

D.  Desire to effect a plan of adjustment. 
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E.  Authorization 
1.  Texas, §140.001, Local Government Code: 

a.  A municipality [defined by Texas law], taxing district, or other political 
subdivision . . . may proceed under all federal bankruptcy law 
intended to relieve municipal indebtedness ... if it has the power ... 
to incur indebtedness.   

b.  Special statute and regulations apply to Texas Municipal Utility 
Districts. 

2.  California AB 506, signed by Governor Brown in October 2011: 
a.  A local public entity ... may file a petition ... pursuant to applicable 

federal bankruptcy law if either of the following apply:  
i.  The local public entity has participated in a neutral evaluation 

process pursuant to Section 53760.3.  
ii.  The local public entity declares a fiscal emergency and adopts a 

resolution by a majority vote of the governing board pursuant to 
Section 53760.5. 

b.  “Local public entity” means any county, city, district, public authority, 
public agency, or other entity, without limitation, that is a municipality as 
defined in Section 101(40) of Title 11 of the United States Code  . . . 
[but not] a school district.  
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F.  Insolvent (§ 101(32)(C)). 
1.  “Generally not paying its debts as they become due.” 

a.  Layoffs versus paying 90¢ to all current employees 
2.  “Unable to pay its debts as they become due.” 

a.  Assume large looming pension liabilities 
b.  How far into the future before insolvency occurs? 
c.  What about a response arguing that a city “could” (i) restructure 

pensions, (ii) make other spending cuts, and (iii) increase taxes? 
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VIII.  What general standards must be met to confirm a Chapter 9 
Plan?  

A.  A plan must be in the “best interests of creditors” 
1.  Each class of creditors will receive not less than they would receive if the 

Chapter 9 case were dismissed and creditors were left to pursue state 
law remedies (§943(b)(7)). 

2.  Often mandamus is the only available creditor remedy. 
a.  Extent of waiver of sovereign immunity 
b.  Separation of powers and telling the executive and legislature what to 

do 
c.  How long can it be exercised. 

3.  This provides the floor for what must be paid to unsecured creditors under 
a plan.  

4.  This is likely a lower floor than what could be recovered in an organized 
Chapter 7 liquidation where assets could be sold pursuant to §363 of the 
Bankruptcy Code.  

10 
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B.  A plan must be feasible §1129(a)(11).  

1.  Financially sound; 
2.  Likely to be able to be performed. 

3.  This sets the ceiling for what can be paid. 
C.  Unless accepted by a class, the plan must provide fair and equitable treatment 

to that class in order to be confirmed (§1129(b)).  
1.  Secured – A municipality must essentially pay the value of the collateral. 
2.  Unsecured - A municipality must pay what it can reasonably afford, with 

the rest discharged.   
E.  A plan must be proposed in good faith and not discriminate unfairly  (§ 1129(a)

(3); 1129(b)(1)). 
1.  What does this mean about the composition of the 

 general unsecured claim class? 
2.  Is there an obligation to reject more labor contracts to put more labor 

contract rejection claims into this class? 

11 
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IX.  Labor Contracts: 
A.  Sections 1113 and 1114 do not apply to Chapter 9. 
B.  Rather, Section 365 governs rejection of labor contracts in Chapter 9.  

1.  Collective bargaining agreements are executory contracts subject to the 
Bildisco standard for rejection under section 365.  N.L.R.B. v. Bildisco, 465 
U.S. 513 (1984). 

2.  The Bildisco standard generally requires a showing that: 
i.  The labor agreement burdens the debtor more than it benefits it. 
ii.  Reasonable efforts to negotiate a voluntary modification have been 

made. 
iii.  The equities favor rejection. 

C.  Rejection of a labor contract constitutes an anticipatory breach entitling the 
counterparty to an unsecured rejection damage claim. 

12 
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D.  Kinds of labor related contracts 
1.  Employment; 
2.  Pension funding; 
3.  Retiree medical (OPEB). 
4.  If these contracts are rejected, what reasonable replacement contract will be 

offered so that the municipality can continue to hire people to do its work? 
5.  The unsecured rejection damage claim will be measured by the 

difference between the value of the old rejected contract and the value of 
the new replacement contract.   

E.  Labor rejection damage claims can go into a general unsecured class along 
with unsecured bond claims, including the undersecured portion of secured 
bond claims.   
1.  Is there any obligation to reject labor contracts? 
2.  Any related good faith or discrimination issues? 
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X.  What is fair and equitable treatment for a secured claim? 
A.  Generally secured claims must receive the return of their collateral or the 

value of their collateral in cash over time. 
B.  Types of secured bond claims in a Chapter 9 Case 

1.  Contractual Liens - Bonds secured by a pledge in a contract 
a.  § 552(a) cuts off this pledge as to post-petition acquired 

collateral 
3.  Statutory Liens - Bonds secured by a pledge in a statute 

a.  § 552(a) does not cut off this pledge post-petition  
5.  Special Revenue Bonds - Bonds secured by a pledge of the 

stream of revenue generated by a special project or special tax levy 
(§ 902(2)) 
a.  Section 552(a) does not cut off this pledge post-petition 
b.  Automatic stay does not apply and special revenue bonds 

may continue to be paid post-petition (§ 922(d))  
1.    But, subject to operating expenses (§ 928(b)) 

a.  This is a non-recourse claim against the municipality (§ 
927)   
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C.  A secured claim is capped at the value of the collateral that is subject to the secured 
creditor’s lien under §506(a). 
1.  Any remaining deficiency claim is a general unsecured claim 
2.  If there is a default on a secured claims: 

a.  What is the remedy?  Anything more than mandamus? 
b.  Just what can the courts require the executive and the legislature to do 

through a mandamus order? 
c.  How long can that remedy be exercised? 
d.  Based on this, what is the value of the secured creditor’s collateral? 
e.  The rest of the claim beyond the value of the collateral is a general unsecured 

claim.   
D.  The Bankruptcy Code lists three kinds of fair and equitable treatments for secured 

claims 
1.  Retain lien and receive cash payments over time which, when discounted back to the 

date the plan of debt adjustment is consummated, are equal to  the value of the collateral. 
a.  What is the value of the collateral taking into account the nature of the 

collateral, the remedy and how long the remedy can be exercised? 
b.  What is the undersecured portion that exceeds the value of the collateral? 

2.  Sale of collateral where the secured creditor can credit bid its lien claim 
3.  Indubitable equivalent/abandon collateral to lien holder 
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XI.  Objective and subjective standards for fair and equitable  
treatment of general unsecured claims. 

A.  Section 1129(b)(2)(B) establishes an objective “absolute priority rule.”   
1.  “[T]he holder of any claim or interest that is junior to the claims of such 

class will not receive or retain any property under the plan on account of 
such junior claim or interest.”  

2.   Since a municipality has no equity holders, this objective absolute priority rule 
 can be met by simple proof that unsecured claims were paid X cents on the 
dollar, and no one junior will be paid anything.  

3.  Only one case has applied Chapter 9’s absolute priority rule this way but it 
also applied a good faith test essentially the same as the test described in XI 
B and C immediately below. 

B.  Cases under the previous Bankruptcy Act and under Chapter 9 have created a 
subjective gloss on this objective absolute priority rule. 
1.  Does the plan pay unsecured creditors in a class “all they can reasonably 

expect under the circumstances”?  
2.  This really means all the municipality can reasonably afford to pay. 
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C.  In analyzing whether creditors are receiving “all they can reasonably expect 
under the circumstances,” the courts have looked at the following: 
1.  Has the municipality cut expenditures reasonably? 

a.  Modern language from country restructure cases refers to this as 
having “reasonable austerity.”   

b.  Is the municipality providing an appropriate level of  services? 
i.  Are they necessary? 
ii.  Are they appropriate? 
iii.  Section 904 suggests some deference to the role of municipal 

political judgment underlying its analysis of whether it is paying all 
it can reasonably afford. 

c.  Is the municipality providing services efficiently or wasting money 
providing them? 

17 
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2.  Has the municipality made adequate use of its taxing authority?  
a.  Measured by objective comparison to other similar entities,  

i.  Is the current level of taxation adequate when compared to peer 
group? 

ii.  Are proposed future levels of taxation adequate when compared to 
peer group? 

iii.  Are there unique reasons not to be guided by peer group? 
b.  Is there adequate political support for the proposed future level of 

taxation?  
4.  Does the municipality have to, or want to, sell assets? 

a.  What is the reason to keep them? 
b.  Are they used for public services? 
c.  Section 904 suggests that municipal decision makers should make the 

judgment to sell or not. 
5.  Will the municipality have adequate assets and revenues to carry out its 

essential functions? 
a.  This is really a “feasibility” question but cases analyzing whether a plan is 

fair and equitable have included it in that analysis.   

18 
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D.  Is the plan proposed in good faith and without unfair discrimination? 
1.  Did the municipality avoid discrimination in the composition of the 

general unsecured claim class? 
2.  Did it make reasonable choices about the labor related contracts it 

assumed and rejected and about replacement contracts it provided 
for the labor contracts it rejected? 

3.  Did it make reasonable choices about which bond claims it treated 
as secured versus unsecured, and which it treated as 
undersecured? 
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XII.  A Fair and Equitable Way to deal with Government  Insolvency 
A.  Cut Expenditures Reasonably (Reasonable Austerity) 

1.  Cut services? 
2.  Cut number of Employees for work for services going forward? 
3.  Cut wages for work going forward? 
4.  Cut pensions already owed? 
5.  Cut other things already owed to labor? 

B.  Raise Revenue Reasonably by Taxes (Reasonable use of Taxation) 
1.  Raise property taxes? 
2.  Raise transaction taxes (sales tax, VAT)? 
3.  Raise income taxes? 

C.  Consider selling government assets. 
D.  Stretch Out Secured and Unsecured Debt. 
E.  Reduce and discharge the portion of unsecured debt beyond what can 

reasonably be afforded. 
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XIII.  The Chapter 9 Process provides a procedure to resolve these 
issues in which:  (i) a municipal debtor proposes a plan of debt adjustment and 
supporting justification, and (ii) the court decides disputes brought by creditors about 
the fairness and reasonableness of the proposed plan. 

A.  For entities that are not a municipal subdivision of a U.S. state, the question 
is whether there a procedural vehicle that can apply Chapter 9’s central 
substantive principle -- that unsecured debt should be discharged beyond 
what the government can reasonably afford to pay after reasonable austerity 
and reasonable use of taxation.   

B.  How does all this apply to Puerto Rico? 
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XIV.  PUERTO RICO HAS ALREADY HAD SUBSTANTIAL AUSTERITY 
A.  Puerto Rico has breached contracts with current labor to lower its costs.   

1.  This was challenged in Federal Court as an unconstitutional impairment of 
contracts. 

2.  Puerto Rico responded that this was a necessary and reasonable use of its 
police power to lower costs and maintain its bond rating. 

3.  The U.S. Second Circuit Court of Appeals ruled in Puerto Rico’s favor and 
dismissed the contract impairment challenge.  United Automobile Workers v. 
Fortuno, 635 F.3d 37 (1st Cir. 2011). 

B.  Puerto Rico has breached contracts with retired employees to lower its costs. 

1.  This was challenged in Puerto Rico court as an unconstitutional impairment of 
contract. 

2.  Puerto Rico responded that this was a necessary and reasonable use of 
police power to lower costs and maintain its bond rating. 

3.  The Puerto Rico Supreme Court ruled in Puerto Rico’s favor finding that the 
pension changes were necessary and reasonable.  
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XI.  NOW THAT IT HAS HAD REASONABLE AUSTERITY, WHAT CAN 
PUERTO RICO DO TO RESTRUCTURE ITS BOND DEBT. 
A.  Hire financial advisors to do a study to determine what Puerto Rico can reasonably 

afford to pay on its bond debt (a “Study”). 

B.  Develop a plan to adjust bond debt based on this study (a “Plan”). 

C.  Have a meeting with bondholders to describe how the Study supports the Plan and 
ask for agreement. 

1.  Assess whether it will be necessary to have a payment moratorium to 
encourage agreement to the Plan.   

2.  Assess whether it can live just off of its tax collections during such a payment 
moratorium. 

D.  What if bond holders are not willing to agree to the Plan? 

1.  Bondholders can find out the strength of their remedies as they seek to collect 
on bonds governed by Puerto Rico law.   

2.  Puerto Rico can assess whether it can force confirmation of its plan under 
Chapter 9 or similar procedures. 

46093712.11 



24 46093712.11 

XII. WHAT COURT PROCEDURES ARE AVAILABLE TO PUERTO RICO 
TO CONFIRM A PLAN? 
A.  Puerto Rico does not appear to be a “municipality” as described in Chapter 9. 

1.  Puerto Rico is not a “political subdivision or public agency or instrumentality of 
a State [of the United States].” 

2.  Are companies wholly owned by Puerto Rico a municipality?  

a.  “The term ‘State’ includes the District of Columbia and Puerto Rico, except 
for the purposes of defining who may be a debtor under Chapter 9 of this 
title.”  § 101(52). 

3.  Would a law passed by Puerto Rico providing for debt restructure be 
constrained by the U.S. Constitution Article I Section 10 prohibition against 
state action to impair a contract? 

24 
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4.  The Northern Mariana Islands Retirement Fund, filed a Chapter 9 case 
arguing that it was a municipality. 

a.  The Federal Court praised the Fund’s effort to solve its problem, but 
dismissed the Chapter 9 case. 

b.  The Fund then developed a plan to resolve its insolvency by settling 
claims against third parties who owed funding payments to the Fund and 
agreeing with certain beneficiaries to reduce benefits owed.   

c.  The Fund filed a federal equity receivership to implement that plan.   In 
re: N. Mar. I. Ret. Fund, 2012 U.S. Dist. LEXIS 131709 *8 (2012).  
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B.  Puerto Rico Can Assess Whether It Can and Wishes to Do What the Northern 
Mariana Islands Retirement Fund did. 
1.  Federal equity receiverships were a common method of restructuring the debt 

of railroads that were worth very little if liquidated in piece parts. 

a.  Puerto Rico is like a “municipality” because it too cannot be liquidated. 

2.  Chapter 9 fair and equitable and best interests of creditors principles have 
their roots in such principles developed in federal equity receiverships. 

3.  Sections 903 and 904 of the U.S. Bankruptcy Code make Chapter 9 
Constitutional under the principles of U.S. v. Bekins, 304 U.S. 27 (1938) which 
upheld the constitutionality of a federal statute permitting a state to authorize 
one of its municipalities to use federal bankruptcy power to reorganize. 

a.  Section 903 limits federal intrusion into a state’s control of political 
functions of its municipality.  

b.  Section 904 permits a Chapter 9 debtor to propose a use of Chapter 9 
powers that a federal court could not force on it.  
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C.  In Bekin’s the U.S. Supreme Court praised cooperation between a state and 
the federal government where the federal government provided bankruptcy 
power to solve a specific economic problem  that the state lacked power to 
solve. 

 “In the instant case we have cooperation to provide a remedy for a 
serious condition in which the States alone were unable to afford relief. . . . The 
natural and reasonable remedy through composition of the debts of the 
district was not available under state law by reason of the restriction imposed 
by the Federal Constitution upon the impairment of contracts by state 
legislation.  The bankruptcy power is competent to give relief to debtors in such a 
plight and, if there is any obstacle to its exercise in the case of the districts 
organized under state law it lies in the right of the State to oppose federal 
interference.  [When] the State steps in to remove that obstacle[;] the State 
acts in aid, and not in derogation, of its sovereign powers.  It invites the 
intervention of the bankruptcy power to save its agency which the State itself is 
powerless to rescue.  Through its cooperation with the national government 
the needed relief is given.  We see no ground for the conclusion that the Federal 
Constitution, in the interest of state sovereignty, has reduced both sovereigns to 
helplessness in such a case.”   
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D.  Could Puerto Rico pursue a federal equity receivership 
1.  It would be novel! 
2.  It could seek to fit into Bekins, §903 and §904 by: 

a.  Proposing,  a Plan for financial adjustment at the time it 
filed for a federal equity receivership to adjudicate whether 
this Plan should be confirmed as fair and equitable; 

b.  Seeking confirmation of that Plan in a short period of time 
– approximately six months; and 

c.  Otherwise preserving control over governmental affairs 
and operations of Puerto Rico by its elected and appointed 
political leaders during this brief period of financial 
receivership.   

3.  If such an approach were necessary to adjust Puerto 
Rico’s debt to something it could afford to pay, as a 
candidate for Texas Governor often said, “Why the hell 
not?” 
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a.  Why not do a debt structure and cash flow analysis to 
determine how insolvent Puerto Rico is? 

b.  Why not do an affordability study to determine how much 
further, if any, Puerto Rico can cut its costs or raise its taxes 
without being counterproductive, showing how much Puerto 
Rico can afford to pay (an “Affordability Study”)? 

c.  Why not develop a Plan for debt adjustment based on this 
Affordability Study? 

d.  Why not share this Affordability Study with creditors as a 
premise to ask their agreement to the Plan? 

e.  If there are holdout creditors, assess what can be done to 
encourage agreement to the Plan, and whether Puerto Rico 
wishes to take the risk of a federal equity receivership to force 
its plan on holdout creditors. 

f.  All this can be summed up – Why not lead with a fair and 
equitable plan? 
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