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Panel 1 

Ray Brescia 
Hon. Harold R. Tyler Chair in Law & 
Technology, Professor of Law 
Albany Law School 
Ray Brescia is the Hon. Harold R. Tyler 
Chair in Law & Technology and a Professor 
of Law at Albany Law School in Albany, 
N.Y.  Before joining the faculty at Albany 
Law, he was the Associate Director of the 
Urban Justice Center in New York, N.Y., 
where he coordinated legal representation 
for community-based institutions in areas 
such as housing, economic justice, workers' 
rights, civil rights and environmental justice. 
He also served as an adjunct professor at 
New York Law School from 1997 through 
2006. Prior to his work at the Urban Justice 
Center, he was a staff attorney at New 
Haven Legal Assistance and the Legal Aid 
Society of New York, where he was a 
recipient of a Skadden Fellowship after 
graduation from law school. 
 
Professor Brescia also served as Law Clerk 
to the pathbreaking Civil Rights attorney-
turned-federal judge, the Honorable 
Constance Baker Motley, Senior U.S. 
District Court Judge for the Southern 
District of New York. He earned his law 
degree at Yale and a B.A. in political 
philosophy from Fordham University.  
  
His recent book, The Future of Change: 
How Technology Shapes Social 
Revolutions, was published in March of this 
year by Cornell University Press.  He is the 
co-editor of How Cities Will Save the  

 
 
 
 
 
 
 
 
World: Urban Innovation in the Face of 
Population Flows, Climate Change and 
Economic Inequality (Routledge, 2016), and 
co-editor of the forthcoming volume Crisis 
Lawyering: Effective Legal Advocacy in 
Emergency Situations (NYU Press, 2021). 
 
J. Scott Colesanti  
Professor of Legal Writing 
Hofstra Law School 
J. Scott Colesanti is a Professor of Legal 
Writing at Hofstra Law School.  A former 
regulator, he has taught Securities 
Regulation for 20 years.  Professor Colesanti 
has taught abroad at institutions such as the 
Max Planck Institute and the Scuola 
Superiore in Pisa.  A former co-editor of 
The Business Law Professor Blog, he has 
authored 3 books, including Fairness, Inc.: 
The Origins (and Billion-Dollar Bonuses) of 
Rule 10b-5 as America’s Insider Trading 
Prohibition. This past summer, Professor 
Colesanti launched “Stock Law Now,” a 
Podcast using novel tools to tackle securities 
issues of the moment. 
 
Rafael I. Pardo 
Robert T. Thompson Professor of Law 
Emory University 
Rafael I. Pardo is the Robert T. Thompson 
Professor of Law at Emory University. His 
research and teaching interests are in 
bankruptcy, commercial law, and legal 
history. He received his B.A. from Yale 
College and his J.D. from New York 
University School of Law, where he served 
as an executive editor of the New York 
University Law Review and was a recipient 



of the Judge John J. Galgay Fellowship in 
Bankruptcy and Reorganization Law. He is 
an elected member of the American Law 
Institute and the American Bar Foundation, 
and he has testified as a bankruptcy expert 
before both houses of Congress. In 2015, he 
received the Emory Williams Distinguished 
Teaching Award, the highest university 
honor for teaching given by Emory 
University to a full-time faculty member. 

Jennifer Taub 
Legal Scholar and Advocate 
Jennifer Taub is a legal scholar and 
advocate, devoted to making complex 
business law topics engaging inside and 
outside of the classroom. Her research and 
writing focuses on corporate governance, 
banking and financial market regulation, and 
white collar crime. Similarly, her advocacy 
centers on “follow the money” matters  –– 
promoting transparency and opposing 
corruption. 

Her new book, Big Dirty Money: The 
Shocking Injustice and Unseen Cost of 
White Collar Crime (Viking) was published 
on September 29, 2020. Taub was a co-
founder and organizer of the April 15, 2017 
Tax March where more than 120,000 people 
gathered in cities nationwide to demand 
President Donald Trump release his tax 
returns. She is a professor of law at the 
Western New England University School of 
Law where she teaches Civil Procedure, 
White Collar Crime, and other business and 
commercial law courses, and was the Bruce 
W. Nichols Visiting Professor of Law at 
Harvard Law School during the fall 2019 
semester. She formerly was a professor at 
Vermont Law School. 
 
An authority on the 2008 mortgage 
meltdown and related financial crisis, Taub 

is also an emerging expert in white collar 
crime. In addition to Big Dirty Money, she is 
co-author with the late Kathleen Brickey 
of Corporate and White Collar Crime: 
Cases and Materials, 6th edition (Wolters 
Kluwer 2017).  
 
In the area of banking and financial market 
regulation, Taub’s book Other People’s 
Houses: How Decades of Bailouts, Captive 
Regulators, and Toxic Bankers Made Home 
Mortgages a Thrilling Business was 
published in May 2014 by Yale University 
Press. Recognized as accessible and 
informative, OPH was honored by the 
Massachusetts Center for the Book as one of 
the 2015 finalists in the nonfiction category. 
Other People’s Houses was favorably 
mentioned by Nobel Laureate, Robert 
Shiller in his 2015 edition of Irrational 
Exuberance. Taub testified as an expert 
before the United States Senate Banking 
Committee and a United States House 
Financial Services Subcommittee. She also 
co-organized a conference and co-lead a 
panel discussion at the Financial Stability 
Law Workshop at the U.S. Treasury 
Department, hosted by the Office of 
Financial Research. 
 
Fred Tung  
Howard Zhang Faculty Research Scholar, 
Professor of Law 
Boston University School of Law 
Fred Tung is the Howard Zhang Faculty 
Research Scholar and Professor of Law at 
Boston University School of Law. He 
researches, teaches, and consults in the areas 
of bankruptcy, corporations and corporate 
finance, and the governance of financial 
institutions. Prior to joining the BU faculty, 
he was the Robert T. Thompson Professor of 
Law and Business at Emory University 
School of Law. He has also been a Visiting 



Professor at Harvard Law School, a Roger 
T. Traynor Professor in Corporate Law at 
Hastings College of the Law, and a Fellow 
at the Searle-Kauffman Institute on Law, 
Innovation and Growth. Professor Tung is a 
member of the American Law Institute. He 
has testified in Congress before the 
Congressional Oversight Panel for the 
Troubled Asset Relief Program (TARP), has 
served as a consultant on law reform for the 
Ministry of Justice in Ethiopia, the Center 
for Commercial Law and Economics in 
Indonesia, and the California Law Revision 
Commission, and has been a permanent 
blogger with the popular corporate law 
blog Conglomerate. He has been a lecturer 
in the law department at Peking University, 
and has served on the Consumer Law Task 
Force of the Atlanta Legal Aid Society. 
Proficient in Mandarin, he was an interpreter 
for ABC News covering the Democracy 
Movement in Beijing. He also worked as a 
software engineer in Silicon Valley. 
 
Professor Tung is a member of the Board of 
Directors for Breakthrough Greater Boston 
(BTGB), a non-profit organization whose 
mission is to prepare low-income middle- 
and high school students for success in 
college. 
 
 
Panel 2 
 
Susan Block-Lieb  
Professor of Law 
Fordham Law School 
Susan Block-Lieb is Professor at Fordham 
Law School, where she holds the Cooper 
Family Chair in Urban Legal Issues.  She 
specializes in consumer financial protection, 
personal bankruptcy, corporate 
reorganization and financial restructuring, 
secured transactions and commercial laws 
more generally, including international and 
transnational law and lawmaking in this 

context. Through 2022, she will hold a 
position as the Scholar in Residence for the 
American College of Bankruptcy. Her 
scholarly writing covers a broad range of 
issues centered on debt and financial 
decision making. Together with Terence C. 
Halliday, she is author of Global 
Lawmakers: International Organizations in 
the Crafting of World Markets (Cambridge 
Univ. Press 2017), an intensive study of 
global lawmaking by the UN Commission 
on International Trade Law (UNCITRAL).     
 
Clayton P. Gillette  
Max E. Greenberg Professor of Contract 
Law 
NYU School of Law 
Clayton P. Gillette is the Max E. Greenberg 
Professor of Contract Law at NYU School 
of Law, where he teaches courses in local 
government law, contracts, and commercial 
law.  From 2016 through 2019, he served as 
Director of the Marron Institute of Urban 
Management at NYU.  Gillette is the author 
of Local Redistribution and Local 
Democracy; Municipal Debt Finance Law: 
Theory and Practice (with Robert S. 
Amdursky and G. Allen Bass), and Local 
Government Law: Cases and Materials (with 
Lynn A. Baker and David Schleicher).  He 
has written numerous articles about local 
government and municipal finance, dealing 
with topics such as financial control boards, 
debt and democracy, residential 
associations, and municipal bankruptcy.  
Prior to joining the NYU School of Law 
faculty in 2000, Gillette served as the Perre 
Bowen Professor of Law at the University of 
Virginia School of Law. He began his 
teaching career at Boston University where 
he was named the Warren Scholar in 
Municipal Law and Associate Dean. 
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Juliet M. Moringiello  
Associate Dean for Research and Faculty 
Development 
Widener University Commonwealth Law 
School 
Juliet M. Moringiello is the Associate Dean 
for Research and Faculty Development at 
Widener University Commonwealth Law 
School in Harrisburg, PA, where she teaches 
Bankruptcy, Secured Transactions, Property 
and Sales. She is an elected member of the 
American Law Institute and a Uniform Law 
Commissioner for Pennsylvania. Her articles 
on municipal financial distress include 
Dispossessing Residents: Municipal 
Receiverships and the Public Trust, 
Michigan Journal of Law Reform 
(forthcoming 2020), Chapter 9 Plan 
Confirmation Standards and the Role of 
State Choices, 37 Campbell Law Review 71 
(2015), and Goals and Governance in 
Municipal Bankruptcy, 71 Washington & 
Lee Law Review 403 (2014). She has also 
written extensively about electronic 
contracting law and the application of 
traditional property and creditors’ rights 
principles to emerging electronic assets. 
Professor Moringiello earned her B.S.F.S. 
from Georgetown University, her J.D. from 
Fordham University and her LL.M. from 
Temple University. 
 
David Skeel  
S. Samuel Arsht Professor of Corporate 
Law 
University of Pennsylvania Law School 
David Skeel, the S. Samuel Arsht Professor 
of Corporate Law at the University of 
Pennsylvania Law School, is the author of 
True Paradox: How Christianity Makes 
Sense of Our Complex World (InterVarsity, 
2014), The New Financial Deal: 
Understanding the Dodd-Frank Act and its 
(Unintended) Consequences (Wiley, 2011); 
Icarus in the Boardroom: The Fundamental 
Flaws in Corporate America and Where 

They Came From (Oxford, 2005); Debt's 
Dominion: A History of Bankruptcy Law in 
America (Princeton, 2001); and numerous 
articles on bankruptcy, financial distress, 
corporate law and other topics.  Since 
August, 2016, he has served on the oversight 
board appointed by President Obama for 
Puerto Rico. 
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Nestor M. Davidson  
Professor of Law 
Fordham Law School 
Nestor M. Davidson joined the faculty of 
Fordham Law School in 2011 and was 
named the Albert A. Walsh Chair in Real 
Estate, Land Use and Property Law in 2017.  
Professor Davidson has published widely in 
the fields of state and local government law, 
property law, and affordable housing law 
and policy.  Professor Davidson founded 
and is the faculty director of the Urban Law 
Center.  Professor Davidson practiced with 
the firm of Latham and Watkins, focusing 
on commercial real estate and affordable 
housing, and served as Deputy General 
Counsel at the U.S. Department of Housing 
and Urban Development.  Professor 
Davidson earned his AB from Harvard 
College and his JD from Columbia Law 
School. 
 
Blaine G. Saito  
Assistant Professor of Law 
Northeastern School of Law 
Blaine G. Saito, an expert in the field of 
taxation, joined the Northeastern faculty as 
Assistant Professor of Law in 2020. His 
research focuses on the intersection of tax 
rules, economics, tax administration and 
social policy. His current research focuses 
on tax expenditures and their use in social 
policy and international tax issues. His work 
has been published in the Virginia Tax 



Review, Harvard Journal on Legislation and 
Georgetown Journal of Law and Public 
Policy.  
 
Saito most recently served as a Climenko 
Fellow and Lecturer on Law at Harvard Law 
School. He graduated from Harvard College 
in 2004 with an AB in chemistry, and went 
on to earn a JD from Harvard Law School 
and an MPP from the Harvard Kennedy 
School. 
 
Erin Adele Scharff  
Assistant Professor of Law 
Sandra Day O’Conner College of Law 
Erin Adele Scharff is an assistant professor 
of law at the Sandra Day O’Connor College 
of Law.  She joined the faculty in 2014.  
Previously, she was an acting assistant 
professor of tax law at New York University 
School of Law, where she served as an 
editor of the Tax Law Review.   
 
Scharff’s scholarship focuses on fiscal 
federalism, including the allocation of 
revenue authority between state and local 
governments, local government law, and 
state tax law.  Her recent publications have 
appeared in Stanford Law Review, 
Georgetown Law Review, New York 
University Law Review, and the Tax Law 
Review, among other journals.  As an expert 
on local fiscal authority, Scharff has written 
several amicus briefs on the legal authority 
of local governments to raise revenue under 
state constitutions.     
Professor Scharff is currently the chair of 
the AALS Tax Section. She also serves on 
the peer review board of the Northwestern 
Law Review.    
 
After graduating magna cum laude from 
New York University School of Law, she 
clerked for the Honorable William A. 
Fletcher of the U.S. Court of Appeals for the 
Ninth Circuit in San Francisco.  Prior to law 

school, she worked as a researcher and 
advocate in Washington, DC.  
 
In addition to her academic work, Scharff is 
actively engaged in the Phoenix community 
and serves vice-chair of the board of the 
Phoenix Legal Action Network.  She is the 
mother to three rambunctious children. 
 
Professor Darien Shanske  
Professor of Law 
UC Davis School of Law 
 
Professor Darien Shanske holds a J.D. from 
Stanford Law School, a Ph.D. from UC 
Berkeley in Rhetoric, an M.A. from McGill 
University in Philosophy, and a B.A. from 
Columbia University. Before law school, 
Professor Shanske worked as a financial 
consultant to California local governments; 
after law school, he worked as an attorney in 
the public finance department of Sidley 
Austin in San Francisco. Professor Shanske 
then clerked for Judge Pierre N. Leval of the 
United States Court of Appeals for the 
Second Circuit. 
 
Professor Shanske’s academic interests 
include taxation, particularly state and local 
taxation, local government law, public 
finance, and political theory, particularly 
jurisprudence. Some of his current projects 
are on the local property tax, the state and 
local fiscal relationship, the fiscal 
constitution of California, and the role of 
reciprocity in Aristotle. 
 
 
Panel 4 
 
Abbye Atkinson  
Assistant Professor of Law 
U.C. Berkeley Law School 
Abbye Atkinson is an assistant professor of 
law at the U.C. Berkeley Law School where 
her research focuses on the law of debtors 



and creditors as it affects marginalized 
communities. Her work is forthcoming in 
the Columbia Law Review and has been 
published in the Stanford Law Review, 
Vanderbilt Law Review, Arizona Law 
Review, and Michigan Journal of Race and 
Law. She received her J.D. from Harvard 
Law School and her B.A. from U.C. 
Berkeley. 
 
Angela Simms 
Assistant Professor of Sociology and 
Urban Studies 
Barnard College-Columbia University 
Angela Simms is an Assistant Professor of 
Sociology and Urban Studies at Barnard 
College-Columbia University. Her research 
examines how legacy and contemporary 
market and government processes in 
metropolitan areas shape racial inequality, 
with particular focus on the suburban Black 
middle class. She also has extensive public 
policy experience. Before academia, Angela 
was a Presidential Management Fellow and 
legislative analyst for seven years at the 
Office of Management and Budget, serving 
in the George W. Bush and Barack Obama 
Administrations. She completed her Ph.D. in 
sociology at The University of Pennsylvania 
in 2019. Angela also holds a master's degree 
in public policy from The University of 
Texas at Austin and a bachelor’s in 
government from The College of William 
and Mary.  
 
Professor Geeta Tewari  
Assistant Professor of Law 
Widener University Delaware Law School 
Professor Geeta Tewari received her B.A. 
from Cornell University, her J.D. from 
Fordham Law School, and her M.F.A. in 
Writing from Columbia University School 
of the Arts. She teaches and writes as an 
interdisciplinary legal scholar, writer, and 
poet in the areas of contract law, 
professional responsibility, gender and racial 

equity, and justice. Her most recent 
publications include Law and the New 
Urban Agenda (Routledge 2020) with 
endorsement by UN-Habitat Executive 
Director Maimunah Mohd Sharif, The 
Ethics of Gender Narratives for U.S. 
Corporate Boards [16 N.Y.U. J. L. & B. 221 
(2019)], and Formality and Geopolitics, two 
sociopolitical poems in Michigan Quarterly 
Review. 
 
Following law school graduation, Professor 
Tewari clerked for New York State Supreme 
Court Justice Jaime A. Rios. She thereafter 
practiced with New York City’s Office of 
Corporation Counsel, the Washington D.C. 
Office of the Attorney General, and served 
as an Administrative Law Judge for the New 
York State Department of Labor. She is 
admitted to practice law in New York, New 
Jersey, and Washington, D.C. 
 
She also served as the Director of the Urban 
Law Center at Fordham Law School, where 
she launched the Women in Urban Law 
Leadership Initiative and collaborated with 
UN-Habitat on projects focused on urban 
planning laws. In 2019, she was a Visiting 
Artist Scholar at the American Academy in 
Rome, and founded the Narrative Justice 
Project, with non-profit status through the 
New York Foundation for the Arts, to 
support collaboration between artists and 
lawyers for dialogue vital to justice and 
humanity. 
 
She has spoken on numerous topics, 
including feminist lawyering, narrative 
justice, inclusivity on corporate boards, and 
equal pay as a human right. 
 
Christopher J. Tyson  
President and CEO 
Build Baton Rouge 
Christopher J. Tyson is the President and 
CEO of Build Baton Rouge, the city's 

https://www.routledge.com/Law-and-the-New-Urban-Agenda/Davidson-Tewari/p/book/9780367188733
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redevelopment authority. Build Baton 
Rouge's mission is to bring people and 
resources together to promote equitable 
investment, innovative development, and 
thriving communities across all of Baton 
Rouge. As CEO Chris has raised over $50 
million to support revitalization in Baton 
Rouge's most disinvested communities. 
Chris is currently on leave from his position 
as the Newman Trowbridge Distinguished 
Professor of Law at the LSU Law Center. 
Chris's scholarly work on local government 
law and urban development has appeared in 
law reviews, academic journals, and in 
editorials, including the the Harvard Journal 
on Racial & Ethnic Justice and the New 
York Times. In 2015 Chris was the 
Louisiana Democratic Party nominee for 
Secretary of State and earned the most votes 
of any black candidate at that point in 
Louisiana’s history. Chris holds degrees in 
architecture, public policy, and law from 
Howard University, the Harvard Kennedy 
School, and Georgetown University, 
respectively. 



NONFICTION

By Jonathan Mahler

May 5, 2017

FEAR CITY

New York’s Fiscal Crisis and the Rise of Austerity Politics

By Kim Phillips-Fein

Illustrated. 401 pp. Metropolitan Books/ Henry Holt & Company. $32.

In 1847, the president of New York City’s Board of Education, Townsend

Harris, wrote a letter to the State Legislature laying out his case for a “Free

Academy,” the precursor to City College: “Open the doors to all — let the

children of the rich and the poor take their seats together, and know of no

distinction save that of industry, good conduct and intellect.”

Harris wasn’t just imagining classrooms filled equally with the city’s haves

and have-nots; he was promoting the notion that a first-rate college

education, with its promise of social mobility and intellectual fulfillment,

was a basic right of citizenship. For decades, the city kept the faith in his

utopian vision as the arched gateway of City College became both a literal

and metaphorical gateway into the middle class. New York City’s tuition-

free college system grew and expanded, even adding a graduate school in

1961.

But by the early 1970s, with the city on the brink of bankruptcy, what had

once been a symbol of New York’s soaring spirit of liberal idealism had

been transformed into a symbol of its excessive and untenable generosity.

In 1976, Harris’s dream officially died: New York City’s university system

How the Fiscal Crisis of the ’70s
Shaped Today’s New York
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started charging tuition, because of a “nonavailability of funds.”

It was just one example of the great unwinding of the social democratic city.

In the years to come, what had taken progressive politicians, labor unions

and citizen activists generations to build — a working-class city with a

sense of common public life — would be refashioned into the two New

Yorks of today, one of breathtaking wealth, the other of searing poverty. To

many liberals, it’s been an unfortunate trajectory; to some, a tragic one.

But was it inevitable?

That’s the question at the heart of “Fear City” by Kim Phillips-Fein, a

historian who teaches at New York University’s Gallatin School of

Individualized Study. She offers a very direct answer in the book’s early

pages, arguing that the various decisions that set this transformation in

motion during New York’s infamous fiscal crisis were not simply ones of

practical necessity. They were as much about politics as they were about

accounting. As she puts it, “austerity remains a political choice.”

It’s a refreshingly counterintuitive point of view. The conventional wisdom

has always been that New York had reached a point where it simply could

no longer afford such an expansive network of public institutions and

services. Sacrifices were necessary. In order to spur financial growth and

protect the city’s economic health in the future, the logic continued, its

leaders had to empower private developers and profit-seeking industries

while scaling back their own efforts to fight poverty and improve social

conditions.
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But, as Phillips-Fein argues, none of this was a foregone conclusion when

the city first confronted the fiscal crisis. She revisits the familiar story with

fresh eyes, seeing it not as part of an inexorable, if painful, evolution but as

a battle between two competing views of the city and its government. “Did

its responsibility lie in providing extensive social services and

guaranteeing a set of social rights to all?” she asks. “Or should its main

commitment be to make the city an attractive place for businesses and

corporations by lowering taxes, relaxing regulations and fostering

economic development?”

Caught in the middle was the city’s hapless mayor, Abe Beame, the son of

an immigrant socialist agitator and factory worker. Beame grew up on the

Lower East Side in the shadow of the Jewish Daily Forward building, its

facade decorated with busts of Karl Marx and Friedrich Engels. A cum

laude graduate of City College, Beame was a bookkeeper by training. (“If

you don’t know the buck, you don’t know the job,” was his campaign

slogan.) He understood the depths of the city’s financial woes, but was

blind to many of the larger forces that shaped how the crisis played out. He

assumed, for instance, that the interests of the big banks were too bound up

with those of the city for them to cease lending it money, never realizing

that these financial institutions were operating in an increasingly global
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context: “Now the municipal debt was, to them, only an economic

proposition — and New York’s economics did not look good.”

Beame also failed to recognize that the political landscape was shifting.

President Ford, who had the power to bail out the city, was a moderate

Republican, but his party was moving to the right, beginning its migration

toward the anti-government, free-market ideology later embodied by

Ronald Reagan. In this sense, New York’s problem presented Ford with an

opportunity. Some of his closest advisers, including Alan Greenspan,

William Simon and Donald Rumsfeld, urged him to make an example of the

city, to treat its fiscal crisis as a case study in the broader failure of big-

government liberalism.

Of course, the definition of liberalism was shifting too. The postwar boom

that had enabled the ambitious Great Society programs of the 1960s was

over, and so too was the full-throated commitment to progressive bulwarks

and principles, to labor unions and an activist government. Many of the

men — and they were almost all men — who emerged from the private

sector to help steer New York out of the fiscal crisis were Democrats, but

not of the Beame vintage. A case in point is the financier often credited with

rescuing the city, Felix Rohatyn, the master fixer who helped bring

together the banks and unions, while persuading the city’s leaders to

reduce their spending and rethink their budgets. Here he is portrayed in a

less flattering light, not as ill-intentioned but as the most prominent

member of a group of unelected financial executives making critical

decisions about the future of the city without any input from or

accountability to its citizens.

What else might have been possible? This is the one realm in which this

powerful and involving work of narrative history comes up short. Phillips-

Fein makes a convincing argument that the city’s abandonment of its

liberal ideals was a choice. What she doesn’t do is offer a different path,

imagine an alternative history for New York. What would have happened if

the city had simply gone bankrupt and left the courts to sort things out? If

the federal government hadn’t been so relentlessly hostile, Phillips-Fein
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notes, it might have been easier for New York to renegotiate its debts.

Maybe, but this explanation feels facile, given the magnitude of the city’s

problems. You come away from “Fear City” with a clear sense of what was

lost as New York left behind one set of priorities and embraced another, but

not of what could have been salvaged or rebuilt for the benefit of the poor

and working class, or of how this might have been accomplished. For that

matter, there is no mention of what has been achieved, of models of public-

private partnerships that have worked for all the city’s residents, even in

the face of its ever-widening income gap.

Still, this is a book that deserves an audience beyond New York City history

buffs, and all the more so because of its relevance to our political moment.

The young Donald Trump makes a brief cameo appearance as an icon of

the new New York, a real estate mogul who leveraged his father’s

connections and the city’s desperation into massive tax breaks, starving

the city of badly needed revenues for education and other basic municipal

functions as he developed properties for the rich. These buildings are

symbols too, reminders that the private investment now driving the city’s

economy comes at a cost, one often borne by those who can least afford it.

Jonathan Mahler is a staff writer for The Times Magazine and the author of “Ladies and Gentlemen, the

Bronx Is Burning” and “The Challenge.”

A version of this article appears in print on May 7, 2017, Page 21 of the Sunday Book Review with the headline: For Richer, for
Poorer
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Financing Failure: Bankruptcy Lending, Credit 
Market Conditions, and the Financial Crisis 

Frederick Tung† 

When contemplating Chapter 11, firms often need to seek financing for 
their continuing operations in bankruptcy. Because such financing would 
otherwise be hard to find, the Bankruptcy Code authorizes debtors to offer 
sweeteners to debtor-in-possession (DIP) lenders. These inducements can be 
effective in attracting financing, but because they are thought to come at the 
expense of other stakeholders, the Code permits these inducements only if no 
less generous a package would have been sufficient to obtain the loan. 

Anecdotal evidence suggests that the use of certain controversial 
inducements—I focus on roll-ups and milestones—has skyrocketed in recent 
years, leading critics to question whether DIP lenders were abusing their 
power. Lenders, however, respond that DIP loan terms simply reflect economic 
conditions: when credit is tight, as it was in recent years because of the 
Financial Crisis, more sweeteners are needed to induce lending. 

Using a hand-collected dataset reflecting contractual detail in DIP loan 
agreements, I examine the relationship between changes in credit availability 
and DIP loan terms before, during, and after the Crisis. As one might expect, I 
find that ordinary loan provisions like pricing and reporting covenants are 
sensitive to changes in credit availability. By contrast, I also find that the 
incidence of so-called “extraordinary provisions” has no statistically 
meaningful relationship with changes in credit availability. These findings have 
important implications for bankruptcy policymakers and judges struggling to 
evaluate whether extraordinary DIP lending inducements are necessary. Too 
generous loan terms come at the expense of junior claimants and may distort 
the bankruptcy process in favor of senior claimants. 
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Introduction 

A firm that seeks refuge in Chapter 11 often requires financing for its 
continuing operations in bankruptcy. Its pre-bankruptcy sources of credit 
typically dry up, and it often cannot proceed without what is known as debtor-
in-possession (“DIP”) financing. The terms of the DIP financing matter a great 
deal for the bankruptcy case and its participants. DIP loans are approved early 
on in the Chapter 11 case, often in a rush. Specific loan terms and the identity 
of the DIP lender have an enormous impact on the ensuing contestation of the 
terms of reorganization, which shape the contours of any surviving business 
and distributions to creditors. 
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To induce DIP lending, the Bankruptcy Code authorizes the debtor to 
provide prospective lenders with sweeteners that make DIP financing 
attractive. But because these inducements may come at the expense of other 
stakeholders, the Code requires the debtor to convince the court that no less 
generous a package would have been sufficient to obtain the loan. The Code 
expressly authorizes such conventional inducements as first-priority liens and 
payment priority when liens may be insufficient. These inducements make 
sense: lenders to distressed borrowers typically demand strong assurances with 
respect to the new money they bring to the table. 

Anecdotal evidence suggests, however, that DIP loans have become 
littered with certain controversial lending inducements in recent years. Some 
have begun to question whether these sweeteners are truly necessary to induce 
lending, suggesting instead that DIP lenders now extract excessively generous 
terms.1 In response, DIP lenders and their defenders note a simple explanation 
for this seeming increase in inducements: reduced credit availability during the 
Financial Crisis.2 When credit is tight, of course lenders need more 
sweeteners—which is why judges have explicitly relied on changing credit 
market conditions to justify their approval of so-called “extraordinary” lending 
inducements.3 

In this Article, I examine whether changes in credit availability explain 
the use of extraordinary inducements in DIP loans. Using a hand-collected 
dataset including detailed information on DIP loan terms from 2004 to 2012, I 
provide the first evidence on the relationship between the presence of these 
terms and changing credit availability. I first show that standard terms, like 
loan pricing and reporting covenants,4 are indeed sensitive to economic 
conditions. I then offer evidence that the extraordinary inducements found in 
DIP loans are generally unrelated to the broader economic conditions that have 
been cited to justify judicial approval. 

 

1. COMM’N TO STUDY THE REFORM OF CHAPTER 11, AM. BANKR. INST., 2012-2014 FINAL 

REPORT AND RECOMMENDATIONS 73-79 (2014) [hereinafter ABI REPORT] (discussing findings from a 
study on DIP financing and detailing the Commission’s recommendations, which include limitations on 
creditor inducements for entering into DIP financing agreements). 

2. See, e.g., Robert H. Barnett & Brian J. Grant, Credit Crisis Puts Focus on Out-of-Court 
Restructurings, J. CORP. RENEWAL, June 2010, at 4. 

3. David Griffiths, Roll-Up, Roll-Up, Read All About It!, WEIL BANKR. (Oct. 6, 2010), 
https://business-finance-restructuring.weil.com/dip-financing/roll-up-roll-up-read-all-about-it 
[https://perma.cc/SP86-34P] (noting bankruptcy judges’ explicit consideration of market conditions 
when granting substantial inducements to DIP financers). 

4. Reporting covenants govern the frequency with which the debtor must report specified 
financial information or events to the lender. A reporting covenant may, for example, require the 
borrower’s monthly reporting of its cash flows. E.g., Debtor-in-Possession Credit Agreement 77 (Jan. 
20, 2012) in Eastman Kodak, Annual Report Exhibit 4.22 (Form 10-K) (Feb. 29, 2012) (requiring the 
borrower to report cash flows within fifteen days of the end of each fiscal month). 
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I focus on two extraordinary lending inducements that judges and lawyers 
often find troubling: “roll-ups” and case milestones.5 DIP financing is most 
commonly provided by the debtor’s major pre-bankruptcy secured lender. A 
roll-up allows this DIP lender to reduce its financial risk by requiring the 
debtor to draw on the DIP loan to pay off some—typically all—of the DIP 
lender’s pre-bankruptcy secured claim against the debtor. This gives the DIP 
lender a peace of mind rarely enjoyed by other creditors in bankruptcy. 
Creditors’ pre-bankruptcy claims ordinarily get paid only at the end of the case, 
after the debtor—and perhaps competing creditors—have had some 
opportunity to investigate and possibly challenge those claims.6 Absent some 
opportunity to investigate, roll-ups may reduce the debtor’s negotiating 
leverage with the DIP lender going forward.7  Roll-ups also eliminate other 
avenues of negotiation that might otherwise be open to the debtor.8 Case 
milestones are covenants that set specific deadlines for important events in the 
case, giving lenders critical control over the reorganization process and curbing 
the discretion of the debtor’s management and the bankruptcy court. For 
example, a common milestone sets a drop-dead date for the filing or court 
approval of the reorganization plan.9 Milestones are controversial because too 
tight deadlines may advantage senior creditors—like DIP lenders—at the 
expense of junior creditors.10 Neither roll-ups nor case milestones are 
specifically authorized in the Bankruptcy Code. They may even contradict 
specific provisions of the Code.11 

As an empirical matter, because debtor firms are not randomly assigned to 
DIP loans, selection and endogeneity concerns preclude any causal 
conclusions, and my empirical goals are modest. I investigate a cross-section of 
Chapter 11 debtors with DIP loans, examining both ordinary and extraordinary 
provisions in those loans. I search for any evidence suggesting a negative 
association between changes in credit availability and the use of extraordinary 

 

5. See, e.g., ABI REPORT, supra note 1, at 76-79 (discussing the Commission’s findings and 
noting concerns regarding roll-ups and case milestones). 

6. Moreover, unsecured creditors’ claims are typically paid with promises of future payment 
that do not make them whole. Outside of the roll-up context, significant pre-bankruptcy claims rarely 
get paid in full in cash in the early part of the case. Also, the new DIP debt, including the roll-up (that is, 
the amount incurred to repay the DIP lender’s pre-bankruptcy claim against the debtor) enjoys an 
especially high priority in payment in reorganization. DIP debt must be paid in full in cash as a 
condition to plan confirmation. 11 U.S.C. § 1129(a)(9)(A) (2018). 

7. See infra notes 79-81 and accompanying text. 
8. See id. 
9. A less common milestone sets a deadline for court approval or completion of a specified 

sale of debtor assets. See infra Section II.B. 
10. For example, a quick sale of debtor assets may generate sale proceeds sufficient only to 

pay off a senior creditor, while a longer marketing period might have helped realize a higher sale price. 
See Lynn M. LoPucki & Joseph W. Doherty, Bankruptcy Fire Sales, 106 MICH. L. REV 1, 26 (2007) 
(concluding a debtor will receive a lower price if the sale is made earlier in the bankruptcy process). 

11. See General Order No. M-274, U.S. Bankruptcy Court for the Southern District of New 
York, In re Adoption of Guidelines for Fin. Requests (Sept. 9, 2002) [hereinafter SDNY General Order]. 
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provisions. We would expect the use of extraordinary inducements to decrease 
with increasing credit availability (and increase with credit tightening). Indeed, 
we see this result with the “ordinary” provisions that I examine (i.e., pricing 
and loan covenants). However, despite the use of multiple empirical measures 
for changes in credit availability and extraordinary provisions, I fail to find 
evidence of the expected negative association. Moreover, my tests in some 
instances suggest that extraordinary inducements are positively associated with 
changes in credit availability. The causal claims made to justify resort to 
extraordinary provisions do not survive careful scrutiny. Given the absence of 
any association between the use of extraordinary provisions and changes in 
credit availability, extraordinary provisions seem difficult to justify. 

My paper has significant policy implications for bankruptcy participants. 
The market for DIP financing has grown steadily in size and significance in the 
last two decades as the size of public company bankruptcies has increased. 
Individual judges deciding whether to approve a particular set of DIP loan 
terms often face a difficult decision. They must assess whether the 
extraordinary terms are necessary to induce lending, but they do not have the 
benefit of counterfactuals. Judges worry that rejection of the proposed DIP loan 
would spell doom for the debtor: without financing, liquidation may be the 
only alternative. A number of institutional features make the judge’s decision 
doubly difficult. The debtor’s dominant pre-bankruptcy secured lender (the 
“inside” lender) enjoys a number of advantages over outside lenders in 
competing to make the DIP loan.12 This inside lender also typically has strong 
incentives to make the DIP loan, which it does in the supermajority of cases.13 
Providing DIP financing enables the senior secured lender to exercise 
significant control over the case.14 With typically only one offer on the table 
and no competitors in sight, judges quite understandably hesitate to reject the 
DIP loan negotiated between the debtor and the inside lender. Instead, the 
judge reluctantly approves the proffered arrangements on the view that the 
terms were necessary to induce critical lending. 

Given the lack of a well-functioning DIP loan market and the dominant 
role for inside lenders in providing DIP financing, it should hardly be 
 

12. See infra Section I.A. (detailing the relationship between the inside lender and the 
borrower in the bankruptcy process). 

13. Inside lenders made 75% of the DIP loans in my sample. See infra Section I.A. 
14. Kenneth M. Ayotte & Edward R. Morrison, Creditor Control and Conflict in Chapter 11, 

1 J. LEGAL ANALYSIS 511, 512 (2009) (“[C]reditors with senior, secured claims have come to dominate 
the Chapter 11 process.”); Douglas G. Baird & Robert K. Rasmussen, Private Debt and the Missing 
Lever of Corporate Governance, 154 U. PA. L. REV. 1209, 1236 (2006) (“Senior creditors keep their 
hands on the levers of corporate governance even after the corporation enters Chapter 11.”); David A. 
Skeel, Jr., The Past, Present and Future of Debtor-in-Possession Financing, 25 CARDOZO L. REV. 1905, 
1918-19 (2004) (noting the process through which creditors control Chapter 11 cases); Sreedhar T. 
Bharath et al., The Changing Nature of Chapter 11, at 6 (IIM Bangalore, Research Paper No. 461, 
2014), https://ssrn.com/abstract=2443248 [https://perma.cc/NU3X-BQL3] (“Financial innovations (such 
as DIP and KERP), ha[ve] contributed to an increase in creditor control of the Chapter 11 
process . . . .”). 
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surprising that some important DIP loan terms may be less than responsive to 
market pressures, bearing little or no relation to changes in credit availability. 
Recognizing the potentially problematic nature of extraordinary provisions, the 
American Bankruptcy Institute (ABI) offered guidelines in recent Chapter 11 
reform proposals to curb or delay the effects of extraordinary DIP loan 
provisions.15 I provide, to my knowledge, the first empirical evidence 
questioning the longstanding and widely held assumption that extraordinary 
provisions are a function of changing credit availability. This analysis will 
hopefully assist policymakers, judges, and other bankruptcy participants to 
better evaluate the DIP lending process in order to optimize DIP loan structure 
going forward. In particular, because roll-ups—and to a lesser extent, 
milestones—run counter to bankruptcy rules and norms, judges should be 
skeptical about their use, which should be rare. 

The rest of the paper is organized as follows: Part I offers conceptual and 
institutional background along with a review of the relevant literature. It first 
explains the tricky institutional context within which judges must decide 
whether to approve a given DIP loan. It then discusses the role of loan 
covenants and the effects on loan covenants of changing credit market 
conditions. Part II describes extraordinary provisions, their perceived harms, 
and policy responses. Part III describes the data and empirical results. Part IV 
discusses implications of my findings and then concludes. 

I. Background and Literature Review 

In this Part, I first explain the institutional context in which DIP lending 
occurs, a setting that makes it difficult for judges to police DIP loan terms. I 
follow with a description of the Lyondell DIP loan and the process by which it 
was put together. At the time, it was the second-largest commercial DIP loan in 
history, made in the face of increasingly severe credit scarcity. Finally, as 
prelude to the ensuing analysis of ordinary as well as extraordinary DIP loan 
provisions, I elaborate on the role of loan covenants and the effects on loan 
covenants of changing credit market conditions. 

A. The View from the Bench: Difficulty in Policing DIP Loan Terms 

In a traditional Chapter 11 reorganization, the debtor and its multiple 
creditors negotiate over the financial (and sometimes operational) restructuring 
of the firm. The debtor firm, its major secured and unsecured creditors, and an 
official committee representing unsecured creditors typically drive the process. 
The general goal is to reduce the debt burden on the company such that its 
operations can generate sufficient cash flow to service the remaining debt. 
 

15. ABI REPORT, supra note 1, at 73-74 (recommending principles to guide DIP financing 
inducements). 
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Creditors may agree to reduce their pre-bankruptcy claims against the debtor, 
extend maturities, reduce interest rates, or otherwise ease the debtor’s debt 
burdens. Eventually a plan of reorganization memorializes this multiparty 
bargain. The plan requires both creditor consent and judicial approval.16 The 
bankruptcy court confirms the plan after ensuring all confirmation 
requirements have been met.17 While the debtor typically drafts the plan,18 the 
debtor’s major pre-bankruptcy secured lenders generally enjoy outsized 
influence in reorganization. By the time a firm is facing a Chapter 11 filing, 
substantially all of its assets are typically subject to creditor liens.19 A DIP loan 
enables the debtor’s dominant pre-bankruptcy lenders to augment their control 
of the case.20 

Evaluating whether a DIP loan’s terms are the best available for the 
debtor is no small task for a judge. Institutional features of DIP lending give an 
edge to the debtor’s pre-bankruptcy secured lender in capturing the DIP loan. 
Therefore, in the vast majority of cases, there may be no real competition to 
offer DIP financing. No true market exists for DIP loans. Instead, the debtor’s 
dominant pre-bankruptcy secured lender (the “inside” lender) essentially enjoys 
a first option to fund the DIP loan. 

The inside lender typically has enormous incentive to make the DIP loan 
because it has its existing pre-bankruptcy loan to protect. Making this 
“defensive” DIP loan preserves the inside lender’s control over the debtor’s 
assets,21 and it enables the lender to advantage its pre-bankruptcy claim as part 
of the deal.22 It also endows the inside lender with enormous influence over the 

 

16. 11 U.S.C. § 1129 (2018) (“The court shall confirm a plan only if . . . each holder of a 
claim or interest of such class—has accepted the plan . . . .”). 

17. See id. 
18. In large public company bankruptcies, the debtor typically enjoys the exclusive right to 

file a plan with the court for the first eighteen months of the case. Id. § 1121(d)(1). This “exclusivity” 
therefore gives the debtor some measure of agenda control. 

19. See infra note 25 and accompanying text. 
20. See supra note 14 and accompanying text. 
21. The DIP loan would typically be secured by first-priority liens on all the debtor’s assets, 

including its cash, and the lender’s pre-bankruptcy claim would enjoy next priority with respect to the 
debtor’s assets. In this way, the inside lender would control both loans and would enjoy first claim to the 
debtor’s assets to satisfy its debts. 

22. For example, the DIP loan agreement typically requires the debtor to acknowledge the 
validity of the lender’s pre-bankruptcy claim and liens, to recognize its fully secured status, and to waive 
any potential challenges. E.g., Final Order Pursuant to 11 U.S.C. Sections 105, 361, 362, 363 and 364 
and Rules 2002, 4001 and 9014 of the Federal Rules of Bankruptcy Procedure (1) Authorizing 
Incurrence by the Debtors of Post-Petition Secured Indebtedness with Priority over Certain Secured 
Indebtedness and with Administrative Superpriority, (2) Granting Liens, (3) Authorizing Use of Cash 
Collateral by the Debtors Pursuant to 11 U.S.C. Section 363 and Providing for Adequate Protection, and 
(4) Modifying the Automatic Stay at 7-12, In re Eddie Bauer, Inc., No. 09-12099 (Bankr. D. Del. July 8, 
2009) (detailing the validity of the lender’s prepetition lien). That agreement, of course, would not bind 
the creditors’ committee. 
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debtor and the bankruptcy proceedings.23 Bankruptcy scholars identify DIP 
financing as one important avenue by which secured creditors have gained 
influence over the reorganization process.24 

In addition to this incentive structure, the pre-bankruptcy lender also 
enjoys a significant informational advantage over competing outside lenders 
because of its pre-bankruptcy relationship with the debtor. This up-to-date 
private information may enable the inside lender to underbid prospective 
outside lenders, as well as deter competition ex ante. Prospective outside 
lenders would have to expend resources on due diligence in order to be able to 
offer competitive terms. Once invested, they face the prospect of either getting 
outbid by the inside lender—in which case the outside lender’s investment in 
due diligence is for naught—or potentially overbidding to get the DIP loan. 
Given the inside lender’s information advantage, as well as its incentive to 
make the DIP loan in order to protect its existing pre-bankruptcy loan, outside 
lenders seldom initiate a challenge. 

A pre-bankruptcy lender also typically has pre-bankruptcy liens on all the 
debtor’s assets by the time bankruptcy approaches, so the debtor may have no 
free assets to offer an outside lender as collateral.25 The pre-bankruptcy lender, 
then, may be the only game in town—the only lender willing and able to 
finance the bankruptcy. Consistent with the information and incentive 
structures, inside lenders made 75% of the DIP loans in my sample, and these 
inside lenders enjoy pre-bankruptcy liens on all of the debtor’s assets in 81% of 
the cases. In any case, whether inside or outside lenders make the DIP loan, the 
DIP loan is typically fully secured with first-priority liens on substantially all 
the debtor’s assets. 

 

23. The means of influence include budget constraints and constraints on the debtor’s use of 
its DIP loan proceeds and other cash. See infra Section III.A.3 (detailing the most common covenant 
constraints used by DIP lenders). 

24. See, e.g., Bharath et al., supra note 14. They study deviations from absolute priority—
reorganization plans in which senior creditors waive their right to full payment of their claims in order 
to allow junior claimants to receive some consideration. These deviations reflect incumbent 
management’s hold-up power over creditors and therefore weak creditor influence. The authors 
document a secular decline in the incidence of absolute-priority violations from the 1980s to 2005, as 
well as a corresponding increase in the use of DIP financing. They find a negative association between 
the presence of DIP financing and absolute-priority deviations. See also supra note 14 (listing additional 
relevant sources). 

25. An outside lender would almost certainly insist on first-priority liens to secure its new DIP 
loan, but the court may not authorize such priming liens unless the debtor can offer the pre-bankruptcy 
lender “adequate protection.” 11 U.S.C. § 364(d) (1)(B) (2018) (stating that a court “may authorize the 
obtaining of credit or the incurring of debt . . . only if . . . there is adequate protection of the” senior 
lender). In order to be able to offer priming liens to the outside DIP lender, the debtor must be able to 
preserve the pre-bankruptcy lender’s secured position—for example, by granting additional liens or 
making cash payments to reduce the pre-bankruptcy lender’s claim—such that the pre-bankruptcy 
lender is not prejudiced by having its liens subordinated to the priming DIP lender’s new liens. The 
debtor in this situation is unlikely to be able to offer adequate protection. Moreover, fights over the 
adequacy of adequate protection in the context of priming liens are contentious and expensive. 
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Besides the typically weak competition for any given DIP loan, a rushed 
approval process at the outset of the case makes it difficult for the bankruptcy 
court or junior claimants to challenge the debtor’s generosity in its offering of 
lending inducements. An interim approval of a portion of the proposed DIP 
loan is typically made early in the case (the motion is typically filed on the 
same day as the debtor’s bankruptcy petition).26 The debtor and its lawyers 
claim that the debtor’s cash needs are dire, so that a hearing is held only days 
after the bankruptcy filing, on expedited notice. Given the hectic early days of 
any large Chapter 11 proceeding, approving a DIP loan is only one of dozens 
of issues the bankruptcy court must decide at the outset. So interim DIP loan 
approval is done in a hurry.27 Though the subsequent hearing on the final DIP 
order may be more considered, the interim approval creates a certain 
momentum favoring the status quo.28 The final order might possibly modify 
some terms, but the possibility of an alternative lender is basically foreclosed. 

A final difficulty for judges is the simple fact that obtaining DIP financing 
is good news for the debtor and its creditors. The parties may disagree on the 
details, but they agree that the debtor needs the financing! The finance 
literature by and large finds beneficent case outcomes associated with the 
presence of DIP lending.29 Both stocks and bonds of public companies 

 

26. See 2 JOAN N. FEENEY ET AL., BANKRUPTCY LAW MANUAL §§ 11:16, 11:19 (5th ed. 
2019-2). 

27. It is for this reason that important bankruptcy courts and the ABI discourage interim 
approval of extraordinary provisions like roll-ups and milestones. See, e.g., ABI REPORT, supra note 1, 
at 80 (“A court should not approve permissible extraordinary financing provisions in connection with 
any proposed postpetition financing under section 364 in any interim order.”). 

28. The advance of DIP loan proceeds authorized in the interim order is subject only to the 
terms of the earlier order; subsequent modification in the court’s final order does not change the terms 
of the earlier advance. 11 U.S.C. § 364(e) (2018) (“The reversal or modification on appeal of an 
authorization . . . does not affect the validity of the debt so incurred, or any priority or lien so 
granted . . . .”). This makes some sense, since no lender would advance funds under terms that might 
later be changed. At the same time, however, once funds have been lent, the interim order may tend to 
“anchor” the deal terms in the face of subsequent objections. 

29. This is consistent with findings outside the bankruptcy context that obtaining a bank loan 
is typically good news for a firm. Ronald Best & Hang Zhang, Alternative Information Sources and the 
Information Content of Bank Loans, 48 J. FIN. 1507, 1511 (1993); Matthew T. Billett et al., The Effect of 
Lender Identity on a Borrowing Firm’s Equity Return, 50 J. FIN. 699, 700 (1995); Christopher James, 
Some Evidence on the Uniqueness of Bank Loans, 19 J. FIN. ECON. 217, 219 (1987); Scott L. Lummer & 
John J. McConnell, Further Evidence on the Bank Lending Process and the Capital-Market Response to 
Bank Loan Agreements, J. FIN. ECON. 99, 101 (1989); Myron B. Slovin et al., Firm Size and the 
Information Content of Bank Loan Announcements, 16 J. BANKING & FIN. 1057, 1058 (1992). Although 
I hesitate to infer that DIP loans cause these positive outcomes, I note a few possible explanations that 
are not mutually exclusive. First, bank monitoring may add value by improving managerial performance 
during the reorganization, such that emergence becomes more likely. Bankers are repeat players in 
distress situations and may take actions that improve the likelihood of emergence, such as mandating 
that the debtor’s management hire a chief restructuring officer. See Baird & Rasmussen, supra note 14, 
at 1233 (“[B]anks may condition the waiver of loan covenants on the appointment of a CRO [Chief 
Restructuring Officer].”). Second, prospective DIP lenders may be effective screeners of good credit 
risks, such that the import of DIP lending is in the selection. Both these explanations—monitoring and 
selection—have antecedents in the finance literature on banks generally. See, e.g., Amar Gande & 
Anthony Saunders, Are Banks Still Special When There Is a Secondary Market for Loans?, 67 J. FIN. 
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typically enjoy significant abnormal returns when the company announces a 
DIP loan, suggesting that DIP loans provide widely shared benefits for both 
junior and senior claimants.30 DIP lending is also associated with a higher 
likelihood of the debtor’s emergence from bankruptcy and a shorter time in 
bankruptcy.31 These effects are greater when the DIP lender is also the debtor’s 
pre-bankruptcy lender, suggesting strong screening and monitoring roles for 
relational DIP lenders, who use their private information about debtor firms to 
select for strong borrowers and then help them emerge quickly.32 Researchers 
also find a positive association between DIP loan size and creditor recovery 
rates, consistent with efficient lender monitoring.33 A judge caught between 
approving a DIP order with questionable inducements or denying the debtor’s 
financing might understandably err on the side of caution and approve the loan. 

Institutional factors, then, make it difficult for judges to deny DIP loans, 
even if they may view certain terms as value-reducing. These features of DIP 
financing may create tough hurdles for opponents of aggressive lender 
protections, especially when credit is tight. 

B. The Lyondell DIP Loan 

The Lyondell case offers a useful illustration of the dynamics of DIP loan 
structure during a time of severe credit scarcity. Lyondell Chemical Co., a 
Houston-based chemical company, filed for Chapter 11 on January 6, 2009,34 
during the depths of the Financial Crisis. Aggressive lending inducements for 
Lyondell’s DIP loan included steep pricing, strict covenants, perhaps the 
largest roll-up in history, and draconian milestones. Judge Gerber’s reluctant 
approval of Lyondell’s hotly contested $8.5 billion DIP loan well illustrates 
judges’ predicament. Judge Gerber noted at the time: 

 

1649 (2012). Finally, it is of course possible that the additional funding assists the reorganization 
process, increasing the likelihood of emergence. 

30. See Sris Chaterjee et al., Debtor-in-Possession Financing, 28 J. BANKING & FIN. 3097 
(2004). 

31. Sandeep Dahiya et al., Debtor-in-Possession Financing and Bankruptcy Resolution: 
Empirical Evidence, 69 J. FIN. ECON. 259, 278 (2003) (“We find that DIP financing is associated with a 
higher probability of emergence as well as a shorter time in bankruptcy (both for firms that reorganize 
and for firms that liquidate.”). 

32. Id. 
33. Chaterjee et al., supra note 30, at 3099; Dahiya et al., supra note 31; Maria Carapeto, Does 

Debtor-in-Possession Financing Add Value? (Oct. 6, 2003), 
http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.197.6324&rep=rep1&type=pdf 
[https://perma.cc/2EUY-KSVJ]. 

34. This initial filing included all of Lyondell’s U.S. affiliates. Other affiliates followed 
Lyondell into bankruptcy in April and May of 2009. All told, ninety-four Lyondell affiliates ultimately 
filed for bankruptcy. All ninety-four cases were jointly administered by the U.S. Bankruptcy Court for 
the Southern District of New York. Third Amended Disclosure Statement Accompanying Third 
Amended Joint Chapter 11 Plan of Reorganization for the LyondellBasell Debtors at 42, In re Lyondell 
Chem. Co., No. 09-10023 (Bankr. S.D.N.Y. Mar. 15, 2010) [hereinafter Lyondell Disclosure Statement] 
(“All 94 of these Chapter 11 Cases are jointly administered in the Bankruptcy Court.”). 
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I assume, or at least hope that economic conditions in this country, including 
freeze-ups of the lending markets and the very limited present availability of 
credit will ultimately improve. What I’m of a mind to recognize and respect now 
in the way of economic reality will be trumped by the facts on the ground with 
respect to economic conditions at the time of the next financing I’m asked to 
approve. And people should be wary of using this case as a precedent in the next 
one that comes down the road, especially if that’s the case after the liquidity 
markets have loosened up.35 

 
About a year earlier, when Lyondell was the third-largest independent publicly 
traded chemical company in North America,36 it had sold itself via a leveraged 
buyout to Basell AF S.C.A., a Dutch subsidiary of an even larger European 
industrial conglomerate. The transaction created the LyondellBasell group of 
companies, one of the world’s largest petrochemical firms, with a post-LBO 
debt burden approaching $30 billion.37 Shortly after this transaction, steeply 
rising oil prices, a global recession, and a rough 2008 hurricane season for the 
Gulf Coast combined to preclude Lyondell from meeting its debt obligations, 
forcing it into bankruptcy.38 

On the day of its bankruptcy filing, Lyondell moved for an order 
authorizing an $8.5 billion DIP loan, at the time, the second-largest commercial 
DIP loan ever.39 With global credit markets extremely tight, Lyondell’s 
proposed DIP loan included a number of important twists to induce lending. 
Most importantly, the requested DIP facility included a $6.5 billion term loan,40 

 

35. Griffiths, supra note 3 (quoting Judge Gerber’s statement in Lyondell). 
36. Lyondell Disclosure Statement, supra note 34, at 25. 
37. Lyondell Files for Bankruptcy, N.Y. TIMES: DEALBOOK (Jan. 6. 2009, 5:51 PM), 

http://dealbook.nytimes.com/2009/01/06/lyondellbasell-us-unit-files-for-bankruptcy 
[https://perma.cc/H69M-7DGG]. 

38. Lyondell Disclosure Statement, supra note 34, at 39 (noting volatile commodity prices, the 
global recession, and natural disasters as contributing factors to the company’s bankruptcy filing). 

39. Among other things, the motion asked for an interim order approving an immediate $2 
billion draw to tide the debtors over until a final hearing could be held. Over the following two days, 
hearings were held, and on the second day, the judge approved the interim $2 billion draw. Interim 
Order (I) Authorizing Debtors (A) to Obtain Post-Petition Financing Pursuant to 11 U.S.C. §§ 105, 361, 
362, 364(c)(1), 364(c)(2), 364(c)(3), 364(d)(1) and 364(e), (B) to Utilize Cash Collateral Pursuant to 11 
U.S.C. § 363 and (C) to Purchase Certain Assets Pursuant to 11 U.S.C. § 363, (II) Granting Adequate 
Protection to Pre-Petition Secured Parties Pursuant to 11 U.S.C. §§ 361, 362, 363 and 364 and (III) 
Scheduling Final Hearing Pursuant to Bankruptcy Rules 4001(b) and (c) at 10, Lyondell (Bankr. 
S.D.N.Y. Jan. 8, 2009) (granting interim financing). The debtors were also given immediate access to a 
$1.5 billion asset-based lending (“ABL”) DIP facility, a revolving facility collateralized by the debtors’ 
inventory and accounts receivable. Id. at 19. 

40. The other $2 billion was in the form of a revolving credit facility. Final Order (I) 
Authorizing Debtors (A) to Obtain Post-Petition Financing Pursuant to 11 U.S.C. §§ 105, 361, 362, 
364(c)(1), 364(c)(2), 364(c)(3), 364(d)(1) and 364(e), (B) to Utilize Cash Collateral Pursuant to 11 
U.S.C. § 363 and (c) to Purchase Certain Assets Pursuant to 11 U.S.C. § 363, and (II) Granting 
Adequate Protection to Pre-Petition Secured Parties Pursuant to 11 U.S.C. §§ 361, 362, 363 and 364 at 
2, Lyondell (Bankr. S.D.N.Y. Mar. 1, 2009) [hereinafter Lyondell Final DIP Order] (noting a $2 billion 
option increase in DIP credit agreement). 
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consisting of $3.25 billion of “new money”—actual new credit for the 
debtors—and a $3.25 billion roll-up. The roll-up debt refinanced $3.25 billion 
of the DIP lenders’ pre-bankruptcy secured debt, essentially doubling the 
interest costs of the term loan.41 The DIP loan also conferred hefty fees to the 
DIP lenders. 

The DIP loan imposed several tight deadlines on the debtor. The DIP 
loan’s original maturity date was set at December 15, 2009, less than a year 
from the date of Lyondell’s bankruptcy filing. And the DIP loan agreement set 
draconian milestones for a case as large and complicated as Lyondell. For 
example, the debtors were given only seven months to deliver a draft plan of 
reorganization and disclosure statement to the DIP lenders.42 

The hearing on the final order approving the DIP loan was hotly 
contested, lasting three days.43 Lyondell’s creditors’ committee objected to the 
tight maturity date and milestones, as well as what it saw as unreasonably tight 
financial covenants. As the Committee also noted, pricing was steep: a 13% 
interest rate and about 7% in fees for what was initially a less-than-one-year 
loan. Under the original maturity, the arrangement would have given the DIP 
lenders a 20% annual return!44 

 

41. Had the $3.25 billion term roll-up not been rolled up, its status as a $3.25 billion pre-
bankruptcy debt would have garnered it interest during the course of the case only to the extent it was 
oversecured, 11 U.S.C. § 506(b) (2018), and also at a lower rate than the DIP debt. While rolled-up debt 
would generally also enjoy a near-certainty of repayment, since all DIP debt has to be repaid in cash at 
plan confirmation, id. § 1129(a)(9)(A), Lyondell’s DIP loan included an option for the debtors to 
refinance their roll-up debt with a five-year debt security. Lyondell Final DIP Order, supra note 40, at 
63. This was a “dollar-for-dollar” roll-up. Only prepetition secured lenders willing to participate in the 
DIP financing were entitled to roll up their pre-bankruptcy debt, and then only on a dollar-for-dollar 
basis (i.e., one dollar of new DIP financing entitled the DIP lender to roll up one dollar of pre-
bankruptcy debt). Although this aggressive inducement resulted in unequal treatment among prepetition 
secured lenders’ claims, the judge was willing to approve the dollar-for-dollar feature due to Lyondell’s 
dire circumstances. See id. at 20; Griffiths, supra note 3 (noting Judge Gerber’s express consideration of 
economic conditions in granting DIP financing). 

42. The debtors were also given: 
(i) an additional month (until September 15, 2009) to file the plan and disclosure statement 

with the bankruptcy court; 
(ii) a month after that (until October 15, 2009) to obtain bankruptcy court approval of the 

disclosure statement; and 
(iii) a month and a half after that (until December 1, 2009) to have the bankruptcy court hold 

a hearing to confirm the plan. 
Debtor-in-Possession Credit Agreement Among LyondellBasell Industries AF S.C.A. et al. 97 (Mar. 3, 
2009). 

43. Griffiths, supra note 3. 
44. Objection of the Official Committee of Unsecured Creditors to Motion for an Order 

(I) Authorizing Debtors (A) to Obtain DIP Facility Pursuant to 11 U.S.C. §§ 105, 361, 362, 364(c)(1), 
364(c)(2), 364(c)(3), 364(d)(1) and 364(e), (B) to Utilize Cash Collateral Pursuant to 11 U.S.C. § 363 
and (c) to Purchase Certain Assets Pursuant to 11 U.S.C. § 363, (II) Granting Adequate Protection to 
Pre-Petition Secured Parties Pursuant to 11 U.S.C. §§ 361, 362, 363 and 364 and (III) Scheduling a 
Final Hearing Pursuant to Bankruptcy Rules 4001(b) and (c) at 23-24, Lyondell (Bankr. S.D.N.Y. Feb. 
22, 2009) (“The Debtors have committed to borrow money at 20% to pay interest on the Roll Up which 
would otherwise accrue at less than 7%.”). The Committee also objected to the proposed granting of 
liens to the DIP lenders in the debtors’ avoidance actions, id. at 27, as well as the proposed waiver of the 

 

Electronic copy available at: https://ssrn.com/abstract=3483281



07. TUNG ARTICLE. DRAFT 3 MACRO (DO NOT DELETE) 6/1/2020  6:23 AM 

Financing Failure 

663 
 

Though Judge Gerber shared many of the Committee’s concerns, he 
approved the $8.5 billion DIP loan nonetheless, recognizing the dramatic 
shrinking of credit markets and that the debtors’ assets would be liquidated if 
no financing were found. As earlier noted, however, he did take pains to try to 
limit the precedential value of his decision.45 

The DIP loan agreement was amended several times over the course of 
the case to extend the loan’s maturity and applicable milestones,46 and 
Lyondell’s plan was ultimately confirmed. Lyondell emerged from bankruptcy 
on April 30, 2010, having spent about sixteen months in Chapter 11.47 

C. Loan Covenants and Credit Markets 

Because lenders know less about prospective borrowers than the 
borrowers know about themselves, lenders need devices to (a) screen for risky 
borrowers before deciding whether to lend and on what terms; and (b) constrain 
borrower risk-taking once a loan is made. Covenants are the most visible 
contractual constraint on borrower risk-taking. This section explains lenders’ 
use of covenants and the effects of credit market changes on loan pricing and 
covenant design. 

1. Adverse Selection, Moral Hazard, and Covenants 

The typical bank loan agreement specifies a number of financial 
covenants—continuing obligations relating to the borrower’s financial 
condition that serve as tripwires should the borrower falter. For example, a 
common financial covenant requires the borrower to maintain a minimum level 
of cash flow.48  Such a requirement benefits banks by assuring them that the 

 

debtors’ rights under § 506(c) to surcharge the collateral, id. at 29. Section 506(c) authorizes the debtor 
to charge a secured creditor’s collateral for reasonable expenses incurred to preserve or dispose of that 
collateral to the extent the secured creditor benefits. The debtor’s waiver of section 506(c) rights forces 
unsecured creditors to bear the costs of preserving the DIP lender’s collateral. The Bankruptcy Court for 
the Southern District of New York lists § 506(c) waivers among its extraordinary provisions. See SDNY 
General Order, supra note 11, at 10 (“Extraordinary Provisions include any waiver of the debtor’s right 
to a surcharge against collateral under section 506(c) . . . .”). 

45. See supra note 35 and accompanying text. 
46. Lyondell Disclosure Statement, supra note 34, at 47. 
47. The new money DIP loan claims were repaid in full. The DIP roll-up claims were 

refinanced with new notes in the same principal amount as their roll-ups, which the debtors anticipated 
would amount to 100% recoveries. The prepetition secured claims received the lion’s share of the 
common stock in the reorganized Lyondell. General unsecured creditors received a 16.8% recovery in 
the form of cash and common stock, plus the possibility of additional payments based on causes of 
action of the debtor to be pursued by a special Litigation Trust post-reorganization. Id. at 9. 

48. A cash flow covenant may state a minimum dollar requirement over a specified period. Or 
it may take the form of a coverage ratio, which requires the borrower to maintain its cash flow at or 
above a certain multiple of its interest expense. One study of public-company loan agreements finds that 
83% contain some form of cash flow covenant. Michael R. Roberts & Amir Sufi, Renegotiation of 
Financial Contracts: Evidence from Private Credit Agreements, 93 J. FIN. ECON. 159, 172 (2009). 
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borrower will be able to meet its loan obligations: steady cash flow evidences 
the borrower’s ability to make its regular interest payments. Similarly, the loan 
agreement may require regular reporting of the borrower’s cash levels. A 
lending agreement may also require or prohibit certain activities that could 
affect the riskiness of the loan. For example, a cap on capital expenditures or 
other investments is common,49 as is a requirement that the borrower maintain 
adequate insurance. 

Lenders use covenants to constrain borrower moral hazard once the loan 
is made. Without these constraints, borrowers may be tempted to take on more 
risk after the loan is made than they let on beforehand.50 The borrower’s 
violation of a covenant is considered an event of default. Upon default, the 
lender is entitled to call the loan and seize and sell the debtor’s assets to satisfy 
the debt. Covenants essentially determine control rights over the borrower’s 
assets.51 This risk of loss serves as an important deterrent to excessive risk 
taking. 

Besides constraining borrower risk-taking ex post, covenants also help 
lenders screen their borrowers ex ante.52 A borrower willing to accept strict 
covenants effectively signals its creditworthiness to the lender and its 
willingness to narrow its risk-shifting opportunities. Not surprisingly, tighter 
covenants are associated with lower borrowing costs,53 since tight covenants 
offer the lender more sensitive trip wires and stronger constraints on borrower 

 

49. To deter overly aggressive investments by the borrower, capital-expenditures covenants 
place either a strict dollar limit on annual capital expenditures or set a cap based on the borrower’s 
earnings or revenues. Greg Nini et al., Creditor Control Rights and Firm Investment Policy, 92 J. FIN. 
ECON. 400, 405 (2009) (finding that 42% of firms in their 1996-2005 sample period faced a capital 
expenditure covenant). To further deter overly aggressive investment, capital-expenditures covenants 
are often paired with covenants that subject the loan’s proceeds to explicit restrictions. For example, the 
loan contract may mandate loan prepayments to the extent the borrower finds itself with “excess” cash, 
as defined in the contract. Id. Michael Bradley and Michael Roberts note in a sample of bank loan 
agreements to public and private companies that 62.5% contain an asset sale sweep covenant—requiring 
loan prepayment from the proceeds of certain asset sales; 46.2% contain a debt sweep—requiring 
prepayment from proceeds of debt offerings; and 45.9% contain an equity sweep—which requires 
prepayment from proceeds of an equity offering. Michael Bradley & Michael R. Roberts, The Structure 
and Pricing of Corporate Debt Covenants 11 (Mar. 11, 2004), http://ssrn.com/abstract=466240 
[https://perma.cc/3Z98-GD3J]. 

50. A borrower with limited liability may be tempted to take excessive risk in search of higher 
returns, despite the accompanying possibility of larger losses, since its losses are limited to the value of 
its assets. 

51. Collateral plays a similar role. By granting security interests in its property to the lender, 
the borrower essentially offers the lender a semiprivate enforcement remedy should the borrower 
default. This enables the lender to sell the collateral with relatively little oversight by a court or other 
public regulator. Colleen Honigsberg et al., State Contract Law and Debt Contracts, 57 J.L. & ECON. 
1031 (2014). I do not focus on collateral, however, because there is little variation in collateral coverage 
across the sample firms. 

52. See Cem Demiroglu & Christopher James, The Information Content of Bank Loan 
Covenants, 23 REV. FIN. STUD. 3700, 3701 (2010); Nicolae Garleanu & Jeffrey Zwiebel, Design and 
Renegotiation of Debt Covenants, 22 REV. FIN. STUD. 749 (2009). 

53. Demiroglu & James, supra note 52, at 3701. 
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risk taking. This better pricing is consistent with the notion that borrowers’ 
accession to stricter constraints signals lower risk to lenders. 

The lender will monitor the borrower to ensure that it adheres to its 
contractual constraints. Covenants encourage monitoring, and they are more 
valuable to lenders who monitor well.54 Contracts provide lenders with 
multiple mechanisms to facilitate such monitoring. First, the borrower will 
generally be required to provide regular reports on its financial condition and 
operating obligations. Second, the borrower will be required to notify the 
lender should specific negative events occur.55 Third, the contract will provide 
the lender with wide access to the borrower’s books and records, properties, 
and management. The loan agreement may even require the borrower to keep 
its deposit accounts with the lender bank. This arrangement facilitates the 
bank’s real-time monitoring of the borrower’s cash flows, giving the bank a 
clear window into the borrower’s financial performance.56 And in the case of 
default, this arrangement enables the bank to enforce its loan against the 
borrower’s cash. 

Covenants are not costless. While they protect lenders, they may also 
impede value-enhancing strategies of the borrower, since lenders’ primary 
concern will be borrowers’ ability to repay, not their value maximization. 
Renegotiation following covenant violations is also common. Though routine, 
renegotiation may be costly. Technical violations do not typically signal 
financial distress. Instead, the lender uses the covenant violation as an 
opportunity to reevaluate the borrower’s operational and financial condition 
and reset the breached covenant.57 In addition, when violations do signal 
financial distress, the exercise of lender remedies may sacrifice going-concern 
value. 

2. Credit Market Conditions 

As one would expect, loan pricing and contracting practices vary with 
market conditions. Because lender-protective features like covenants curb the 
latitude of borrower management, borrowers tend to resist these constraints. 

 

54. Raghuram Rajan & Andrew Winton, Covenants and Collateral as Incentives to Monitor, 
50 J. FIN. 1113, 1134 (1995) (“Effective use of covenants forces the lender to do some monitoring . . .  . 
.”). 

55. For example, a lender may be required to notify the bank if any of the following occur: 
default or potential default on a material loan provision, the threat or commencement of material 
litigation against the borrower, or receipt of a notice from a government agency of a material regulatory 
violation. 

56. See Fisher Black, Bank Funds Management in an Efficient Market, 2 J. FIN. ECON. 323, 
326 (1975) (explaining the informational advantages for a lender from maintaining its borrower’s 
deposit account); Arnoud W. A. Boot, Relationship Banking: What Do We Know?,, 9 J. FIN. 
INTERMEDIATION 7, 11 (2000); Eugene F. Fama, What’s Different About Banks?, 15 J. MONETARY 

ECON. 29, 36-38 (1985). 
57. Roberts & Sufi, supra note 48, at 160. 
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When credit is plentiful and lenders must compete to make loans, borrowers 
enjoy more bargaining power to minimize constraints. The opposite is true 
when credit is scarce. Empirical studies confirm that when credit is scarce, not 
only does pricing increase, but loan contracts include more lender-protective 
features.58 Covenants become more numerous and more restrictive as the risk-
free rate of interest increases.59 A similar association exists with respect to 
collateral requirements.60 

Albert Choi and George Triantis offer a nuanced explanation of the 
interaction between price and non-price terms. While lender-friendly changes 
in credit markets move both price and non-price terms in lenders’ favor, Choi 
and Triantis show that bargaining power does not affect price and non-price 
terms independently. Instead, in an environment of information asymmetry, 
price changes not only affect the division of gains from trade; they also affect 
the severity of adverse selection and moral hazard problems, which in turn 
affect covenant structure. Price increases exacerbate both moral hazard and 
adverse selection, attracting more high-risk borrowers seeking to pool with 
low-risk borrowers, and more strongly encouraging post-borrowing asset 
substitution. To be effective for screening and signaling and combating moral 
hazard, covenants need to be more stringent as pricing increases.61 

Adverse selection and moral hazard are likely to be much less severe in 
the DIP loan context than in the context of garden-variety commercial loans. 
Because the prototypical DIP lender is the debtor’s pre-bankruptcy secured 
lender, that lender is already familiar with the debtor’s management, 
operations, and financial condition. Having already invested in the debtor, the 
inside lender’s screening activity is quite focused. It evaluates the debtor’s 
prospects for rehabilitation to determine whether to make a follow-on 
investment to improve its total return from its loans to the debtor. Moral hazard 
is also likely to be much less severe in bankruptcy, given the debtor’s required 
public-disclosure obligations in bankruptcy and the careful monitoring by the 
DIP lender, other creditors, and the court. While we expect greater information 
asymmetry with outside DIP lenders, the infinitesimally low default rate for 
DIP loans suggests that even outside DIP lenders do well at picking good risks 
and curbing debtor-in-possession moral hazard.62 

 

58. Bradley & Roberts, supra note 49, at 21 (“[M]acroeconomic factors also play a role in the 
determination of the covenant structure of corporate bonds. The greater the credit spread, the greater the 
number of covenants . . . .”). 

59. Matthew T. Billett et al., Growth Opportunities and the Choice of Leverage, Debt 
Maturity, and Covenants, 62 J. FIN. 697, 708 (2007); Nini et al., supra note 49, at 408. 

60. Arnoud W. A. Boot et al., Secured Lending and Default Risk: Equilibrium Analysis, 
Policy Implications and Empirical Results, 101 ECON. J. 458, 471 (1991). 

61. Albert Choi & George Triantis, Market Conditions and Contract Design: Variations in 
Debt Contracting, 88 N.Y.U. L. REV. 51, 70 (2013). 

62. See infra note 105 and accompanying text (highlighting low historical default rates for 
DIP lenders). 
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Of course, information will not be perfect even in the DIP context. DIP 
lenders use covenants as tripwires the same way that lenders do outside of 
bankruptcy: DIP loan covenants are occasionally breached and then 
renegotiated just as with non-bankruptcy loans.63 To the extent information 
asymmetry exists in DIP lending, we would expect that the phenomenon Choi 
and Triantis posit for credit market conditions and loan terms outside of 
bankruptcy would hold for DIP loans as well. Price changes should beget 
corresponding changes in covenants and other non-price DIP loan terms, 
though with less information asymmetry in DIP lending, we would expect the 
magnitude of such changes to be less severe than in non-bankruptcy lending 
markets.64 

II. Extraordinary Lending Inducements 

Customary lending inducements available in bankruptcy help to overcome 
the debt overhang that precludes fresh financing outside of bankruptcy. Section 
364 of the Code expressly enumerates and authorizes such conventional 
inducements as payment priority and new liens, which may even enjoy 
seniority over existing pre-bankruptcy liens.65 In addition to these expressly 
authorized inducements, market participants have introduced so-called 
“extraordinary” provisions also meant to induce lending. Although not 
explicitly authorized under the Code, a recent study found, consistent with my 
findings below,66 that the “vast majority” of DIP agreements include these 
types of provisions.67 The provisions are controversial because they may be 
inconsistent with specific Code provisions. In addition, they are often thought 
to increase the DIP lender’s control at the expense of other stakeholders. 

 

63. See, e.g., supra note 46 and accompanying text (discussing mid-stream covenant 
modifications in the Lyondell case). 

64. In Choi and Triantis’s model, in the absence of information asymmetry, covenants and 
other non-price terms would not change in the face of credit market changes. Instead, only the pricing 
would change. Choi & Triantis, supra note 61, at 66. 

65. 11 U.S.C. § 364 (2018). Inducements range from (a) an offer of basic administrative 
priority, which entitles a creditor to be paid ahead of general unsecured claims along with other 
administrative expenses, to (b) a higher priority that places the new debt ahead of all administrative 
expenses, to (c) collateral of various priorities—liens on free assets, junior liens on assets with existing 
liens, or even “priming” liens that are senior to any pre-existing liens. To protect the preexisting security 
interests that are burdened with equal or priming liens, Section 364 requires that the debtor give 
“adequate protection” to those secured creditors. Id. § 364(d)(1)(B). Adequate protection intends to 
preserve the secured creditors’ pre-bankruptcy position with respect to their collateral. For example, if a 
primed secured creditor was fully secured on the petition date but would be undersecured as a result of 
the priming, the debtor could grant the primed secured creditor additional liens to ensure that the 
secured creditor maintained its fully secured position. In any event, the DIP loan is required to be paid 
off in cash as a condition to confirming the plan of reorganization. Id. § 1129(a)(9)(A). By contrast, 
other claims may be satisfied with promises of future payment. 

66. See infra Section III.A.3. 
67. LOAN SYNDICATIONS & TRADING ASS’N, THE TROUBLE WITH UNNEEDED BANKRUPTCY 

REFORM: THE LSTA’S RESPONSE TO THE ABI CHAPTER 11 COMMISSION REPORT 23 (2015) [hereinafter 
LSTA REPORT]. 
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As noted above, Section 364 suggests a general constraint on the use of 
inducements: the debtor may extend only as much inducement as is necessary 
to obtain the desired DIP financing. The debtor must show that no lesser 
inducements would suffice—at least in theory. This approach recognizes that 
inducements are not costless; they can take value away from junior claimants. 
This Part begins by describing roll-ups and milestones, two of the most 
common extraordinary DIP loan provisions, and explaining how DIP lenders 
use these devices to advantage themselves in bankruptcy. I then summarize the 
policy responses by the courts and bankruptcy professionals to the use of these 
extraordinary provisions. 

A. Roll-Ups 

A roll-up is a strong inducement for the debtor’s pre-bankruptcy secured 
lender to fund a DIP loan. The roll-up grants this inside DIP lender an enviable 
position by requiring that the debtor draw on the DIP loan to pay off some—
most typically all—of the inside lender’s pre-bankruptcy secured claim,68 
typically early on in the case. This essentially refinances the pre-bankruptcy 
debt with DIP debt, which offers the DIP lender a number of potential 
advantages—with respect to both the treatment of its pre-bankruptcy claim and 
its influence over the case—that other creditors do not enjoy. 

1. Cross-Collateralization’s Ghost 

Roll-ups are the progeny of an earlier, somewhat controversial DIP 
financing practice called cross-collateralization. In its common form, the 
debtor’s major secured pre-bankruptcy lender would be undersecured, but 
would be willing to extend the DIP loan as long as the debtor granted 
postpetition liens to secure not only the DIP loan but also the unsecured portion 
of the DIP lender’s pre-bankruptcy debt.69 This maneuver is objectionable 
because the amount and nature of creditor claims are generally determined as 
of the date of the bankruptcy petition. A claim’s unsecured status as of the 
petition date renders that claim unsecured for the entire case; the Code offers 
no possibility for an upgrade later on in the case. Collateralizing an unsecured 
pre-bankruptcy claim after the bankruptcy filing therefore upsets the 
Bankruptcy Code’s priority scheme. Secured creditors should be paid before 
unsecured creditors, but cross-collateralization gives a priority jump to the DIP 

 

68. Seventy-eight percent of the roll-ups in the sample roll up all of the DIP lender’s pre-
bankruptcy claim. These 100% roll-ups comprise 41% of the DIP loans in the sample. Three quarters of 
the roll-ups involve defensive DIP loans. 

69. See, e.g., Otte v. Mfrs. Hanover Commercial Corp. (In re Texlon Corp.), 596 F.2d 1092 
(2d Cir. 1979). 
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lender’s unsecured pre-bankruptcy claim,70 which would otherwise be paid 
only a fraction of its face amount at the end of the case. 

The practice of cross-collateralization began in the 1970s, in the waning 
years of the former Bankruptcy Act.71 As with roll-ups today, the justification 
offered was that the prospective DIP lender would not lend otherwise.72 Courts 
approving the practice however, did recognize cross-collateralization as a 
“disfavored means of financing,”73 to be used only as a last resort. The practice 
more or less ended with the Eleventh Circuit’s decision in In re Saybrook 
Manufacturing Co. in 1992,74 the first Court of Appeals decision to state 
definitively that cross-collateralization is not an authorized method of 
postpetition financing. Cross-collateralization is “directly contrary to the 
fundamental priority scheme of the Bankruptcy Code.”75 

2. Roll-Up’s Refinement 

Cross-collateralization seems quaint in the context of roll-ups, a clever 
refinement offering treatment even better than the earlier practice. In a given 
case, roll-up improves the DIP lender’s return on its DIP loan and may 
augment the DIP lender’s control over the bankruptcy case. Roll-ups also raise 
the systemic concerns described below. 

To the extent the pre-bankruptcy debt was undersecured at the time of the 
bankruptcy filing, the benefit of a roll-up is clear. While the secured portion of 
the debt would typically get paid in full at the end of the case, unsecured pre-
bankruptcy debt typically gets paid only a fraction of its face amount, and 
again, only at the end of the case.76 By contrast, a roll-up pays in full both the 
secured and unsecured portions of the DIP lender’s undersecured pre-
bankruptcy debt in the early part of the case—better treatment than even pre-
bankruptcy secured claims enjoy, and clearly inconsistent with the Bankruptcy 
Code’s priority scheme.77 Cashing out the unsecured pre-bankruptcy debt at 

 

70. See Mark J. Roe & Frederick Tung, Breaking Bankruptcy Priority: How Rent-Seeking 
Upends the Creditors’ Bargain, 99 VA. L. REV. 1235, 1250-51 (2013) (describing the priority jump for 
undersecured DIP lenders). 

71. Bankruptcy Act of 1898, Pub. L. No. 62-57, 30 Stat. 544 (1898) (repealed 1978). The 
Second Circuit criticized cross-collateralization in the Texlon decision in 1979. However, the court 
made no categorical pronouncement against its use. Texlon, 596 F.2d 1092. 

72. In re Vanguard Diversified, Inc., 31 B.R. 364, 366 (Bankr. E.D.N.Y. 1983); see In re 
Beker Indus., 58 B.R. 725 (Bankr. S.D.N.Y. 1986); In re Tom McCormick Enters., 26 B.R. 437, 439-40 
(Bankr. M.D. Tenn. 1983). 

73. Vanguard Diversified, 31 B.R. at 366. 
74. 963 F.3d 1490 (1992). 
75. Id. at 1495. 
76. Undersecured claims are generally bifurcated into the secured portion—which depends on 

the value of the collateral securing the claim—and the unsecured portion. See 11 U.S.C. § 506(a)(1) 
(2018). 

77. See Transamerica Commercial Fin. Corp. v. Citibank, N.A. (In re Sun Runner Marine, 
Inc.), 945 F.2d 1089, 1094 (9th Cir. 1991) (“While § 364 authorizes the grant of priority or a security 
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full face value is the ultimate priority jump, and it of course eliminates any 
reorganization risk for that paid-in-full debt.78 Even if the reorganization were 
ultimately to fail, that would not affect the earlier payoff of unsecured pre-
bankruptcy debt. 

In addition, whether fully or undersecured, pre-bankruptcy debt can 
benefit from a roll-up by improving the DIP lender’s control over the case. 
Cashing out that pre-bankruptcy debt eliminates potential challenges to the 
validity of that debt or its secured status,79 which reduces the debtor’s and 
competing creditors’ bargaining power with the DIP lender. Moreover, roll-up 
may change the dynamics of plan negotiation by eliminating not only 
reorganization risk but also the risk of “cramdown” of the DIP lender’s 
prepetition claim. Cramdown allows the debtor to confirm a plan over a 
secured lender’s objection by essentially continuing the pre-bankruptcy secured 
loan at a rate of interest reflecting the risk of the loan.80 But once the DIP 
lender’s pre-bankruptcy loan is rolled up, the cramdown option disappears. 
Without the threat of cramdown, the debtor has less leverage against the DIP 
lender in negotiating the plan of reorganization. To be sure, DIP lenders may 
have other devices in their arsenal besides the roll-up to enhance their influence 
over the case.81 But negotiations occur at the margin, so marginal 
enhancements matter for all the parties. 

By using the DIP loan to cash out the DIP lender’s pre-bankruptcy claim, 
not only does that claim get paid early and in full, but the roll-up effectively 
transforms the DIP lender’s pre-bankruptcy claim into a fully secured,82 first-
 

interest in estate assets in order to provide some assurance to post-petition lenders, the assurances so 
authorized do not include payment of pre-petition unsecured debt with estate assets. There is no other 
applicable provision in the Bankruptcy Code authorizing the debtor to pay certain pre-petition unsecured 
claims in full while others remain unpaid. To do so would impermissibly violate the priority scheme of 
the Bankruptcy Code.”). 

78. This is true for roll-ups of fully secured debt as well. 
79. Roe & Tung, supra note 70, at 1251-52 (“[I]n a roll-up, the bankruptcy process often does 

not examine the old collateral’s adequacy and the older loan’s bona fides carefully.”); George Triantis, 
Debtor-in-Possession Financing in Bankruptcy, in RESEARCH HANDBOOK ON CORPORATE 

BANKRUPTCY LAW (Barry Adler ed., forthcoming 2020), https://ssrn.com/abstract=2977686.2019). 
80. 11 U.S.C. § 1129(b)(2)(A) (2018). 
81. For example, senior secured lenders are frequent sponsors of restructuring support 

agreements. Douglas G. Baird, Bankruptcy’s Quiet Revolution, 91 AM. BANKR. L.J. 593, 603 (2017) 
(detailing senior lenders’ use of restructuring support agreements to gain control over reorganization 
process). Senior lenders also commonly “advise” debtors regarding the appointment of a chief 
restructuring officer. See Baird & Rasmussen, supra note 14. Moreover, it is not uncommon for a DIP 
loan agreement to prohibit the debtor from filing a plan not approved by the DIP lender. See, e.g., 
$75,000,000 Debtor-in-Possession Credit, Security & Guaranty Agreement Among TerreStar Networks 
Inc., et al. 2 (Oct. 2010) (defining an “Acceptable Plan” as a plan “in form and substance reasonably 
acceptable to the Required Lenders”); id. at 14 (including as a “Milestone Requirement” the filing of an 
Acceptable Plan by November 5, 2010). 

82. The DIP loan will typically be fully secured, with back-up administrative priority in case 
the security later turns out to be insufficient. See Daniel J. Bussell & Kenneth N. Klee, Recalibrating 
Consent in Bankruptcy, 83 AM. BANKR. L.J. 663, 707 n.209 (2009) (“‘Roll-ups’ are arrangements 
whereby prepetition secured claims are converted to postpetition secured claims.”); Roe & Tung, supra 
note 70, at 1251 (noting that roll-up of pre-bankruptcy loans “effectively convert[s] the DIP lender’s 
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priority, high-interest-bearing post-bankruptcy claim. The rolled up debt—now 
part of the DIP loan—earns interest at a healthy rate during the course of the 
case, along with the new money DIP debt.83 By contrast, in the absence of a 
roll-up, the pre-bankruptcy debt would accrue interest only if and to the extent 
it was oversecured,84 and generally at a lower rate than the DIP debt. As part of 
the DIP loan, the rolled up debt will also get cashed out at the end of the case.85 
Figure A1 in the Appendix illustrates. This full cash payment of the DIP 
lender’s pre-bankruptcy claim does not come for free, of course. It gets paid by 
junior claimants, since fewer assets are available to pay off juniors at the back 
of the line for distribution. 

In addition to issues of DIP lender control and roll-up costs that may 
affect a particular case, roll-ups also create an important systemic problem: 
they obfuscate DIP loan costs and pricing. For a DIP loan without a roll-up, of 
course, calculating all-in spread is straightforward. And even for a roll-up DIP 
loan, one could calculate a no-roll-up-equivalent all-in spread. Just back out the 
roll-up amount and solve for the new interest rate (including fees) based only 
on the DIP loan’s new money. Easy enough in theory. But as a systemic matter, 
when the parties are negotiating terms and looking for comparable cases, 
comparisons become difficult when there are too many factors to consider. It 
becomes especially difficult from the debtor’s side. The lender is the repeat 
player; the debtor is a one-off (typically). Add to that the possibly short fuse for 
putting together the DIP loan in the run-up to the Chapter 11 filing, and the 
debtor may be overmatched. 

Roll-ups are controversial because they are not authorized in the 
Bankruptcy Code. Section 364 on DIP financing makes no mention of paying 
off pre-bankruptcy debt. Indeed, roll-ups contravene the general notion that 
pre-bankruptcy claims must wait until the conclusion of the case for payment, 
pursuant to a distribution scheme memorialized in a confirmed plan of 
reorganization. 

 

(likely) undersecured pre-bankruptcy loan into a full secured postpetition claim”); James J. White, 
Death and Resurrection of Secured Debt, 12 AM. BANKR. INST. 139, 182 (2004) (explaining that roll-
ups allow DIP lenders to convert prepetition secured debt into postpetition secured debt, and that this 
process “has become frequent if not commonplace”). 

83. See infra notes 103-105 and accompanying text (noting somewhat surprisingly high rates 
of interest for DIP loans). 

84. See 11 U.S.C. § 506(b) (2018). 
85. The debtor is required to pay off the entire DIP loan in full in cash as a condition to the 

confirmation of any reorganization plan. Id. § 1129(a)(9)(A). During the depths of the Crisis, some 
confirmed plans offered flexibility on this score, allowing the debtor to pay off the DIP loan with 
securities of the reorganized debtor instead of cash. See supra note 47 (discussing the Lyondell DIP loan 
repayment). 
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B. Milestones 

DIP lenders use milestones to impose important time constraints on the 
debtor’s conduct of the bankruptcy case. These provisions place specific 
deadlines on the debtor, typically with respect to the filing or court approval of 
its plan of reorganization or disclosure statement. When a major asset sale is in 
the offing, the DIP lender often sets milestones with respect to the sale process 
as well. Milestones may affect case outcomes because they tend to shorten the 
time that the debtor would otherwise have to accomplish particular tasks—
tasks for which the Bankruptcy Code already specifies a timeline and 
discretionary judicial management. For example, in the court’s discretion, the 
debtor may enjoy the exclusive right to file a plan of reorganization for up to 
eighteen months.86 The purpose of this exclusivity provision is to fix the debtor 
as the focal party in managing restructuring negotiations and drafting the plan. 
A lender-mandated timetable constrains the court’s discretion and diminishes 
the debtor’s central role, potentially causing lost value for other claimants 
besides the DIP lender. 

At the same time, however, milestones may play a useful role in setting 
expectations and expediting the reorganization process. In some cases, senior 
lenders’ timetable may align with the interests of other stakeholders in getting a 
deal done.87 For this reason, milestones may generally be less controversial 
than roll-ups. 

C. Policy Responses to Extraordinary Provisions 

As early as 2002, courts began to express concerns about extraordinary 
provisions. Multiple sources have recommended restricting their use. At the 
same time, the Loan Syndications and Trading Association (LSTA), a trade 
association for syndicated lenders, vigorously defends the use of extraordinary 
provisions. 

In 2002, the Bankruptcy Court for the Southern District of New York 
issued guidelines: extraordinary provisions (a) require conspicuous disclosure 
in DIP motions; and (b) will generally not be approved in an interim order 
absent “substantial cause shown, compelling circumstances and reasonable 
notice.”88 Extraordinary provisions include roll-ups and any provisions “that 
 

86. 11 U.S.C. § 1121(d)(2)(a) (2018). The Code sets an initial exclusivity period of 120 days. 
Id. at § 1121(b). The judge may shorten or lengthen exclusivity for cause. Id. at § 1121(d)(1). A judge 
will typically extend exclusivity at the debtor’s request as long as she is convinced that the debtor and 
major creditors are making progress toward a negotiated resolution of the case. In the large public-
company reorganization cases, the debtor typically enjoys exclusivity for the duration of the case (up to 
the 18-month limit). 

87. See Baird, supra note 81, at 607 (“When senior creditors . . . put the plan on a tight 
timetable . . . , their pursuit of their own self-interest may work to everyone’s advantage.”). 

88. SDNY General Order, supra note 11, at 2. The General Order also applies to cash 
collateral motions under § 363 of the Code. Id. at 3-4. In particular, the court decreed that (i) a motion 
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divest the Court of its power or discretion in a material way”89 (e.g., 
milestones). Delaware’s Bankruptcy Court, the most popular venue for public-
company Chapter 11s, adopted a similar local rule.90 

As for roll-ups specifically, the Southern District of New York guidelines 
direct the court to consider, among other things, the amount of new credit to be 
offered and whether the advantages of the proposed financing justify the costs 
of cashing out the pre-bankruptcy secured debt, as opposed to satisfying that 
debt with new promises of future payment.91 In other words, the court should 
weigh the costs of refinancing the pre-bankruptcy debt with high-priority high-
interest postpetition financing—which itself must be cashed out at plan 
confirmation—against the benefits from the new credit. The ABI also 
considered the proliferation of extraordinary provisions in DIP loans in its 
comprehensive 2014 report reviewing Chapter 11 practices.92 Skeptical that 
these provisions are necessary to induce DIP financing, the Commission 
proposed significant restrictions echoing the approach of the New York and 
Delaware bankruptcy courts.93 

The ABI report prompted a response from the LSTA: the ABI’s approach 
to reform, “while well-intentioned and informed by much hard work and 
debate, is misguided.”94 For extraordinary provisions specifically, the LSTA 
noted the lack of reliable empirical evidence to support the ABI’s reforms. 
Moreover, the LSTA cautioned that the ABI’s proposed restrictions could have 
unintended consequences, such as reduced loan volumes. Banning or limiting 
roll-ups and milestones could also cause lenders to demand other forms of 
compensation, such as higher interest rates. The LSTA also argued that 
milestones may improve efficiency by shortening the debtor’s time in 
bankruptcy when assets are deteriorating.95 

 

for DIP financing must “disclose prominently” whether the financing includes any of the enumerated 
extraordinary provisions; (ii) such provisions must be “disclosed conspicuously” in the motion and any 
accompanying order, and (iii) the justification for an extraordinary provision must be separately set 
forth. Id. at 4, 6. 

89. Id. at 9. 
90. Bankr. D. Del. R. 4001-2. 
91. The guidelines highlight “the loss to the estate of the opportunity to satisfy the prepetition 

secured debt otherwise in accordance with applicable provisions of the Bankruptcy Code.” SDNY 
General Order, supra note 11, at 8. The Code specifically allows the debtor to pay the present value of 
the pre-bankruptcy secured claim with promises of future payment. See 11 U.S.C. § 1129(b)(2)(A) 
(2018). 

92. See ABI REPORT, supra note 1, at 73. 
93. The Commission recommended that several extraordinary provisions, including roll-ups 

and milestones, not be permitted in interim orders. Id. at 80. The Commission recommended final 
approval of a roll-up only if the new money from the DIP loan comfortably exceeds the size of the roll-
up, and the DIP loan at issue is the best available option and is in the best interests of the estate. As for 
milestones, the Commission recommended final approval only for milestones that provide the debtor 
with at least sixty days to complete the task in question. Id. at 73. 

94. LSTA REPORT, supra note 67, at 9. 
95. Id. at 56. 
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Given the evidence of the positive effects of DIP loans generally,96 it may 
be that roll-ups and milestones are worth the potential costs if indeed, credit 
market conditions affect their use. Courts typically justify these inducements 
with the recitation that no other financing is in sight, and the extraordinary 
terms are necessary to close the deal.97 If credit markets are tight, then any 
potential negative side-effects may be insignificant compared to the benefits of 
the DIP loan. On the other hand, in the absence of a demonstrable association 
between the use of extraordinary provisions and changes in credit availability, 
extraordinary provisions seem hard to justify. 

III.  Empirical Analysis 

In this Part, I discuss my empirical findings on the variation in DIP 
lending arrangements before, during, and after the Financial Crisis. After 
describing the sample and data sources, I explain how each of the four loan 
provisions—loan pricing, covenants, roll-ups, and milestones—changed during 
the Crisis. As noted above, I expect loan contracting practices to vary with 
market conditions. 

A. Data and Sample 

1. Sample Selection 

The sample of cases comes from Lynn LoPucki’s Bankruptcy Research 
Database (BRD), which captures all “large” public company bankruptcy filings 
since October 1, 1979. A large case for BRD involves at least $100 million in 
assets measured in 1980 dollars (about $280 million in current dollars). I 
restrict the sample to BRD cases filed in 2004-2012 that involve non-financial 
firms and were resolved as of February 7, 2013, giving us 278 cases. Of these, 
DIP loans are present in 172 cases (62% of all cases). 

I also rely on BRD for many firm, case, and loan characteristics: DIP loan 
amounts, case outcomes (i.e., traditional reorganization, prepackaged 
bankruptcy, § 363 sale, or other), financial characteristics, and whether the 

 

96. See supra note 29 and accompanying text. 
97. For example, the Delaware bankruptcy court permits roll-ups, but only where they are 

conspicuously identified in the motion to approve financing and are justified. Bankr. D. Del. R. 4001-
2(a)(i) (requiring that financing motion: (a) note whether extraordinary provisions are included, (b) 
identify such extraordinary provisions, and (c) justify such provisions). New York requires a hearing to 
approve a roll-up. Bankr. S.D.N.Y. R. 4001-2(e) (requiring notice to those directly affected and hearing 
on the motion). In sum, courts permit roll-ups, but are skeptical. See, e.g., Transamerica Commercial 
Fin. Co. v. Citibank, N.A. (In re Sun Runner Marine, Inc.), 945 F.2d 1089, 1095 (9th Cir. 1991) (“[T]he 
use of financing to pay a prepetition unsecured debt is to be used only in extreme cases.”); In re 
EqualNet Commc’ns Corp., 258 B.R. 368, 370-71 (Bankr. S.D. Tex. 2000) (denying DIP financing that 
utilized a roll-up, but permitting certain prepetition claims to be paid during an automatic stay). 
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debtor emerged from bankruptcy. For DIP loan agreements, DIP financing 
orders, disclosure statements, and related bankruptcy documents, I rely on 
PACER. I hand-collected data on roll-ups, DIP lenders’ pre-bankruptcy claims, 
case milestones, financial reporting obligations, covenants, and the other deal 
terms described below. Finally, I obtain loan pricing from the Thomson 
Reuters’ Dealscan database. 

2. Credit Availability 

As the primary measure of credit availability, I use the quarterly 
percentage change in total credit for non-financial corporations (“Available 
Credit”).98 I also use additional measures of changes in credit availability in 
unreported robustness tests.99 Results are generally consistent across all 
measures. As shown in Figure 1 below, my measure of Available Credit 
appears largely consistent with the conventional wisdom about the timing of 
the Crisis.100 Available Credit rose steadily from 2004 through mid-2007, when 
it peaked. A sharper decline followed, bottoming out in late 2009, after which it 
rose gradually through 2012. 
 

 

98. Our credit data come from the Bank for International Settlements. For a discussion of the 
variable, see Long Series on Total Credit and Domestic Bank Credit to the Private Non-Financial 
Sector, BANK FOR INT’L SETTLEMENTS (Feb. 25, 2019), 
http://www.bis.org/statistics/totcredit/credpriv_doc.pdf [https://perma.cc/2CQE-FZAM]. 

99. In addition to quarterly change in total credit for non-financial corporations, I use (1) 
quarterly percentage change in credit availability for the non-financial sector; (2) year-over-year 
quarterly percentage change for the entire U.S., including households and governments; and (3) 
quarterly percentage change in the Credit Suisse High-Yield Bond Fund (CHY). I focus on the change 
in credit availability for non-financial corporations because it is the most relevant to our setting, but the 
results are generally consistent across the various proxies. 

100. The National Bureau of Economic Research determined that the Great Recession in the 
United States began toward the end of 2007 and ended in June 2009. US Business Cycle Expansions and 
Contractions, NAT’L BUREAU OF ECON. RES., https://www.nber.org/cycles.html [https://perma.cc/BS8S-
9RFT]. 
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This figure shows the quarterly percentage change in total credit for non-financial 
corporations (“Available Credit”) for the sample period 2004-12. The data come from the 
Bank for International Settlements. The data include all credit to U.S. private and public 
non-financial corporations and reflect credit “provided by domestic banks, all other sectors 
of the economy and nonresidents.” 

3. Descriptive Statistics 

Of the 278 Chapter 11 cases in the sample, a disproportionate number 
were filed, not surprisingly, in 2009, during the depths of the Great Recession. 
As Figure 2 below shows, ninety cases—over 30% of the sample—were filed 
in 2009 (left axis). And while 62% of the cases overall had DIP loans, the 
2009-10 period had the lowest percentage of DIP loans (51% and 44%, 
respectively, on the right axis), consistent with the credit scarcity implied by 
the trough we observe in Available Credit in Figure 1. 
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The vertical bars in this figure show the number of Chapter 11 cases in each sample year 
(left axis). The dotted line captures the percentage of cases with a DIP loan for each sample 
year (right axis). 
 

Figure 3 below summarizes the most common DIP loan features in our 
sample. Of the 172 DIP loans, 155 contain a covenant requiring regular budget 
reconciliations; 151 contain a covenant requiring regular reporting of cash; 99 
contain roll-ups; 55 contain a reorganization-related milestone (typically a 
deadline relating to the filing or court approval of the disclosure statement or 
plan of reorganization); and 26 contain an asset sale-related milestone.101 Table 
1 below contains variable definitions. 
 

 

101. My data are consistent with findings in the finance literature that the presence of a DIP 
loan is associated with a higher likelihood of emerging from Chapter 11. Sixty-four percent of all cases 
in the sample emerged from bankruptcy. Of emerging cases, 77% of debtors with DIP loans emerged, 
while only 43% of debtors without DIP financing emerged. Bankruptcy Research Database codes a 
successful emergence as long as at least one operating company continues to exist post-bankruptcy. 
LYNN M. LOPUCKI, PROTOCOLS FOR THE UCLA-LOPUCKI BANKRUPTCY RESEARCH DATABASE 21-22 
(2016), http://lopucki.law.ucla.edu/documentation/Protocols.pdf [https://perma.cc/DBA8-M9X6] (“To 
emerge, the firm must continue to exist. . . . A company does not emerge if the company continues to 
operate only for the purpose of liquidation.”). These figures are comparable to a study by the LSTA, 
which found a 69% reorganization rate among firms with DIP financing and a 52% rate among firms 
without. See supra Section II.C. 
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The vertical bars in this figure quantify the most common DIP loan features in the sample of 
278 Chapter 11 cases. 
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Table 1: Variable Definitions 
 

Variable name Definition 
  

Independent Variable of Interest 
 

Available Credit (%) Quarterly percentage change in total credit for 
non-financial corporations 

 
Dependent Variables: Ordinary DIP Loan Provisions 
  
All-in Spread (AIS) All-in spread above LIBOR 
Budget Reporting Reporting interval for budget compliance (in 

days) 
Cash Reporting Reporting interval for cash (in days) 
Financial Covenants Total number of financial covenants 
DIP Loan Dollar amount of DIP Loan 

  
Dependent Variables: Extraordinary DIP Loan Provisions 
  
Roll-up Dummy Indicator for whether a DIP loan includes a 

roll-up feature 
Roll-up Amount of roll-up 
Roll-up/ DIP Loan Roll-up amount scaled by the dollar amount of 

the DIP Loan 
Term Roll-up Dummy Indicator for whether a DIP loan includes a 

term roll-up feature 
Term Roll-up Amount of term roll-up 
Term Roll-up/Lean DIP Amount of term roll-up/(DIP Loan – any 

working capital roll-up amount) 
Disclosure Statement 
Milestone 

Indicator for whether a DIP loan agreement 
includes a disclosure statement milestone 

Plan Milestone Indicator for whether a DIP loan agreement 
includes a milestone with respect to plan filing 
or plan confirmation  

Sale Milestone Indicator for whether a DIP loan agreement 
includes a milestone with respect to a going 
concern sale 

Any Milestone Indicator for whether a DIP loan agreement 
includes one or more of the three types of 
milestones 

Firm and Case Characteristics 
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Variable name Definition 
  
  

Assets Total assets before Chapter 11 filing 
Ln (Assets) Log of total assets before Chapter 11 filing 
Liabilities Total liabilities before Chapter 11 filing 
Leverage (Total liabilities / total assets) before Chapter 

11 filing 
Prepack Indicator that case is a prepackaged Chapter 11 
363 Sale Indicator that substantially all the debtor’s 

assets will be sold as a going concern  
  
Indicia of Creditor Control 
 
Same Lender Indicator that DIP lender is also debtor’s 

dominant pre-bankruptcy secured lender 
All Pre-Assets Indicator that Debtor’s dominant pre-

bankruptcy secured lender has liens on all 
substantially all debtor assets as of the petition 
date 

All Post-Assets Indicator that DIP loan is secured by 
substantially all DIP assets 

Prime Dummy Indicator that DIP lender enjoys a priming lien 
Budget Reporting Reporting interval for budget compliance (in 

days) 
Cash Reporting Reporting interval for cash (in days) 
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Table 2 below shows summary statistics, describing in careful detail the 
contours of DIP financing terms that affect the incidence and size of roll-ups, 
as well as the use of case milestones. Of our 172 DIP loans, 58% have roll-ups, 
with a mean (median) value of $201 million ($80 million). To offer some sense 
of the control that DIP lenders enjoy: 74% are defensive DIP lenders, having 
enjoyed the position of the debtor’s dominant pre-bankruptcy secured lender 
immediately before the Chapter 11 filing. In addition, 79% of DIP lenders enter 
bankruptcy with liens on substantially all the debtor’s pre-bankruptcy assets, 
while 96% of DIP lenders enjoy liens on substantially all the debtor’s pre- and 
postpetition assets; and 82% of DIP lenders enjoy priming liens in bankruptcy. 
Finally, for DIP loans with roll-ups, the mean (median) ratio of Roll-up to DIP 
loan is 59% (60%). 

I separately describe term roll-ups as well. As more fully explained 
below,102 some bankruptcy lawyers and judges view roll-ups of pre-bankruptcy 
working capital loans as less objectionable than roll-ups of term loans. To 
address this issue, I separately test for the incidence and size of term roll-ups 
and roll-ups generally. As Table 2 shows, 23% of our DIP loans include a term 
roll-up, with mean (median) value of $208 million ($67.5 million). Turning to 
milestones, 47% of DIP loans include at least one milestone. They break down 
as follows: 23% include a disclosure statement milestone; 32% include a plan 
milestone; and 16% include a sale milestone. As for case and firm 
characteristics, 35% of our DIP loan cases are prepackaged bankruptcies, while 
26% involve a going concern sale of substantially all the debtor’s assets. Our 
mean (median) DIP loan firm has assets of $2.8 billion ($637 million) and 
mean (median) liabilities of $2.8 billion ($653 million). 

 

 

102. See infra Section III.C.1. 
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Table 2: Summary Statistics 
 

This table presents summary statistics for our 172 Chapter 11 cases that include DIP loans. I 
rely on Lynn LoPucki’s Bankruptcy Research Data for many firm, case, and loan 
characteristics. I hand-collected roll-up and milestone data and financial reporting and other 
covenant data directly from DIP loan agreements, DIP financing orders, disclosure 
statements, and related bankruptcy documents drawn from PACER. For loan pricing, I rely 
on Thomson Reuter’s Dealscan database. 

 

Variable mean std min p25 median p75 max N 

         
Indep Var of 
Interest         

Available Credit (%) 0.73 1.43 -2.00 0 1 2 4 172 

         
Ordinary Loan 
Provisions         

All-in-Spread 530.68 260.84 150 350 450 700 1300 96 

Budget Reporting 26.86 44.93 7 7 14 30 360 155 

Cash Reporting 21.40 33.18 1 7 7 30 360 151 

Financial Covenants 1.66 1.35 0 0 2 3 5 172 

DIP Loan 264.37 727.76 0.70 38.75 85 205 8500 172 

         
Extraordinary 
Provisions         

Roll-up Dummy 0.58 0.50 0 0 1 1 1 172 

Roll-up 111.60 407.33 0 0 18.75 91.70 4900 166 

Roll-up > 0 201.37 531.57 4 37.8 79.75 188.5 4900 92 

Roll-up/ DIP Loan 1.09 1.51 0 0 0.50 1.70 7.33 166 
Roll-up/ DIP Loan > 
0 0.59 0.18 0.05 0.47 0.60 0.73 0.99 92 
Term Roll-up 
Dummy 0.23 0.42 0 0 0 0 1 171 

Term Roll-up 47.46 269.43 0 0 0 0 3250 171 

Term Roll-up  > 0 208.11 538.93 3 20.5 67.5 143.7 3250 39 
Term Roll-up/Lean 
DIP 0.19 0.28 0.00 0.00 0.00 0.46 1.00 105 
Term Roll-up/Lean 
DIP > 0 0.52 0.19 0.11 0.41 0.53 0.63 1 39 
Discl Stmt 
Milestone 0.23 0.42 0 0 0 0 1 159 
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Variable mean std min p25 median p75 max N 

         

Plan Milestone 0.32 0.47 0 0 0 1 1 159 

Sale Milestone 0.16 0.37 0 0 0 0 1 159 

Any Milestone 0.47 0.50 0 0 0 1 1 159 

         
Firm and Case 
Char         

Assets 2813.98 7767.75 212 396 636.50 1800 80449 172 

Ln(Assets) 6.86 1.20 5.36 5.98 6.46 7.50 11.30 172 

Liabilities 2803.27 7314.43 137 414.50 652.50 1800 72280 172 

Leverage 1.06 0.59 0.25 0.82 0.96 1.18 6.15 172 

Prepack 0.35 0.48 0 0 0 1 1 172 

Sale 0.26 0.44 0 0 0 1 1 172 

         
Indicia of Creditor 
Control         

Same Lender 0.74 0.44 0 0 1 1 1 167 

All Pre-Assets 0.79 0.41 0 1 1 1 1 155 

All Post-Assets 0.96 0.20 0 1 1 1 1 169 

Prime Dummy 0.82 0.39 0 1 1 1 1 172 

Budget Reporting 26.86 44.93 7 7 14 30 360 155 

Cash Reporting 21.40 33.18 1 7 7 30 360 151 
 
Table 3 below offers separate summary statistics for the DIP loan cases 

with and without roll-ups. The two right-hand columns show p-values for (a) t-
tests for differences in means and (b) rank-sum tests for differences in medians. 
With respect to ordinary loan provisions, pricing and covenants show no 
significant differences, except for mean and median size of the DIP loan. The 
mean (median) DIP loan amount for roll-up loans is $339 million ($125 
million), while for DIP loans without roll-ups, the mean (median) amount is 
$163 million ($50 million). It makes sense that DIP loans with roll-ups would 
generally be larger than those without. The amount of new money required for 
the debtor to be able to operate in Chapter 11 would not depend on whether the 
DIP loan includes a roll-up. The roll-up amount is simply added on top of the 
new money. With respect to milestones, the sale milestone is significantly more 
likely with roll-up DIP loans. As for firm characteristics, firms with DIP loans 
without roll-ups show larger median assets and liabilities than firms with roll-
up DIP loans. 
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Table 3: Summary Statistics for DIP Loan Firms With/Without Roll-ups 
 

This table presents comparisons of loan, firm, and case characteristics as between cases with 
and without roll-ups. The two right-hand columns show p-values for (a) t-tests for 
differences in means and (b) rank-sum tests for differences in medians. 

 

 DIP loan with roll-up DIP loan without rollup  
p-value for 
differences 

Variable mean median N mean median N total 
in  

means 
in 

medians 

          

Indep Var of Interest          

Available Credit (%) 0.85 1 99 0.58 0 73 172 0.218 0.200 

          

Ordinary Loan Provisions          

All-in-Spread 504.23 425 65 586.13 550 31 96 0.151 0.182 

Budget Reporting 29.55 14 92 22.92 15 63 155 0.368 0.837 

Cash Reporting 19.15 14 91 24.81 7 60 151 0.307 0.266 

Financial Covenants 1.79 2 99 1.48 2 73 172 0.139 0.155 

DIP Loan 339.41 125 99 162.59 50 73 172 0.079* 0.000*** 

          
Extraordinary Provisions 
(milestones)          

Discl Stmt Milestone 0.25 0 95 0.20 0 64 159 0.472 0.470 

Plan Milestone 0.32 0 95 0.33 0 64 159 0.871 0.871 

Sale Milestone 0.21 0 95 0.09 0 64 159 0.051* 0.052* 

Any Milestone 0.48 0 95 0.44 0 64 159 0.565 0.564 

          

Firm and Case Char          

Assets 1941.13 585 99 3997.70 821 73 172 0.122 0.021** 

Ln(Assets) 6.67 6.37 99 7.12 6.71 73 172 0.015** 0.021** 

Liabilities 1992.32 542 99 3903.06 882 73 172 0.123 0.015** 

Leverage 1.08 0.92 99 1.03 0.97 73 172 0.56 0.405 

Prepack 0.34 0 99 0.37 0 73 172 0.722 0.721 

Sale 0.29 0 99 0.22 0 73 172 0.279 0.278 
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B. DIP Loan Terms and the Financial Crisis: Ordinary Provisions 

The Financial Crisis’s shock to the credit markets facilitates investigation 
of the relation between changes in credit availability and the terms of DIP 
financing. In this Section and the next, I provide, to my knowledge, the first 
empirical evidence on this relationship. This Section examines two types of 
“ordinary” loan provisions: pricing and reporting covenants. The next Section 
examines two types of “extraordinary” provisions: roll-ups and milestones. 

1. Pricing DIP Loans 

To examine how the pricing of DIP loans varies with financial conditions, 
I take several approaches. First, to understand generally how DIP loans are 
priced, Table 4 below shows the average pricing for all corporate bonds and 
DIP loans issued in each of the sample years.103 I measure pricing as the all-in 
spread above LIBOR (AIS), which captures interest costs, fees, and other 
charges associated with obtaining the loan. The average spread is broken down 
for each category of credit rating, where higher ratings indicate rating agency 
determinations of lower default risk. Of course, this simple analysis does not 
account for firm characteristics, but it gives some context for how DIP loans 
are priced. As the table indicates, interest rates on DIP loans are generally 
similar to those for “Non-investment grade speculative” or “Highly 
speculative” bonds. So DIP loans are priced similarly to junk bonds—albeit 
high-quality junk bonds. 

 

103. In order to compare DIP loan pricing with corporate bonds, the DIP spread in Table 4 
includes LIBOR. The numbers in Table 4 therefore differ from those in Figure 4 below. 
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Table 4: Pricing of DIP Loans versus Corporate Bonds 

 
This table shows the average pricing for all corporate bonds and DIP loans issued in each 
sample year. To be able to compare DIP loan and bond pricing, the DIP loan spread includes 
LIBOR. As the bold figures show, DIP loans are generally priced like speculative junk 
bonds. 

 

 2004 2005 2006 2007 2008 2009 2010 2011 2012 

 DIP Loan Spread (inc. LIBOR) 

Median 612.10 703.30 895.00 712.40 908.90 810.40 492.30 483.00 801.30 

Mean 680.95 769.47 969.58 797.40 919.23 850.08 554.80 579.00 709.63 

Obs. 13 15 6 5 15 31 6 5 3 

 Average Spread on Corporate Bonds Issued 

Prime 362.52 451.10 532.42 514.61 368.41 248.74 203.60 175.00 117.27 

High Grade 393.45 438.76 552.78 681.67 341.78 291.15 566.45 177.61 139.13 

Upper Medium Grade 412.68 420.15 423.84 510.12 475.72 525.25 401.61 365.57 311.45 

Lower Medium Grade 481.13 547.09 563.11 558.11 654.05 665.48 501.50 452.60 401.75 

Non-Investment 
Grade Speculative 631.27 651.46 641.64 632.88 740.62 851.53 744.93 645.13 557.01 

Highly Speculative 779.99 804.68 829.67 777.39 865.69 965.68 915.12 869.69 770.54 

Substantial Risks 716.27 886.96 942.38 946.44 954.45 924.38 972.85 970.16 928.04 

Extremely Speculative 883.33 828.72 1125.00 706.25 945.00 1129.69 812.83 850.00 1133.33 
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This high-quality-junk-bond pricing for DIP loans is perhaps surprising 
because DIP loans have much lower historical rates of default than do junk 
bonds. To my knowledge, only two DIP loans have ever experienced a 
payment default.104 By comparison, corporate bonds with similar pricing have 
experienced average annual default rates of 10% or more.105 Of course, default 
risk is only one component of loan pricing. Liquidity risk also affects 
pricing,106 as does the cost of lender monitoring, and both of these factors are 
intuitively more costly for DIP loans than for corporate bonds.107 In addition, as 
earlier noted,108 institutional features may preclude competitive pricing for DIP 
loans, unlike bond markets. 

Next, as shown in Figure 4, I track mean DIP borrowing costs over the 
sample period. AIS over LIBOR is reported on the right axis.109 The graph for 
Available Credit from Figure 1 is superimposed on the left axis. 
 

 

104. See Moody’s Comments on Debtor-In-Possession Lending, MOODY’S 4 (Oct. 2008), 
https://www.moodys.com/sites/products/defaultresearch/2007300000539803.pdf 
[https://perma.cc/B7HC-J7PP] (detailing the DIP loan defaults of Marvel Entertainment Group and 
Winstar Communications). One of those DIP loans was ultimately repaid in full. See id. (noting that 
Marvel Entertainment Group’s DIP loan “was repaid in full, but not per original payment terms of the 
facility.”). 

105. See STANDARD & POOR’S, 2014 ANNUAL GLOBAL CORPORATE DEFAULT STUDY AND 

RATING TRANSITIONS 9 (2014), https://www.nact.org/resources/2014_SP_Global_Corporate_Default_ 
Study.pdf [https://perma.cc/X8SY-BEBW] (noting default rates frequently above ten percent for CCC 
rated bonds). For example, the mean DIP pricing in 2006 was comparable to mean pricing for CCC+ 
rated bonds. The average default rate for these CCC+ rated bonds was 13.33% in 2006. See id. 

106. Hui Chen et al., Quantifying Liquidity and Default Risks of Corporate Bonds Over the 
Business Cycle, 31 REV. FIN. STUD. 852, 853 (2018) (describing the relationship between liquidity and 
pricing); Francis A. Longstaff et al., Corporate Yield Spreads: Default Risk or Liquidity? New Evidence 
from the Credit Default Swap Market, 60 J. FIN. 2213, 2246 (2005) (noting studies finding “that 
variation in liquidity is a risk that is priced in equity markets”). 

107. DIP loans are quite different from the typical corporate bond insofar as the DIP lender 
will engage in far more monitoring than bondholders do. The dataset shows, for example, that many DIP 
lenders require weekly—or even daily—updates of their borrower’s financial condition. Corporate 
bondholders, on the other hand, generally have little interaction with their borrower companies and do 
not actively monitor them. Indeed, even as compared to ordinary bank loans, corporate bonds contain 
very few financial covenants. Additionally, the DIP lender must not only monitor and understand the 
debtor’s business, but must monitor and understand the impact of Chapter 11 on the debtor’s business. 
See Mark Shapiro, Supplemental Testimony Before the ABI Commission to Study the Reform of Chapter 
11, at 2 (2012),  http://commission.abi.org/sites/default/files/statements/30nov2012/M_Shapiro_ABI 
_Supplemental_Testimony_May_20_2013_2.docx [https://perma.cc/A64U-JLWC] (noting lenders must 
“engage in all analyses that are attendant to a more typical loan to a non-distressed commercial 
borrower, but they also must understand the legal and financial framework that encompasses a potential 
borrower in a Chapter 11”). 

108. See supra Section I.A. 
109. AIS in Figure 5 is reported as spread above LIBOR, whereas AIS reported in Table 1 

includes LIBOR. 
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The dashed line in this figure captures mean DIP loan borrowing costs (AIS over LIBOR) 
for each sample year (right axis). The solid line is Available Credit from Figure 1 (left axis). 
 

For most of the sample period, not surprisingly, the costs of DIP 
borrowing look to be moving inversely with Available Credit. As Available 
Credit rises from the beginning of the sample period through mid-2007, DIP 
loan costs correspondingly decrease. Then as Available Credit nosedives from 
mid-2007 through 2009, DIP loan costs rise, peaking in 2009 before falling 
again as Available Credit recovers in 2010.110 Consistent with this inverse 
relationship, the correlation between my liquidity measure and AIS is -0.24 
(statistically significant at 5%). 

To incorporate case-specific characteristics, I use regression analysis. In 
Table 5 below, I provide two models testing the relationship between AIS and 
Available Credit. The first model includes only standard controls—firm and 
case characteristics—which allows me to keep all 99 observations containing 
AIS. The second model adds controls for DIP loan terms, which may also 
affect pricing. 

 

 

110. Although DIP loan costs appear to rise along with Available Credit in 2012, that sample 
year includes only 14 DIP cases. The apparent anomaly could be an artifact of the details of specific 
cases. 
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Table 5: DIP Loan Pricing and Available Credit 
 

 (1) (2) 

 Ln (AIS) Ln (AIS) 

   
Available Credit (%) -0.147*** -0.121*** 

 (0.0360) (0.0409) 
Prepack -0.0428 -0.0498 

 (0.112) (0.121) 
363 Sale 0.160 0.137 

 (0.117) (0.157) 
Ln(Assets) -0.00511 -0.0162 

 (0.0392) (0.0497) 
Leverage -0.0969 -0.115 

 (0.0847) (0.0847) 
Fin. Covenants  0.00248 

  (0.0327) 
Any Milestone  0.165 

  (0.119) 
Roll-up/DIP Loan  -0.0555 

  (0.177) 
Constant 6.308*** 6.360*** 

 (0.320) (0.427) 

   
Industry FE Yes Yes 
Observations 99 90 
R-squared 0.261 0.292 

 
This table presents ordinary least squares tests for the relationship between DIP loan 
pricing—proxied by the natural log of All-in Spread above LIBOR—and Available Credit, 
our main independent variable of interest. The Column (1) test controls for the borrower’s 
size, leverage, and industry, and whether the bankruptcy was prepackaged or a Section 363 
sale. Size is measured as the natural log of total assets, and leverage is measured as total 
liabilities divided by total assets. Both are calculated using the most recently available 
financial statements filed with the SEC before bankruptcy. Column (2) adds controls for 
DIP loan terms—the number of financial covenants, whether any milestone is included, and 
the ratio of Roll-up/DIP Loan. Both models use robust standard errors and control for 
industry fixed effects using 1-digit SIC codes. Statistical significance of 1%, 5%, and 10% 
are represented using ***, **, and *, respectively. Robust standard errors are reported in 
parentheses. 
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Table 5 shows a statistically and economically significant inverse 
relationship between Ln(AIS) and changes in credit availability during the 
Crisis. The estimates suggest that, holding all other variables constant, for a 1% 
increase in Available Credit, AIS decreases by an estimated 11-14%.111 It 
makes sense that a positive change in credit supply generally reduces DIP 
borrowing costs and vice versa. Indeed, empirical studies confirm that loan 
contracts outside of bankruptcy include higher pricing and more lender-
protective features when credit becomes more scarce.112 

In sum, the results indicate that the pricing of DIP loans appears 
connected to the ebb and flow of the wider credit markets. Such a finding does 
not necessarily mean that DIP loans are fully efficient and perfectly priced, but 
it does indicate that market forces affect DIP pricing. 

2. Loan Covenants 

Next, I analyze the use of reporting covenants during the Financial Crisis. 
Reporting covenants require the debtor to provide the lender with specific 
information at pre-determined reporting intervals. Such monitoring covenants 
have become increasingly common in the last decade or so. Modern 
information systems facilitate ever more exacting creditor monitoring of debtor 
business activities, such that reporting demands have become both more 
extensive and more frequent. Though imposing a budget on the debtor has 
always been common, DIP lenders now commonly demand monthly or even 
weekly reporting on budget deviations and cash levels. 

Consistent with the findings on loan pricing, I find evidence that reporting 
covenants became more lender-friendly during the Crisis.113 In particular, 
lenders began requiring updates at more frequent intervals. For example, the 
data set shows requirements for daily borrowing base updates only in 2007, 
2008, and 2009;114 in other years, the most frequent update required is weekly. 
Similarly, the first observations of weekly financial statement reporting appear 
during the Crisis; in other years, the most frequent update required is monthly. 

 

111. I exponentiate the coefficients on Available Credit to generate this range. 
112. See Boot et al., supra note 60, at 471 (noting the relationship between higher interest 

rates—and thus credit scarcity—and collateral requirements in loan documents); Choi & Triantis, supra 
note 61, at 61 (“[P]ractitioners attribute changes in the breadth or tightness of covenants and in the 
collateral requirements to swings in the relative bargaining or market power caused by changing supply 
and demand conditions of credit markets.”); Bradley & Roberts, supra note 49, at 21 (finding that 
scarcity in credit markets leads to higher number of covenants in loan agreements). 

113. Reporting covenants are very common in DIP loans, so there is relatively slight yearly 
variation in the use of such covenants. It is for this reason that I focus on the characteristics (rather than 
the presence) of reporting covenants. 

114. A borrowing base most typically includes inventory and accounts receivable as the 
collateral against which the lender lends. Because the levels and value of inventory and accounts 
receivable in a going concern are always changing, and the lender does not want to extend more credit 
than its collateral is worth, borrowing base reports are a common feature of inventory-accounts 
receivable financing. 
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Indeed, when we consider the percentage of total available covenants that are at 
the most stringent level,115 the percentage increases from roughly 8% (2004-
2006) to 15% (2007-2009) and then decreases to 10% (2010-2012).116 This 
finding is consistent with the literature on covenants outside of bankruptcy, 
which has found that covenants become more prevalent and more restrictive as 
the rate of interest increases.117 

This trend is displayed in Figures 5 and 6 below. The columns (left-hand 
scale) show by year the number of DIP loans requiring budget and cash 
reporting, the most common covenants in the sample, as well as the range of 
their different frequencies. The most common reporting intervals are weekly 
and monthly, with weekly being the most stringent. The lower solid portion of 
each column represents the number of weekly reporting covenants by year, 
while the middle striped portion represents monthly reporting, and the top solid 
portion represents all other reporting intervals. For both sets of covenants, 
weekly reporting dominates in 2009, at the height of the Financial Crisis, while 
monthly reporting is generally more common in 2007 and before. Following 
the solid line (right-hand scale) in each figure, we also see a spike in the 
percentage of weekly budget and cash reporting around 2009, and generally 
less frequent resort to weekly reporting before and after. This pattern roughly 
tracks Available Credit. 
 

 

115. This analysis includes only reporting covenants relating to financial statements, budgets, 
borrowing base, and cash—not asset sales. Covenants related to asset sales are omitted because it is 
difficult to determine the “strictest” level. The ratio reflects the number of covenants at the strictest level 
relative to the total number of DIP loans in the year multiplied by four (i.e., the total number of these 
four covenants that could theoretically exist in all DIP loans in that year). 

116. Even though I find that the frequency of reporting is sensitive to changes in credit 
availability, the data also suggest the use of reporting covenants may have increased during the Crisis 
and remained sticky thereafter. 

117. Billett et al., supra note 59; Nini et al., supra note 49; Bradley & Roberts, supra note 49. 
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This figure captures the incidence of budget-reporting covenants and their required reporting 
frequencies by year. The two most common frequencies are weekly and monthly. Columns 
(left-hand scale) represent the number of budget-reporting covenants by year. Counts of 
weekly budget reporting are represented by the lower solid portion of each column; counts 
of monthly budget reporting are represented in the middle striped portion of each column; 
all other reporting intervals are represented by the solid upper portion of each column. The 
solid line (right-hand scale) represents by year the percentage of budget-reporting covenants 
that require weekly reporting, the most stringent reporting interval. 
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This figure captures the incidence of cash-reporting covenants and their required reporting 
frequencies by year. The two most common frequencies are weekly and monthly. Columns 
(left-hand scale) represent the number of cash-reporting covenants by year. Counts of 
weekly cash reporting are represented by the lower solid portion of each column; counts of 
monthly cash reporting are represented in the middle striped portion of each column; all 
other reporting intervals are represented by the solid upper portion of each column. The 
solid line (right-hand scale) represents by year the percentage of cash-reporting covenants 
that require weekly reporting, the most stringent reporting interval. 
 

To analyze this pattern in more detail, Table 6 presents a regression 
analysis of the relationship between cash reporting frequency and Available 
Credit. The cash reporting covenant is coded according to its reporting interval 
in days (e.g., a weekly reporting requirement is coded as 7 and a biweekly 
requirement as 14), and each value enters the regression in log form.118 As in 
Table 5, Column 1 controls for firm and case characteristics, and Column 2 
adds controls for DIP loan terms. The variable of interest in both models is 
Available Credit. 

 

 

118. I take the natural log of the dependent variable to address concerns that the results might 
be driven by outliers. Although most covenants require reporting at intervals that range from 7 to 30 
days, a few DIP loans include covenants that require only annual reporting. Without taking the log value 
of the dependent variable, these extreme observations could skew the results. I also note that, in some 
cases, it is difficult to convert the descriptive data into numeric values that can be input into a 
regression. For example, it is unclear how one would code a reporting covenant that requires reporting 
“upon request” or “as needed.” In these cases, I drop the observation. 
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Table 6: Cash-Reporting Frequency and Available Credit 

 

 

(1) 
Ln (Cash 

Reporting) 

(2) 
Ln (Cash 

Reporting) 

   
Available Credit (%) 0.105** 0.0833 

 (0.0521) (0.0570) 
Prepack 0.0877 0.102 

 (0.184) (0.194) 
363 Sale -0.00112 0.0842 

 (0.181) (0.211) 
Ln (Assets) 0.0318 0.0730 

 (0.0869) (0.102) 
Leverage -0.0483 0.132 

 (0.112) (0.173) 
Fin. Covenants  -0.0387 
  (0.0798) 
Any Milestone  -0.122 
  (0.162) 
Roll-Up/DIP Loan  0.253 
  (0.273) 
Constant 2.428*** 1.985** 
 (0.658) (0.799) 
   
Industry FE Yes Yes 
Observations 155 145 
R-squared 0.090 0.124 

 
This table presents log-linear regressions testing for associations between the stringency of 
cash reporting covenants and Available Credit. The dependent variable is the natural log of 
the reporting interval for the cash-reporting covenant, measured in days. Column (1) 
controls for case and firm characteristics—whether the case involves a prepackaged 
bankruptcy or a Section 363 sale, firm size as measured by the natural log of total assets, 
and leverage as measured by total assets divided by total liabilities. As before, assets and 
liabilities are drawn from the most recently available financial statements filed with the SEC 
before bankruptcy. Column (2) adds controls for DIP loan terms—the number of financial 
covenants, whether any milestone is included, and the ratio of Roll-up/DIP Loan. Both 
models use robust standard errors and control for industry fixed effects using 1-digit SIC 
codes. Statistical significance of 1%, 5%, and 10% are represented using ***, **, and *, 
respectively. Robust standard errors are reported in parentheses. 
 

As predicted, Table 6 shows that the frequency of cash reporting has a 
positive relationship with changes in credit availability, though the Column 2 
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coefficient on Available Credit is not statistically significant. Cash reporting 
requirements are less demanding—reporting intervals are longer—with 
positive changes in credit availability. The Column 1 estimates suggest that, 
holding all other variables constant, a 1% increase in Available Credit is 
associated with an 11% increase in the cash reporting interval. This finding, 
consistent with the earlier finding on DIP loan pricing, provides further 
evidence that ordinary loan provisions are related to economic conditions. 

C. DIP Loan Terms and the Financial Crisis: Extraordinary Provisions 

Here, I study Judge Gerber’s articulated hope in Lyondell that 
extraordinary provisions in DIP loan arrangements, such as roll-ups and 
milestones, would become less common as credit markets recovered after the 
Financial Crisis. 

1. Incidence of Roll-Ups 

My investigation of roll-ups and Available Credit proceeds in two parts. I 
first focus on roll-ups generally, taking account of all roll-ups in DIP loans. I 
then investigate roll-ups from a slightly different perspective. This second 
approach ignores roll-ups of pre-bankruptcy working-capital loans, and instead 
focuses only on roll-ups of pre-bankruptcy term loans and other non-working-
capital loans.119 It has been suggested that for reasons of practicality and 
convenience, courts and practitioners may implicitly view roll-ups of pre-
bankruptcy working-capital loans as less objectionable than roll-ups of other 
types of pre-bankruptcy debt (e.g., term loans).120 Given this possibility, it 

 

119. With a term loan, the borrower borrows a set amount at the inception of the loan and 
typically makes periodic interest payments on that outstanding amount until it repays or refinances the 
total amount borrowed. With a working-capital loan, by contrast, the borrower enjoys the flexibility to 
borrow and repay repeatedly as needed, such that the amount owed fluctuates over time. The working-
capital loan is typically collateralized with the borrower’s accounts receivable and/or inventory (i.e., the 
“working” capital), and the total debt outstanding at any given time is constrained based on the value of 
the collateral. For convenience, I refer to non-working-capital loans collectively as “term loans.” 

120. Because working-capital lines typically rely on accounts receivable and/or inventory for 
collateral, it may make sense to allow this pre-bankruptcy collateral to turn over as part of the debtor’s 
ordinary course postpetition operations, with the proceeds of this prepetition collateral paying off the 
pre-bankruptcy working-capital debt. Otherwise, the pre-bankruptcy working capital collateral would 
have to be segregated from postpetition working capital for the duration of the case. This approach 
would create recordkeeping headaches for the debtor; it also precludes the pre-bankruptcy working 
capital from actually “working.” By contrast, using the DIP loan to refinance the pre-bankruptcy 
working-capital line from the start relieves the debtor from having to distinguish prepetition from 
postpetition collateral or proceeds. Thanks to Douglas Baird and Rich Levin for pointing me to this 
issue. Of course, this administrative convenience does not diminish the potential harm to junior creditors 
from roll-ups generally. For example, as earlier noted, a creditor whose pre-bankruptcy claim is rolled 
up has effectively eliminated its reorganization risk. See supra note 80. And a secured creditor that is 
undersecured at the time of the filing could still advantage itself with a working capital roll-up to render 
the creditor fully secured before the end of the case. See supra Section II.A. 
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makes sense to investigate term loan roll-ups separately from roll-ups that 
include pre-bankruptcy working capital loans. 

To start, we consider all roll-ups. Figure 7 differentiates the DIP loans in 
my sample based on whether the loan includes a roll-up. The height of each bar 
represents the number of DIP loan cases in a given year (left axis). The lower 
dark region of each bar captures the number of cases with roll-ups; the upper 
lighter region of each bar captures the number of cases without roll-ups. The 
curve above shows the percentage of DIP cases in each year that included a 
roll-up (right axis). Overall, 99 of the DIP cases (58%) have a roll-up. 
 

 
This figure shows the use of roll-ups by year. The height of each column represents the 
number of DIP loans in a given year (left-hand scale). The lower dark part of each column 
shows the number of DIP loans that include a roll-up, while the upper lighter region of each 
bar captures the number of DIP loan cases without a roll-up. The curved line (right-hand 
scale) shows the percentage of DIP loans that include a roll-up. 
 

Based on the descriptive evidence in Figure 7, there does not seem to be a 
significant relationship between roll-ups and Available Credit. Although the 
volume of DIP loans and roll-ups increased during the Crisis, there is no 
obvious change in the percentage of DIP loans that include roll-ups. The 
percentage of roll-ups is at its lowest in 2009, the pivotal Crisis year, and the 
percentage climbs post-Crisis. This is puzzling. Because judges often cite 
tightened credit availability when approving roll-ups, we would expect a 
negative relation between the incidence of roll-ups and Available Credit. 

For more formal tests, I rely on two sets of roll-up measures as dependent 
variables, presented in Table 7 below. The first set applies to roll-ups generally. 
It includes a dummy variable indicating whether or not a DIP loan includes a 
roll-up, and two measures that capture the size of roll-ups: (a) the log of the 
raw dollar amount of the roll-up; and (b) the log odds ratio of the roll-up 

Electronic copy available at: https://ssrn.com/abstract=3483281



07. TUNG ARTICLE. DRAFT 3 MACRO (DO NOT DELETE) 6/1/2020  6:23 AM 

Financing Failure 

697 
 

amount scaled by the total amount of the DIP loan. The proportion of the DIP 
loan constituting roll-ups is a factor that bankruptcy judges care about when 
deciding whether or not to approve a DIP loan. The ABI posits that a DIP loan 
with a roll-up feature should be approved only when the DIP loan “extends 
substantial new credit to the debtor, and provides more financing on better 
terms than alternative facilities offered to the debtor.”121 The second set of roll-
up measures applies to term-loan roll-ups and is analogous to the first. This 
second set includes a dummy variable for the presence of a term roll-up, a 
proxy for the log of the raw dollar amount of a term roll-up, and a variable, 
Log-Odds(Term Roll-up/Lean DIP). This latter variable captures the log-odds 
ratio of the term roll-up amount, scaled by what I refer to as the “Lean DIP,” 
which is the amount of the DIP loan, minus the amount of any working capital 
roll-up. I subtract any working capital roll-up amount from the DIP loan 
amount so that in this analysis, we are scaling the term roll-up only by the new 
DIP money plus the term roll-up.122 

 

 

121. ABI REPORT, supra note 1, at 73. I use the log-odds transformation to render the data 
suitable for OLS regression. 

122. This variable Log-Odds(Term Rollup/Lean DIP) (a) scales the term roll-up amount by 
the amount of new money from the DIP loan plus the term roll-up, and then (b) takes the log odds. 
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Table 7: Measures of Roll-Ups 
 

All Roll-Ups Mean Median 
25th  
%-ile 

75th  
%-ile 

Roll-Up Dummy 0.58 1.00 0.00 1.00 

Ln(Roll-Up)  4.43 4.38 3.63 5.24 

Log-Odds(Roll-Up/DIP Loan) .42 .42 -.11 1.00 

     

Term Roll-Ups     

Term Roll-Up Dummy 0.23 0.00 0.00 0.00 

Ln(Term Roll-Up)  4.17 4.21 3.02 4.97 

Log-Odds(Term Roll-Up/ 
Lean DIP) 0.03 0.14 -0.38 0.44 

 
This table describes the various roll-up measures I use as the dependent variable to test for 
an association between roll-ups and Available Credit. To investigate roll-ups generally, I use 
Roll-Up Dummy in a logit model to test for the hypothesized negative association between 
extraordinary provisions and Available Credit. I also test for roll-up amounts, conditional on 
the amount being greater than zero. I use Ln(Roll-Up), the natural log of the Roll-Up 
amount, and Log-Odds(Roll-up/DIP Loan), the log odds ratio of Roll-Up/DIP Loan, as 
dependent variables in ordinary least squares regressions. To test term roll-ups, I use 
analogous dependent variables. Log-Odds(Term Roll-Up/Lean DIP) is the log odds ratio of 
Term Roll-Up, scaled by Lean DIP. Lean DIP is DIP Loan minus the amount of any 
working-capital roll-up. I subtract working-capital roll-ups so that in the log-odds analysis, 
we are scaling the term roll-up only by (new money + Term Roll-Up). 

 
In Table 8 below, I run a series of tests using the three proxies for all roll-

ups. These models control for the same variables as the DIP loan pricing 
regression in Table 5, Column 2, except that here I include separate controls for 
the three types of milestones (disclosure statement, plan, and sale milestones), 
plus an additional control for the DIP loan amount. As before, robust standard 
errors are presented in parentheses. Column 1 is a logit model: the dependent 
variable is an indicator that tests whether the presence of a roll-up is negatively 
associated with Available Credit, as we would expect given courts’ 
pronouncements justifying resort to roll-ups when credit is scarce. The 
coefficient on Available Credit turns out to be positive and insignificant, 
however. It fails to confirm a negative relationship between Available Credit 
and the presence of roll-ups. 
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Table 8: All Roll-Ups and Available Credit: Regression 

 (1) (2) (3) 

 
Roll-Up 
Dummy 

Ln(Roll-Up) 
Log-Odds  

(Roll-Up/DIP Loan) 

    

Available Credit (%) 0.0484 0.136** 0.174* 

 (0.130) (0.0629) (0.0884) 
Prepack 0.120 -0.374 -0.439 

 (0.448) (0.276) (0.304) 
363 Sale 0.0138 -0.0418 -0.0374 

 (0.539) (0.232) (0.292) 
Ln(Assets) -0.636** 0.700*** -0.366** 

 (0.278) (0.129) (0.148) 
Leverage 0.0872 -3.460*** -0.704 

 (0.281) (1.258) (1.872) 
DIP Loan 0.00195* 0.000234** 0.000170** 
 (0.00107) (0.000105) (8.47e-05) 
Fin. Covenants 0.150 0.101 -0.0246 

 (0.166) (0.0698) (0.0777) 
Disc. St. Milestone 0.574 -0.485** -0.148 

 (0.654) (0.236) (0.435) 
Plan Milestone -0.500 0.637*** 0.390 

 (0.565) (0.231) (0.395) 
Sale Milestone 1.416** 0.0726 0.144 

 (0.675) (0.235) (0.263) 
Constant 4.038** 2.881* 3.524 

 (1.986) (1.605) (2.393) 

    
Regression Logit OLS OLS 
Industry FE Yes Yes Yes 
Observations 157 88 88 
R-Squared  0.681 0.265 
Pseudo R2 0.197   

 
This table presents tests using three proxies for roll-ups as the dependent variable, with Available 
Credit as our main variable of interest. Column (1) shows a logit model with Roll-Up Dummy as an 
indicator variable for the presence of a roll-up. Columns (2) and (3) present OLS regressions using 
transformed roll-up data. The dependent variable in Column (2) is Ln(Roll-Up), the natural log of the 
roll-up amount, while the dependent variable in Column (3) is the log of the ratio of Roll-Up/DIP loan. 
The models control for the same variables as the DIP Loan pricing regression in Table 5, Column (2), 
except that I include separate controls for the three types of milestones (disclosure statement, plan, and 
sale milestones, plus an additional control for the DIP loan amount (DIP Loan). All models use robust 
standard errors and control for industry fixed effects using 1-digit SIC codes. Statistical significance of 
1%, 5%, and 10% are represented using ***, **, and *, respectively. Robust standard errors are 
reported in parentheses. 
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Columns 2 and 3 offer more granular tests using OLS regressions. These 
models test for an inverse relation between roll-up amounts and Available 
Credit, conditional on the roll-up amount being greater than zero. In Column 2, 
we find that the coefficient on Available Credit is statistically significant, but in 
the opposite direction from what we would expect: this test shows a positive 
association between Available Credit and roll-up size. Finally, in Column 3 our 
dependent variable is the log odds ratio of (Roll-Up/DIP Loan). This measure 
captures judges’ preference that the roll-up amount not be too large relative to 
the new credit extended by the DIP loan.123 The coefficient on our dependent 
variable is again positive and significant. The economic effect of these results 
is also notable. The Column 2 estimate suggests that holding all other variables 
constant, a 1% increase in Available Credit is associated with a 14.6% increase 
in roll-up size. The tests in Table 8 show no evidence of a negative relationship 
between Available Credit and roll-ups. Far from it. These tests suggest instead 
that roll-up size increases with Available Credit. 

I run a similar analysis in Table 9 below, focusing only on term roll-ups. 
In Column 1, the logit model tests whether the presence of a term roll-up is 
associated with Available Credit. We again observe a statistically significant 
coefficient on the dependent dummy variable in the opposite direction of what 
we would expect. Here the coefficient on Available Credit suggests a positive 
association between the incidence of term roll-ups and Available Credit. 
Testing for the size of term roll-ups in Columns 2 and 3 using OLS regressions, 
we see negative but statistically insignificant coefficients on Available Credit, 
as well as very large standard errors that preclude us from drawing any 
conclusions from these tests. 

 

 

123. See supra note 121 and accompanying text. 
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Table 9: Term Roll-Ups and Available Credit: Regression 
 

 (1) (2) (3) 

 
Term Roll-Up 

Dummy 

Log  
(Term Roll-Up  

Amount) 

Log-Odds  
(Term Roll-Up/ 

Lean DIP) 

    

Available Credit (%) 0.337** -0.0855 -0.00425 

 (0.167) (0.117) (0.186) 
Prepack 0.432 -0.371 -0.411 

 (0.600) (0.466) (0.621) 
363 Sale 0.0540 -0.798* -0.637* 

 (0.688) (0.421) (0.360) 
Ln(Assets) -0.249 0.694*** -0.154 

 (0.283) (0.217) (0.266) 
Leverage -0.609 -4.549** 0.818 

 (1.041) (2.040) (2.205) 
DIP Loan Amount 0.00108 0.000201* 3.48e-05 
 (0.000764) (0.000109) (0.000139) 
Fin. Covenants 0.195 0.0662 -0.00517 

 (0.165) (0.132) (0.153) 
Disc. St. Milestone 0.250 -0.583 0.242 

 (0.753) (0.419) (0.628) 
Plan Milestone -0.0905 -0.148 -0.629 

 (0.622) (0.446) (0.639) 
Sale Milestone 0.0297 -0.00992 0.295 

 (0.685) (0.485) (0.579) 
Constant 0.325 4.626 0.475 

 (2.279) (2.709) (3.125) 
    
Regression Logit OLS OLS 
Industry FE Yes Yes Yes 
Observations 156 37 37 
R-Squared  0.859 0.291 
Pseudo R2 0.116   

 
This table presents tests using three proxies for term roll-ups as the dependent variable, with Available Credit as 
our main variable of interest. Column (1) shows a logit regression with Term Roll-Up Dummy as an indicator 
variable for the presence of a roll-up. Columns (2) and (3) present OLS regressions using transformed roll-up data. 
The dependent variable in Column (2) is Ln(Term Roll-Up), the natural log of the term roll-up amount, while the 
dependent variable in Column (3) is the log of the ratio of Term Roll-Up/Lean DIP. The models control for the 
same variables as the DIP Loan pricing regression in Table 5, Column (2), except that I include separate controls 
for the three types of milestones (disclosure statement, plan, and sale milestones, plus an additional control for the 
DIP loan amount (DIP Loan). All models use robust standard errors and control for industry fixed effects using 1-
digit SIC codes. Statistical significance of 1%, 5%, and 10% are represented using ***, **, and *, respectively. 
Robust standard errors are reported in parentheses. 
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I perform a number of robustness checks for the roll-up analyses. In 
unreported tests, in addition to using multiple proxies for changes in credit 
availability,124 I use a slew of additional roll-up measures and control variables, 
as well as year and court fixed effects.125 I also check for outliers and run tests 
dropping successive years from the sample in case a particular year may have 
outsized influence on the results.126 The results remain qualitatively similar. In 
no event do I find evidence of a statistically significant inverse relationship 
between Available Credit and any roll-up measure, and as earlier noted, I do 
find statistically significant evidence of a positive relationship. 

2. Incidence of Milestones 

Roll-ups are of course only one type of extraordinary provision. 
Milestones also play an important role in DIP lending, and I examine their 
usage below. As with my prediction on the use of roll-ups, I expect the use of 
milestones to decrease as credit markets improve. Overall, 34% of the DIP 
cases include a reorganization milestone. Recall that reorganization milestones 
are covenants that place deadlines on specific important events associated with 
the reorganization process, typically the filing or court approval of the 
disclosure statement or plan of reorganization. Far fewer of the DIP cases—
only 16%—include a sale milestone. Sale milestones are typically used when, 
instead of attempting an internal reorganization, the DIP lender and the debtor 
agree that the debtor will sell the business. 

Descriptive statistics do not show an obvious relationship between 
Available Credit and the use of milestones. In Figure 8 below, the lower dark 
region of each bar captures the number of cases with at least one milestone; the 
upper lighter region of each bar captures the number of cases without 
milestones. The curve above shows the percentage of DIP cases in each year 
that include at least one milestone (right axis).  As discussed before, the Crisis 
began in late 2007 and lasted until mid-2009.127 Yet the years 2007 and 2011 
had the greatest incidence of milestones, defined as the percentage of DIP loans 
including a milestone. 

 

124. See supra note 99 (describing alternative proxies for changes in credit availability). 
125. For court fixed effects, I run tests distinguishing the bankruptcy courts in Delaware and 

the Southern District of New York from other courts and from each other. Tests without industry fixed 
effects also generate results qualitatively similar to our main results. 

126. Recall that over 30% of the sample cases were filed in 2009. See supra Section III.A.3. 
127. See supra note 100. 
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This figure shows the use of milestones by year. The height of each column represents the 
number of DIP loans in a given year for which milestone data are available (left-hand scale). 
The lower dark part of each column shows the number of DIP loans that include at least one 
milestone, while the upper lighter region of each bar captures the number of DIP loan cases 
without a milestone. The curved line (right-hand scale) shows by year the percentage of DIP 
loans that include a milestone. 
 

Although I conduct more detailed empirical analysis on the relationship 
between these milestones and Available Credit, I am unable to identify a 
significant relationship. Table 10 reflects the correlations among use of 
milestones and changes in credit availability. None of the correlations between 
Availability Credit and any milestone are statistically significant, indicating the 
lack of a strong relationship between these variables in the sample. 
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Table 10: Milestones and Available Credit 
 

 
Available 

Credit 
(%) 

Disclosure 
Statement 
Milestone 

Plan 
Milestone 

Sale 
Milestone 

 
Any 

Milestone 

Available Credit (%) 1    
 

 
    

 

Discl Stmt Milestone -0.05 1   
 

 (p<.50)    
 

Plan Milestone -0.07 0.70*** 1  
 

 (p<.36) (p<.00)   
 

Sale Milestone 0.09 -0.04 -0.09 1  

 (p<.28) (p<.59) (p<.27)   

Any Milestone -0.01 0.59*** 0.74*** 0.47*** 1 

 (p<0.87) (p<.00) (p<.00) (p<.00)  

 
This table shows tests for correlations between Available Credit and the use milestones. The 
left-hand column shows the results of interest. Statistical significance of 1%, 5%, and 10% 
are represented using ***, **, and *, respectively. P-values are shown in parentheses. 
 

In unreported tests, I also run probit regressions testing the relationship 
between milestones and Available Credit. All controls and other specifications 
are the same as those used previously. Across all models, I find no evidence of 
a significant relation between Available Credit and use of milestones, so I omit 
these results for concision. 

IV. Implications and Conclusion 

DIP financing is crucial for many debtors, but lenders may understandably 
be hesitant to lend to firms in severe financial distress. Recognizing this 
dilemma, the Bankruptcy Code authorizes debtors to offer sweeteners to DIP 
lenders. But some of these sweeteners—here, roll-ups and milestones—are 
controversial because they are thought to come at the expense of the firm’s 
other stakeholders, and roll-ups are inconsistent with the Code’s distribution 
scheme. Nonetheless, the volume of these inducements escalated during recent 
years, leading to growing debate over whether DIP lenders were abusing their 
power—or whether the terms of DIP loans simply reflected a tighter credit 
environment. 

In this Article, I use a hand-collected dataset to provide the first empirical 
analysis on the relationship between economic conditions and the terms of DIP 
loans. As one might expect, the evidence shows that ordinary loan provisions 
like pricing and covenants are sensitive to economic conditions. But I also find 
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that the kinds of extraordinary loan provisions often justified as necessary to 
induce DIP lending—roll-ups and milestones—have no statistically meaningful 
relationship with changes in credit availability.128 With no demonstrable 
association between changes in credit market conditions and the incidence of 
roll-ups—and to a lesser extent, milestones—the case for their continuing use 
seems weak. 

As noted above, a roll-up has significant effects for both the structuring of 
plan negotiations and the costs of DIP financing. In addition to being inimical 
to the Bankruptcy Code’s distribution scheme, roll-up significantly augments 
the DIP lender’s influence over the case.129 This augmented DIP lender 
influence correspondingly diminishes the negotiating leverage of the debtor 
and competing creditors, a result that the drafters of the Code could not 
plausibly have contemplated, since only through roll-ups are these multiple 
disempowering effects on the debtor and competing creditors realized. The 
distortive effects of roll-ups on plan negotiation make cross-collateralization 
seem mild. DIP lenders might understandably feel entitled to outsized influence 
over the course of a case when credit is scarce. Scarcity may command a 
premium. But without evidence that the incidence or size of roll-ups respond to 
Available Credit, resort to roll-ups—and the accompanying control that DIP 
lenders enjoy—seem hard to justify as a general matter. Offering DIP financing 
should not ordinarily entitle the DIP lender to cash out its pre-bankruptcy claim 
at the beginning of the case, instead of having to negotiate the claim’s 
treatment as do all other pre-bankruptcy creditors. 

Besides increased control for the DIP lender, roll-ups increase the debtor’s 
financing costs, sometimes dramatically,130 by increasing the size of the DIP 
loan by the amount of the roll-up. Moreover, because the roll-up is not new 
credit, it contributes nothing to the reorganization effort. Instead, it detracts 
from the endeavor. Between the high interest accrued on the roll-up over the 
course of the case and the cash required to repay the roll-up at confirmation, 
roll-ups turn out to be quite an expensive proposition, which redounds to the 
detriment of junior claimants. Roll-ups also obfuscate DIP loan costs. Curbing 
or eliminating reliance on roll-ups would facilitate more transparent pricing of 
DIP loans across cases. Far better to see new money DIP loan costs 
transparently in the all-in spread, without the befogging effect of roll-up. 
Courts and debtors might more easily compare DIP loan pricing across cases 
when DIP loans do not harbor rolled up debt. 

What about milestones? Though milestones may tend to intrude on 
judges’ discretion to manage case timetables, milestones may be less distortive 

 

128. As earlier noted, the statistically significant associations between Available Credit and 
roll-up measures found in my tests show only positive relations between those variables. See supra 
Section III.C.1. 

129. See supra Section II.A.2. 
130. See supra notes 39-41 and accompanying text. 
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than roll-ups. DIP lenders may set unrealistic deadlines, but at the same time, a 
DIP lender would be unlikely to call the DIP loan if the firm is worth saving, 
especially a DIP lender with an outstanding prepetition claim. In a word, 
milestones seem relatively easy to renegotiate. By the time a milestone looms 
large, the parties will have much better information about the firm’s prospects 
than at the case’s inception. The parties’ various positions and interests will 
also be well understood. Reasonable milestones may even hasten the 
reorganization constructively. The judge’s experience can be brought to bear 
when approving milestone provisions. 

By providing much-needed empirical analysis, I hope to help 
policymakers, judges, and other bankruptcy participants better evaluate the DIP 
lending process in order to optimize DIP loan structure going forward. I 
hesitate to draw too strong empirical conclusions from these data, given the 
limited sample size and relatively slight yearly variations.131 At the same time, 
my tests do identify significant relationships between both ordinary and 
extraordinary provisions and Available Credit, so the data do have power. As 
early noted, it may be difficult for individual judges to police extraordinary 
provisions one case at a time. The debtor’s survival will in many cases be truly 
on the line, such that DIP financing may be crucial. And the inside lender’s 
dominant advantage in placing the DIP loan gives it enormous leverage. At the 
same time, however, my results suggest that judges should be skeptical of 
claims that shrinking credit markets might justify resort to roll-ups. 

 

131. Moreover, bankruptcy cases are notoriously complicated; there could be relevant 
unobservable characteristics that I am unable to control for in the models. 
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Appendix 

DIP Loan: Effect of a Roll-Up 
 
Figure A1 below illustrates. At the time of filing, the company needs, say, 

$100 million in cash. The lender already has $50 million outstanding on its 
weak (potentially undersecured) pre-bankruptcy loan, so the lender agrees to a 
fresh loan of $150 million, advantaged by the super-priority sections of the 
Code for DIP loans. The DIP loan agreement requires that the debtor will 
immediately draw $50 million of the DIP loan to pay off the weak $50 million 
pre-bankruptcy loan. By extinguishing the pre-bankruptcy loan in this way, the 
payoff “rolls up” the $50 million amount into the highly prioritized DIP loan, 
effectively converting the DIP lender’s pre-bankruptcy loan into a fully secured 
postpetition claim that gets cashed out at plan confirmation. 
 

Figure A1 
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Recent tax cuts and the relaxation of spending caps on much of discretionary spending have added massively to 

the federal debt. Neither political party is showing much interest in controlling deficits and unless there are 

large changes in fiscal policies we are firmly on a road to a fiscal crisis. Fiscal crises are extremely painful and all 

ideologies should try very hard to avoid one. Liberals will be forced to give up some of their favorite spending 

programs while conservatives will be faced with large tax increases. This paper examines the effects of fiscal 

crises on Ireland and Greece and asks what their experiences might mean for the United States. Their austerity 

programs were especially hard on civil servants and pensions and both were forced into significant tax 

increases. Their problems had only minor impacts on the world economy. A U.S. crisis would additionally create 

financial turmoil throughout international financial markets. 
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Recently, U. S. lawmakers have not shown much interest in controlling the budget deficit. At the beginning of 

fiscal 2018 they were confronted by 10-year projections of rapidly growing budget deficits and soaring public 

debt. They responded by passing a major tax cut and by raising spending above previously legislated spending 

caps. As a result, the Congressional Budget Office (CBO) projects that the deficit will rise from $665 billion in 

fiscal year 2017 to $804 billion in 2018 and then to over one trillion dollars in 2019. From there it will rise 

steadily through 2028. The debt is expected to grow from 77 percent of GDP in 2017 to 96 percent in 2028 

(CBO 2018). These projections assume that various temporary provisions of the new tax and spending laws will 

end as scheduled, which is unlikely, and that there will be no serious recessions in the next 10 years. 

The perilous state of our fiscal future is not in doubt (Penner 2016). Our problems are driven by the aging of 

the population and the rate of aging is easy to forecast. Gross spending on Social Security, Medicare, and 

Medicaid constitutes slightly more than one-half of total spending and these programs will be under intense 

pressure as large numbers of baby boomers enroll in coming years. Even after the baby boomers pass from the 

scene, increases in life expectancy are expected to pressure spending upward. Medicare and Medicaid face the 

added problem that health spending per capita would be growing faster than income per capita even if the 

population was not aging. If nothing is done, aging and growing health costs are almost certain to cause total 

spending to grow faster than the economy and tax revenues. As a result, deficit and debt will grow and interest 

will become a major part of the overall budget problem.  

The casualness with which the Congress enacted large deficit increases in the face of a worsening budget 

outlook suggests there is very little interest in pursuing a disciplined, responsible fiscal policy. Unless policies 

are changed a fiscal crisis is inevitable. The debt-GDP ratio cannot rise indefinitely.  

Crises are extremely painful and tend to shatter the dreams of those at both ends of the ideological 

spectrum. A crisis is likely to force conservatives to accept large and arbitrary tax increases while liberals will 

have to tolerate draconian cuts in social programs that they hold dear. 

There are many who think it foolish to worry about a fiscal crisis. If one comes, they think that it will not be 

for many decades and before it happens lawmakers will surely put fiscal policy on a sustainable course. It may 

be true that it is improbable that the United States will experience a fiscal crisis any time soon, but the 

probability is not zero. Not worrying about it is like ignoring the symptoms of a disease that has a low, but 

positive probability of causing severe suffering. 

Reinhardt and Rogoff (2011) have pointed out that sovereign debt crises are much more common 

historically than generally believed. That makes it worthwhile to speculate on how a U. S. crisis might evolve. 

Burman et al (2010). are among the few that have discussed the domestic and international macro 

developments that may follow from a crisis. This paper will elaborate on their discussion of macro developments 
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and also look at possible micro changes in spending and tax policies. But before doing that it is useful to 

explore the following questions: 

 How is a fiscal crisis defined? 

 When might one occur in the United States? 

 What would be the immediate response? 

DEFINITION 

  A fiscal crisis occurs when financial markets first recognize that a country may no longer be able repay 

its debts. At that point financial markets become extremely unstable and interest rates rise quickly by 

substantial amounts. If that happens in the United States, the turmoil is likely to spread around the world 

because of the relative importance of American financial markets. 

 The definition of a crisis used in this paper includes instances in which no default occurs, but in which 

countries experience sudden major increases in interest rates and/or plunging exchange rates because financial 

markets expect a default to be imminent. The resulting financial instability may induce a country to undertake 

dramatic budget reforms quickly to stave off actual default. Since World War II, actual defaults have been 

frequent in emerging markets, but developed countries on the verge of default have typically been able to 

enact reforms that enabled them to step back from the brink. Sweden in the early 1990s, Canada in the mid-

1990s, and Ireland early this century are examples where defaults were prevented just in time. 

 A fiscal crisis does not have to be combined with an actual default to be extremely painful. Severe cuts 

in programs and tax increases are likely to be necessary whenever a country has been fiscally irresponsible.  

 Reinhardt and Rogoff note that the decision to default is a political decision. It generally occurs at debt-

GDP ratios considerably lower than now experienced in the United States. Politicians recognize that the shock 

resulting from an actual default grows with the size of the debt. Moreover, every day’s delay means that 

corrective actions become ever more painful. 

Auerbach, Gale, and Krupkin (2018) have made an estimate of something called the fiscal gap for the 

United States. It is the size of the tax increase or noninterest spending cut relative to GDP necessary to ensure 

that the debt-GDP ratio at some future date hits some prudent target. In one scenario, they estimated the 

immediate change in spending or tax burdens necessary to achieve a debt-GDP ratio in 2048 equal to today’s. 

The estimated fiscal gap is 4 percent of GDP. That is equivalent to a 21 percent cut in noninterest spending or a 
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24 percent increase in tax burdens. If the adjustment is put off to 2021 the fiscal gap rises to almost 4-1/2 

percent and if the adjustment is delayed to 2025 the gap becomes 5.2 percent. 

TIMING 

Fiscal crises are impossible to forecast. It was just noted that they often occur at debt-GDP ratios considerably 

lower than we have today, but that is not inevitable. In fact, they have occurred with a wide range of debt-GDP 

ratios and at various levels of deficits and rates of economic growth. Oddly enough, financial markets often stay 

calm even as fiscal policy is becoming more and more irresponsible. Then one day all hell breaks loose and 

interest rates soar. Niall Ferguson (2013) has quipped that the collapse of bond markets can be set off by a bit 

of bad budget news on an otherwise dull news day. Suddenly many people decide all at once that there is 

doubt that a country can repay its debt. The rise in interest rates can be several hundred basis points in a very 

few days or weeks as financial markets panic. 

It is quite reasonable to believe that the United States might not face a fiscal crisis for at least 40 years, but 

that it could also happen in 40 weeks. It is sometimes the case that it is not widely recognized that a country is 

in a precarious fiscal position until some other crisis, like a financial market’s collapse or a housing bust, exposes 

a country’s fiscal weakness for all to see. That happened as the result of a banking crisis in Sweden in the 1990s 

and a housing crisis in Ireland after the turn of the century. 

The American financial crisis of 2007 to 2009 certainly exposed our fiscal weakness as the federal deficit 

went from $161 billion or 1.1 percent of GDP in 2007 to $1,413 or 9.8 percent of GDP in 2009. But this did not 

inspire any effort to fix up fiscal policy, probably because interest rates fell dramatically.  As a result, the interest 

bill on the debt fell in absolute terms from $237 billion in 2007 to $187 in 2009 while budget deficits and public 

debt were soaring. It looked as though deficits were free. 

RESPONSE 

There are several approaches to default and the choice among them is clearly political. A country can simply 

refuse to repay debt that is maturing. Since that is likely to end a country’s ability to borrow on domestic and 

international markets, it inevitably forces fiscal reforms that eliminate the deficit.  

A less dramatic default occurs when countries bargain with creditors to restructure their debt by lowering 

the interest rate or lengthening the debt’s maturity. That gives the country more time to reform fiscal policy. 

Creditors are unlikely to agree to restructuring without demanding fiscal reforms. However, the debtor country 

can probably negotiate a more gradual implementation of reforms than in the case of an outright default. 
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A very mild form of default occurs when a government forces financial institutions in a country to buy debt, 

often at artificially low interest rates.  

The most painful response occurs when a country relies on inflation to erode the real value of their debt and 

to fix their budgets. This often occurs when a country has developed a reputation for being irresponsible and 

has long lost the ability to borrow at reasonable interest rates. They then may resort to printing money to 

finance their budget deficit. A country can, of course, only inflate away debt denominated in domestic currency. 

Inflation will cause its currency to devalue and will so increase the domestic currency value of any debt 

denominated in foreign currencies. 

 Reinhardt and Rogoff say that any inflation rate higher than 20 percent per year indicates an effort to 

inflate a country’s way out of a problem. However, an inflation rate as low as 20 percent may not work. Investors 

may believe that a rate this high portends even higher future rates and they then become reluctant to buy long-

term bonds denominated in domestic currencies. A country will then have to rely on short-term financing to 

finance its deficits. Price indexing the long-term debt does not provide an answer, because lags in the indexing 

process are inevitable and they create much uncertainty. 

Once public debt is dominated by short-run securities, interest rate increases that accompany inflation rate 

increases will rapidly increase a country’s interest bill. That makes it very difficult to inflate away debt. In order 

to reduce the real value of the debt, a country will have to surprise markets with ever higher rates of inflation. 

An inflation rate of thousands of percent per year will probably follow. 

Hyper-inflation this high allows a country to capture a significant supply of economic resources. The printing 

of money is enormously profitable. The value of a piece of currency depends on the number printed on its face 

even though it costs only a few cents to produce. The resulting profit is known as seignorage. Moreover, 

inflation acts as a tax on any asset whose value is denominated in currency and that tax releases economic 

resources that can be used by government.  

Inflation also has a direct effect on a country’s budget. It erodes the real value of benefits like pensions even 

if they are indexed to inflation. No indexing process can keep up with an inflation of many thousands of percent 

per year. The real value of civil servant salaries is also likely to shrink. A legislature is likely to respond by 

providing frequent increases in money compensation, but it is very difficult to keep up with rapidly rising prices.  

I happened to be in Bulgaria when a hyperinflation suddenly gripped the country. A Bulgarian colleague’s 

wife had an excellent government job. She was head of national parks in the country. She showed me her 

monthly pay stub. Her monthly salary was worth less than $2 in American money. Former communist countries 

did not tend to use indexing for government benefits and consequently the value of things like Social Security 

pensions sank to similar levels. Although the money value of salaries and pensions will be raised once the 
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inflation subsides they may not be restored fully to the real level that existed before the hyperinflation. Thus, 

after suffering much pain, a country may emerge with an improved fiscal outlook. 

 Luckily, hyperinflations do not typically last very long. In hyperinflations people stop using money as quickly 

as possible and resort to barter. The government can then no longer use the printing press to capture 

resources. 

In thinking about whether hyperinflation would be used as a response to a fiscal crisis in the United States I 

take some comfort from the fact that no economically developed democracy has resorted to it since World War 

II. That is partly because many of the developed countries facing severe fiscal problems have been part of the 

Euro area and they cannot engineer an inflation by themselves. But other countries outside the Euro, such as 

Sweden and Canada, have also undertaken severe fiscal reforms without resorting to the creation of money. 

Only former Communist countries and emerging markets have used hyperinflation during budget crises. 

I shall pretend that it is highly improbable that the United States will resort to hyperinflation and hope that 

it is not wishful thinking. I shall go on to discuss micro spending and tax policies that might be used to 

consolidate budgets and to return to a sustainable fiscal future. 

I shall use the fiscal consolidations of Ireland and Greece as examples. I chose these two countries because 

of a preconceived notion that they are very different and may have chosen very different approaches to fixing 

their fiscal situations.  Further research showed that although many aspects of their response to their fiscal crises 

were quite different, there were also some similarities and that may be an indication that there are limitations 

on the choices available during a crisis and that the United States might have to resort to some of the same 

cures. 

Superficially, it appears that Ireland was more skillful in implementing reforms in that they have returned to 

healthy economic growth whereas Greece has not yet come close to regaining standards of living existing 

before the crisis.  

Both Ireland and Greece undertook painful fiscal measures, but budget consolidation in Greece was a 

particularly long drawn out affair. The last scheduled wave of austerity will not end until August of 2018. Indeed, 

Zettelmeyer et al. (2018) predict that Greece will require another restructuring of their debt as they replace 

their borrowing from official lenders at artificially low interest rates with private loans bearing higher market 

interest rates. 

Nevertheless, it must be recognized that Greece has made enormous progress in fixing their budget. They 

have achieved a primary surplus and their economy is growing again, albeit at a slow rate. There was much 

turmoil along the way and some false starts. They caused the problem in the first place with reckless policies 
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and they lied about their budget figures. I have often heard it said the United States is no Greece. It is assumed 

that our policy makers are more responsible. I wish that we had more evidence of that. 

Of course, neither Ireland nor Greece is very significant in the world economy. Consequently, their crises 

and subsequent budget reforms had only minor international impacts, as when Greece threatened to withdraw 

from the Euro in 2015. The fact that their budget problems did not cause severe international turmoil makes 

them very different from the United States. 

Ireland 

Ireland enjoyed an economic boom from 2002 to 2007, mainly propelled by very low tax rates on companies. 

The boom led to huge gains in the price of housing and encouraged the country to believe that it could afford a 

large increase in government spending.  

The boom in housing prices was a classic bubble and it collapsed in 2008. That led to an economy-wide 

crisis that exposed Ireland’s perilous fiscal situation. By the second quarter of 2009, GDP fell over 13 percent 

from its previous peak. Irish 10-year government bonds that had traded at the same rate as German bonds in 

January 2007 saw their rates rise to 25 basis points above comparable German securities by mid-2008 and to 

almost 250 basis points higher by January 2009. 

 Ireland acted quickly to improve the budget outlook. Efficiency measures were introduced in the 

budget of 2008, but more important budget consolidations began in 2009. At first the focus was on the revenue 

side of the budget as a variety of tax increases were approved (Government of Ireland 2009). But in 2010 the 

focus shifted to the spending side and over the whole period of consolidation from 2008 to 2014, two thirds of 

the consolidation was in the form of reduced spending and one-third in the form of tax increases. On the 

spending side capital spending was hit disproportionately (Robert Scott and Jacopo Bedogni 2017).  

The emphasis on cutting spending was partly the result of negotiations with the European Union and the 

IMF. Both provided budgetary assistance. 

The budget consolidation was heavily front loaded. Of the €19.8 billion deficit cut between 2008 and 2014, 

70 percent occurred before 2012. It was probably wise politically to get the pain over with as quickly as 

possible. 

Irish GDP suffered large declines in 2008 and 2009 largely because of the housing and banking crisis and 

then was essentially stagnant from 2010 through 2013. Alesina et al. (2017) have argued that the depressing 

impact of a fiscal consolidation is likely to be smaller than implied by traditional Keynesian economics, especially 

if most of the consolidation takes place on the expenditure side of the budget. However, the largest 
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consolidation occurred in the period 2009- 2011 and it is hard to believe that that did not have something to do 

with the economic decline in the period, 2009-2013. 

Because fiscal consolidation largely occurred while the economy was declining, it was difficult to counter the 

increase in the deficit caused by automatic increases in welfare spending and unemployment insurance. At the 

same time revenues were declining rapidly. Although policy makers engineered almost €20B of expenditure 

cuts during the consolidation, actual spending fell by only €9B. 

Program cuts were particularly hard on civil servants. Planned pay increases were withheld; they had to pay 

more toward their pensions; and voluntary retirements were encouraged. During the boom years, 2001-2007, 

civil servant employment had grown at 3 percent per year. By 2014, it had fallen by 10 percent. Various 

payments for children were curtailed and student-teacher ratios rose. Other welfare payments were curbed and 

unemployment benefits per recipient were cut. However, total spending on the latter rose considerably because 

of rising unemployment.  

Although there was an attempt to limit the pain imposed on lower income groups, that proved difficult. 

Total benefit cuts and tax increases were closer to being proportional across all income groups. 

Tax increases initially focused on the income tax, VAT, and certain excises. Later property taxes were 

increased and a new carbon tax was imposed. 

Despite the pain imposed, it has to be said that the Irish consolidation was highly successful. An economic 

recovery started in 2013; the growth rate accelerated to 8.5 percent in 2014; and by 2015 reached the 

astonishing rate of 26.3 per cent as the result of an extraordinary investment boom. By 2016 the growth rate 

settled into a more manageable rate of 5.2 percent. The primary structural budget balance improved from a 

deficit of 9.5 percent of GDP in 2009 to a surplus of 0.4 percent in 2014. The debt-GDP ratio fell from 120 

percent in 2012 to 75.4 percent in 2016. 

Obviously, the Irish created their budget problems in the first place by being extremely careless with public 

spending during the economic boom of the early 21st century. But once they recognized their fiscal problems, 

they reacted skillfully. They took much of the pain early while they were getting their fiscal house in order. They 

concentrated their deficit reduction efforts on the spending side of the budget where they were likely to be 

longer lasting. They tried to protect lower income groups and although this effort was not completely 

successful, at least the poor were not hurt disproportionately. If the United States gets into fiscal trouble, the 

Irish provide a good example of how to get out of it. 
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Greece 

The Greek fiscal crisis was very different from that experienced by Ireland. The Greeks went through 14 

different austerity packages in 6 years. Some caused rioting in the street. Negotiations with the institutions 

providing financial assistance were often acrimonious and always painful. One government fell and its 

replacement, led by the radical Syriza party, promised to end austerity. This was impossible unless the Greeks 

wanted to leave the Euro zone.  

The Greeks defaulted by negotiating a restructuring of their debt. Its maturity was lengthened and interest 

rates lowered. Sometimes they did not deliver the reforms promised by their austerity packages. For example, 

they were very slow to deliver promised privatizations of state owned firms. 

 In both Ireland and Greece there was some tendency to reform particular types of spending and taxes 

in small steps. This prolonged the pain and must have created much uncertainty. An extreme example of this 

tendency occurred in the Greek approach to pensions. All but two of the 14 austerity packages cut back on 

their generosity (International Monetary Fund 2011; Becatoros 2012; European Trade Union Institute 2017). The 

retirement age was increased in steps from 60 for women and 65 for men to 67 for everybody (The Economist 

2015). Along the way the retirement age was indexed to life expectancy. Pension payments were also reduced 

in steps. The largest cuts were applied to those with the highest pensions. 

 Tax increases also occurred in small steps. The three rates of the VAT were increased from 4.5, 9, and 

21 percent to 5, 10, and 23 percent in March of 2010 (European Commission 2010). In May of 2010 they were 

increased further to 5.5, 11, and 23 percent (Thomas and Kitsantonis 2010). In October 2011 they were pushed 

up to 6.5, 13, and 23 percent (BBC News 2011). In July of 2015 numerous products were moved to the highest 

rate of 23 percent and discounts aimed at tourists were eliminated (BBC News 2015). In May 2016 the highest 

rate was raised from 23 to 24 percent (Smith 2016). The income tax free threshold and tax rates were raised in 

the 4th austerity package (2011) and again in the 5th (2012). Farmers were hit with increased income taxes in 

2015 (Kathimerini 2015). Property taxes were also increased in 2011. Excise tax rates and coverage were also 

increased in steps in 2010, 2015, and 2016. 

As in Ireland, civil service employment, wages and bonuses were cut significantly (Nikas 2012). As part of 

labor force reform the minimum wage was cut from 750 euros per month to 585 (ABC News, 2012). 

Clearly the pain was unrelenting as the Greeks reformed their budget and the economy as a whole. The 

euro amounts of cuts and tax increases were front loaded because Greece’s creditors insisted that they should 

be. But the many tax increases and expenditure cuts exerted a powerful depressing effect on the economy and 

that made progress against the deficit extremely difficult. 
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In the period 2010-2013 poverty soared and the inequality of incomes increased as the budget reforms 

reduced economic activity. But by 2014 the economy stabilized. It took time, however, for the government’s 

financial situation to improve as measured by the debt-GDP ratio. The ratio was 110 percent in 2011 and rose to 

190 percent by 2016. It declined slightly in 2017 (Maltezou and Papadimas 2017). 

Today Greece has finally started to grow and its budget has a primary surplus. Although the surplus is 

somewhat exaggerated temporarily by privatizations, it appears that Greece is well on the way to an economic 

and fiscal recovery. However, it suffered enormous pain along the way. No country, including the United States, 

should want to go through a similar fiscal crisis. 

The United States 

It is a paradox that while countries with extremely generous welfare systems, pensions and a bloated civil 

service may be more likely to suffer a fiscal crisis, when one comes, it is less painful to cut back spending if 

programs were extremely generous in the first place. That was true to some extent in Greece, but as we just 

saw, the long drawn out adjustment with its many steps nevertheless created much suffering. 

 It will not be easy to identify programs that can be easily cut in the United States. The U. S. budget 

problem is caused by a very few rapidly growing programs that are propelled by the aging of the population. 

They are Social Security, Medicare, and Medicaid. The first two are extremely popular politically and together 

with Medicaid, they make up almost one-half of total spending. The U.S. budget problem cannot be cured 

without slowing them down and that is very likely to happen in a crisis. We saw that in both Ireland and Greece, 

pensions were hit very hard.  

Major Social Security reforms occurred in both Canada and Sweden shortly after their fiscal consolidations. 

Both countries like to think of their pension reforms as being separate from their budget reforms, but it is 

difficult to avoid thinking of them as being linked.  

The U.S. is unusual in that defense spending constitutes a significant share of its budget at 15 percent. That 

amounts to 3.1 % of GDP as opposed to a NATO target of 2% for its members. If a fiscal crisis comes, it is 

difficult to predict what may happen to the U. S. defense budget. It will very probably be cut, but the size of the 

cuts are likely to depend  on international risks at the time.  

One can, of course, find waste in defense and nondefense discretionary spending and in entitlements 

dominated by the non-aged population, but such programs have been squeezed for decades by the inexorable 

growth of Social Security and health programs. Nevertheless, I would expect discretionary programs to bear 

some of the pain.  
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In Ireland and Greece, the civil service made a disproportionate sacrifice. Their employment, their pay, and 

their pensions suffered. I would expect similar reforms in the United States, because civil servants are a 

convenient target politically. However, the civil service reforms will probably not be as dramatic as in Ireland 

and Greece. 

It will be impossible to dig ourselves out of our fiscal hole without some tax increases. Solving the entire 

budget problem on the spending side would require politically implausible restraints on the growth of benefits 

for the elderly. On the other side, solving the entire budget problem with tax increases is equally implausible. It 

would take frequent, substantial tax increases to keep up with the financial demands of the elderly programs. 

In 2018, 49 percent of total revenues are expected to come from the individual income tax and 34 percent 

from the payroll tax. The left often proposes increasing tax burdens on upper income groups by raising 

marginal rates toward the top of the personal income tax rate schedule and by raising the payroll tax base, now 

at $128,400. But there is a real question as to how much revenue this could raise without significantly increasing 

tax avoidance, evasion and reducing incentives to work and to save. 

It is my judgement that if we face a fiscal crisis we shall have to resort to a new broad-based tax such as a 

VAT or a carbon tax. In Ireland and in Greece the budget crisis was partially solved with the help of numerous 

increases in VAT tax rates and in Ireland with a new carbon tax. 

All this assumes that the United States does not resort to hyperinflation to solve its budget problems. That 

option was not available to Ireland and Greece because they very much wanted to keep using the Euro. 

It would, of course, be wonderful to cure our fiscal problems without waiting for a crisis. However, the fiscal 

outlook has already deteriorated to the point that there will be considerable pain even if we begin reforms 

immediately. But if we can act before a crisis, reforms can be more thoughtful and imposed more gradually. 

More important, if we act before a crisis, it is very much less likely that our budget problems will cause an 

international financial crisis.  
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The United States is firmly on a path toward a fiscal crisis, although we have no idea when it might emerge. It 

may be that we can proceed along our current path for a very long time and that future lawmakers will have 

plenty of opportunities to reform the budget outlook. But because it is so difficult to forecast fiscal crises, we do 

not know how much time we have before reform becomes a necessity. The purpose of this paper is to describe 

the nature of the pain that will have to be endured if we guess wrong about how much more irresponsible 

behavior will be permitted by financial markets. 

Budget crises are not pretty. I tried to illustrate that by describing the pain imposed on Ireland and Greece 

once they were forced to reform. Similar stories could have been told about numerous countries facing crises.  

The pain intensifies every day that a country puts off reform. This is true even if a country acts in advance of 

the economic turmoil that eventually forces reform.  But it is certainly preferable to act in advance instead of 

being forced into it by financial markets. 
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I. INTRODUCTION

A. The Roots ofMichigan's Local Government Fiscal Crisis

1. Detroit and Flint's Woes are Symptoms of a More Systematic
Problem that Threatens Many Communities in Michigan

In recent years, Michigan has become an epicenter of national
concern about the fiscal and economic viability of aging urban
communities.' Culminating decades of social, economic and fiscal strife,
Detroit in 2013 became the largest city in American history to file for
bankruptcy.2 In 2015, news about lead-tainted drinking water in Flint
drew international attention to the decay of one of Michigan's major
urban communities and its shocking effect on the lives of local
residents.3 The Detroit Public Schools, the state's largest school district,
has been under intermittent state control since 19994 and in June 2016,
the district required a $617 million infusion of state funds in order to
avoid bankruptcy.5

Public outrage and media scrutiny have focused on the immediate
causes of these crises and the inability of leaders at all levels of
government to formulate an effective response.6 What remains largely
unexplored, however, are the root causes of the fiscal distress which
drove the local governance crises that swept through Detroit and Flint
and present similar risks to numerous other communities across

1. See PEW CHARITABLE TRUSTS, AFTER MUNICIPAL BANKRUPTCY: LESSONS FROM
DETROIT AND OTHER LOCAL GOVERNMENTS 1-14 (Aug. 2015).

2. Monica Davey & Mary Williams Walsh, Billions in Debt, Detroit Tumbles Into
Insolvency, N.Y. TIMES, July 18, 2013, at Al.

3. Julie Bosman, Why It Won't Be Easy or Cheap to Fix Flint's Water Crisis, N.Y.
TIMES, Feb. 11, 2016, at A13; Oliver Laughland & Ryan Felton, "It's all just poison
now": Flint reels as families struggle through water crisis, THE GUARDIAN (Jan. 24,
2016), http://www.theguardian.com/us-news/2016/jan/24/flint-michigan-water-crisis-
lead-poisoning-families-children.

4. Curt Guyette, After six years and four state-appointed managers, Detroit Public
Schools' debt has grown even deeper, DETROIT METRO TIMES (Feb. 25, 2015),
http://www.metrotimes.com/detroit/after-six-years-and-four-state-appointed-managers-
detroit-public-schools-debt-is-deeper-than-ever/Content?oid=2302010.

5. Alan Pyke, Detroit Public Schools Face Bankruptcy: "We're Running out of
Money in April", THINKPRoGRESS (Jan. 6, 2016),
http://thinkprogress.org/economy/20 16/01/06/3 736565/detroit-public-schools-fiscal-
crisis/. Jonanthan Oosting & Shawn D. Lewis, Snyder Signs $617M DPS Bailout,
DETROIT NEWS (June 21, 2016),
http://www.detroitnews.com/story/news/politics/2016/06/21/snyder-detroit-public-
schools-rescue-package/86194084/.

6. See supra notes 1-5.
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Michigan.7 Analysts thus far have framed the "lessons of the Detroit
bankruptcy" in terms of how states can head off future municipal
bankruptcies through better monitoring of local finances and early
intervention.8 Rarely have commentators focused on whether state
policies played a role in creating the fiscal conditions which led to the
crises in Detroit and Flint. 9

Instead, analysts tend to view the fiscal crises in Detroit, Flint, and
other insolvent communities across the nation as by-products of local
mismanagement, imprudent investment decisions, historic economic
trends, or a combination thereof.10 While a host of factors unquestionably
contributed to that distress, the evidence also suggests that Michigan's
constitutional tax and revenue limitations, established under the 1978
Headlee Amendment ("Headlee") and Proposal A of 1994 ("Prop A"),
have played a significant role in undermining the financial viability of
older cities, both urban and suburban."

2. Thesis: Un-Level Playing Field Created by Headlee and
Proposal A Threatens Our Communities

Operating together, Headlee and Prop A profoundly restrict the
ability of certain local governments to raise revenue to deal with rising
costs and the needs of their populations, and all but shut down the
capacity of older cities to invest in their futures.12 To address the looming
insolvency of numerous local governments, relatively modest

7. John Bebow, Years of missed warnings before Flint River switch, BRIDGE (Feb.
17, 2016), http://bridgemi.com/2016/02/years-of-missed-warnings-before-flint-river-
switch/ (quoting officials who stated that cost concerns, driven by Flint's financial crisis,
may have overshadowed worries about the safety of using water draw from the Flint
River).

8. See PEW CHARITABLE TRUSTS, supra note 1, at 2-10.
9. Searches of articles linking Detroit's bankruptcy to state municipal finance

policies yielded very few articles on point, except see Patrick F. McGow, Municipal
Finance After the Detroit Bankruptcy, MICH. BAR J., at 30, 31 (Sept. 2015).

10. See Scott Beyer, Will Detroit's Dubious Bankruptcy Affect the Future of
Municipal Finance?, AMERICAN INTEREST (Jan. 9, 2015), http://www.the-american-
interest.com/201 5/01/09/will-detroits-dubious-bankruptcy-affect-the-future-of-municipal-
finance/; Thomas J. Fitzpatrick, IV, Hot Topic: What's at Stake in the Detroit
Bankruptcy, FOREFRONT 16, 17 (Nov. 7, 2013); Frank Shafroth, Schooling in Municipal
Bankruptcy, GMU MUN. SUSTAINABILITY PROJECT (Aug. 27, 2015),
https://fiscalbankruptcy.wordpress.com/2015/08/27/schooling-in-municipal-bankruptcy/;
Wayne H. Winegarden, Going Broke One City at a Time: Municipal Bankruptcies in

America, PAC. RES. INST. 3, 4 (Jan. 2014).
11. Frank W. Audia & Denise A. Buckley, System Failure: Michigan's Broken

Municipal Finance Model, PLANTE MORAN, PLLC, 6-8 (2004).
12. Id.
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constitutional or legislative changes could put local governments on a
more stable financial footing, while leaving intact constitutional
safeguards that protect taxpayers from sharp rises in property taxes and
limit the growth in the size of state government.

B. Overview

This paper defines the Headlee Amendment and Proposal A and
places them in the context of similar tax and expenditure limitations
("TELs") enacted across the United States beginning in the first half of
the nineteenth century.13 TELs typically emerge in the aftermath of
economic crises as the public seeks to restrict the ability of state
legislatures to raise taxes, spend public funds, or incur debt.14 Once the
crisis recedes, however, courts, legislatures, and other government actors
find ways to circumvent these limitations.1

The discussion then turns to how Michigan's courts and state
legislature have interpreted Headlee and Proposal A and to evidence of
the impact of these policies on older, fully-developed cities in
comparison to their newer, less urbanized counterparts. Finally, this
paper explores opportunities for constitutional and legislative reform that
can ease revenue-growth restrictions on cities without undermining
taxpayer protections that are essential to the purpose of Headlee and
Proposal A.

These reforms draw on the ideas of local government finance experts
in Michigan, practitioners in the field, and the example of reforms
enacted in Colorado, home of the country's most restrictive
constitutional TEL regime.16 Colorado voters in 2005 temporarily
suspended and permanently relaxed portions of the Taxpayer Bill of
Rights (TABOR) when it became clear that these provisions were
preventing the state from carrying out critical functions of government.1
In light of the financial crises in Detroit, Flint, and a growing number of
older cities, is it time for Michigan to follow Colorado's lead and amend
its TEL regime and make other policy adjustments that enable local units
of government to capture a greater share of the taxable value of the
communities whose public goods they are charged with protecting? The
data and analysis presented in this paper suggest the answer is yes.

13. Susan P. Fino, A Cure Worse than the Disease? Taxation and Finance Provisions
in State Constitutions, 34 RUTGERS L.J. 959, 959-73 (2003).

14. Id. at 959.
15. Id. at 959-60.
16. Therese J. McGuire & Kim S. Reuben, The Colorado Revenue Limit: The

Economic Effects of TABOR, ECON. POL. INST. at 2 (Mar. 2006).
17. Id. at 4.
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II. BACKGROUND

A. What are the Headlee Amendment and Proposal A?

1. Headlee Amendment

Approved by voters on November 7, 1978, the Headlee Amendment
added ten new sections to Article IX of the Michigan Constitution. 18 The
purpose of the Headlee Amendment, as summarized in Section 25, was
generally to limit the size of state government and its capacity to raise
taxes on the people of Michigan.'9 Among numerous provisions, the
Amendment imposes a series of limitations on the level of taxation
imposed by state and local governments, as well as restrictions on state
spending, based on the level of such taxation and spending in the
Amendment's baseline year of 1978.20

Proponents of the Headlee Amendment perceived that taxation and
spending had reached unacceptable levelS21 and included in the
Amendment provisions which sought to control both the size and growth
of state and local revenues and the ability of the state government to
spend or borrow above prescribed limits. 2 2 Section 26 includes language
that limits the state's collection of revenue to the proportion of total
personal income that the state government took in during the 1978-79
fiscal year.23 In years when state revenues exceed this limit by 1% or
more, Section 26 requires that the state refund those dollars to Michigan
taxpayers on a pro rata basis.24

Section 31 bars local governments from levying any new tax not
previously authorized, or from increasing existing tax rates above
authorized levels without a vote of the people.25 In years when a
community's total property tax assessment grows by more than the rate
of inflation, Headlee requires an offsetting reduction in the local
government's maximum authorized tax rate, so the revenues actually

18. MICH. CONST. art. IX, §§ 25-34 (1978).
19. Id. at § 25.
20. Id.
21. Ted Roelofs, Michigan Tax Facts, Part 8: What would Richard Headlee think

today?, BRIDGE (Oct. 2, 2014), http://bridgemi.com/2014/10/michigan-tax-fact-part-8-
what-would-richard-headlee-think-today/.

22. MICH. CONST. art. IX, § 25.
23. Id. at § 26.
24. Id.
25. Id. at § 31.
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26collected grow by no more than inflation. Revenue growth caused by
higher property assessments related to new construction or property
improvements does not count toward the Headlee limit. 2 7

These tax-rate reductions, which came to be known as "Headlee
rollbacks" occurred frequently after 1978, especially during periods
when real estate values increased much faster than general inflation in
the economy.28 A difficulty arose when the Headlee requirements failed
to protect property taxpayers from local tax assessment increases
following an increase in real estate values.29 Rollbacks typically
generated relatively small tax refunds and were paid to property owners
regardless of whether they experienced an increase in their assessment.30

2. Proposal A

The Michigan Legislature placed Proposal A on the ballot in an
attempt to address, at one time, inequities in public school funding and
concerns about rising property tax rates that were among the highest in
the nation.3 Broadly speaking, Proposal A exchanged a cut in property
taxes for an increase in the state sales tax from 4% to 6%, an increase in
the excise tax on cigarettes and a new real estate transfer tax.32 These
new revenues were used to offset the loss of funding to public schools
caused by the reduction in property taxes. In addition to expanding the
state's role in funding K-12 public education, Proposal A limited how
much property taxes on an individual parcel could rise in a given year to
the lesser of 5% or the rate of inflation.3 4

The Headlee Amendment controlled growth in size of government
and impeded tax rate increases, but it failed to protect individuals from

26. Id.
27. Id.
28. SOUTHEAST MICH. COUNCIL Gov'Ts, Running on Empty: SEMCOG's Local

Government Revenue Task Force Report, 6 (2014).
29. Id. at 6.
30. Id.
3 1. Chastity Pratt Dawsey, A briefhistory ofProposal A; or how we got here, BRIDGE

(Apr. 29, 2014), http://bridgemi.com/2014/04/a-brief-history-of-proposal-a-or-how-we-
got-here/.

32. Proposal A retained the elimination of real and personal property taxes that
dedicated public school operations achieved by the Stabenow Amendment, enacted as
PUBLIC ACT 145 of 1993. See Paul N. Courant & Susanna Loeb, Centralization of School
Finance in Michigan, 16 J. POL'Y ANALYSIS & MGMT. No. 1, 114-118 (1997); Kathryn
Summers, The Basics of School Funding, SENATE FISCAL AGENCY 6-9 (July 2015)
(summarizing policy changes that shifted the burden of funding public school operations
from a primarily local responsibility to an 80% state-funded activity).

33. Summers, supra note 32.
34. Id. at 8.
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dramatic property tax spikes based on rising property values.35 Anti-tax

crusaders came to see this feature as a major shortcoming of the Headlee

Amendment and continued to agitate for constitutional changes that

would control the growth in property taxes.36 In 1993, during a debate on

a proposal to cut property taxes, then-State Senator Debbie Stabenow

proposed an amendment to eliminate all property taxes that supported K-

12 public education.37 Unexpectedly, the amendment passed and quickly

became law, setting in motion the development of Proposal A as a means

of providing an alternative funding source for public education.
The final version of Proposal A, which was approved by the voters

on March 15, 1994, not only lowered property taxes but also restricted

the growth of property-tax assessments, thus providing relief from year-

over-year tax increases about which anti-tax activists and many property

owners had complained for decades.39 Proposal A accomplished this by

limiting the growth of the "taxable value of each parcel of property

adjusted for additions and losses" to the lesser of 5% or inflation.40 This

meant that an individual property's "taxable value" could not increase by
more than the rate of general inflation in the economy, except upon a

transfer of the property when it would be assessed at 50% of the

property's "true cash value," or roughly one-half of its purchase price.41

B. Where did the Headlee Amendment and Proposal A Come

From?

1. Brief Overview of Tax and Expenditure Limitation (TEL)

Constitutional Amendments

The Headlee Amendment and Proposal A fall within a well-

established tradition in the U.S. in which the public seeks to address a

crisis that it perceives to have been created by the excesses of state
42 poiia

legislatures. As political scientist Susan Fino has illustrated, periodic

economic and financial crises dating back as far as the Panic of 1837

35. SOUTHEAST MICH. COuNciL Gov'Ts, supra note 28.
36. Julie Berry Cullen & Susanna Loeb, School finance reform in Michigan:

evaluating Proposal A, in HELPING CHILDREN LEFT BEHIND: STATE AID AND THE PURSUIT

OF EDUCATIONAL EQUITY 215-50 (MASS INST. TECH. 2004).
37. Id. at 222.
3 8. Id.
39. MICH. CONST. art. IX, § 3.
40. Id.
41. Id. See MICH. CoMP. LAWS ANN. § 211.27a (West 1994) (applicable implementing

legislation).
42. Fino, supra note 13.
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have triggered voter-approved constitutional amendments aimed at
preventing state legislatures from raising taxes, issuing debt, or spending
state revenue on certain projects.4

Triggered by a series of banking policy maneuvers by President
Andrew Jackson and subsequent responses by private British and
American banks,4 the Panic of 1837 involved a banking crisis and deep
recession that jeopardized the financial stability of numerous American
states. States defaulted on debts they had incurred to finance
infrastructure, known at the time as "internal improvements."45 The
public responded with a variety of voter-initiated constitutional
amendments barring states from issuing debt or otherwise limiting state
legislatures' ability to support public or private investments in

46infrastructure.

2. Michigan's Experience with TELs

Michigan, which entered the union in 1837, also fell victim to the
Panic of 1837 and defaulted on its debts in 1842.47 Voters responded by
approving constitutional amendments in 1843 and a new constitution in
1850 that contained limitations on the state's powers to issue debt and
barred the state from investing in internal improvements.4 8 In the years
that followed, a pattern developed across the U.S. in which economic or
financial crises spurred voters to approve constitutional tax and
expenditure limitations (referred to in the literature as "TELs"). 49 The
crises would subside and eventually state legislatures, the courts, or the
voters, would variously circumvent, relax or repeal the TELs.so

43. Id.
44. See Richard Hildreth, BANKS, BANKING, AND PAPER CURRENCIES 91 (1840); Bray

Hammond, BANKS AND POLITICS IN AMERICA: FROM THE REVOLUTION TO THE CIVIL WAR
451-499 (1957); Peter Temin, THE JACKSONIAN EcoNOMY (1969).

45. Fino, supra note 13, at 967-68.
46. Id. at 969. For a detailed discussion of state responses, quoted in Fino, see Carter

Goodrich, The Revulsion Against Internal Improvements, 10 J. ECON. HiST. 145 (1950).
47. Fino, supra note 13, at 974.
48. Id. at 976.
49. See Richard Briffault, Foreward: The Disfavored Constitution: State Fiscal

Limits and State Constitutional Law, 34 RUTGERS L.J. 907 (2003); Cynthia B. Faulhaber,
"No New Taxes: " Article 9, Section 31 of the Michigan Constitution Twenty Years After

Adoption, 46 WAYNE L. REV. 211 (2000); David S. Gamage & Darren Shanske, The
Trouble with Tax Increase Limitations, 6 ALB. GOv'T L. REV. 50 (2013).

50. See Stewart E. Sterk & Elizabeth S. Goldman, Controlling Legislative
Shortsightedness: The Effectiveness of Constitutional Debt Limitations, 1991 WIs. L.
REv. 1301 (1991) (quoted in Fino, supra note 13 at 959).
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Michigan's experience follows this pattern, although Headlee and
Proposal A remain intact and continue to exert significant influence on
fiscal and economic policy in the state." Nonetheless, it is important to
recognize that constitutionally-imposed limitations on the legislative
power to tax, spend or incur debt operate amid the electorate's
contradictory impulses to control taxes and government spending while
insisting on ever higher levels of public services.52 Opinion survey data,
for example, reveals that Republican voters' continued interest in
shrinking government and cutting taxes comes with a disorienting
preference for increased spending on Social Security, Medicare,
education, and infrastructure.5 3 As the recent debate on how to finance
the rebuilding of Michigan's roads suggests, the public appears to resist
new taxes but at the same time does not want to pay for road repairs with
cuts in public services.54 The road package as finally approved appears to
fund road repairs inadequately by relying on a dubious mix of modest tax
increases, unspecified budget cuts, and income tax rollbacks postponed
until next decade.55

3. State and National Anti-Tax Movements

Efforts to pass the Headlee Amendment and Proposal A emerged in
the context of economic challenges which voters sought to address by
imposing limits on the ability of state and local lawmakers to raise taxes

51. See Dawsey, supra note 31; HOUSE FISCAL AGENCY, Economic Outlook and
Revenue Estimates for Michigan, FY2014-15 through FY2016-17, 19-20 (2015).

52. See Fino, supra note 13, at 985 (summarizing scholarship on the public's
conflicting tendencies to insist on limited government and tax cuts while demanding
growing government services).

53. George Packer, The Republican Class War: In 2016, will conservatives finally
face the realities of inequality?, NEW YORKER, Nov. 9, 2015, at 26-28.

54. David Eggert, Michigan voters defeat tax hike in debate over road funding,
SALON (May 6, 2015, 3:00 AM),
http://www.salon.com/2015/05/06/michiganvotersdefeattaxhikeindebate-overroa
d_funding/.

55. For a range of views on this policy see Jim Townsend, Michigan Road Funding
Bill: How we got a bad deal, DETROIT FREE PRESS (Nov. 4, 2015, 11:14 AM),
http://www.freep.com/story/opinion/contributors/2015/11/04/michigan-road-funding-bill-
how-we-got-bad-deal/75136578/; Kevin Cotter, Michigan roads plan gets the job done
right, DETROIT FREE PRESS (Nov. 5, 2015, 10:42 PM),
http://www.freep.com/story/opinion/contributors/2015/11/05/michigan-roads-
deal/75233050/; Nolan Finley, Politics ofroad deal are baffling, DETROIT NEWS (Nov. 8,
2015, 12:02 AM), http://www.detroitnews.com/story/opinion/columnists/nolan-
finley/2015/11/08/finley-roads-politics/75373330/.
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or expand government spending.56 The concern in both instances
centered on a weak economy coupled with rising prices, as captured in
the so-called Misery Index, and escalating property taxes.57 The anti-tax
movement of the 1970s that produced California's Proposition 13 and the
Headlee Amendment grew out of voter frustration with so-called
"stagflation," rising real estate taxes and a declining faith in government
institutions.8

Proposition A followed the 1991-92 recession and drew momentum
from continued concern about property tax levels and rising animus
toward government embodied in the term-limits movement.59 In both the
1970s and early 1990s, the Misery Index was substantially higher than it
had been in the previous decade, suggesting that voters may have been
motivated in part by disappointment in the relative performance of the

60economy.

4. Assumptions About Inflation and Property Values that Shaped
the Headlee Amendment and Proposal A

The Headlee Amendment and Proposal A won approval in an era
when prices in the general economy were rising at a much faster rate
than they had in previous decades. Inflation as measured by the
Consumer Price Index (CPI) rose at an average annual rate of 7.08%

56. Dawsey, supra note 31; see also Kevin C. Kennedy, The First Twenty Years of
the Headlee Amendment, 76 U. DET. MERCY L. REv. 1031 (1999).

57. A gauge of economic conditions first proposed by the economist Arthur Okun
summed up the monthly unemployment and annualized inflation rates. See Fred Dews,
"Misery Index" at Lowest Level Since 1950s, BROOKINGS (Jan. 11, 2016),
http://www.brookings.edu/blogs/brookings-now/posts/2016/01/misery-index-lowest-
level-since-1950s.

58. Fino, supra note 13 at 984-85 (summarizing scholarship on the origins of the
1970s tax revolt that range from complaints about the economy, to the level of taxation to
the perceived unfairness of the tax system). See Stagflation: What Is It, What Causes It,
and Can It Happen Again?, ABOUT.COM (Feb. 16, 2016),
http://useconomy.about.com/od/glossary/g/stagflation.htm (summarizing stagflation
concept); Alan S. Blinder & Jeremy B. Rudd, The Supply-Shock Explanation of the Great
Stagflation Revisited, NAT'L BUREAU ECON. RES. (Dec. 2008),
http://www.nber.org/papers/wl4563 (evaluating the causes of 1970s stagflation).

59. Dawsey, supra note 31; see also GIDEON DORON & MICHAEL HARRIS, TERM
LIMITS 113-19 (Lexington Books 2001).

60. See United States Misery Index: How Miserable do you Feel?, U.S. MISERY
INDEX, http://www.miseryindex.us/ (last visited Feb. 21, 2016). During the 1960s, the
Misery Index (MI) averaged 7.1% but rose to an average of 13.3% during the 1970s.
Conditions improved in the mid-1980s, with the MI dropping down to 8.9% in 1986, but
then rose again to between 10 and 11% in the early 1990s (author's calculations).
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during the 1970s compared to just 2.36% in the 1960s.1 While inflation
cooled beginning in the mid-1980s, the CPI averaged nearly 6% per year
during the twenty-five years leading up to the approval of Proposal A in
1994.62

With prices rising so quickly, the concept of restricting government
revenues or property tax assessments to inflation must have seemed to be
a reasonable approach to restraining the growth of the government and
protecting taxpayers without crippling essential public services. In fact,
officials who advocated putting the "[5%] or inflation" limitation on
taxable value increases assumed inflation would exceed 5% and wanted

63
to ensure that property owners' tax bills would grow at a slower rate.

In a similar fashion, expectations about rapidly rising real estate
values influenced the framers of the Headlee Amendment and Proposal
A. 64 Throughout most of the twentieth century, real property values rose
in a pattern that roughly tracked the movement of prices in the general
econom .6 5 Real estate prices in the 1970s, however, departed from this
pattern. As shown in Robert Shiller's landmark analysis of real estate
prices, the 1970s and 1980s each saw sustained housing booms during
which real estate prices far outpaced the rate of inflation.67 It was in this
environment that Michigan property taxpayers, like their counterparts
across the country, grew increasingly alarmed about the rising tax
assessments that accompanied these real estate price spikes.68

The economic and political environment that produced Headlee and
Proposal A included recession, potent inflation, unpredictable and
unpopular property tax spikes, and a skepticism about the government's
capacity to address these concerns. While the first and last of these
conditions undoubtedly still apply, has the time has come to change
Michigan's TEL regime in order to free up resources for struggling
communities and enable Michigan to compete in the global economy?

61. BUREAU OF LAB. STAT., U.S. DEP'T OF LAB., CPI DETAILED REP., DATA FOR SEPT.

2015, TABLE 24 (2015).
62. Id.
63. Interview with Howard Ryan, chief legislative liaison, Mich. Dep't of Treasury

(October 29, 2015) (served on State Senate staff during the development of Proposal A);
see also SOUTHEAST MICH. COUNCIL Gov'TS, supra note 28, at 8.

64. Fino, supra note 13.
65. See Robert J. Shiller, A History of Home Values, N.Y. THViES (Aug. 26, 2006),

http://www.nytimes.com/imagepages/2006/08/26/weekinreview/271eon graph2.html.
66. Id.
67. Id.
68. Fino, supra note 13, at 985.

[Vol. 62.215226 WAYNE LAW REVIEW



2017] FIXING MICHIGAN'S TAX LIMITATION SYSTEM

C. Troubled Times in Michigan Communities

The economic and financial problems that plagued the City of
Detroit over the past five decades had, until recently, been confined to
Detroit and a handful of smaller urban centers, such as Saginaw and
Flint, which have struggled to counteract the forces of
deindustrialization, urban sprawl, racism, middle-class flight, and urban
isolation.69 But Detroit's bankruptcy may not be an anomaly, as
numerous other communities near fiscal breakdown.70 While it remains
unlikely that large numbers of more affluent communities will enter
bankruptcy, in 2015, thirteen municipalities and five school districts
were under financial restructuring requirements specified in the state's
emergency management law.7' The law requires financially troubled
communities to pursue such steps prior to seeking bankruptcy

72
protection.

The financial troubles facing Michigan local governments appear to
result from a combination of factors including high pension and retiree
healthcare costs, and decreasing revenues.73 What the Detroit Free Press
editorial board terms a "legacy of promises" includes also commitments
to sometimes costly economic development initiatives whereby a city
agrees to forgo years of tax revenues in exchange for new or expanded
commercial or industrial development.74 This phenomenon speaks once
again to the conflicting priorities of the residents who elect the local and
state leaders charged with overseeing these communities and the state.
Voters look to government to provide a wide range of services and to
undertake efforts to revitalize local and regional economies.75 At the
same time, voters have locked in through the Headlee Amendment and

69. Restoring Prosperity: The State role in Revitalizing America's Older Industrial
Cities, BROOKINGS INST. (2007),
http://www.brookings.edu/~/media/Research/Files/Reports/2007/5/metropolitanpolicy-
vey/20070520 oicMI.PDF.

70. Will Your City or Township Be Next?, DETROIT FREE PRESS, May 20, 2012, at
A17.

71. McGow, supra note 9, at 28, 30.
72. Id.
73. Ted Roelofs, New rankings find fiscal troubles for city halls across Michigan,

BRIDGE (May 16, 2013), http://bridgemi.com/20 13/05/new-rankings-find-fiscal-troubles-
for-city-halls-across-michigan/.

74. DETROIT FREE PRESS, supra note 70.
75. See Sue Stetler, SEMCOG/MAC citizen survey results: Majority of respondents

say economy is better, but more work still left to do, SOUTHEAST MICH. CouNciL Gov'TS
(Aug. 19, 2015),
http://smg.informz.net/informzdataservice/onlineversion/ind/bWvpbGluZ21uc3RhbmN
aWQ9NDk3NjEwMCZZdWJzY3JpYmVyaWQ9MTAyNDAINTExMQ==.
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Proposal A, a system that severely restricts revenue growth and enables
the state government to reduce its commitment to funding local needs.

1. An Unsustainable Path for Central Cities and Older Suburbs

The political momentum for changing this system may emerge as a
steadily increasing number of communities and school districts, from
diverse areas of the state, find that they cannot meet their expenses and
are sinking into unsustainable indebtedness. The Michigan Department
of Treasury publishes lists of school districts and communities with
negative fund balances. Forty-four school districts ended 2014 with a
fiscal deficit7 6 out of a total of 541 districts statewide.77 Thirty-seven

cities, townships, villages and counties in Michigan qualified for an
updated "fiscal watch list," according to the municipal finance watchdog
group call Munnetrix.

Unfunded pension and retiree healthcare benefit obligations
represent a significant portion of municipal indebtedness.9 In 2014, 35%
of Michigan municipalities that participate in the Municipal Employees
Retirement System managed to fund their pension and retiree healthcare
obligations at less than 70% of their projected liabilities.8 0 Importantly,
these fiscally-threatened school districts and communities span the entire
state and transcend socioeconomic and racial boundaries.

2. Growing Calls for Action

For more than a decade, local units of government in Michigan have
been warning the public and state policy makers about the rising levels of

76. Memorandum from Brian J. Whiston to House and Senate K-12 Appropriations
Subcomms., Quarterly Report to the Legislature on Deficit Districts, MICH. DEP'T EDUC.,

Attachment A (Sept. 16, 2015) (on file with author). An additional thirteen Headlee
Amendment schools also ran full-year deficits in Fiscal Year 2014.

77. Number of Public School Districts in Michigan, MICH. DEP'T EDUC.,

http://www.michigan.gov/documents/numbsch_26940_7.pdf (last visited Nov. 5, 2015).
78. See Municipal Local Government Directory, MUNNETRIX,

https://www.munetrix.com/Michigan/Municipalities (last visited Feb. 22, 2016); Roelofs,
supra note 73.

79. Ted Roelofs, A problem 50 years in the making: How retirement debt swallowed
Michigan towns, MLIvE (Nov. 12, 2013),
http://www.mlive.com/politics/index.ssf/2013/1 1/how retirementdebtswallowed.html.

80. MUN. EMP. RETIREMENT SYS., SUMMARY REPORT OF THE 6 9 H ACTUARIAL

VALUATIONS AS OF DEC. 31, 2014 (Sept. 22, 2015),
http://www.mersofmich.com/Portals/0/Assets/ActuarialReport/annualactuarial report-
2014.pdf.

8 1. Id.
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fiscal stress among communities and school districts.8 2 The statewide
association of cities and villages, the Michigan Municipal League, began
calling for change in the wake of cuts to state revenue sharing to
municipalities in the early 2000s." The Michigan Constitution mandates
the provision of 15% of state sales tax revenue to townships, cities, and
villages based on the population of each community.84 State statute also
provides for an additional 21.3% of such revenue to local governments,
but allows the legislature the discretion to shift those funds to other

85
purposes. In 2002 this "statutory revenue sharing" peaked at $660
million, but the legislature annually began shifting its funding to other
priorities.86 Statutory revenue sharing fell to just $215 million in 2011, 87
and the cumulative revenue loss reached $6.2 billion in 2014.

Compounding this decline in state support has been a sharp drop in
real and personal property values and property tax assessments in
Michigan since the Great Recession of 2008.89 The value of real and
personal property declined by 13.1% between 2008 and 2012, and
revenue from property taxes fell by 9.9% during the same period.90
While property values have recovered somewhat in the last few years,
the tax bases of many local governments have lagged behind, especially
in older, fully-developed communities across the state.91

In November 2014, the Southeast Michigan Council of Governments
(SEMCOG) published an influential report that explored the disparate
impact of Michigan's property tax limitation system on fully-developed
urban and suburban cities versus newer communities that have grown up

82. Revenue Sharing Fact Sheet, MICH. MUN. LEAGUE,
http://www.mml.org/advocacy/2014-revenue-sharing-factsheet.html (last visited Nov. 8,
2015).

83. Id.
84. MICH. CONST. art. IX, § 10 (allocating to local governments the first 15% of

revenue from the state sales tax on tangible personal property).
85. MIcH. Coiip. LAWS ANN. § 141.913(19) (West 2006).
86. Shannon Murphy, State revenue sharing cuts reshape city governments in

Michigan, MLIvE (Oct. 16, 2011, 7:08 AM),
http://www.mlive.com/news/index.ssf/20 11/10/state revenue sharingcuts-res.html.

87. Id. Fiscal Year 2015-16 statutory revenue Headlee Amendment will be $249
million. See Jim Stansell, UPDATED REVENUE SHARING ESTIMATES, HOUSE FISCAL
AGENCY, (Sept. 24, 2015),
http://www.house.mi.gov/hfa/PDF/RevenueForecast/RevenueSharing Details Sept.20
15.pdf.

88. Stansell, supra note 87.
89. Ad Valorem Property Tax Report, MICH. DEP'T TREASURY, (2014),

http://www.michigan.gov/documents/treasury/625_2014_Ad_ValoremPropertyTaxRe
port_485906_7.pdf.

90. Id.
9 1. Id.
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on the fringe of the metropolitan area in recent decades.92 SEMCOG
reviewed southeast Michigan municipal data between 1994 and 2014 and
found that, after accounting for inflation, the tax bases of cities in the

region fell by 30% to 50% during the period.93 Meanwhile, the tax
capacity of townships in southeast Michigan grew in real terms by
between 10% and 240%.94

New development and population growth account for the rapid tax-
base expansion in the townships.95 While built-out cities would not be
expected to grow at the rate of their newer counterparts, the dramatic
losses in tax capacity reflect the impact of the state's tax limitation
scheme, which prevents fully developed cities from capturing new
revenue from the increases in the value of its property.96 This problem is
not unique to southeast Michigan but it appears to be most severe in this
region. Statewide, cities saw their tax capacity drop by 15% in real
terms, compared to an increase for townships of over 60%.97

The factors that drive this disconnect between a community's
property value and its capacity to raise revenue from that value are the
central inquiry of this note. It is difficult to predict when or whether
policy makers, or the voters themselves, may decide to address the
financial woes of local governments. But there is little doubt about the
significance of this problem for older developed cities.

III. ANALYSIS

A. How Have Headlee and Proposal A Affected "Built-Out" versus
Developing Communities?

1. The Struggle to Realize Revenue Growth in Built-Out
Communities

For purposes of understanding how Headlee and Proposal A affect
some communities differently than others, the crucial variable to
consider is not the community's location, urban or suburban character, or
the median income, poverty rate, socio-economic status or racial make-
up of its residents. What matters most is whether a city, village, or

92. SOUTHEAST MICH. CouNcIL Gov'Ts, supra note 28, at 7. The author wishes to

thank Bill Anderson, principal author of the SEMCOG study, for generously sharing his
insights concerning these issues.

93. Id. at 13.
94. Id.
95. Id. at 12.
96. Id.
97. Id. at 12-13.
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township has sufficient open space to accommodate new construction,
because, under the Michigan Constitution, new buildings may be taxed at
50% of their true cash value.98 None of the constitutional or statutory
restrictions on the growth in a property's taxable value or a community's
taxable assessment, contained in Proposal A and Headlee, applies to new
construction.99

The three sources of property tax revenue growth for any community
include: (1) rising values on existing properties, (2) "additions" or new
construction to existing properties, and (3) the transfer of a property
whereupon the Michigan Constitution lifts the growth restriction on
taxable value and the owner pays taxes on 50% of the property's true
cash value.100 This arrangement harms older "built-out" communities
because Headlee and Proposal A, acting together, limit a community's
ability to realize new revenue from the first and third sources of revenue
growth.10' Meanwhile, the second source occurs relatively infrequently in
fully-developed communities.10 2

Proposal A specifically limits how much a property's assessed value
may grow in a given year to the lesser of 5% or the rate of inflation,
regardless of the rise in the property's market value.103 The transfer of a
property triggers a so-called "pop-up" of that property's taxable value to
align with its market value.104 If, however, a sufficient number of
property transfers occur in a year, the Headlee Amendment then requires
that a community's maximum authorized property tax rate be reduced, so
that overall revenue to the community does not rise by more than the
inflation rate.10 Taken together, the three sources of property tax growth
available to built-out communities are unlikely to provide revenue
growth that exceeds the extremely low levels of inflation in the general
economy.06

98. MICH. CONST. art. IX, § 3 (1994), § 31 (1978).
99. Id.

100. Id.
101. SOUTHEAST MICH. COuNcIL Gov'Ts, supra note 28, at 15.
102. Id.
103. MICH. CONST. art. IX, § 3 (1994).
104. Property is taxed at 50% of true cash value. See id.
105. MICH. CONST. art. IX, § 31 (1978).
106. General price inflation has remained very low by historical standards in recent

years. For example, during the period of November 2014 to November 2015, inflation
averaged 0.5%. See Consumer Price Index - January 2016, BUREAU OF LAB. STATS. (Jan.
2016), http://www.bls.gov/news.release/pdf/cpi.pdf.
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2. Implications for Communities

The mandated low rate of revenue growth in built-out communities

creates a series of problems. First, older cities must compete for residents

and business investment with newer developing communities that have

sprung up in recent decades on the fringes of our metropolitan areas. 107

But older cities must do so with a significant handicap, because their

newer counterparts are able to capitalize on open space, which can

accommodate new construction that is not subject to Headlee and

Proposal A revenue restrictions.os This rapid revenue growth allows new

communities to keep property tax rates relatively low.109 Rational

homebuyers can hardly resist moving to newly developing communities

that offer the same or better amenities as their urban and inner suburban

counterparts, at often substantially lower tax rates.110 It should be noted

that while a portion of the revenue growth realized by newer

communities must be devoted to serving new residences and

businesses,"' these same communities also do not have decades of

accrued employee pension and retiree health care liabilities that further

prevent older cities from offering the same value proposition to residents

and businesses.112

B. How Has Legislation Implementing § 31 and § 3 Affected Built-

Out Communities?

1. Public Act 532 of 1978- Statutory Framework for Implementing

Headlee

Enacted in 1978 following voter approval of the Headlee

Amendment, P.A. 532, among other provisions, defined key terms and

107. Between 2000 and 2010, metro Detroit lost 3.5% of its population, while the
population of new communities on the region's fringe, so-called "exurbs," rose by 27%.
See Todd Gardner & Matthew C. Marlay, Population Growth in the Exurbs Before and

Since the Great Recession, URBAN INST. (2012).
108. SOUTHEAST MICH. COUNCIL Gov'TS, supra note 28, at 15-16.
109. Admittedly, this advantage depends somewhat on the type of new construction

occurring in the community. For an in-depth analysis of the fiscal impact of different
development patterns, see THE SUBURB READER 482-83 (Becky M. Nicoliades & Andrew
Wiese, eds., 2006).

110. See Myron Orfield, AMERICAN METROPOLITICS: THE NEW SUBURBAN REALITY

(2002). For the seminal work on the concept of residents' behaving as rational
consumers, see Charles Tiebout, A Pure Theory of Local Expenditures, 64 J. POL. EcoN.

416,418-20(1956).
111. SOUTHEAST MICH. COUNCIL Gov'TS, supra note 28, at 12.

112. Alexis Stephens, About Pension Funds, NEXT CITY (Sep. 3, 2014).
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created a mechanism for rolling back the maximum authorized tax rate
for a unit of local government.'13 That mechanism was the "millage
reduction fraction" (MRF), a means of calculating the reduction in a
community's maximum authorized millage rate that would be required to
bring a community's revenue growth down to the inflation rate.114 Each
year the new MRF is multiplied by the prior year's MRF, creating a
compound millage reduction fraction (CMRF) that is used to set a
community's maximum tax rate.ns

The law defined "new construction" as "property not in existence on
the immediately previous tax day and not replacement construction.""6
While the statute included in new construction "the physical addition of
equipment or furnishings to the existing building," the law did not define
the replacement of existing buildings as new construction."' The
implications of this language are clear: because the great majority of
construction activity in built-out communities involves redevelopment
and the repair or replacement of buildings, PA 532 included property
value increases associated with most redevelopment in the total assessed
valuation for purposes of calculating a community's millage reduction
fraction. In other words, property value increases created by
redevelopment are usually included in the calculations that often result in
a reduction in a community's tax base. This kind of problem rarely
confronts newly developing communities because most of their
development qualifies as "new construction" and associated value
increases are excluded from the MRF calculation.

2. Public Act 145 of 1993 - Elimination ofHeadlee Rollups

Between 1978 and 1993, the law allowed communities to recapture a
portion of tax base lost as a result of a prior year's Headlee rollback."8 In
a year when a city's total assessed value increased by less than the rate of
inflation, its MRF would be greater than one1l 9 and the city's maximum
millage rate could increase by that amount.120 Advocates characterized

113. MICH. COMP. LAWS ANN. § 211.34d (West 2016).
114. See id. § 211.34d(2)-(16). The calculation currently is: (Total Taxable Value in

the Prior Year) - Losses x Inflation / (Total Taxable Value in the Current Year) -
Additions.

115. See id. § 211.34d(8).
116. See id. § 211.34d(1)(b)(iii).
117. See id.
118. Audia, supra note 11, at 6.
119. See supra note 106 for MRF calculation.
120. Audia, supra note 11, at 6.
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Headlee rollups as a corrective that would counter balance the effect of
the loss in tax capacity caused by rollbacks.121

In 1993, the Michigan Legislature passed P.A. 145, which prevented
a local government's MRF from exceeding one, and thereby prevented
communities from rolling up their maximum tax rate.122 This provision,
which permanently locks in tax base losses from rollbacks, is especially
harmful to built-out communities because built-out communities lack
alternative ways to expand their revenue bases. Local governments retain
the ability to raise tax rates above the level established by the compound
millage reduction fraction, but they must first obtain voter approval.123

3. Public Act 415 of 1994 - Statutory Framework for Implementing
Proposal A

Following the approval of Proposal A on March 15, 1994, the State
Legislature on Christmas Eve of that year passed legislation to
implement Proposal A that, among other things, included language that
equated "taxable value," a previously undefined term, with the well-
understood term, "assessed valuation of property as finally equalized,"
popularly known as state equalized value or SEV.124 This meant that
local governments would tax property based on its capped taxable value
until such property was transferred, at which point the property would be
uncapped and taxed at 50% of its true cash value.125 This provision also
reduced the likelihood of future Headlee rollbacks.126

By equating taxable value and SEV, the law not only insulated
individual property owners from tax increases that exceeded inflation, it
also made Headlee rollbacks less common, because a community's
taxable value could only exceed inflation if a sufficient number of
uncapped transferred properties raised the community's total value
beyond inflation.127 Without P.A. 415, older communities in particular
would have borne a perverse double burden of not being permitted to
realize tax base growth due to Proposal A, while still being at risk of
continued Headlee rollbacks based on the community's SEV growth,

121. Id.
122. MICH. COMP. LAWS ANN. § 211.34d(2)(7) (West 2016).
123. See id. § 211.34d(6).
124. See id. § 211.34d(1)(d). The popular version of this term was "state equalized

value," a phrase with which virtually any real property owner in Michigan would be

familiar.
125. See id. § 211.34d(1)(d).
126. Headlee Rollbacks and the Constitutionality of Public Act 415, CITIzENS RES.

COUNCIL MICH. (Jan. 1996).
127. Id.
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which often exceeded inflation.128 At least one commentator questioned
the constitutionality of this provision of PA 415, pointing out that
Proposal A had not amended the section of the Michigan Constitution
that defines SEV and that, therefore, the Legislature lacked the authority
to change the meaning of a term from its accepted definition at the time
the voters approved the Headlee Amendment in 1978.129 Critics of
Michigan's municipal finance system contend, on the other hand, that
since the Legislature equated taxable value and SEV, it should have
excluded uncapped SEVs from Headlee MRF calculations, so that
communities could avoid rollbacks altogether.130

C. How Have Post-Headlee/Proposal A Court Decisions Affected
Built-Out Communities?

1. WPWAcquisition Co. v. City of Troy

The City of Troy raised the taxable value of a commercial property
by 13% based on its contention that the enhanced value of the property,
caused by an increase in its occupancy, constituted an "addition" and,
therefore, was not subject to Proposal A's cap on taxable values.131
Seeking a declaratory judgment to invalidate the assessment, the building
owner asserted that the city's action violated Proposal A's taxable value
cap. 132 The Court held that the Legislature's designation of an occupancy
increase as an "addition" was inconsistent with a reasonable
understanding of the drafters' and voters' intent with respect to Proposal
A.1 33 The Court reasoned that "additions" was a term of art defined in the
General Property Tax Act at the time of the passage of Proposal A, and
that the Legislature did not have the authority to change that definition,
particularly because the language of Proposal A did not direct it to do

S .134

The decision in WPW is significant for several reasons. First, it
closed off yet another avenue by which fully-developed communities
could realize revenue growth in excess of the rate of inflation. 1 Second,

128. Id.
129. Id.
130. Audia, supra note 11, at 6.
131. WPW Acquisition Co. v. City of Troy, 643 N.W.2d 564, 566 (Mich. 2002).
132. Id.
133. Id. at 567-68.
134. Id. at 568.
135. See William H. Durham, Strict Construction Limiting "Additions" to Michigan

Ad Valorem Tax Cap in WPW Acquisition Co. v. City of Troy, 8 ST. & Loc. TAX LAW.
141 (2013).
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the Court's reasoning signaled that it would strictly interpret the terms
used in Proposal A and other constitutional provisions, and potentially
limit the ability of the legislative or executive branches to loosen the
revenue restrictions imposed by the people.136 Finally, in emphasizing
the legislature's limited power to define constitutional terms, WPW
raised further questions about the constitutionality of the legislature's
decision to equate SEV with taxable value.'37 SEV, or technically
"assessed value as finally equalized," was clearly a term of art in 1994
that, under the Court's reasoning, could not be redefined by the
legislature absent an amendment to the Michigan Constitution.3 8

In response to the WPW decision, the Michigan legislature approved
Senate Bill 114, signed into law by the governor as Public Act 164 of
2014, which repealed the statutory language that defined occupancy-rate
increases as "additions." 39 The measure also addresses a gap in the
WP W ruling by clarifying that drops in occupancy may not be considered
"losses" for the purpose of calculating a property's taxable value.140

2. Toll Northville LTD v. Township ofNorthville

The Court returned to the definition of "additions" when it took up
the issue of whether water, sewer, energy, and other utilities installed by
a private developer could be taxed as an addition under the General
Property Tax Act and Proposal A.1 41 The developer sought a declaratory
judgment to prevent Northville Township from increasing the taxable
value of its property based on the value added by the utility
installation.14 2 Affirming two lower court rulings and citing WPW, the
Court held that the legislature's definition of "additions" was an
unconstitutional expansion of the term's accepted meaning when
Proposal A was approved.143 Following the approval of Proposal A, the
legislature in 1994 amended section 211.34d of the General Property Tax
Act to add "public services" to the list of "additions" that would be
excluded from the taxable value cap.144 Northville Township, citing this

136. See Sterk, supra note 50 (discussing the common pattern where legislatures and
governors, sometimes with the support of the courts, endeavor to loosen the restrictions
of tax and expenditure limitations).

137. See CITIZENS RES. COUNCIL MICH., supra note 126.
138. Id.
139. See MICH. CoMP. LAWS. ANN. § 211.34d (West 2016).
140. Id. See MICH. SENATE FISCAL AGENCY, Analysis ofS.B. 114 (Jan. 1, 2015).
141. Toll Northville LTD v. Twp. of Northville, 743 N.W.2d 902, 907-08 (Mich.

2008).
142. Id. at 904.
143. Id. at 908.
144. MICH. COMP. LAWS ANN. § 211.34d(1)(b)(vii) (West 2016).

[Vol. 62.215236



2017] FIXING MICHIGAN'S TAX LIMITATION SYSTEM

section of the law, raised the taxable value of the property in question in
excess of the Proposal A cap.145 In this instance, the Court found that
prior to the approval of Proposal A, the legislature had narrowed the
definition of "additions" by deleting the phrase, "improvements caused
by new construction," thereby excluding public services from the list of
construction activities that could be deemed an addition.146 The Court
held that with the approval of Proposal A, this new legislative definition
of "additions" became the accepted constitutional meaning of the word
and, thus, beyond the legislature's reach to amend in statute.14 7

Other than further solidifying the Court's signal that it would strictly
interpret constitutional terms, the holding in Toll had little direct effect
on built-out communities because older communities typically already
have basic infrastructure in place. The only discernable impact was that
the decision effectively reduced the cost of new development in rural
areas that surround the older suburbs, creating a further competitive
advantage for new communities.148

D. Evidence of the Impact ofHeadlee and Proposal A on Built-Out
Communities

1. Revenue Growth in Build-Out Communities Versus Newer
Exurbs

The Citizen Research Council of Michigan (CRC)149 released data on
the effect of the Headlee Amendment and Proposal A on statewide
property tax revenues, which shows that Headlee appears to have slowed
statewide property tax collections so that they grew at below the rate of
inflation between 1979 and 1994, the year of Proposal A's approval.150

Between 1994 and 2009, overall tax collections grew at roughly the rate
of inflation and then fell precipitously in the wake of the Great
Recession. 151

145. Toll, 743 N.W.2d at 904.
146. Id. at 907.
147. Id. at 907-08.
148. The Michigan Tax Tribune: An Overview for Municipal Officials and

Practitioners, MICH. MUN. LEAGUE, https://www.mml.org/pdf/iptreports/tax-tribunal-5-
26-2011 .pdf (last visited Jan. 18, 2016).

149. CRC is a private nonprofit, nonpartisan public policy research organization based
in Livonia, Michigan.

150. CITIZENS RES. COUNCIL MICH.', 2015 OUTLINE OF THE MICHIGAN TAX SYSTEM 53
(2015).

15 1. Id.
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In its "Running on Empty" report released in 2014, the Southeast
Michigan Council of Governments summarized a detailed study of the
revenue and tax base growth of cities and townships since the mid-
1990s.152 The report reveals that, statewide, the tax bases and revenues of
largely rural townships grew much more rapidly than their urban and
suburban counterparts.153 Excluding the effect of millage rate changes,
township revenue between 1996 and 2013 grew by 93%, almost twice
the rate of inflation; meanwhile, cities grew their revenue by only 36%
during the same period.154 In inflation adjusted terms, the tax base of
cities in Michigan shrunk by 15% between 1996 and 2013.55 While
cities across the state are suffering tax base loss, the problem is
especially severe in southeast Michigan, where virtually every city in the
region had less tax capacity in 2013 than it had in 1994, and some inner
suburban communities have lost over 50% of their tax base.156

2. Inflation Caps and Rollbacks Prevent Cities from Realizing a
Return on Their Investments

All this is occurring despite decades of redevelopment and
placemaking initiatives aimed at restoring economic vibrancy to inner
cities and older suburbs.157 While not all redevelopment strategies have
been successful, even when communities generate new investment, very
little of that growth gets taxed because, under the Headlee Amendment,
only new construction meets the definition of "additions."5 s Because so
little redevelopment gets classified as an addition, growth in Michigan's
cities at most adds new revenue at the rate of inflation and, if a sufficient
number of property transfers occur, may trigger rollbacks in the
community's maximum authorized millage rate.15 9

152. SOUTHEAST MICH. CoUNcEL Gov'Ts, supra note 28.
153. Id. at 10.
154. Id.
155. Id.
156. Id. at 12.
157. See the Michigan Economic Development Corporation's extensive website on

redevelopment and place-making initiatives at
http://www.michiganbusiness.org/community/development-assistance/ and the
Brooking's Institution's report on the challenges of struggling urban areas at
http://www.brookings.edu/-/media/Research/Files/Papers/2010/5/18-shrinking-cities-
mallach/0518_shrinkingcities mallach.PDF.

158. See WPW Acquisition Co. v. City of Troy, 643 N.W.2d 564, 566-68 (Mich.
2002); see also Toll Northville LTD v. Twp. of Northville, 743 N.W.2d 902, 907 (Mich.
2008).

159. Because of the way Headlee is worded and the language in PA 145, millage rate
rollbacks become permanent, unless a local government can convince its electorate to
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It is difficult to escape the conclusion that Michigan's experiment
with tax limitations has created a system in which older, urbanized
communities are at best mired in the status quo while many are destined
for-financial crisis.160 What prudent mayor or city manager would invest
in a city's future when it is clear that inflation-adjusted tax-base growth
is a virtual impossibility and could perversely trigger a rollback of the
community's tax capacity?

The SEMCOG data also indicates Headlee and Proposal A have
impeded built-out communities' efforts to recover from the Great
Recession.161 With general price inflation hovering near zero,162 older
communities that have lost over 10% of their tax base in just the past few
years will need many years of consistent growth to recoup their losses
and, again, still may fall victim to a rollback. 163

E. Opportunities for Reform

1. Tax and Expenditure Limitations (TEL) in the US.

Thirty states operate under some form of statewide tax or
expenditure limitations (TEL), with the majority (twenty-three)
employing only spending limitations.164  A few states, including
Michigan, have adopted revenue limitations alone, while Colorado,
Oregon, and Oklahoma restrict both spending and revenue.165 Many
more states (forty-six), including Michigan, have adopted constitutional

166or legislative restrictions on local property tax levies.
Analysts broadly agree that Colorado's Taxpayer Bill of Rights

(TABOR) is the most restrictive statewide TEL in the country.

raise the maximum tax rate. See MICH. CONST. art. IX, § 31; MICH. CoM. LAWS ANN.
§ 211.34d(2)(7) (West 2016).

160. SOUTHEAST MICH. COUNCIL Gov'Ts, supra note 28, at 10.
161. Id. at 24.
162. See Current U.S. Inflation Rates: 2006-2016, U.S. INFLATION CALCULATOR (Feb.

19, 2016), http://www.usinflationcalculator.com/inflation/current-inflation-rates/
(indicating that the U.S. Consumer Price Index was below 1% in 2013 and 2014 and
1.4% in 2016).

163. See Otniel Chis & Eric Lupher, CITIZENS RES. COUNCIL MICH., TRENDS IN
MICHIGAN LOCAL GOVERNMENT FISCAL HEALTH 42 (Oct. 1, 2015).

164. Bert Waisanen, State Tax and Fxpenditure Limits, NAT'L CONF. ST.
LEGISLATURES (2010), http://www.ncsl.org/research/fiscal-policy/state-tax-and-
expenditure-limits-2010.aspx.

165. Id.
166. State and Local Tax Policy: What are tax and expenditure limits?, TAX POL'Y

CTR. (Aug. 20, 2009), http://www.taxpolicycenter.org/briefing-book/state-
local/fiscal/limits.cfm.

167. McGuire, supra note 16.
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Enacted by the voters in 1992, TABOR shares a number of features with

the Headlee Amendment and Proposal A. 168 It requires that tax increases

may only be approved by a vote of the people and restricts the growth in

state and local revenue and spending.169 Under TABOR, revenue may
grow by no more than the rate of inflation plus population growth."o

When revenue exceeds the TABOR limit, the state must refund the

excess revenue to taxpayers, unless voters authorize the legislature to

spend the money."'

2. Colorado Adjusts TABOR to Address New Realities

As originally passed, TABOR based the annual limit on the lesser of

the prior year's revenues or the amount of revenue permitted by

TABOR.172 During recessions, state revenues typically drop and, thus,

TABOR can permanently lower Colorado's revenue baseline.173 This

became known in Colorado as the "ratchet-down" effect, and critics

complained loudly when, in the aftermath of a recession in 2001, the

state's revenue limit dropped and prevented investments in public

education and other critical services.174

Frustration with TABOR's "inflation [plus] population" revenue cap

and ratchet-down effect grew in the early 2000s following the enactment

of Amendment 23, an amendment to the state constitution that required,

the Colorado legislature to annually increase funding for K-12 education

by the rate of inflation plus 1%.175 Amendment 23 called for increased

investment at precisely the time that TABOR was shrinking state revenue

and spending. Voter concerns about TABOR finally led to the 2005

passage of Referendum C, which suspended for five years the TABOR

revenue and spending limits and permanently eliminated the ratchet

down effect by basing future revenue on TABOR limits alone.1 77

168. Id.
169. Iris J. Lay & Erica Williams, A Formula for Decline: Lessons from Colorado for

States Considering TABOR, CTR. ON BUDGET AND POL'Y PRIORITIES (Mar. 15, 2010).

170. Id.
171. Memorandum from Kate Watkins to the Long-Term Fiscal Stability Comm. (Jul.

6, 2009) (on file with Colorado Legislature).
172. Iris J. Lay, Fixing TABOR's Ratchet Will Not Repair TABOR, CTR. ON BUDGET

AND POL'Y PRIORITIES (Apr. 10, 2008).

173. Id.
174. Watkins, supra note 171, at 3.
175. GREAT EDUC. COLO., Amendment 23 FAQs,

http://www.greateducation.org/statistics-faqs/funding-faqs/amendment-
2 3/ (last visited

Jan. 18, 2016).
176. Id.
177. Watkins, supra note 171, at 3.
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3. Michigan Should Follow Colorado's Example and Ditch
Headlee Rollbacks

While the operational specifics and scope of the Headlee
Amendment and TABOR differ, the example of Colorado's decision to
pause and relax its revenue limitation is worthy of consideration. In
Michigan, revenue limits and ratchet-down effects operate at the local
level in the form of Headlee's rollback provision, which is triggered
whenever local property tax growth exceeds inflation. This has the effect
of permanently ratcheting down the local tax base. '8

Operational specifics aside, what matters is whether conditions have
changed in Michigan such that the time has come to amend Headlee to
respond to those new circumstances. The framers of Headlee and
TABOR may not have anticipated how serious economic downturns,
near-zero inflation and subsequent constitutional amendments would
affect the operation of their policies. Colorado voters responded to these
conditions with modest but significant changes to TABOR.179

Coming in the midst of the 1970s real estate price boom, Headlee's
rollback provision grew out of a belief in permanent real estate price
appreciation and high inflation in the general economy.8 o Headlee could
not have imagined the kind of real estate price meltdown that attended
the Great Recession, nor the virtual disappearance of general price
inflation from the U.S. economy.18 2 In light of these new realities, do
Headlee rollbacks, which deny cities badly-needed revenue gains,
continue to make sense?

Policy analysts at the National Conference of State Legislatures and
Minnesota House Fiscal Analysis Department have emphasized the
importance of adjusting constitutional revenue and expenditure
limitations to account for new realities, including subsequent
constitutional amendments.183 Just as TABOR did not contemplate
Colorado's Amendment 23, Headlee did not anticipate the approval of
Proposal A, which would prove much more effective than Headlee

178. Lay, supra note 169.
179. TABOR continues to have vocal critics who assert that its revenue and spending

limits are fundamentally flawed. See Lay, supra note 169. At the same time, its continued
existence testifies to a continued level of support among Coloradans.

180. See Interview with Howard Ryan, supra note 63.
181. Otniel, supra note 163, at 35.
182. BUREAU OF LAB. STATS., supra note 106.
183. See Bill Marx & Paul Wilson, Issue Brief Revenue and Expenditure Limits,

FIscAL ANALYSIS DEPT. MINN. HOUSE REPS. 3 (Feb. 2004); Waisanen, supra note 164.
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rollbacks at protecting property owners from sudden property tax
increases.184

4. Revise Headlee's Local Funding Floor to Account for Proposal
A

In addition to rendering Headlee rollbacks superfluous, Proposal A
also undermined another provision of Headlee that was designed to
ensure that the state government, when faced with its own revenue
limitation, would not reduce its support for local governments.18 5 The
Headlee amendment, inserted into the Michigan Constitution Article IX
Section 30, required the state to provide units of local government no
less than the proportion of state funding that it gave them in fiscal year
1978-79.186 The approval sixteen years later of Proposal A virtually
nullified this provision, because Proposal A shifted responsibility for
funding public education from localities to the state.187 State funding for
"local units of government, taken as a group," rose to well over 60% of
total state revenue, far above the Section 30 floor or 49%. 188

With such a large cushion against falling below the Section 30
minimum, state government began cutting funding for local
governments, especially beginning in the 2000s when the effects of a
weakened economy and extensive tax cuts drained the state budget.!89

The result has been a dramatic reduction in funding for local
governments, in transportation, revenue sharing, public health, public
education, and other areas.190 These cuts, which include a cumulative
reduction in revenue sharing of over $6 billion, have compounded the
municipal finance crisis facing many local governments.191

The solution is to recognize, as the NCSL has recommended, that
constitutional revenue limitations need to be adjusted when a subsequent
constitutional amendment changes the funding relationship between state
and local government.192 The centralization in Lansing of tax collection
for public education does not reduce the need of local governments to
police their streets or provide other essential services. To restore the

184. SOUTHEAST MICH. COUNCIL Gov'Ts, supra note 28, at 16.

185. Id. at 17-23.
186. MICH. CONST. art. IX, § 30.
187. See id. art. IX, §§ 8 & 11.
188. See id. art. IX, § 30. Local units of government included a broad class of entities

including school districts, cities, counties, villages and townships.
189. SOUTHEAST MICH. COUNCIL GOv'Ts, supra note 28, at 19-23.
190. Id.
191. Otniel, supra note 163, at 82-3.
192. Waisanen, supra note 164.
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balance of funding between state and local governments, the constitution
could be amended so that 1) non-educational local units of government
receive at least the same proportion of state revenues that they received
in fiscal year 1978-79, and 2) the state is barred from transferring funds
out of the school aid fund or from funding non-educational programs
with school aid fund dollars.

5. Level the Playing Field by Helping Built-Out Communities Raise
New Revenue

Options for empowering fiscally endangered older cities are not
limited to constitutional revisions to Headlee. The legislature could enact
a provision to broaden the eligibility of communities that are permitted to
enact special assessments that do not count toward a community's
constitutional millage limit.' 93 For example, the Police and Fire
Protection Act of 1951, as amended, permits townships of any size and
cities with less than 15,000 in population to levy a special assessment to
cover the costs of public safety services. 194

Senate Bill 109 would remove this population limit and allow cities
of any size to levy such assessments with the approval of the local
electorate.195 Such legislation would not only place cities on an equal
plane with townships, but it would provide greater flexibility for
communities to address public safety costs, which typically consume a
high proportion of municipal budgets.196

6. Help Cities Raise Revenue and Increase Utilization of their
Existing Infrastructure

Detroit and Flint have infrastructure designed to serve populations
twice their current size and exemplify the "build and abandon" cycle that

193. The author wishes to thank Chris Hackbarth, director of legislative affairs for the
Michigan Municipal League (MML) and Anthony Minghine, chief operating officer of
the MML, for pointing out this opportunity. Interview with Chris Hackbarth (Feb. 19,
2016). Under Graham v. City of Saginaw, 27 N.W.2d 42 (Mich. 1947), special
assessments were not deemed to count toward a community's constitutional millage limit.

194. MIcH. CoMP. LAWS ANN. § 41.810 (West 2016).
195. S. 109, 98th Leg., Reg. Sess. (Mich. 2015).
196. The costs of providing police and fire protection services typically consume over

50% of a community's budget. See Ted Roelofs, In Some Cities, It's Cash that's Burning,
BRIDGE (May 22, 2012), http://bridgemi.com/2012/05/in-some-cities-its-cash-thats-
burning/.
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has befallen communities in the industrial Midwest and elsewhere.197 But
even without major population loss, many built-out cities in Michigan
have excess infrastructure capacity that could be used to raise revenue
and cover the community's capital costs. Meanwhile, outward
development pressures continue to spur new construction in nearby
townships that lack infrastructure or the capacity to provide other needed
public services.1 8

Wishing to avoid heated battles over annexation, a growing number
of cities, villages and townships are entering into so-called "PA 425
contracts," whereby a city with excess infrastructure capacity agrees to
supply a nearby developing township with, say, municipal water and
sewer along with a full complement of other municipal services.99 In
exchange, the residents of the township pay the city's full property tax
rate.200 Municipal leaders express support for the program but complain
that it rarely leads to coordinated land use and infrastructure planning
and point to instances where rural townships elect to build new
infrastructure next to cities that have excess capacity.201

To enable cities to more fully utilize their current infrastructure and
cut down on the building of redundant systems in neighboring
communities, city leaders have begun to call for requiring "universal"
PA 425 agreements.2 02 This involves empowering a city with excess
infrastructure capacity to define, based on state certification, an area
beyond its borders that would be deemed a potential service area. New
development requiring infrastructure or other public services within the
service area could not proceed unless the community enters into a PA
425 agreement to source its infrastructure or services from the city.203

197. Michaela Krauser, With a Population in Free Fall, Detroit Turns to Planned
Shrinkage, NEXT CITY (June 28, 2012), https://nextcity.org/daily/entry/with-a-population-
in-free-fall-detroit-tums-to-planned-shrinkage.

198. Regional Forecast, SOUTHEAST MICH. COUNCIL Gov'TS (Mar. 2012),
http://semcog.org/Plans-for-the-Region/Regional-Forecast.

199. Such agreements are authorized under the PA 425 of 1984, MICH. Colviw. LAWS

ANN. § 124.21 (West 2016). See Ellen M. Bassett, LAND USE PLANNING AND
COOPERATION UNDER MICHIGAN'S CONDITIONAL LAND TRANSFER ACT 1-29 (JUNE 26,

2006).
200. Id.
201. Id. at 15.
202. Interview with Chris Hackbarth, supra note 193.
203. Id.
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IV. CONCLUSION

A. Headlee and Proposal A Together are Tax Limitation Overkill

Despite being separated by sixteen years, the Headlee Amendment
and Proposal A addressed the same basic concern: sharp and unexpected
increases in property taxes brought on by rapidly escalating real estate
values in the 1970s and early 1990S.204 When it became clear even after
Headlee that individual property tax assessments could still increase at
double-digit rates, voters in 1994 enacted Proposal A, and finally secured
protection from steep annual increases in their property tax bills.205

Few at the time recognized that Proposal A would largely obviate the
need for Headlee's rollback provisions because individual property
taxpayers were protected by Proposal A's limitation on annual taxable
value growth.206 Few also appeared to realize that Proposal A would
deny older, built-out cities virtually any real, inflation-adjusted growth,
because such communities have little open space for new construction
not subject to taxable value caps.207 Moreover, uncapped revenue growth
resulting from real estate transfers may trigger a Headlee rollback of the
community's maximum authorized millage rate, permanently ratcheting
down a city's revenue capacity.208

Given Proposal A's effectiveness at protecting taxpayers, the harm
of permanently ratcheting down a city's revenue and the evident fiscal
vulnerability of Michigan's older cities, the time has come to consider a
range of constitutional and statutory changes that would address the
unintended consequences created by enactment of both Headlee and
Proposal A. These include:

(1) Repealing provisions of the Headlee Amendment that
require rollbacks of a community's maximum authorized tax
rate;209 and

(2) Specifying that the proportion of state revenue shared with
non-educational local units of government not drop below levels
provided in fiscal year 1978-79.210

204. Dawsey, supra note 31; see also TAX POL'Y CTR., supra note 166.
205. Interview with Howard Ryan, supra note 63.
206. See CITIZENS RES. COUNCIL MICH., supra note 126 at 2 (for the lone example

obtained by the author of a commentator mentioning this issue).
207. The author found no contemporary analysis of Proposal A that mentioned this

concern.
208. CITIZENS REs. COUNCIL MICH., supra note 126.
209. MICH. CONST. art. IX, § 31 (1978).
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But these changes would not eliminate the structural disadvantages
for older, built-out communities inherent in Michigan's constitutional
property tax and revenue limitation scheme. To further level the playing
field, the state should consider eliminating provisions that unfairly limit
cities' abilities to enact special assessments for public safety.211 In
addition, analysts at the Michigan Municipal League and elsewhere have
suggested creating so-called "universal" PA 425 agreements that enhance
the ability of a fully-developed city to partner with neighboring
townships to maximize the utilization of the city's infrastructure. This
creates another means of enabling built-out communities to grow
revenue by maximizing utilization of their existing infrastructure and
other public service capacity.

B. Failing to Act Endangers Older Communities and Harms
Critical State Interests

The crises in Detroit and Flint have their origins in a wide array of
historical and macroeconomic factors that do not uniformly apply to
other municipalities in Michigan. 212 Still, the fiscal distress that plagues
these communities is not unique to Michigan's largest urban centers.
Older, built-out cities across the state are suffering from the unintended
consequences of Headlee and Proposal A, and state officials would do
well not to wait for the next significant economic downturn to enact
policies to address these concerns.213

The experiences of the City of Detroit, its school district and the City
of Flint make clear that the human cost of failing to act can be enormous
and the fiscal impact of delay can reach across the entire state.214 Seeking
to avoid a prolonged bankruptcy that could harm the state's economy and
require increased social welfare spending, the Michigan legislature in
2014 appropriated $195 million to support a "grand bargain" that enabled

210. See id. § 30.
211. Interview with Chris Hackbarth, supra note 193.
212. See Thomas J. Sugrue, The Origin of the Urban Crisis 1-432 (1996); Eric Reed,

The Economic Origins of Flint, Michigan's Turmoil: Why Austerity Has Failed, THE

STREET (Jan. 24, 2016), http://www.thestreet.com/story/13433198/1/the-economic-origin-
s-of-flint-michigan-s-turmoil-why-austerity-has-failed.html.

213. Audia, supra note 11.
214. See Matthew Dolan et al, Snyder to propose $195M more for Flint water crisis,

DETROIT FREE PRESS (Feb. 9, 2016),
http://www.freep.com/story/news/local/michigan/flint-water-crisis/

2 016/02/09/gov-
propose-195m-flint-water-crisis/8006597

4/; Jonathan Oosting, Michigan House approves

$195 million for Detroit 'grand bargain' bankruptcy deal, MLIVE (May 22, 2014),
http://www.mlive.com/lansing-
news/index.ssf/2014/05/michigan detroitgrandbargain.html.
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215a relatively swift resolution of Detroit's bankruptcy. Confronting a
similar situation in June 2016, the state legislature provided over $600 to
retire the Detroit Public Schools' debt rather than allow the district to
declare bankruptcy.2 16

C. Reconciling Voters' Dueling Impulses to Limit Taxes While
Expanding Services

Headlee and Proposal A fit within a long historic pattern in which
the public responds to an economic or financial crisis with tax or
expenditure limitations designed to reign in the power of the
legislature.217 This is then followed by a period of retrenchment where

,public officials in various branches and at all levels undermine those
limitations, often because of practical difficulties with the TEL, the
disappearance of the crisis or the emergence of conflicting priorities.2 18

Imbedded in this pattern are the public's dueling impulses to limit
taxation while continuing to demand increased levels of public services.

The reforms suggested here will hardly resolve this political conflict
but, nonetheless, they offer a pragmatic means of reconciling these
impulses by tailoring the tax limitation policy to the specific problem it
was largely designed to address, while minimizing the unintended
consequences of Michigan's tax and revenue limitation scheme which
pose such a severe threat to our communities.

215. Oosting, supra note 5.
216. Oosting, supra note 5; see also Paul Egan et al, Snyder budget: Moneyfor DPS

fix could be heavy lft, DETROIT FREE PRESS (Feb. 10, 2016),
http://www.freep.com/story/news/local/michigan/detroit/2016/02/10/michigan-budget-
2017-flint/80165840/.

217. Fino, supra note 13.
218. Id. at 979.
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Chapter 9 Is the Best Bad Option for
Chicago’s Pensions
Bankruptcy is inevitable. Putting it off only increases the pain for the city’s residents and retirees.

By Mark D. Brodsky
Aug. 28, 2020 1:57 pm ET

Chicago’s pension problems are nothing new. Analysts and observers have known
for years that the Windy City’s annual pension contributions were unsustainable.
In 2016, the contribution for 2022 was projected to reach nearly $2 billion, 4.3
times what it was for 2014. Despite this gargantuan contribution, the pension
plans’ funded ratio was projected to plummet—from a poor 31% in 2015 to an
alarmingly low 26% in 2021. I urged Chicago at the time to increase its annual
contributions by enough to prevent the funded ratio from dropping below 31%.
Doing so would still have left Chicago’s pensions in worse shape than those of any
major city in the U.S., but at least the hole wouldn’t get deeper. Chicago’s leaders

The Chicago skyline, May 12.
PHOTO: SCOTT OLSON/GETTY IMAGES
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did not embrace my recommendation.

In the ensuing four years, the situation has gone from very bad to worse. The
graph below compares the funded ratios and annual pension contributions as
they existed or were projected four years ago to what they are now. The funded
ratio swiftly broke through the previously projected low of 26%. By the end of
2018, the funded ratio was 23%. It is now projected to remain under 26% until the
end of 2024. And it isn’t expected to get back to 31% until 2031.

Under state law, Chicago’s annual pension contributions must be adjusted upward
if the funded ratio turns out to be less than originally projected. As a result,
Chicago’s annual pension contributions will be significantly higher than projected
four years ago. For example, the contribution in 2022 has increased from $2
billion to $2.3 billion. Since these figures don’t account for the pandemic’s effect
on the pension plans’ investment performance, expect them to look a good deal
worse by this time next year.

It’s no longer credible to claim Chicago can work its way out of the huge hole it has
dug for its pension plans over the past 20 years. From 2000-19, their funded ratio
dropped from 83% to 24%. Even before the pandemic, Chicago lacked the
resources to make $2.3 billion in annual pension contributions. Never mind
making such payments year after year for decades to come. If Chicago’s
employees wish to receive their pensions, and if Chicago’s residents wish to avoid
being milked dry, the status quo is not the answer.

Fortunately, there is a viable alternative.
Chicago has the wherewithal to fund its

pensions and provide public services. But it can’t do those things and also service
its debt. Chapter 9 of the U.S. bankruptcy code provides a means to cancel a great
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deal of that debt.

Chicago’s general-obligation debt is arguably junior to its pension liabilities, since
the Illinois constitution protects pensions from modification. The general-
obligation debt totals about $7 billion and entails annual debt service of around
$600 million. In recent years Chicago has kept itself afloat by securitizing its
future sales-tax revenues—assigning away those revenues to service bonds issued
by a financing entity. Chicago has already issued $3.7 billion of these sales tax
bonds. The sales-tax revenues needed to pay those bonds are no longer available
to the city to make pension contributions and meet other needs. With regard to
the sales tax revenues, these bonds are senior to the pensions.

Chicago could presumably borrow even more by assigning away more sales tax or
possibly other revenue streams. Doing so might postpone, but not avoid, a
bankruptcy. Bankruptcy is probably inevitable, and putting it off would come at a
great price to Chicago’s pensioners and residents. Over time, greater amounts of
future revenues would be diverted away for new bond issues, the amount of debt
that is senior to the pension liabilities would grow, and junior debt would
continue to be paid down.

Chicago is a great city. It wouldn’t be tarnished by a bankruptcy. To the contrary,
chapter 9 would enable the city to provide public services and honor its pension
liabilities in a way that would otherwise be impossible. This was true before the
pandemic, and it is even more true today.

Mr. Brodsky is chief investment officer of Aurelius Capital Management, LP, whose
funds are positioned to profit in the event of a Chicago bankruptcy.
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THE LOGIC AND LIMITS OF MUNICIPAL BANKRUPTCY LAW

Municipal bankruptcy's recent prominence has stimulated academic interest in the workings of Chapter 9, much of it critical, but
no general framework has been developed against which scholars and policymakers can evaluate the law's performance. This
Article offers a normative, economic account of municipal bankruptcy and uses that account to assess current law and suggest
changes. It contends that bankruptcy's singular aim should be to preserve spatial economies--the advantages to locating within
a municipality's unique geographic boundaries--when large public debts, by discouraging investment, threaten to dissipate
them. Judged with this end in view, it is argued, Chapter 9 is a marked failure. The law's compass is so narrow that intervention
comes, if at all, only when spatial economies are likely to have been squandered and economic dysfunction has taken hold.
Municipal bankruptcy, as it now exists, serves mainly as an ad hoc and ill-conceived subsidy program. This Article outlines
changes to the law that could hasten debt relief while acknowledging potential objections.
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*818  INTRODUCTION

Cities and towns across the country face debt burdens of a magnitude not seen since the Great Depression. Four of the five
largest municipal bankruptcies in history have been filed in the last decade, 1  and more are bound to come. 2  The perilous
financial *819  condition of so many local governments has, among other things, stimulated academic interest in municipal
bankruptcy. Scholars with a critical attitude have expressed dissatisfaction with the narrow compass of Chapter 9, the part of
the Bankruptcy Code 3  that deals with government debtors, 4  and have suggested useful, incremental remedies to the law's
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perceived defects. 5  Missing from the academic literature, however, is a general theoretical framework against which the law,
as well as suggested reforms, can be assessed. Put in other words, the literature has not sufficiently grappled with the question:
What is municipal bankruptcy for?

This Article develops and applies a normative account that seeks to do for municipal bankruptcy what the “creditors' bargain”
rubric has done for the law of corporate reorganization. The creditors' bargain, which Professor Thomas Jackson pioneered
in the 1980s 6  and developed most prominently with Professor Douglas Baird, addressed a simple question: Given that state
commercial law defines a complete set of creditor rights and remedies, what good is a corporate bankruptcy law? What economic
function might it play? The answer Baird and Jackson gave was that bankruptcy might forestall a wasteful “race of diligence,”
a scenario in which each of multiple creditors finds private advantage in foreclosing on her claim before others do, resulting
in the piecemeal destruction of an operationally sound business. 7  Bankruptcy law *820  mandates a collective proceeding so
that valuable firms will not be torn apart. 8

A rationale for municipal bankruptcy must necessarily look very different. As Professors Michael McConnell and Randal
Picker pointed out in their foundational “introduction” to the subject more than twenty-five years ago, the race of diligence
has no analog in the municipal context. 9  Creditors have exceedingly weak remedies under state law. They cannot foreclose on
municipal property in any meaningful sense, so bankruptcy's utility, if it has any, must lie in its capacity to do something other
than coordinate collection efforts. Moreover, the economic logic of the municipality is quite unlike that of most commercial
firms. A municipality's value is tied to the fruits of its unique geographic territory. Its business model, so to speak, turns on
the preservation and cultivation of that territory's spatial economies, by which I mean the properties of a physical location
that make people and firms want to locate there. 10  Municipal governments provide infrastructure and ensure social conditions
that encourage people to exploit these properties. Thus the residual beneficiaries of successful municipal government are not
investors in that government (as shareholders are investors in a commercial firm) but rather are the owners of land under its
authority. The significance of debt--and, indeed, the whole notion of the balance sheet--is different. The title of Jackson's seminal
book on Chapter 11 bankruptcy 11  is this Article's point of reference, then, not because its diagnosis and prescriptions can be
translated mechanically to the municipal context--they cannot--but in homage to its method. *821  The task is to identify, in
a peculiar institutional setting, how the existence of debt is apt to pervert allocative decisions and then to articulate a role for
a (federal) debt relief law that is proportionate to the disease.

My core normative claim is that municipal bankruptcy law ought to aim at preserving spatial economies when public debt
otherwise threatens to dissipate them. Large municipal debts can discourage local investment, public and private alike--
investment that is needed both to efficiently exploit and to sustain spatial economies. 12  Chronic underinvestment erodes the
value of the land under a municipality's jurisdiction. And because locations implicitly compete for resources, underinvestment
can provoke irreversible capital flight. What bankruptcy can do, at least in principle, is to rationalize investment decisions by
removing the distortive effects of debt. 13

This account can be brought to bear on current law as well as prospective reforms. And it explains why so many observers have
the critical intuition that Chapter 9 is of little moment. Under current law, bankruptcy intervenes too late. Debt relief comes, if at
all, only when a municipality can no longer service its debts in the near term. 14  Its spatial economies are by then likely to have
been squandered, and there may be no reason for investment to return. If municipal bankruptcy is to achieve its end, I argue, it
must allow write-downs, and indeed encourage them, before public debt can undermine investment and precipitate economic
decline. This Article outlines some ways the law could be amended *822  to better accomplish its aim. It acknowledges that
practical objections might, in the final analysis, make such amendments unwise. In particular, a policy of liberal debt relief
can in some specifications tighten lending ex ante, provoking a choice between scenarios the costs and benefits of which are
imperfectly known. A definitive resolution is impossible here, but this Article makes a start by developing plausible alternatives
and setting out their competing considerations.

The balance of this Article is arranged in three parts. Part I introduces the features of municipal bankruptcy law pertinent to
the main analysis and reviews the extant critical literature. Parts II and III form the Article's analytical core. Part II develops
a normative framework for evaluating municipal bankruptcy law. Incorporating findings from economic geography and urban
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economics, it draws a conceptual distinction between two kinds of debt-burdened municipalities, one suffering economic
dysfunction and the other facing merely financial distress; and it argues that bankruptcy, in its ideal form, is suited to remedy
the latter but not the former. Part III applies this theoretical framework to critique existing law and to develop practical means
by which bankruptcy law's promise might be realized. It outlines rule changes that would stimulate earlier debt relief--thereby
better preserving spatial economies--and discusses potential draw-backs inherent in such changes.

I. CHAPTER 9 STRUCTURE AND CRITIQUE

Municipal bankruptcy differs in key respects from bankruptcy's individual and business varieties, and understanding the thrust
of these differences is important to grasping criticisms of existing law and concrete possibilities for reform. To that end, this Part
furnishes background on the structure of municipal bankruptcy law needed to grasp the significance of the argument to come.
It then describes the scholarly, critical literature. As a descriptive matter, the remarkable feature of municipal bankruptcy is its
limited domain. Its strict eligibility conditions ensure that Chapter 9 is rarely invoked. When it is invoked, the court's authority
to alter debtor policy, to say nothing of the governance parameters under which policy is formulated, is sharply curtailed. Most
critical work has bracketed eligibility. Instead, the literature has been mainly concerned with the appropriate balance of power,
in bankruptcy, between the federal judge overseeing the case and the local officials whom state law charges with managing
municipal affairs in the ordinary course. What is almost entirely *823  missing from academic discourse, oddly enough, is
debate about what a municipal bankruptcy law is for in the first place.

A. Key Features of Municipal Bankruptcy

1. Strict eligibility conditions.

The most striking fact about Chapter 9 is how little used it is. Recent years have seen a marked increase in municipal bankruptcy's
salience and economic importance. Still, filings under Chapter 9 are historically rare and remain uncommon today. To give
a rough indication of its infrequency, consider that, in the 35 years between 1980 and 2015, only 293 Chapter 9 cases were
filed in total. 15  The most recent census counts roughly ninety thousand local government entities, 16  meaning that only 0.3
percent of municipalities sought bankruptcy protection during an interval that included four national recessions. Moreover,
those municipalities that do file are disproportionately “special purpose” entities--utilities; hospitals; water, sewer, and school
districts; and the like. 17  Only fifty-three of approximately thirty-nine thousand “general purpose” cities, towns, and counties
entered bankruptcy over the same thirty-five year period. 18

Multiple factors plausibly contribute to the infrequency of municipal bankruptcy. But surely part of the story, and probably
a big part, is the strictness of eligibility criteria. Chapter 9 limits who will be a debtor in three important ways. 19  First, no
municipality can be a debtor unless its state “specifically authorize[s]” it to become one. 20  States vary in their approach to
authorization. *824  The most permissive states authorize the governing body of any municipality to file a petition on its own
initiative. 21  The most restrictive deny eligibility outright to all municipalities. 22  Between these polar approaches, many states
limit eligibility to specified classes of municipality or condition eligibility on the approval of the governor, a tax commissioner,
or some other representative of the state's general interests. 23  Depending on how one counts, only around half of the states
currently provide a route to bankruptcy. The significance of state law contrasts sharply with consumer and business modes of
bankruptcy. In these other, more familiar modes, state law frequently determines substantive recovery rules, 24  but it has no
bearing on whether a mandatory collective proceeding is to be initiated.

Second, municipalities enter bankruptcy on a voluntary basis only. 25  This does not mean Chapter 9 necessarily depends on the
consent of a municipality's residents or even its elected officials. State law might vest municipal power--entirely or with respect
to fiscal matters only--in an emergency manager or control board, and these could invoke bankruptcy irrespective of local will.
What the requirement of a voluntary petition means, rather, is that long-term creditors cannot force a municipality to confront
what may be unsustainable debts. They must wait. To be sure, municipal creditors today would have little use for an involuntary
mechanism because, as I discuss below, current law vests municipal debtors with broad discretion in bankruptcy over the use
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and disposition of property. But the lack of an involuntary mechanism, coupled as it is with weak creditor-collection rights, has
important implications for the utility of proposed law reforms that seek only to alter the conduct of cases actually filed.26

*825  Third, a municipality may not invoke Chapter 9 unless it is insolvent. 27  And insolvency is narrowly defined in this
context. 28  A municipal debtor is ineligible for Chapter 9 unless it is “generally not paying its debts as they become due” or is
“unable to pay its debts as they become due.” 29  Courts have read this formulation narrowly. 30  Most famously, after Bridgeport,
Connecticut, filed a petition in 1991, the court found that the city was not insolvent and hence could not use bankruptcy because,
despite its dire financial condition, it was sufficiently liquid to service debts during the coming fiscal year. 31  Just how much
of a municipality's borrowing or taxing capacity it must exhaust before it is “unable” to meet current obligations is uncertain,
but the thrust of the law in this area is clear: a city cannot use bankruptcy in a farsighted manner to adjust long-term debts with
structural implications but must instead wait until its coffers are near empty.

2. Circumscribed judicial authority.

Aside from its eligibility criteria, two features of Chapter 9 are particularly remarkable: the debtor's broad discretion to use
property as it wishes and to control the course of proceedings. Put differently, what distinguishes municipal from individual or
business bankruptcy is the court's, and by extension the creditors', relative weakness.

The function of the automatic stay, which goes into effect when a bankruptcy petition is filed, is to block creditors' ordinary
*826  remedies under state law. 32  In individual and business cases, bankruptcy, having undermined creditor interests with one

hand, promises with the other to protect them from debtor malfeasance or neglect by asserting judicial control over contested
property. The law does this via the statutorily defined “estate,” 33  authority over which is vested in a court-appointed trustee,
subject to direct judicial approval of important decisions. 34  To be sure, the managers of a business in Chapter 11 typically
retain control of day-to-day matters as debtor-in-possession (just as an individual debtor retains possession of her property in
Chapter 13). 35  But transactions outside the ordinary course, which have the greatest capacity to upset creditor expectations,
require judicial blessing. 36  Moreover, the law prevents malingering in bankruptcy by allowing creditors to propose a viable
plan if the debtor cannot or will not do so, 37  or to have the case converted to a liquidation. 38  The net effect is a regime in
which the bankruptcy judge has final say-so over important dispositions and the debtor is, relative to other interested parties,
at best something like the first among equals.

Not so in Chapter 9. A city's filing of its petition stays creditor collection activities but does not create an estate. 39  And there
is no trustee. 40  Rather, the debtor retains during bankruptcy all of its authority to conduct its affairs as it wishes. The Code
secures debtor discretion with broad language:

Notwithstanding any power of the court, unless the debtor consents or the plan so provides, the court may not, by
any stay, order, or decree, in the case or otherwise, interfere with--

(1) any of the political or governmental powers of the debtor;

(2) any of the property or revenues of the debtor; or

*827  (3) the debtor's use or enjoyment of any income-producing property. 41

Not only ordinary-course operations are insulated from judicial interference. Municipal debtors are permitted to use or dispose
of property outside the ordinary course and to borrow additional funds (unless the new lender would have a priming lien)--all



Hom, Gregory 9/25/2020
For Educational Use Only

THE LOGIC AND LIMITS OF MUNICIPAL BANKRUPTCY LAW, 86 U. Chi. L. Rev. 817

 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 5

without seeking judicial approval. 42  Only the debtor can propose a plan of adjustment, 43  and the case can't be converted to
another chapter because there is no “liquidation” of a municipality.

This is not to say the court is powerless. A municipality enters bankruptcy because it wants a debt adjustment (or in any case,
the people acting on its behalf want one), and it is the bankruptcy judge's province to decide whether to approve such an
adjustment. 44  Some of the criteria the judge is to consider are vague--for example, the requirement that a plan be “in the best
interests of creditors and [ ] feasible” 45 --so she inevitably has latitude to deny relief. If the judge thinks it appropriate, she
can dismiss the case outright. As commentators have long pointed out, a judge could leverage her discretion with respect to
plan confirmation, turning it into de facto influence over debtor conduct: power exercised with “a wink and a nod.” 46  So,
for example, a bankruptcy judge might be able to cajole municipal authorities into imposing a new tax, even though she is
prohibited from imposing one in her own name. But there are obvious limits to such roundabout authority. First, it might be
thought inappropriate for a judge to do indirectly what the Code expressly declares she shall not do directly. And unseemliness
impairs communication channels, if nothing else. 47  Second, municipal officials will bend  *828  only so far. Debt adjustment
is worth something but not everything. In a high-profile matter, moreover, dismissal of the case is apt to be viewed as a judicial
failure as much as a municipal disappointment. The court might balk, and city officials know this. The situation resembles a
bilateral monopoly. Negotiations, so to speak, are unlikely to get the judge just what she wants. The plain fact is that courts in
Chapter 9, compared to other forms of bankruptcy, are essentially weak and can do relatively little to influence debtor operations
or policy more generally.

B. The Critical Literature

The modern scholarly literature on municipal bankruptcy began in the early 1990s, motivated, it seems, by Bridgeport's abortive
filing. Professors McConnell and Picker, in particular, set what are still the bounds of academic debate. 48  Their contribution
was twofold. First, they showed that the economic problem that corporate bankruptcy was thought to solve, the creditors' “race
of diligence,” has no analog in the municipal context. 49  Compared with the frustrated business or, indeed, consumer creditor,
McConnell and Picker observed, the municipal creditor has exceedingly weak remedies under state law. 50  A municipality
cannot be dismembered, so there is no need for bankruptcy to coordinate creditor collections efforts. Second, McConnell and
Picker identified two familiar properties of bankruptcy with more promising municipal analogs: its capacity to grant the debtor
a “fresh start” and to improve management. 51  To the extent a person's debt burden has blunted her incentive to invest in the
future, cleaning up her balance sheet can be expected to yield salutary effects. 52  And *829  to the extent a firm's managers
or managerial policies are to blame for its woes, cleaning up the executive suite can do the same. 53  The translation of these
functions to the municipal sphere is imperfect, McConnell and Picker saw, but they might yet ground the law.

Academic interest in municipal bankruptcy has grown considerably since the Great Recession and the wave of filings that
began with Vallejo, California, in 2008. Much of the scholarship has had a descriptive ambition, meant to explicate or clarify
existing law rather than to criticize it. 54  Because the application of Chapter 9 to sizeable, general purpose municipalities is still
a novelty, many interesting and difficult questions of law are yet to be resolved.

Critical scholarship has focused on the second of the two functions McConnell and Picker identified--the law's capacity to
improve municipal policy. 55  The most prominent critique of Chapter 9 is that it, unlike Chapter 11, lacks direct mechanisms
by which the judge and creditors can correct dysfunctional governance *830  norms. 56  Much of the literature in this vein
starts with the premise that incompetent management and dysfunctional electoral politics (which tend to produce incompetent
managers) are to blame for excessive municipal debt. 57  It follows that debt relief without a corresponding change in policy or
governance is futile and that healthy policy and governance changes can have a big, long-term impact. The question, then, is
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what, if any, role bankruptcy should play in effecting change. 58  At one pole are those who think federal judicial intervention
in local governance either inconsistent with law or more generally ill-founded. On this view, state law is the proper source of
municipal reform. 59  Bankruptcy *831  ought to serve as, at most, an implement states can use to write down municipal debt
notwithstanding the Constitution's Contracts Clause. 60  At the other pole, Professors Clayton Gillette and David Skeel argue
that judicial intervention in bankruptcy not only is consistent with existing law but frequently is advisable, precisely because
the fact of bankruptcy suggests that the levers of reform at the state level are not working. 61

Whatever their view on the propriety of federal intervention in municipal governance, those writing critically on Chapter 9
implicitly concede a narrow sphere for municipal bankruptcy. Even Gillette and Skeel, for example, acknowledge that judicial
intervention is possible only to the degree an eligible municipality's managers want debt relief. 62  If a municipality does not
qualify for Chapter 9 or does not ask for a plan of adjustment, there is nothing for a court to do. Normative debate is thus
very real, but because eligibility criteria are so strict, the functional significance of that disagreement has been unavoidably
slim. Whether for that *832  reason or another, little scope has been given to the question: What, in principle, might a sensible
municipal bankruptcy law achieve? 63

II. FRAMING AN OBJECTIVE FOR MUNICIPAL BANKRUPTCY

The economic function of bankruptcy, in general, is to cure allocative distortions that follow from high levels of debt. Debt
alters behavior, and when it becomes overwhelming, it can induce people to forgo valuable opportunities. In a frictionless world,
investors would bargain around debt so as not to leave surplus on the table--the Coasean nirvana--but in the real world they
cannot always do so. Bankruptcy cuts the knot. By cleaning up a debtor's balance sheet, it encourages people to make investment
decisions in accord with the underlying value of available resources.

The creditors' bargain model, the leading normative framework for understanding corporate bankruptcy, is an application of
this insight. The question that model addresses is: How does debt generate allocative inefficiencies in the corporate setting?
The answer, which Professor Jackson gave and elaborated with Professor Baird in the 1980s, is that a firm's default can lead to
a creditor run, dismembering specific investments and thereby destroying joint value. 64  What bankruptcy can do is forestall
grab *833  races when investors would, if they could coordinate cheaply, opt to keep a firm intact. That is, bankruptcy can
help investors not waste the value associated with an indebted firm's peculiar configuration of resources. Here is the law's logic
and also its limit. 65

This Part identifies a corresponding objective toward which municipal bankruptcy law might be directed. Its motivating
question, then, is: How does debt generate allocative inefficiencies in the municipal setting? The answer will take some pages
to unpack, but in principle it can be simply put: High levels of government debt can lead to underinvestment, both public and
private, in infrastructure within a municipality's territorial limits. This in turn threatens to dissipate spatial economies associated
with the location. 66  What bankruptcy can do, even if existing law does it poorly, is preserve these economies by writing down
debts likely to discourage local investment. What bankruptcy cannot do, on the other hand, is equally clear. Just as surely as
debt can cause spatial economies to be dissipated, it can also be a consequence, or symptom, of their natural decay. One city
has too much debt; another city has too much debt because the once-prosperous mine near which it sits has become defunct. It
is familiar to talk of “disruptive” technologies undermining once-vibrant businesses. But the same process, although celebrated
with less fanfare, has the capacity to undermine once highly productive places, too. When a location cannot generate revenues
sufficient to pay for basic social services, it is tragic but not a matter bankruptcy is calibrated to resolve. Law reform should
be undertaken with this logic in mind. 67

*834  A. The Economic Function of Cities and Towns

Why do people and firms locate where they do? What is the use of cities and towns? These are the central questions of economic
geography and urban economics. Here is not the place to explore the state of the art in those fields, but it will be helpful, in trying
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to understand the significance of government debt, to bear a few ideas in mind. 68  Modern theory on the question of location is
usually traced to Alfred Marshall. People and industry tend to concentrate in a particular location, Marshall saw, for two generic
reasons--either to exploit natural advantages associated with the place or to benefit from proximity to complementary people
and activities. 69  I call these reasons “natural” and “density” economies, respectively, and I use the term “spatial” economies
to refer generically to either. 70

Natural economies refer to the cost savings to be had by locating activity close to valuable natural resources. These resources
vary widely in character. They include endowments such as rich soil, proximity to mines or quarries, or access to transportation
networks. No exhaustive catalog is possible because what counts as a natural advantage depends ultimately on contingent facts
about technology and culture. What is advantageous in one time and place is a function of given modes of production and
consumption. Thus, Marshall's illustrations of natural advantage are distinctive of and specific to the England of his time:

Straw plaiting has its chief home in Bedfordshire, where straw has just the right proportion of silex to give strength
without brittleness; and Buckinghamshire beeches have afforded the material for the Wycombe chairmaking. The
Sheffield cutlery *835  trade is due chiefly to the excellent grit of which its grindstones are made. 71

Natural economies are not only about production strictly understood. Place-based amenities such as fair weather and access to
mountains or beaches also help to explain location decisions. 72  Again these are defined contingently. For example, temperatures
along the Sun Belt in the southern United States became an amenity only with the advent of cheap and reliable air conditioning.

Density economies refer to the savings to be had by locating complementary activities near one another and so reducing transport
costs. Marshall posited three advantages to industrial clustering, corresponding to the need of transporting goods, labor, and
ideas, respectively. 73  These advantages are usually described today as input sharing, labor pooling, and knowledge spillover, 74

and empirical investigation confirms the influence of each on observed patterns of industrial concentration. 75  Input sharing
refers to the capacity of proximately situated firms to split the fixed costs of factors of production on which each relies. Broadly
understood, it also describes the process by which a place's residents split the fixed costs of consumption or cultural goods--
for example, the costs of maintaining an opera or a football club or an array of dining options. Labor pooling refers to the
advantage to firms of having many workers to choose from, and to workers of having many employers to choose from. There
are benefits to matching as well as implicit insurance. 76  Knowledge spillover refers to the tendency of know-how and the fruits
of innovation to spread through informal channels among persons or firms in a place. *836  Knowledge spillovers are thought
to be especially important in explaining technology clusters. 77

It is not easy, and might be impossible, to pronounce definitively on the relative importance of each source of economy. 78  What
does seem clear, however, is that path dependence mediates natural and density economies and, in so doing, explains much
about the location of thriving cities and towns. Purely natural economies are less of a factor in the modern American economy
than they once were. (Movement off the farm and advances in transportation and communication technology ensure that. 79 )
And density economies, by definition, do not depend on a specific location; they require only that some place be a focal point
of concentration. 80  History connects these ideas. In a simple model, people initially cluster in a place endowed with natural
advantages--a favorable location on a navigable river, say--and agglomeration persists or accelerates, long after the endowment
has become obsolete, on account of the fact of the initial clustering. 81  Put simply, returns to scale may become self-reinforcing
up to a point. 82  This means, however, that, if the density economies in a place are dissipated, there might be no continuing
natural economies on which to fall back.

*837  The growth of Chicago during the nineteenth century, from a fur-trading outpost to one of the world's leading cities,
illustrates the way natural and density economies can depend on one another. 83  When the city was founded in 1837, its site at the
mouth of the Chicago River was no accident. The harbor there, although poor in absolute terms, was the best to be found in the
south part of Lake Michigan, and the River's upstream limit was only about a dozen miles from a ridge separating the watersheds
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of the Great Lakes from those of the Mississippi. As a portage, Chicago stood to be an obvious trading place for goods moving
across the country, from New York to New Orleans. A canal built during the 1840s connected the Atlantic and Gulf by inland
waters, in the process expanding Chicago's effective hinterlands and increasing its value as a marketplace. Beginning in the
1850s, the railroads superseded the canal for the shipment of most goods; but the railroads were built to Chicago precisely
because it was already a regional center. By the time of the World's Fair in 1893, the economies initially provided by the harbor
and river were essentially irrelevant. The city's place at the hub of a hub-and-spokes rail system now defined its endowment, a
kind of “second nature,” but that system was itself a product of the density economies that could be traced back to the fur trade.

An individual deciding where to locate might reasonably take the existence of spatial economies as given. But as the example
of Chicago suggests, only the rawest natural economies are spontaneously generated. For the most part, the development and
exploitation of spatial economies requires capital. Investment is needed.

Which brings us, at last, to the municipality. The economic function of municipal government is to develop local spatial
economies--by direct investment and by acting as a spur to private investment (supplying social regulation and conditions
conducive to investment). In principle, municipal government is unnecessary. In principle, private investment can fund
infrastructure. And in principle, state and federal governments can ensure the public safety necessary to make that investment
viable. 84  But in *838  fact, at least in the United States, local government has always been intimately tied up in local
development. 85  And this generally seems a sensible arrangement. 86  Government, with its coercive tax power, has an advantage
in solving freeriding problems; and local governments, in particular, are responsive to those who stand to gain (and lose) most
from investments in infrastructure. 87  As a result, municipal governments are generally well positioned to provide efficient
levels of public and quasi-public goods--street repair, sanitation, police and fire protection, and so forth. 88  All does not always
go well, however, and a municipality may find itself under a mountain of debt.

B. Economic and Financial Distress

A central notion in corporate bankruptcy theory, perhaps the central notion, is the distinction between economic and financial
distress. Economically and financially distressed firms alike face *839  unsustainable debts, but the significance of their debts
differs. A company in economic distress lacks a viable business model. The demand for its products or services is insufficient
to cover costs at anything like current scale. A restaurant that prepares lousy food at high cost is the prototype. Its few loyal
(and idiosyncratic) patrons do not eat enough to pay for the labor, rent, ingredients, and so forth that go into the meals, and the
disparity between receipts and costs must be covered by borrowing. Even well-managed and once-profitable companies can find
themselves in economic distress. The advent of the word processor, for example, spelled the end for typewriter manufacturers
of long standing. 89  In a market economy, these firms are doomed. Relief from creditors will not save them. It will at most delay
a reckoning, and all bankruptcy can do is to structure the inevitable liquidation and disbursal of proceeds.

A company in financial distress, by contrast, has a viable business model--its revenues are sufficient to cover operating costs--
but its cash flows are inadequate to cover costs and service outstanding debt. Its balance sheet needs recapitalization, but its
peculiar combination of real resources is operationally sound. The nineteenth-century railroads furnish the classic example. 90

A struggling railroad's bondholders might value keeping its tracks together even if the railroad's revenues will not satisfy their
claims in full. (Railroad ties sold for their second-best use, as firewood, would be unlikely to fetch a superior return.) Because
any one impaired lender might nevertheless find it privately advantageous to levy on the wood and steel comprising the railroad,
as she was entitled to do under ordinary legal principles, a debt restructuring mechanism could produce value. Fundamentally,
bankruptcy can prevent the fact of debt from destroying the surplus associated with a particular configuration of assets. 91

*840  The concepts of economic and financial distress map imperfectly onto the municipal context. A city occupies a fixed
geographic territory as a matter of law, and creditors cannot in any meaningful sense foreclose on or liquidate its property. 92

And while the owners of locally situated real estate are, after a fashion, the residual beneficiaries of municipal policy and action,
and in that sense resemble corporate stockholders, 93  their property cannot be seized to satisfy entity-level creditors. 94  So the
particular risk-return profile the residual beneficiaries face is quite different. Nevertheless, it will be useful to effect a conceptual
translation, to emphasize a parallel ambiguity in the significance of municipal and corporate debt. A local government, like a
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company, has a kind of business model. 95  It offers a suite of services, charges for them, and can sustain unbalanced budgets
only as long as its credit will last. That credit depends, in turn, on the perceived viability of the business model.

C. Municipal Economic Distress: Productivity Shock → Debt

A municipality is economically distressed when it is in debt and its sources of revenue--taxes, fees, and reliable grants-in-aid--
are insufficient to pay for the scale of services it has been known to provide or that most Americans demand unconditionally.
Such a municipality cannot increase its long-run revenues because the *841  act of raising tax rates or imposing new fees will
generate offsetting delinquency and flight. 96  Nor can it balance its long-run operating budget by reducing services or skimping
on capital maintenance because this too will cause flight--and moreover, many municipal services are mandated by state law if
not by good conscience. In short, this is a municipality whose business is cooked. Despite what is sure to be cheap real estate,
the location no longer attracts economic activity on a scale sufficient to pay the bills.

How does a city or town come to find itself in economic distress? Chronic mismanagement and political dysfunction can do the
job. The dominant story is not, however, about malfeasance or even negligence, but about technological and cultural change. 97

The world changes in ways that undermine a place's spatial economies, the reasons for people's being there, and debt is a
frequent byproduct.

A process culminating in municipal economic distress often begins with a negative productivity shock--a change, whether local
or macroeconomic, that makes locating within the municipality less valuable than before. Even a major shock--for example, the
exhaustion of an important natural resource--does not cause municipal operations to shutter immediately, however. Local life
continues because infrastructure is durable. Professors Edward *842  Glaeser and Joseph Gyourko capture the dynamic in an
important model of urban decline. 98  The model's logic starts with the familiar observation that a place's spatial economies are
reflected, or “capitalized,” in the price of local real estate. 99  A negative shock to the magnitude of these economies induces the
mobile residents who are most sensitive to the effects of productivity changes to leave for more lucrative opportunities. 100  But
the population does not immediately decrease. Instead, housing prices are bid down, and new residents, less vulnerable to the
effects of productivity loss and more sensitive to housing cost, move in to replace the departed. 101  Population declines only
as the housing stock and complementary infrastructure are exhausted. 102

Versions of this story have played out across the United States for a long time. Sometimes the agent of change is industry-
specific and therefore concentrated in particular regions or localities. Reversals in the coal industry hit parts of Appalachia
hardest, for example, and the decline of the timber industry disproportionately affected the Pacific Northwest. But other changes
alter patterns of clustering more generally. Consider for example the many market towns that once thrived as trading hubs in
agricultural regions. When a large fraction of the population was “on the farm” and travel was slow, a relatively large number
of relatively small market towns flourished. Developments in agriculture and transportation shocked the spatial equilibrium.
As the number of agricultural workers and the cost of travel fell, it became inevitable that many once-vibrant cultural hubs
would decline. 103

*843  The conditions following a major negative productivity shock put pressure on a municipality's budget. Although
population remains constant for a time, revenues shrink because the tax base is impaired. Incomes are lower, property worth
less, and the dollar volume of taxable transactions diminishes. At the same time, demand for government services may increase
because those least sensitive to productivity may require more public aid. It stands to reason, for example, that the elderly and
the infirm are on average less sensitive to productivity because they are not seeking employment. Thus, “[a]s tax revenues are
falling, spending needs are rising.” 104  Moreover, when population eventually declines, the cost of providing a fixed level of
services may increase as former scale economies are lost. 105  In principle, economic decline need not lead to large public debts.
If managers can adjust quickly and nimbly enough by scaling back spending on margins formerly, but no longer, in high demand
and cultivating subsidies and charitable aid, they might be able to “wind down” operations. 106  But this is no easy task, and for
obvious reasons the adjustments needed to avoid chronic deficits will often be unpalatable to the voting electorate. Debts grow.
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Under these conditions, there is little for bankruptcy to do. An initial shock or series of shocks has set in motion adjustments
that, in equilibrium, leave a degraded tax base and increased demand for public services. If the magnitude of the shock or shocks
is large enough, the municipality finds itself unable to raise revenues sufficient to cover basic services such as police, fire, and
sanitation. Unsustainable debt may be one consequence, but it is a product rather than cause of distress. There is no reason to
think debt relief or a bankruptcy judge's intervention in local governance will stimulate new investment.

*844  D. Municipal Financial Distress: Debt → Underinvestment

The degree to which spatial economies are exploited depends on complementary capital investment, physical as well as human.
For example, the area near deep and still water becomes valuable as a port location only when docks are built; the area near a
mineral deposit becomes valuable as a mining location only when extraction facilities are built; the area near a ski mountain
becomes valuable as a resort location only when a lodge is built, trails are cleared, and lifts installed. Likewise, a functioning
road system makes a city a more valuable place to congregate, a more useful focal point for interaction. Spatial economies are
likely to depend as well on investments in goods such as schools, sanitation, law enforcement, and real estate improvements
of all kinds, as well as investments not mediated by market exchange, such as the founding of clubs and religious and cultural
associations. All else equal, most people prefer to be clean, safe, and comfortably housed. These goods are costly, of course,
and the law of diminishing marginal returns defines an upward limit on the wisdom of their procurement, but the fact is that
investment is needed to enhance and exploit spatial economies.

A corollary to this proposition is that underinvestment threatens to erode or dissipate spatial economies. The port whose harbor
is inadequately dredged becomes a less valuable conduit of trade; the city whose roads have too many potholes becomes, on
the margin, a less useful place to congregate. Locations compete with one another for economic activity, whether explicitly or
not. As a location's spatial economies are dissipated by underinvestment, the people and firms most sensitive to its productivity
loss will be tempted to leave. In other words, underinvestment is one path to economic dysfunction.

Large public debts can cause underinvestment. Municipal financial distress describes the condition when they threaten to do
so. What bankruptcy can do, in principle, is truncate those debts and so prevent financial distress from turning into, or creating,
economic distress. But one needs to be careful about the mechanism. As Part III explains, the wisdom of a more aggressive
municipal bankruptcy regime depends on the ability to identify cases of financial distress accurately, and to do that, one needs
to grasp how exactly municipal debt is apt to discourage investment. The propensity for underinvestment has a public and a
private side, and I take these in order.

*845  1. Public underinvestment.

The place to start is with the proposition that large municipal debts discourage public investment in valuable infrastructure. It
is because a city faces so much debt, the thought goes, that it skimps on cost-justified expenditures on transit and police and
the like--penny-wise savings that are pound-foolish because underinvestment erodes spatial economies. This, at any rate, is an
effect municipal bankruptcy could in principle ameliorate.

Why should debt have such an effect? The general mechanism is given by what the corporate finance literatures calls “debt
overhang.” Debt overhang describes a condition in which an entity's existing obligations blunt investors' willingness to
contribute new capital to finance new investment. 107  This can cause it to fail to exploit even opportunities that all investors
expect to be socially valuable. Speaking generally, is a consequence of the fact that existing creditors have first dibs on cash
flows. Junior investors, because they do not fully internalize the creditors' interests, are disinclined to fund the gamble.

To illustrate, start with a simple example in the corporate setting. Suppose that Acme Corporation is deciding whether to raise
capital for a new investment. The project costs 80 today and will pay out either 200 or nothing tomorrow, after which Acme's
investors will settle their affairs. Success and failure of the project are equally likely.

If Acme has no debt, then its stockholders will expect the investment to make them better off by 20:
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[0.5(200) + 0.5(0)] - 80 = 20.

*846  Stockholders who are indifferent to risk will want to contribute the necessary capital because the project will, in
expectation, generate revenues in excess of costs.

But if, on the other hand, Acme has debt, then its stockholders might wish to forgo the new investment. Suppose that Acme
owes its creditors 50 at the time the new project is considered. If the project is undertaken and proves successful, the creditors
will lay claim to 50 of the proceeds, leaving 150 for the stockholders. If the project is undertaken and proves unsuccessful, then,
of course, the creditors and stockholders both take 0. 108  On this specification, Acme's stockholders will not wish to contribute
the necessary capital because they expect the investment to make them worse off by 5:

[0.5(200 - 50) + 0.5(0)] - 80 = -5.

The project is socially valuable, but the stockholders, to the extent they are in control, will prevent the investment from being
made. 109  More generally, debt overhang implies that risk-neutral stockholders will seek to invest in a new project only to the
extent its expected value is positive net of the face value of the company's debts. 110  The bigger those debts are relative to the
company's equity cushion, the more valuable investment opportunities the company is likely to pass up.

The translation of a corporate model of debt overhang to the municipal context is imperfect but important to effect because,
in many relevant respects, firms and towns can be expected to behave similarly. After all, in both cases, the primary residual
beneficiaries of successful investment elect officials to mediate relationships *847  between and among themselves and the
entity's lenders, employees, and other constituents. In the corporate case, stockholders bear the primary residual interest in
activities overseen by the board of directors they choose because the value of equity depends on the profitability of corporate
investment. In the municipal case, residents and (especially) landowners bear the primary residual interest in activities overseen
by the mayor or council they elect because the value of local real estate depends on, among other things, the relationship between
taxes and the municipal infrastructure they procure. 111  The value of operations is capitalized in equity securities in one case
and in real estate in the other. 112  In both cases, those with a residual interest in operations will tend to support investments
they believe are likely to enhance the value of what they have, even if they must “pay for” these investments, and will tend to
disapprove investments whose costs they expect to exceed the benefits to them. 113

This is just what is needed to produce debt overhang in the face of large entity-level debts. Because, under these conditions,
creditors stand to capture a disproportionate share of the value of new investments, those who are junior to them in the pecking
order may find it in their private interest not to fund even valuable new projects. In the corporate context, stockholders decline
to contribute new capital to fund profitable projects. In the municipal context, residents and (especially) landowners decline
to support taxes to develop or renew cost-justified infrastructure and *848  other quasi-public goods. Debt overhang can thus
lead to underinvestment in both contexts, at least in principle.

Scholars have long recognized a version of this insight, and some have sought to justify municipal bankruptcy partially in
reference to it. 114  An important qualification to the analogy between stockholders and landowners needs to be made, however.
Compared to stockholders, landowners have relatively strong private reasons to pay down entity-level debts, through special
assessments if necessary, if they believe that those debts are likely to thwart efficient public investments.



Hom, Gregory 9/25/2020
For Educational Use Only

THE LOGIC AND LIMITS OF MUNICIPAL BANKRUPTCY LAW, 86 U. Chi. L. Rev. 817

 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 12

To see why, recall that the basic model of corporate debt overhang is driven by stockholders' limited liability. 115  The
stockholders have reason to forgo profitable new corporate investment opportunities only because they are not personally
responsible for the company's debts. 116  If they were so responsible, they would fully internalize the harmful effect
underinvestment has on the company's creditors. Put differently, it is just because stockholders' exposure to the consequences
of poor corporate performance is truncated that they do not bear the full consequences of underinvestment. 117

Landowners have limited liability, too, of course, in the sense that they are not held to personal account for a municipality's
debts. 118  But landowners are financially exposed to poor municipal performance well apart from their responsibility for
municipal debts. This is because their investment, real estate, is apt to have value independent of municipal behavior--it would
have value even if the municipality were to vanish. 119  Unlike a stock, whose *849  worth is wholly derivative of the issuer's
financial condition, a parcel of land may be desirable for its natural beauty, for the use-value of improvements built on it, or
for other reasons. Landowners' downside in case of municipal economic distress is apt to be extensive, and consequently they
have an incentive to see public debts paid down if doing so can be expected to spur cost-justified public investment. 120  At first
approximation, then, even large municipal debts should not be expected to produce public underinvestment.

This qualification suggests that, when municipal debt overhang becomes a practical problem that bankruptcy could usefully
address, it is likely to be accompanied by some other economic or political pathology, or a combination of multiple. 121  There
are a number of possible explanations. One kind of explanation looks to facts about a municipality's residents and especially its
landowners; another looks to sources of political dysfunction. The following are four important species of political friction:

a) Liquidity constraints. A municipality's taxpayers and landowners may be liquidity constrained. They may see that paying
down municipal debts would be wise, because new public investments would be valuable, yet lack the funds to do so. This
kind of explanation is most plausible in times of macroeconomic stress, especially when, as in the Great Depression, liquidity
constraints are coupled with deflation. Between 1930 and 1932, the dollar deflated by approximately 30 percent. 122  Because
bonds *850  were written in nominal terms, municipal debts jumped proportionally in real terms. This effect, combined with the
general reduction in output, meant that many debts simply could not be paid. 123  And this notwithstanding whatever residents
might have thought about the merits of infrastructure investment. 124

b) Leveraged ownership. Landowners in a municipality might have leveraged positions in their real estate. Concretely, much of
the value of their property might be mortgaged to a lender so that the owner herself has little equity in the land. This is not the
same as saying the land has little value, as in the case of an economically distressed location. The land could be valuable, but if
much of the claim to that value is mortgaged, then titleholders, who hold the immediate political influence, face relatively little
downside to municipal dysfunction and so can be expected to behave like stockholders under conditions of debt overhang.

c) Legal barriers to taxation. State law might make raising taxes difficult or impossible and so prevent a municipality's
residents and landowners from paying down public debts efficiently. California's Proposition 13 is only the most well-known
friction of this kind. 125  That constitutional amendment limited the rate at which property in the state could be taxed, 126  with
certain exceptions, as well as the rate at which the assessed value of such property could increase. 127  California law permits
municipalities to levy other kinds of taxes and special assessments with voter (often supermajority) approval, 128  and these
could be used as imperfect substitutes for a tax on real estate. But because landowners are the primary residual beneficiaries of
municipal investment, it is they who have the greatest interest in resolving excessive public debts. More generally, legal barriers
to a municipality's raising revenue magnify the significance of its debt.

*851  d) Political barriers to taxation. The vicissitudes of electoral politics might prevent excessive debts from being paid
down even when no legal barrier outright prohibits efficient taxation. Municipal voters are not a homogeneous bloc. They do
not share equally from the gains associated with efficient investment; they do not share equally in the costs associated with
paying for investment; some may lose coming and going. The central lesson of coalition formation is that multiple equilibria are
possible. Moreover, some systems of municipal government are more apt than others to produce inefficient budget practices. 129
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2. Private underinvestment.

Spatial economies are sustained not only by the public or quasi-public goods traditionally provided by the public sector, such
as roads and police, but also by goods traditionally provided by the private sector. Improvements to real estate--residential,
commercial, industrial--are the most important examples. 130  If large public debts discourage private investment, whether by
incumbent residents or prospective new entrants, as well as public investment, this effect would be an important feature of
municipal financial distress. And there is reason to think public debts can have just such an effect, especially on relatively fixed
investments. Two channels are apparent:

a) Fear of debt overhang. The first is a derivative of the problem just discussed--namely public underinvestment. Suppose our
friend Acme Corporation is deciding where to locate a new headquarters. It must choose between two municipalities, Springfield
and Shady Grove, identical in every respect but one: Springfield has large debts; Shady Grove has none. Where will Acme
choose to invest?

At first approximation, Acme should be indifferent. The expectation of future tax burdens in Springfield ought to be higher
because the town's expected future revenue needs will be higher; and this fact ought to make the purchase price of land in
Springfield *852  cheaper than an identical parcel in Shady Grove by an amount equal to the present value of the difference
in expected future taxes. But as we have seen, first approximations might be misleading. Frictions might exist such that
Springfield's debt overhang in fact leads to public underinvestment in valuable infrastructure. Springfield's roads or schools
or water quality might deteriorate relative to Shady Grove's. Shady Grove's spatial economies might in turn come to dominate
Springfield's.

This future is uncertain, of course. But uncertainty augurs in favor of Shady Grove. One might expect the price of real estate
in Springfield to reflect the greater risk associated with its fortunes and so be correspondingly cheaper than it otherwise would
be, restoring parity. And indeed uncertainty might be capitalized in land prices to some extent. But uncertainty discourages
relatively fixed investments, like physical plant, more than it does relatively mobile investments for the (definitional) reason
that mobile investments can be repurposed if, in the future, an unfavorable state of the world is realized. To illustrate, suppose
the property Acme is considering is a large warehouse complex. Acme's plan is to refit the complex into state of the art office
space at a cost of millions of dollars. An alternative potential buyer, Logistics Incorporated, would use the existing structures
as a shipping depot. It would house millions of dollars of merchandise there at any given time, all of which could be loaded
into trucks on short notice. Even if office space is the more valuable use of the land, on average, Logistics may be the high
bidder under uncertainty because it can simply reroute its shipments if municipal conditions become dire. If things turn south,
Logistics will lose only the warehouses' purchase price; Acme will lose that plus the millions of dollars in renovation costs it
must also spend. Uncertainty costs Acme more because its proposed investment is relatively fixed. In this way, large public
debts can be expected to discourage valuable fixed private investments in particular. 131

*853  b) Fear of discrimination. Large public debts might alternatively discourage the most valuable private investments by
inducing fear of discriminatory treatment. If Springfield must pay down a large debt, it might need to increase revenues. This
it can do most effectively by taxing the owners of immobile capital disproportionately. Fixed investments are easier to tax
because, by definition, they are less prone to flight from the jurisdiction in case of a rate increase. 132  Projecting that endgame,
potential investors of relatively fixed capital, like Acme, might prefer less indebted locations. The result is that local real estate
systematically stays in the hands of less productive enterprises.

If these channels of private underinvestment seem abstract, consider the location choice Amazon faced for its so-called “HQ2.”
The $5 billion the company plans to spend building a new campus 133 --or two--is a highly immobile investment. It follows that
Amazon needed to evaluate not only the geographic attributes of potential locations, their spatial economies, but also what it
calls “[a] stable and business-friendly environment and tax structure.” 134  Places that are too heavily indebted risk being unable
to promise stability and so become unattractive sites for investment. Amazon's prospective investment is unusually big, but the
basic mechanism affects the location choices of individuals and smaller businesses as well.
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* * *

Where, then, do we stand? When a municipality such as Springfield faces large debts, these debts can discourage investment
and so lead over time to the dissipation of the qualities that make the place productive. In such cases, stagnation and decline
represent a wasted opportunity for municipal constituents as a group--including sometimes for creditors. 135  It follows that
municipal *854  constituents could, in principle, bargain around debt's pernicious effects. But for familiar reasons, coordination
is difficult and frequently impossible. This is when bankruptcy in its ideal form would intervene to write down claims against the
municipality--when debt threatens investment, long before spatial economies are so eroded that servicing debt in the near term
is impossible. The real world is not ideal, however, and it remains to be considered how the law might nevertheless be useful.

III. CHAPTER 9 RECONSIDERED

If municipal bankruptcy is to be more than an unpredictable, ad hoc, and expensive to deliver subsidy mechanism, it needs to
target the debt of local governments in financial, not economic, distress. To date, however, the general purpose cities and towns
that have entered Chapter 9 have been economically distressed. 136  In her study of the twenty-eight local governments that
entered bankruptcy or receivership between 2008 and 2013, Professor Michelle Wilde Anderson finds that widespread poverty
was a consistent theme. 137  The bankruptcies also tended to follow significant depopulation. 138  Thus, Anderson reports that
half of the cities and towns she studied had more than a quarter fewer residents than they had fifty years earlier. 139  Because
depopulation typically lags behind large negative productivity shocks, 140  these data paint a bleak picture of the economic
viability of the general purpose municipalities that enter Chapter 9 (at least on a familiar scale of operations). As things stand,
then, we can conclude that intervention comes only after debt has metastasized and, along with other factors, caused economic
dysfunction. The rub is *855  that, by the time a city has become unable to deliver basic services, such as law enforcement and
sanitation, its density economies are likely to have dissipated. Mobile people and capital will have left for greener pastures, and
they may have no reason to return. Debt relief must come sooner to be effective.

At the same time, the case for liberal municipal debt relief is not straightforward. One needs to reckon with the costs and benefits
a more liberal regime would likely entail and trade them off against one another. This is not a simple task. A change in the
availability of debt relief is of course likely to affect borrowing costs for municipalities going forward. But one cannot even
say a priori what directional effect it is likely to have. If, for example, the law were to permit a debtor to cancel debts at will
for good reason, bad reason, or no reason at all, lenders would understandably become slower to lend. Compared to a world in
which debt relief is unavailable, a rule of unilateral jubilee could be expected to depress the likelihood of full repayment and,
consequently, lenders would need to charge higher interest rates, or deny credit to more borrowers, or both to compensate. But
debt relief rules can also increase creditors' expected recoveries compared to a world in which debt relief is unavailable and
so make municipal borrowing a cheaper prospect.

The wisdom of a particular bankruptcy regime depends on its real-world capacity to distinguish cases. The remainder of this Part
addresses this difficulty. It begins by setting out in general terms the costs and benefits debt relief can entail under real-world
conditions--that is, when facts about the debtor's prospects cannot be established with certainty. I then argue that modern patterns
of municipal finance and operations, which in terms of complexity dwarf those of the era when Congress first established
municipal bankruptcy, have heightened both the risks and potential benefits associated with more liberal debt relief. Finally, I
outline some concrete changes to the law that could be expected to hasten debt relief and so help municipal bankruptcy better
achieve its aim. These I offer not as uniquely optimal rule changes but in the spirit of suggestion, as a spur to further thought
and analysis.

A. The Prospect of Debt Relief: General Considerations

A debt relief rule can manifest in three basic ways:
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First, debt relief can act as a simple wealth transfer from creditor to debtor, reducing creditors' expected recoveries without
*856  much improving investment incentives (Scenario 1). This is easy to imagine. It is what debtors try to accomplish when

they make fraudulent transfers, and, from the economic perspective, it is lose-lose relative to a world in which debt relief is
unavailable. It increases the cost of capital ex ante and does nothing to improve investment incentives ex post.

Second, debt relief can improve investment incentives and increase creditors' expected recoveries (Scenario 2). This scenario
is less intuitively obvious but follows from the possibility of debt overhang. To illustrate, let us return to Acme Corporation
and the project it considered and rejected above. 141  To refresh: Acme faced an investment opportunity that would cost its
stockholders 80 today and would pay out either 200 or 0, with equal likelihood, tomorrow. Because Acme owed its creditors
50, the project had a negative expected value for the stockholders, and they declined to contribute the needed capital:

[0.5(200 - 50) + 0.5(0)] - 80 = -5.

The creditors in this scenario recovered nothing (and there was no investment).

But now suppose bankruptcy were to intervene and write down three-fifths of Acme's debts. Acme now owes its creditors only
20, and the stockholders will find the investment profitable:

[0.5(200 - 20) + 0.5(0)] - 80 = 10.

The creditors are better off for having had their debts written down. Because the stockholders have been induced to invest, the
creditors now have a 50 percent chance of recovering 20 instead of a 100 percent chance of recovering nothing.

This kind of debt relief is win-win relative to a world in which debt relief is unavailable. It reduces borrowing costs ex ante
and encourages efficient investment decisions ex post. 142  An example of this kind of adjustment can be found in the facts
of an important case from the Great Depression, Faitoute Iron & Steel Co v City of Asbury Park. 143  In the 1920s, Asbury
Park borrowed extensively to fund improvements to its boardwalk. The Depression led the city to default. Under New Jersey
law at the time, the *857  state's supreme court was permitted to effect a composition of municipal debts if 85 percent of the
bondholders (by value) consented. The court did just that after Asbury Park procured the requisite consents, and the Supreme
Court of the United States affirmed the decree over dissenting bondholders' Contract Clause objections. 144  The justices leaned
heavily on the fact that a supermajority of bondholders had accepted the restructuring, their acquiescence being evidence that
investors could not realistically have hoped for more absent the adjustment. 145  Reducing the bonds' nominal value had, the
Court observed, increased their market value.

Third, debt relief can improve investment incentives but reduce (at least some) creditors' expected recoveries (Scenario 3).
This can occur if creditors are unable to reach the fruits of the investments that debt relief encourages due to contracting or
other frictions. Suppose, for example, a debtor has cash flows sufficient to pay near-term obligations in full but only at the
expense of investments that will yield benefits in the long term. Even a modest haircut to the short-term creditor will reduce her
recovery. Yet that might be just what is needed to induce valuable investments that could forestall municipal decline. It may be
theoretically possible but practically unworkable to compensate the frustrated creditor with a long-dated, zero-coupon claim.
Debt relief in this scenario can be lose-win. It can increase borrowing costs ex ante--but efficiently so, in the sense that the
higher cost of capital may preserve a valuable option to default ex post.
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In an ideal world, bankruptcy would provide relief in cases resembling Scenario 2, and perhaps Scenario 3, but not Scenario
1. In the real world, however, sorting cases may not be so easy. It is one thing to draw up hypotheticals that stipulate the range
of possible investments, the probability distributions of payouts of those investments, and unanimous opinion about the same.
It is quite another to discover these facts in the real world, where much is unknown and the parties may have private reasons
to hide or mislead about the rest. The basic difficulty of a more liberal municipal debt relief regime is the prospect of strategic
filings, by which I mean the invocation of bankruptcy machinery to effect a wealth transfer (Scenario 1) rather than to resolve
financial distress (Scenarios 2 or 3). Strategic filings are at heart a *858  problem of limited information. The practical utility
of more liberal municipal bankruptcy law will depend on bankruptcy's capacity to weed out cases of strategic default or, put
differently, to accurately identify cases of bona fide financial distress.

B. Municipal Capital Structures and the Design of Chapter 9

When Congress introduced municipal bankruptcy for the first time, at the height of the Great Depression, the law was well
calibrated to distinguish cases of bona fide financial distress from those of opportunistic default. 146  The law's primary target was
the debt of a vast number of improvement districts--special purpose municipalities incorporated to build agricultural and other
infrastructure--hobbled by the macroeconomic downturn and especially the collapse of commodity prices. 147  These districts
usually had simple capital structures. They were financed primarily by unsecured bonds, the principal and interest on which
were to be paid out of the surplus property tax revenues the infrastructural improvements were expected to generate as a matter
of course. This meant that creditors would face a straightforward calculation in the event of a proposed debt composition. Was
the debtor *859  trying to default opportunistically, or was there a genuine debt overhang problem? Scenario 1 or Scenario 2?
Individual creditors might reach different conclusions, but the question posed was itself uncomplicated. And because creditors
typically shared a financial interest, the law could sensibly overcome holdout problems by binding all to a supermajority vote.

Cameron County Water Improvement District Number One, the subject of the first constitutional challenge to municipal
bankruptcy legislation, 148  was for most of the last eighty years also the paradigmatic municipal debtor. In the late nineteenth
century, the economy around Brownsville, Texas, depended principally on ranching and trade (especially as a point of departure
for smuggling operations into Mexico). In 1904, however, the St. Louis, Brownsville, and Mexico Railway connected Cameron
County with parts north and encouraged farmers from the Midwest to settle the region. (Cameron County's population quintupled
between 1900 and 1930. 149 ) The Texas legislature incorporated the district to accommodate the migration, as a vehicle to
finance the irrigation of more than forty thousand acres previously suitable only for cattle. 150  To raise funds for a canal system,
the district sold two issues of 6 percent bonds with face value of approximately $800,000 in total. 151  Irrigation would allow
ranchlands to be turned to more profitable uses, especially to the production of citrus fruits and cotton. Landowners would
then use (some of) their newfound productivity to pay down the bonds. But the Depression frustrated plans. Commodity prices
plummeted, and local farmers found it difficult or impossible to pay their taxes. Many preferred to surrender their land outright
rather than work it for the benefit of bondholders, and the district defaulted and sought a reprieve. 152

The question for the district's bondholders, as for the creditors of so many special districts, was what to do. Were they better off
writing down some of the debt in the hope that doing so would encourage local farmers to stay and work the land? Or should
they continue to demand full payment and hope that the economy would turn around or that the farmers were bluffing? The law
*860  encouraged resolutions to questions like this in two ways. It mandated, first, that all of a municipality's general unsecured

creditors receive equal treatment under a plan of composition and, second, that the creditors vote together as a single class on
the plan's advisability. 153  Because all general unsecured creditors would be treated alike, there was no use in anyone trying
to jockey for special treatment by threatening to scuttle a sensible plan. Moreover, facts on the ground were relatively easy to
observe. Tax delinquencies and foreclosures, to say nothing of prevailing agricultural prices, were matters of public record,
and creditors could plausibly be charged with reaching a judgment about the significance of these facts for the outlook on their
bonds. In short, in the setting for which municipal bankruptcy was initially designed, the law likely did a good job identifying
cases of debt overhang and distinguishing them from cases of opportunistic default.

Much in the landscape has changed, and the changes suggest both (i) that distinguishing strategic filings from filings designed
to relieve debt overhang may be more difficult than it once was and also (ii) that Scenario 3 cases have become much more
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plausible. Circumstances today furnish a stronger case for the efficiency of municipal debt relief even when some, and perhaps
even a large fraction of, creditors correctly anticipate that debt relief will harm them. The risk associated with a more forgiving
municipal bankruptcy law is thus likely greater than it once was, but the social reward from such a law is also likely much greater.

Part of the change is traceable to the simple fact that general purpose towns, cities, and counties, some quite large, now
access bankruptcy as well as special purpose districts. This first became conceivable in 1976. Before then, a municipality
could not even file a petition until it had lined up support from the holders of 51 percent of all securities to be affected by
a composition. 154  This *861  requirement alone foreclosed the possibility of bankruptcy for all but the most rudimentary
general purpose municipalities. But whatever the theoretical possibility, bankruptcy remained the province of special districts
until Bridgeport tried and Orange County succeeded in making a case in the 1990s.

The operational and financial complexity of the modern, general purpose municipality effectively guarantee genuine (as opposed
to merely strategic) disagreement among investors about the municipality's affairs. A city's capital structure was always more
complex than an irrigation district's. But the financing arrangements of even modestly sized municipalities have become
increasingly fractured. A large share of most municipalities' obligations are owed not to financial creditors but to current and
former employees (or their representatives), in the form of pension and healthcare obligations. Even limiting the picture to
financial creditors, municipal capital structures have become far more complex than they once were. The full story is beyond the
scope of this Article, but it is worth noting just some of the important developments: reliance on short-term credit markets; sale-
leaseback transactions; derivative investments; certificates of participation; and revenue bonds (which support project finance
without the need for incorporating a special purpose district).

The interests of these various claimants are apt to diverge in the event of a city's financial distress. Some constituents wear
multiple hats. Municipal employees, for example, frequently are also residents and homeowners, and this complicates their aims
as creditors. Even creditors who wear a single hat face differential prospects. Their contracts may promise payment at different
times, from different pools of funds, with different interest rates, with different kinds of recourse, and subject to different
conditions. A plan of adjustment need not treat these various creditors uniformly even if they enjoy equal formal priority. 155

(And a plan that does grant uniform treatment may be good for some creditors and bad for others.) Because this is true and
known to be true, holdup reemerges as a real barrier to consensual debt restructuring. The key thing to see is that, in the modern
setting, there are lots of ways for a negotiated debt relief plan to fail even when relief would increase total wealth. The Coasean
bargain is simply difficult to broker. And this means there are potentially many *862  cases in which municipal decline could
be nipped in the bud if the legal infrastructure were in place to facilitate debt adjustment.

The same factors make it difficult to know, however, whether a plea for debt relief is strategic. A third-party observer such as a
judge can no longer, as in the past, infer much from the creditors' professed attitudes. 156  And the municipal setting is potentially
rich soil for strategic gambits. This is because municipal bankruptcy lacks the notion of the “estate,” 157  an identifiable pool
of resources to which creditors are entitled to look for satisfaction. 158  Instead, all is up for grabs, with the bankruptcy judge
assigned the task of deciding whether a proposed debt adjustment is in creditors' “best interests.” 159  Too easy a policy of debt
relief risks licensing mere wealth transfers to the ultimate detriment of lenders and borrowers alike. Yet the risk of strategic
municipal bankruptcy can easily be overstated. Strategic filing is not unique to the municipal context. Bankruptcy judges have
been dealing with it in the consumer and corporate settings for a long time. 160  Experience with the basic dynamic probably
means bankruptcy judges *863  are better at identifying it than many would suppose. 161  Moreover, people generally prefer
to pay their debts. Even for strictly game theoretical reasons, repeat players in the capital markets are often best served paying
their debts whether they feel obliged to or not. 162  A rough parallel to the sovereign debt markets is worth drawing. Sovereign
borrowers can default without even needing to persuade a bankruptcy judge of the soundness of their reasons. Yet they default
remarkably rarely. 163  Whether this empirical regularity is best explained by national honor or rational calculation is uncertain.
But it is a regularity.

C. Encouraging Earlier Debt Relief
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Financial distress precedes economic distress. For some municipalities, the dissipation of spatial economies may occur swiftly
and irreversibly. Consider a mill town after the local timber industry moves abroad. As soon as the mill shutters, proximity to it
loses appeal. But for other municipalities, there may be a longer period of financial distress during which density economies are
slowly eroded by chronic underinvestment. Take, for example, Chicago? Bankruptcy must intervene before economic distress
takes root if it is to help resolve financial distress, and that means it may need to intervene before conditions on the ground
look dire. *864  The following suggestions are consequently directed at encouraging bankruptcy's use, so that unsustainable
debts can be written down before they manifest in underinvestment, and at encouraging responsible parties to take advantage
of those relaxed standards.

The principal obstacle to earlier municipal debt relief is the Bankruptcy Code's requirement that a Chapter 9 debtor be “insolvent”
to seek relief. 164  Insolvency in this context is defined to mean the financial condition in which a municipality either is “generally
not paying” or is “unable to pay its debts as they become due.” 165  As I have explained, bankruptcy courts have plausibly
read a temporal specification into the definition. If a municipality will run out of money within a fiscal year, it is insolvent. If,
on the other hand, a municipality can scrape together enough liquidity to service its debts for another year, it is ineligible for
Chapter 9. 166  This hard standard was perhaps relaxed modestly in the Stockton and Detroit cases, which introduced the notion
of “service delivery insolvency.” 167  If, the judges in these cases held, a municipality can service its debts in the near term only
at the expense of basic municipal functions, such as providing sanitation and police and fire protection, then the municipality
is “unable to pay its debts” within the Code's meaning. But this innovation, such as it is, just acknowledges that, at some point
before operations have ceased entirely, a municipality will have eaten enough seed corn to merit relief.

In any case, the Code's definition of insolvency is too restrictive. It could be loosened or better yet discarded altogether.
Individuals and businesses are eligible for bankruptcy relief without being insolvent, to say nothing of measuring their
insolvency under the restrictive standard municipalities face, and bankruptcy works tolerably well for them. 168  The basic
problem is that financial distress is likely to cause underinvestment long before a municipality runs out of property it can tax,
services it can cut, or *865  franchises it can sell. 169  Debt relief must come sooner to be useful. 170  The insolvency requirement
was meant to prevent strategic filings. It has achieved that end, but mainly by preventing meritorious filings, too, and so ensuring
that municipal bankruptcy has a limited office. The insolvency requirement must be relaxed if Chapter 9 is to become a serious
tool for addressing municipal financial distress.

Even if the insolvency requirement were repealed, municipal bankruptcy would be underused. Additional changes to the law
are probably needed. This is because current law vests multiple people and institutions with effective veto power, the unilateral
ability to block a filing or plan of adjustment if they believe the terms would be unfavorable to them or their constituents. 171

The most prominent “veto players” are municipal and state officials. A mayor or city council can decline to file a petition;
a state legislature can cancel their ability to file; under the law of many states, the governor or another appointed official
can also unilaterally block access to bankruptcy. 172  And the bankruptcy judge herself has ample discretion to prevent a debt
adjustment she disfavors. The result is a regime in which bankruptcy can restructure municipal obligations only if each of
multiple institutions agrees, after the fashion of legislation in a multicameral body. *866  Would-be holdouts need persuade
only one veto player of the righteousness of their cause to scuttle a deal that would be advantageous for municipal constituents
as a group. On top of the prospect of capture, elected officials appear to be systematically unwilling even to acknowledge major
fiscal problems, let alone to hasten a restructuring process that might end their political tenure. 173  Reducing the number of
veto players is a worthy goal. 174

To that end, two related innovations ought to be considered: introducing involuntary bankruptcy for municipalities and
establishing bankruptcy-specific creditor priorities. 175  In combination, they could lead to timelier and in that sense more useful
reckonings.

An involuntary mechanism would permit creditors to initiate bankruptcy, irrespective of what state or local officials might want,
and to propose a plan of adjustment if the debtor is unable or unwilling to propose a viable plan itself. There are a number of
ways such a mechanism might look, but the involuntary procedures already in place for reorganizing business debtors provide
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a useful model. The Bankruptcy Code allows creditors holding at least $10,000 of claims to put a debtor into Chapter 11. 176

Under current law, the bankruptcy judge is to issue an order for relief over the debtor's objection only if the debtor “is generally
not paying [its] debts as such debts become due.” 177  This limitation would need to be relaxed for municipal debtors. It is
the same formulation that defines municipal insolvency, and we have just seen why it is too restrictive. A metric aimed at
determining future ability to pay, such as a ratio between annual revenues and total outstanding debt, or a suite of such metrics,
is more suitable for municipalities.

*867  Once a case begins in earnest, whether voluntary or not, the recalcitrant debtor cannot win by sandbagging. A Chapter 11
debtor has the exclusive right to propose a plan of reorganization for 120 days. 178  After that, or earlier if the judge so orders, 179

any party in interest may propose a plan. 180  Creditor-sponsored plans are uncommon, but only because their prospect spurs
managers to assert agenda control by proposing a viable plan first. The rules for plan confirmation are the same whether a case
is voluntary or not. The aim of an involuntary proceeding is not to change substantive entitlements, only to force a reckoning.
In particular, Chapter 9's criteria for plan confirmation needn't change to capture the benefits of an involuntary mechanism.

Involuntary business bankruptcies are exceedingly rare, 181  and one might be tempted to infer that involuntary processes
are by nature useless. That would be wrong. The infrequency of involuntary business cases is a function of the background
norms of creditor-debtor law. Business creditors, enjoying as they do relatively robust collection rights under state law, are
usually happy to pursue their interests unilaterally rather than in a bankruptcy forum. Anticipating the practical effectiveness
of individual creditors' remedial powers, the managers of distressed businesses are apt to file for relief themselves--if not to
delay the inevitable, then at least to choose the time and place of reckoning. It stands to reason that an involuntary mechanism
would be more prominent in the municipal context, precisely because creditors' collection rights under ordinary state law are
so weak. In business cases, a generic creditor can usually maximize her personal recovery by unilaterally foreclosing, or suing,
or threatening to do one or the other. But in municipal cases, a creditor's best hope might be to have other debts written down,
thereby reducing the debtor's leverage and the competition for its scarce resources.

Which brings us to bankruptcy-specific priorities. An involuntary procedure can reduce municipal debt in a timely fashion
only to the extent creditors--or at least a subset of them--are keen on the idea. Someone must invoke the process and drive the
case. That may be unlikely given the uncertain priority scheme *868  now in place. In particular, an involuntary mechanism is
unlikely to induce earlier filings in what above I call Scenario 3 cases--in which debt relief is expected to stimulate investment
but to decrease creditor recoveries. Especially if creditors believe a bailout is possible if conditions deteriorate far enough,
they may rationally prefer a wait-and-see strategy. Things could always turn around; and anyway someone else might be left
holding the bag.

If Scenario 3 cases seem likely, a bankruptcy-specific priority scheme is worth considering. This would stratify categories of
municipal debt in bankruptcy that are treated outside bankruptcy as having identical priority (for example, as general unsecured
obligations). 182  The idea is to privilege certain creditors and so give them special reason to prefer the bankruptcy forum, to
cause an involuntary petition to be filed or to lobby for a voluntary one. The standard economic wisdom objects to bankruptcy-
specific priorities for just this reason: they give an incentive to those most advantaged by the special rules to jockey for
bankruptcy administration. 183  But that would be precisely the aim of this intervention. It would induce those who do best under
a bankruptcy reckoning to seek one before time dissipates too many local resources. 184

A plausible priority rule might, for example, give pension claims priority over general obligation bonds. 185  The rule would
provide that a plan of adjustment, to be confirmable over the objection of an impaired class, must wipe out general obligation
*869  bond debt before impairing pensions claims at all. 186  The rule's primary effect would be to ensure pensioners that

their own claims will not be affected by an adjustment of the municipality's overall debt burden. Its secondary effect, but from
the economic point of view the crucial one, would be to encourage pensioners to lobby for earlier bankruptcy. If in a given
case reducing outstanding bond debt could be expected to stimulate local infrastructure investment (Scenarios 2 or 3), then
pensioners would view themselves as better off for having caused a reckoning early, if only because the reckoning increases
the chance they will encounter a solvent municipality in the future. 187  This result would, of course, affect the terms on which
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municipalities can sell bonds; but the prospect of Scenario 3--municipal financial distress, really--implies that higher borrowing
costs might be preferable.

Conclusion

The process of technological and cultural change implies that once-prosperous municipalities, like business firms, will
sometimes go bust. Serious social dislocations can follow, as many people are unable or unwilling to adjust. Law may have a
role to play in dampening the effect of such dislocations. Whether place-based subsidies or person-based supports make wiser
policy is an open question. But in any case, one needs to reckon with reality. In a market economy, local decay is as inevitable
as innovation. Some places will become unable to generate the wealth needed to pay for infrastructure and public goods that
most Americans deem *870  mandatory, and bankruptcy, which cannot change that fact, is an ill-fitting bandage.

What municipal bankruptcy can do, this Article has argued, is preserve natural and density economies that public debt, by
discouraging investment, threatens to dissipate. Chapter 9, as it now stands, does little to accomplish this aim, however, because
it fosters debt adjustment only after financial distress is likely to have metastasized into full-blown economic distress. To fulfill
its economic function, bankruptcy needs to intervene long before a municipality finally has become unable to service its debts.
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1 The four are Detroit, Michigan (2013); Jefferson County, Alabama (2011); and Stockton and San Bernardino,
California (both 2012). The fifth is Orange County, California (1994). James Spiotto and Jeff Garceau, Chapter 9
Municipal Bankruptcy Statistics: Use by Number, Type and Year (MuniNet Guide, June 14, 2018), archived at http://
perma.cc/6YGK-XJ83. Puerto Rico is omitted from this list because its financial restructuring is happening under a law
designed specifically for the island, the Puerto Rico Oversight, Management, and Economic Stability Act (PROMESA),
Pub L No 114-187, 130 Stat 549 (2016), codified at 48 USC § 2101 et seq, not under the Bankruptcy Reform Act of

1978 (Bankruptcy Code), Pub L No 95-598, 92 Stat 2549, codified as amended at 11 USC § 101 et seq. That law
does, however, borrow many features from Chapter 9, and the economic problems Puerto Rico faces are similar in
many respects to those confronting municipalities on the mainland. For a comparison of PROMESA and Chapter 9, see
Stephen J. Lubben, PROMESA and the Bankruptcy Clause: A Reminder about Uniformity, 12 Brooklyn J Corp, Fin &
Comm L 53, 59-63 (2017).

2 I leave it for the soothsayers to say where the next big bankruptcies are most likely. But it is worth noting that
major municipalities are at risk of default when the next macroeconomic downturn comes. Hartford narrowly avoided
bankruptcy in late 2017 when Connecticut's state government increased assistance in the near term, but its bonds are still
junk-rated. See generally Jenna Carlesso, Moody's: Threat of Bankruptcy Removed, but Hartford Remains “High Risk”
(Hartford Courant, Nov 1, 2017), archived at http://perma.cc/P6R4-2WMC. Bonds issued by Chicago and the Chicago
Public School District are likewise junk-rated. See Rating Action: Moody's Confirms Chicago, IL's GO at Ba1; Outlook
Negative (Moody's Investor Service, Sept 5, 2017), online at http://www.moodys.com/research/Moodys-Confirms-
Chicago-ILs-GO-at-Ba1-Outlook-Negative--PR_904205228 (visited Nov 5, 2018) (Perma archive unavailable). For
discussion of the plight of Chicago Public Schools in particular, see generally Douglas G. Baird, Statutory Interpretation,
Three Ways: The “Best Interests of Creditors” Test in Chapter 9 (unpublished manuscript, 2018) (on file with author).
See also generally Aurelia Chaudhury, Adam J. Levitin, and David Schleicher, Junk Cities: Resolving Insolvency Crises
in Overlapping Municipalities, 107 Calif. L. Rev. 459 (2019) (on file with author) (discussing Chicago Public Schools
and the City of Chicago as examples of an overlap problem in Chapter 9).
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3
Pub L No 95-598, 92 Stat 2549, codified at 11 USC § 101 et seq.

4 See 11 USC §§ 901-46.

5 See Part I.B.

6 The seminal article is Thomas H. Jackson, Bankruptcy, Non-bankruptcy Entitlements, and the Creditors' Bargain, 91
Yale L J 857 (1982). See notes 64-65 and accompanying text.

7 See, for example, Douglas G. Baird and Thomas H. Jackson, Corporate Reorganizations and the Treatment of Diverse
Ownership Interests: A Comment on Adequate Protection of Secured Creditors in Bankruptcy, 51 U Chi L Rev 97,
101-09 & n 40 (1984); Jackson, 91 Yale L J at 859-71 (cited in note 6).

8 In the three decades since Jackson first wrote, scholars working in the creditors' bargain tradition have identified
additional problems of investor coordination that bankruptcy might ameliorate. See generally, for example, Kenneth
Ayotte and David A. Skeel Jr, Bankruptcy Law as a Liquidity Provider, 80 U Chi L Rev 1557 (2013) (arguing that
bankruptcy can remedy illiquidity caused by debt overhang and information asymmetries).

9 Michael W. McConnell and Randal C. Picker, When Cities Go Broke: A Conceptual Introduction to Municipal
Bankruptcy, 60 U Chi L Rev 425, 429-50 (1993).

10 Economic geographers and urban economists typically distinguish two generic kinds of spatial economy. What in this
Article I call a “natural economy” refers to the savings occasioned by locating economic activity near a valuable natural
resource, broadly defined. The port city's proximity to a harbor is thus a natural economy. But so, too, in my usage, is a
factory's proximity to a railroad, even though railroads are a product of human, and not strictly natural, design. What in
this Article I call a “density economy” refers to the savings occasioned by locating complementary people and activities
near one another. The technology firm's proximity to a stable of programming talent is an example. This distinction
between natural and density economy is offered as a heuristic, but notice that it is only that. As the railroad example
shows, the distinction turns ultimately on an arbitrary classification. For elaboration, see Part II.A.

11 Thomas H. Jackson, The Logic and Limits of Bankruptcy Law (Harvard 1986).

12 That government debt can discourage investment is not a novel observation. McConnell and Picker themselves saw that
municipal bankruptcy may be grounded on a “fresh start” policy. They put the point this way: “The theory of Chapter 9 is
that the burden of debt service, if sufficiently high, will affect the taxpayers of a city as it would a debt-ridden individual:
it will sap initiative and depress money-generating activity.” McConnell and Picker, 60 U Chi L Rev at 468-70 (cited
in note 9). Their observation, that what the finance literature calls debt overhang is connected to municipal bankruptcy,
is right as far as it goes. But because their aim was not to state a comprehensive agenda for municipal bankruptcy, they
had no occasion to consider in detail the relationship between investment and public debt. The truth is that debt does
not act on a municipality as it does on an individual. Municipal fiscal policy is reflected, or “capitalized,” in the value
of local real estate. Because that property is valuable quite apart from municipal activity, landowners have reason to
pay down inefficiently large public debts or to substitute private investment for public investment. These dynamics are
discussed at length in Part II.D.

13 What bankruptcy cannot do is remedy economic dysfunction--cases in which for whatever reason, including chronic
underinvestment, a municipality can no longer sustainably generate revenues sufficient to cover the costs of maintaining
basic infrastructure and providing basic services. See notes 96-102 and accompanying text.

14 See notes 27-31 and accompanying text.

15 See Spiotto and Garceau, Chapter 9 Municipal Bankruptcy Statistics (cited in note 1).

16 Local Governments in Individual County-Type Areas: 2012 Census of Governments (US Census
Bureau, Sept 26, 2013), online at http://factfinder.census.gov/faces/tableservices/jsf/pages/productview.xhtml?
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pid=COG_2012_ORG014&prodType=table (visited Nov 6, 2018) (Perma archive unavailable) (providing a table of
local governments by type and state).

17 See Spiotto and Garceau, Chapter 9 Municipal Bankruptcy Statistics (cited in note 1) (showing that 58 percent of all
Chapter 9 filings since 1980 have been filed by utilities and special districts).

18 Id; 2012 Census of Governments (cited in note 16).

19 These do not exhaust the statutory requirements but reflect the most important structural barriers to bankruptcy court
jurisdiction. For discussion of the full suite of eligibility criteria, see Laura N. Coordes, Gatekeepers Gone Wrong:
Reforming the Chapter 9 Eligibility Rules, 94 Wash U L Rev 1191, 1216-28 (2017).

20
11 USC § 109(c)(2) (conditioning eligibility for bankruptcy relief on authorization under state law). This is an opt-in

provision. The law originally allowed states to opt out, but the default rule was toggled in 1994. See Bankruptcy Reform
Act of 1994, Pub L No 103-394, 108 Stat 4106, codified in various sections of Title 11.

21 See, for example, Ala Code § 11-81-3.

22 See, for example, Ga Code Ann § 36-80-5.

23 The law firm K&L Gates provides a useful summary table of relevant state laws as of June 2015. See generally State
Statutes Authorizing Municipal Bankruptcy (K&L Gates, June 26, 2015), archived at http://perma.cc/R579-8EKT.

24
See Butner v United States, 440 US 48, 54-57 (1979).

25 See 11 USC § 301(a) (providing that Chapter 9 is commenced by the debtor's voluntary filing of a petition).

26 This is especially true for possibilities I suggest in this Article--in particular, bankruptcy-specific priority schemes and
creditor-sponsored plans of adjustment. See notes 174-83 and accompanying text.

27
11 USC § 109(c)(3). Consumer and business debtors face no comparable limitation. Under the Bankruptcy Act of

1898, debtors were required to allege either insolvency or inability to pay debts. See Act of July 1, 1898, §§ 3a(5), 3(b),
30 Stat 544, 546, superseded by Bankruptcy Reform Act of 1978, Pub L No 95-598, 92 Stat 2549, codified as amended

at 11 USC § 101 et seq. The Bankruptcy Code, enacted in 1978, omitted any such requirement. See, for example, In
re Marshall, 403 Bankr Rptr 668, 689 (CD Cal 2009) (“[T]here has never been a requirement for a debtor to prove his
or her insolvency before taking advantage of the protections of the Bankruptcy Code.”).

28
Nothing like a “balance sheet” approach is available. See 11 USC § 101(32)(A)-(C). For more on the possible
meanings of insolvency, see generally J.B. Heaton, Solvency Tests, 62 Bus Law 983 (2007).

29
11 USC § 101(32)(C) (defining municipal insolvency as a “financial condition such that the municipality is--(i)

generally not paying its debts as they become due unless such debts are the subject of a bona fide dispute; or (ii) unable
to pay its debts as they become due”).

30 See Vincent S.J. Buccola, Law and Legislation in Municipal Bankruptcy, 38 Cardozo L Rev 1301, 1329-30 (2017).

31 In re City of Bridgeport, 129 Bankr Rptr 332, 338 (Bankr D Conn 1991). See also In re Pierce County Housing Authority,
414 Bankr Rptr 702, 710-11 (Bankr WD Wash 2009) (approving Bridgeport's construction of the insolvency standard);

In re Hamilton Creek Metropolitan District, 143 F3d 1381, 1386 (10th Cir 1998) (same).

32
See 11 USC § 362(a).
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33
See 11 USC § 541.

34 See 11 USC §§ 323(a), 1104(a).

35 See 11 USC § 1107(a) (giving a debtor-in-possession under Chapter 11 most of the rights and obligations of a trustee);
11 USC § 1303 (granting an individual debtor under Chapter 13 some of the rights of a trustee); 11 USC § 1306(b)
(directing that property of the estate remain in debtor's possession).

36
See, for example, 11 USC § 363 (sale of assets); 11 USC § 364 (new borrowing); 11 USC § 365 (assumption
or rejection of leases and executory contracts).

37
This is true in Chapter 11 but not Chapter 13. See 11 USC § 1121(c)- (d) (specifying conditions in which parties
other than the debtor may propose a plan of reorganization).

38 This is true of both Chapters 11 and 13. See 11 USC §§ 1112(b)(1), 1307(c).

39
11 USC § 922(a) (describing the automatic stay). See also 11 USC § 901(a) (excluding by reference § 541, and
therefore the concept of the estate, from Chapter 9).

40 See 11 USC § 902(5) (defining “trustee” as the debtor).

41 11 USC § 904.

42
See 11 USC § 901(a) (excluding by reference §§ 363 and 364(a)- (b)).

43 11 USC § 941 (“The debtor shall file a plan for the adjustment of the debtor's debts. If such a plan is not filed with the
petition, the debtor shall file such a plan at such later time as the court fixes.”).

44 See 11 USC § 943(b) (enumerating criteria judges must apply).

45 11 USC § 943(b)(7).

46 See, for example, McConnell and Picker, 60 U Chi L Rev at 474 (cited in note 9).

47 There is a question not only about the advisability, but also about the actuality, of indirect judicial influence. Professor
Melissa Jacoby's study of the Detroit case finds judicial influence ubiquitous. See generally Melissa B. Jacoby,
Federalism Form and Function in the Detroit Bankruptcy, 33 Yale J Reg 55 (2016). See also Laura N. Coordes,
Formalizing Chapter 9's Experts, 116 Mich L Rev 1249, 1263-74 (2018) (suggesting that bankruptcy judges use
mediators and other third-party expertise in part to overcome Chapter 9's formal limitations on judicial power).

48 McConnell and Picker, 60 U Chi L Rev 425 (cited in note 9). See also generally David L. Dubrow, Chapter 9 of the
Bankruptcy Code: A Viable Option for Municipalities in Fiscal Crisis?, 24 Urban Law 539 (1992) (discussing the
underlying policy and constitutional bounds of Chapter 9 in light of Bridgeport's filing).

49 McConnell and Picker, 60 U Chi L Rev at 429-50 (cited in note 9).

50 Id.

51 Id at 469-70 (“The theory of Chapter 9 is that the burden of debt service, if sufficiently high, will affect the taxpayers of
a city as it would a debt-ridden individual: it will sap initiative and depress money-generating activity.”). See also id at
472 (“In most cases, chronic financial difficulty is a sign that ordinary political processes are not functioning properly.”)
(citation omitted).
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52 Thoughtful observers have understood this economic rationale for the fresh start from as early as the mid-nineteenth
century. See, for example, Joseph Story, 3 Commentaries on the Constitution of the United States 4-5 (Hilliard 1833)
(“The latter course [allowing garnishment without end] obviously destroys all encouragement to industry and enterprise
on the part of the unfortunate debtor, by taking from him all the just rewards of his labour, and leaving him a miserable
pittance, dependent upon the bounty or forbearance of his creditors.”).

53 Bankruptcy is not a necessary precondition to either kind of change, but its reckoning may spur action.

54 See generally, for example, Jacoby, 33 Yale J Reg 55 (cited in note 47) (documenting case administration in the
Detroit bankruptcy); David A. Skeel Jr, From Chrysler and General Motors to Detroit, 24 Widener L J 121 (2015)
(discussing similar, remarkable features of three recent Michigan bankruptcies); Richard M. Hynes and Steven D. Walt,
Fair and Unfair Discrimination in Municipal Bankruptcy, 37 Campbell L Rev 25 (2015) (discussing equality norms
among unsecured creditors); Andrew B. Dawson, Pensioners, Bondholders, and Unfair Discrimination in Municipal
Bankruptcy, 17 U Pa J Bus L 1 (2014) (discussing the unfair discrimination standard); Vincent S.J. Buccola, Who Does
Bankruptcy? Mapping Pension Impairment in Chapter 9, 33 Rev Bank & Fin L 585 (2014) (discussing the impact of state
law on the status of pension rights); Richard M. Hynes and Steven D. Walt, Pensions and Property Rights in Municipal
Bankruptcy, 33 Rev Bank & Fin L 609 (2014) (same); Melissa B. Jacoby, The Detroit Bankruptcy, Pre-eligibility,
41 Fordham Urban L J 849 (2014) (studying early case administration in the Detroit bankruptcy); C. Scott Pryor,
Municipal Bankruptcy: When Doing Less Is Doing Best, 88 Am Bankr L J 85 (2014) (discussing contract assumption
and plan confirmation standards); David Skeel, The Meaning of Detroit (National Affairs, 2015), archived at http://
perma.cc/7ZHW-FGVR. See also, for example, David A. Skeel Jr, What Is a Lien? Lessons from Municipal Bankruptcy,
2015 U Ill L Rev 675, 682-84 (considering the historical and current capacity of state law to alter creditor priorities).

55 Notable exceptions include Chaudhury, Levitin, and Schleicher, 107 Cal L Rev at *52-84 (cited in note 2) (arguing for a
mechanism to ameliorate commons problem among municipal debtors with overlapping territories); Coordes, 116 Mich
L Rev at 1263-65, 1274-78 (cited in note 47); Diane L. Dick, Bondholders vs. Retirees in Municipal Bankruptcies: The
Political Economy of Chapter 9, 92 Am Bankr L J 73, 103-10 (2018) (arguing for a corrective to pension administrators'
outsized influence); Buccola, 38 Cardozo L Rev at 1303, 1331-37 (cited in note 30) (arguing for reduced number of
veto players and for better defined substantive entitlements); Laura N. Coordes, Restructuring Municipal Bankruptcy,
2016 Utah L Rev 307, 316-27, 349-50 (arguing for relaxed eligibility conditions).

56 See Juliet M. Moringiello, Goals and Governance in Municipal Bankruptcy, 71 Wash & Lee L Rev 403, 421-29 (2014)
(discussing scholarship critiquing the limited powers that Chapter 9 grants to bankruptcy courts). See also Andrew B.
Dawson, Beyond the Great Divide: Federalism Concerns in Municipal Insolvency, 11 Harv L & Pol Rev 31, 32-33
(2017) (noting that relegation of governance to state control is “one of the fundamental bases for much of the criticism
of the municipal bankruptcy laws”).

57 See, for example, Dawson, 11 Harv L & Pol Rev at 33 (cited in note 56) (“While financial distress may result from
exogenous shocks, it frequently results from poor governance.”); Clayton P. Gillette and David A. Skeel Jr, Governance
Reform and the Judicial Role in Municipal Bankruptcy, 125 Yale L J 1150, 1154 (2016) (“The financial distress of a
substantial municipality nearly always signals that its politics are dysfunctional.”); McConnell and Picker, 60 U Chi L
Rev at 472 (cited in note 9) (“In most cases, chronic financial difficulty is a sign that ordinary political processes are
not functioning properly.”) (citation omitted).

58 A narrow question that dates to McConnell and Picker is whether a bankruptcy judge should (and can) impose special
taxes or spending cuts as a condition for granting debt relief. McConnell and Picker thought so. McConnell and Picker,
60 U Chi L Rev at 472-81 (cited in note 9). Others have supplemented or doubled down on their analysis. See, for
example, John P. Hunt, Constitutionalized Consent: Preemption of State Tax Limits in Municipal Bankruptcy, 34 Yale
J Reg 391, 424-28 (2017) (arguing that Congress could, if it wished, authorize municipalities in bankruptcy to impose
taxes that would exceed the limits of state law); Clayton P. Gillette, Fiscal Federalism, Political Will, and Strategic
Use of Municipal Bankruptcy, 79 U Chi L Rev 281, 283-84, 326-28 (2012) (arguing that judges should be allowed to
impose “resource adjustments” when political pathologies have prevented elected official from doing so). But this is by
no means the unanimous view. See generally, for example, Kevin A. Kordana, Tax Increases in Municipal Bankruptcies,
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83 Va L Rev 1035 (1997) (arguing that bankruptcy judges should not seek to levy additional taxes even if they can as
a practical matter).

59 See, for example, Samir D. Parikh, A New Fulcrum Point for City Survival, 57 Wm & Mary L Rev 221, 277-96 (2015)
(advocating for further state intervention); Moringiello, 71 Wash & Lee L Rev at 457-71 (cited in note 56) (arguing
that Chapter 9 was designed to allow minimal federal intervention); Omer Kimhi, Chapter 9 of the Bankruptcy Code: A
Solution in Search of a Problem, 27 Yale J Reg 351, 369-85 (2010) (arguing that rationales for bankruptcy do not apply
to Chapter 9); Omer Kimhi, Reviving Cities: Legal Remedies to Municipal Financial Crises, 88 BU L Rev 633, 660-72
(2008) (comparing the efficacy of state and federal interventions and finding state law superior). See also generally
Clayton P. Gillette, Dictatorships for Democracy: Takeovers of Financially Failed Cities, 114 Colum L Rev 1373 (2014)
(advocating state use of control boards to rationalize municipal policy, but not on the ground that federal intervention
would be inherently illegal or inappropriate). See also Austin Murphy, Bond Pricing in the Biggest City Bankruptcy in
History: The Effects of State Emergency Management Laws on Default Risk, 54 Intl Rev L & Econ 106, 107, 109-15
(2018) (finding evidence that emergency management in Detroit reduced city default risk but may have increased default
risk of geographically proximate governments). Although not principally concerned with the scope of bankruptcy law,
Professor David Schleicher also has much of interest to say about the connection between state-level policy and the
shape of municipal distress. See generally David Schleicher, Stuck! The Law and Economics of Residential Stagnation,
127 Yale L J 78 (2017).

60 See Dawson, 11 Harv L & Pol Rev at 39-42 (cited in note 56) (describing this view and its foundations). The Constitution
bars states from “impairing the Obligation of Contracts.” US Const Art I, § 10. That power belongs to the federal
government alone, by virtue of the Bankruptcy Clause. See US Const Art I, § 8, cl 4 (granting Congress the power to
make “uniform Laws on the subject of Bankruptcies throughout the United States”). Thus, on one understanding, Chapter
9 serves only, or primarily, to enable the states effectively to write down their municipalities' debts notwithstanding the
Constitution's formal prohibition. Moringiello, 71 Wash & Lee L Rev at 410-15 (cited in note 56) See also generally
Juliet M. Moringiello, Chapter 9 Plan Confirmation Standards and the Role of State Choices, 37 Campbell L Rev
71 (2015) (arguing for greater deference to state-created priority norms). This end-around works formally because the
federal court's confirmation of a plan of adjustment is understood to be the agent of impairment and not the actions
of the state that generates a confirmable plan. See Buccola, 33 Rev Bank & Fin L at 591, 600-08 (cited in note 54)
(“Impairment is a federal, and not a state, activity.”). Whether federal law is a necessary aid, as a constitutional matter,
is in some doubt. See, for example, Vincent S.J. Buccola, An Ex Ante Approach to Excessive State Debt, 64 Duke L J
235, 246-48 (2014). But federal law is surely needed in light of the existing statute. See 11 USC § 903(1) (preempting
whatever authority states would otherwise have to compromise municipal debts without creditor consent).

61 Gillette and Skeel, 125 YaleLJ at 1153 (cited in note 57). But see Jacoby, 41 Fordham Urban L J at 865 (cited in note
54) (suggesting that bankruptcy judges assert more control already than most have suspected).

62 Gillette and Skeel, 125 Yale L J at 1211 (cited in note 57) (“Once a state does authorize its municipalities to file, only
a municipality itself can invoke Chapter 9.”).

63 Commentators might alternatively have felt constrained by what are often assumed to be narrow constitutional bounds
in this domain. See, for example, Gillette, 114 Colum L Rev at 1379-80 (cited in note 59) (advocating for state “takeover
boards” because, among other things, “the scope of federal bankruptcy for municipalities may be constrained by
federalism and Tenth Amendment considerations”); Gillette, 79 U Chi L Rev at 293 (cited in note 58) (“[S]ome suggest
that the noninterference principle preserves the constitutionality of a federal bankruptcy law directed at municipalities by
minimizing the role of federal actors in matters best left to state consideration.”); McConnell and Picker, 60 U Chi L Rev
at 472-81 (cited in note 9) (suggesting that bankruptcy judges might force governance and tax changes by conditioning
debt relief but also that, given constitutional doubts, it might be sensible to scrap federal intervention altogether). Even
those who are bullish on federal power tend to condition their claims on state consent. See Gillette and Skeel, 125 Yale
L J at 1202-06 (cited in note 57) (arguing that bankruptcy judges can, under existing law, condition relief on governance
modifications and that such conditioning is consistent with the Constitution because of the prerequisite of state consent
and the maintenance of state authority over municipal governance); Michelle W. Anderson, The New Minimal Cities, 123
Yale L J 1118, 1152 (2014) (suggesting that bankruptcy is not as helpful as it might be because “[f]or Tenth Amendment
reasons, this option is available only where the [municipality's] state has ‘specifically authorized’ the municipality ... to
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[ ] file”). See also generally Hunt, 34 Yale J Reg 391 (cited in note 58) (arguing that bankruptcy law could permit judges
to impose new taxes and that such power would be consistent with the Constitution because of the prerequisite of state
consent). My current research, still in progress, finds that Congress has a much freer hand than observers have assumed.

64 The seminal paper is Jackson, 91 Yale L J 857 (cited in note 6). Important early elaborations include Douglas G. Baird
and Thomas H. Jackson, Bargaining after the Fall and the Contours of the Absolute Priority Rule, 55 U Chi L Rev
738 (1988); Douglas G. Baird, The Uneasy Case for Corporate Reorganizations, 15 J Legal Stud 127 (1986); Douglas
G. Baird and Thomas H. Jackson, Fraudulent Conveyance Law and Its Proper Domain, 38 Vand L Rev 829 (1985);
Thomas H. Jackson, Translating Assets and Liabilities to the Bankruptcy Forum, 14 J Legal Stud 73 (1985); Baird and
Jackson, 51 U Chi L Rev 97 (cited in note 7); Thomas H. Jackson, Avoiding Powers in Bankruptcy, 36 Stan L Rev 725
(1984); Douglas G. Baird and Thomas H. Jackson, Kovacs and Toxic Wastes in Bankruptcy, 36 Stan L Rev 1199 (1984).

65 Consider Ayotte and Skeel, 80 U Chi L Rev 1557 (cited in note 8) (identifying creditor-coordination problems other
than the grab race and arguing that bankruptcy appropriately addresses them, too).

66 See Part II.D.

67 Just what kind of policy response locational decline calls for is an open and much debated question, with recent volleys
having been launched in the Yale Law Journal Forum. Compare generally Schleicher, 127 Yale L J F 78 (cited in note
59), with Naomi Schoenbaum, Stuck or Rooted? The Costs of Mobility and the Value of Place, 127 Yale L J F 458 (2017);
Michelle W. Anderson, Losing the War of Attrition: Mobility, Chronic Decline, and Infrastructure, 127 Yale L J F 522
(2017). For a recent review of the economic rationales for, and efficacy of, place-based subsidies, see generally David
Neumark and Helen Simpson, Place-Based Policies, in Gilles Duranton, J. Vernon Henderson, and William C. Strange,
eds, 5B Handbook of Regional and Urban Economics 1197 (Elsevier 2015). My point here is only that bankruptcy,
which is expensive, uncertain, and ad hoc, is poorly calibrated to deliver the kind of results proponents of place-based
subsidies want.

68 In discussing the “economic” function of cities and towns, I am neither privileging market-mediated production and
consumption activities nor ignoring sentimental and other personal attachments to place. Idiosyncratic attachments
to place are a species of spatial amenity, discussed below, albeit a peculiar sort (because they are valued by only a
small number of people). I use the descriptor “economic” only to emphasize that the flourishing of a location, like the
flourishing of a firm, depends on human choice under conditions of scarcity.

69 See Alfred Marshall, Principles of Economics 269-75 (Macmillian 8th ed 1920). Marshall focused attention on
concentration within an industry, but the factors he outlined are useful to explain location decisions more generally.

70 What I am calling density economies are variously referred to in other literatures as “agglomeration” or “aggregation”
economies.

71 Marshall, Principles of Economics at 223 (cited in note 69).

72 Consumption amenities cannot be isolated from production processes, as they may affect wage demands.

73 Marshall, Principles of Economics at 269-75 (cited in note 69). I use “density” economies in favor of terms like
“agglomeration,” “localization,” or “urbanization” economies because I wish to avoid adjudicating the subtleties of their
technical and nontechnical usages. “Density economy” also emphasizes the source of the surplus--namely, the nearness
of economic actors to each other.

74 See Arthur O'Sullivan, Urban Economics 45-64 (McGraw-Hill 8th ed 2012).

75 See generally Glenn Ellison, Edward L. Glaeser, and William R. Kerr, What Causes Industry Agglomeration? Evidence
from Coagglomeration Patterns, 100 Am Econ Rev 1195 (2010) (estimating the contribution of each factor to observed
agglomeration patterns).
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76 Labor matching is sometimes described as a distinctive advantage to urbanization that cuts across industries. See
O'Sullivan, Urban Economics at 55-58 (cited in note 74).

77 For an overview, see Enrico Moretti, The New Geography of Jobs 138-44 (Houghton Mifflin 2012).

78 One study finds that measured natural advantages explain approximately 20 percent of observed industrial
agglomerations and conjectures that, in combination with all that is unmeasured, natural advantages could explain 50
percent. Glenn Ellison and Edward L. Glaeser, The Geographic Concentration of Industry: Does Natural Advantage
Explain Agglomeration?, 89 Am Econ Rev 311, 315-16 (1999). But estimates of this sort depend as a matter of
course on definitions that may prove arbitrary in the final analysis. The determinants of agglomeration economies are
likewise elusive. See Patricia C. Melo, Daniel J. Graham, and Robert B. Noland, A Meta-analysis of Estimates of Urban
Agglomeration Economies, 39 Regional Sci & Urban Econ 332, 332, 337-41 (2009) (finding, among other things, “that
agglomeration estimates for any particular empirical context may have little relevance elsewhere”).

79 See Edward L. Glaeser, Agglomeration Economics 7 (Chicago 2010):
A century or more ago, when shipping goods was expensive, cities like Chicago and New York formed around ports and
rail yards. Over the twentieth century, the cost of moving goods declined enormously, and few modern agglomerations
seem built on the easy movement of physical output. Today, the bulk of urban growth, at least in the United States,
appears to be in far-flung places that seem to have little advantage in the shipment of goods.

80 See Hoyt Bleakley and Jeffrey Lin, History and the Sizes of Cities, 105 Am Econ Rev 558 (2015) (“Intuitively,
if endogenous amenities are important for location decisions, then agglomerations might be possible at many sites,
especially if they share similar exogenous natural characteristics.”).

81 See id at 558-60. See also generally Hoyt Bleakley and Jeffrey Lin, Portage and Path Dependence, 127 Q J Econ 587
(2012).

82 See generally Paul Krugman, The Self-Organizing Economy (Blackwell 1996).

83 This account is drawn from the excellent book by William Cronon, Nature's Metropolis: Chicago and the Great West
(Norton 1991).

84 This insight was the basis of Professor Robert Ellickson's discussion of private associations as alternatives to city
governments. See generally Robert C. Ellickson, Cities and Homeowners Associations, 130 U Pa L Rev 1519 (1982).
More recent experiments with the “private city” model are in this vein. For an introduction, see Alex Tabarrok and
Shruti Rajagopalan, Designing Private Cities, Open to All (NY Times, Mar 16, 2015), archived at http://perma.cc/
RV9V-8WLM.

85 This has been true at least since the mid-nineteenth century, when municipal governments became major sponsors of
local railroad construction. The practice caused controversy, not least among lawyers, for many years. See generally,
for example, Cecil, On Municipal Subscriptions to the Stock of Railroad Companies, 2 Am L Reg 1 (1853); C.A. Kent
and S.T., Municipal Subscriptions and Taxation in Aid of Railroads, 18 Am L Reg 649 (1870)Municipal Subscriptions
and Taxation in Aid of Railroads, 18 Am L Reg 649 (1870); W.B.J., County Subscriptions to Railroad Corporations, 20
Am L Reg 737 (1872)County Subscriptions to Railroad Corporations, 20 Am L Reg 737 (1872).

86 See Robert P. Inman, Financing Cities, in Richard J. Arnott and Daniel P. McMillen, eds, A Companion to Urban
Economics 311, 313-15 (Blackwell 2006) (making a case for the efficiency of some municipally provided services and
infrastructure).

87 This, at any rate, is the thesis of William A. Fischel, The Homevoter Hypothesis: How Home Values Influence Local
Government Taxation, School Finance, and Land-Use Policies (Harvard 2001). The same responsiveness means that
local governments are also generally well positioned to supply valuable regulation of development. Think tax credits
on one hand and zoning on the other.
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88 I do not mean to slight other municipal functions or to suggest that municipal governments are strict maximizers. It should
go without saying that optimization stories are usually crude models. No complex organization is strictly maximizing
along any dimension. But an optimization model can help to explain long-term and general patterns of behavior. Most
of what municipal governments do is provide local public goods and other infrastructure. Redistribution efforts at the
municipal level can and often do fail, as the taxes needed to fund them spur mobile, wealthy residents to leave. See
generally Andrew F. Haughwout and Robert P. Inman, Fiscal Policies in Open Cities with Firms and Households, 31
Regional Sci& Urban Econ 147 (2001) (modeling mobility). See also Andrew F. Haughwout, et al, Local Revenue Hills:
Evidence from Four U.S. Cities, 86 Rev Econ & Stat 570, 575 (2004) (finding that three of four cities studied--Houston,
New York, and Philadelphia--have nearly revenue-maximizing policies). See also O'Sullivan, Urban Economics at 108
(cited in note 74) (observing that tax increases used to fund public services--infrastructure, education, public safety--
tend to increase a city's attractiveness, while increases used to fund redistribution tend to reduce a city's attractiveness).
See also generally L. Jay Helms, The Effect of State and Local Taxes on Economic Growth: A Time Series-Cross Section
Approach, 67 Rev Econ & Stat 574 (1985).

89 See, for example, Laurence Zuckerman, Smith Corona, a Computer Victim, Files for Bankruptcy (NY Times, July 6,
1995), archived at http://perma.cc/TH4R-W6W8.

90 Indeed, the logic was so apparent that courts of equity were willing to validate a series of new legal fictions, jointly
known as the equity receivership, in order to effect reorganization rather than piecemeal liquidation. For description and
analysis of the receivership mechanism, see Stephen J. Lubben, Railroad Receiverships and Modern Bankruptcy Theory,
89 Cornell L Rev 1420, 1440-52 (2004); Douglas G. Baird and Robert K. Rasmussen, Boyd's Legacy and Blackstone's
Ghost, 1999 S Ct Rev 393, 397-408; David A. Skeel Jr, Debt's Dominion: A History of Bankruptcy Law in America
56-60 (Princeton 2001).

91 Note that economic and financial distress are polar concepts, ideal types rather than directly observable conditions. Even
the sagest observer confronts a probabilistic landscape. Future cash flows could be greater or lesser than one expects.
As a matter of logic, then, the definitive categorization of a distressed firm is impossible--one observer's insolvency
is another's mere illiquidity. As a matter of practical judgment, on the other hand, one or the other label adequately
describes many firms. But not all. If a firm's horizons are sufficiently opaque or subject to disagreement, the attempt to
classify it as financially or economically distressed is misguided.

92 For discussion of creditors' remedies under state law, see McConnell and Picker, 60 U Chi L Rev at 427-50 (cited in
note 9).

93 See Joseph Gyourko and Joseph Tracy, Local Public Sector Rent-Seeking and Its Impact on Local Land Values, 19
Regional Sci & Urban Econ 493, 495 (1989) (“Landowners are the equity holders in a locality.”).

94 Once upon a time, the New England states allowed municipal creditors to levy on privately held property. See McConnell
and Picker, 60 U Chi L Rev at 437-42 (cited in note 9).

95 Not for nothing, observers have long remarked on the similarity between municipal governments and consumer
cooperatives. See, for example, Kordana, 83 Va L Rev at 1055-56 (cited in note 58) (“[A] municipality is, in important
ways, similar to a corporation. Or more precisely, a corporation and a municipality represent different ways of achieving
a similar task: creating and delivering goods and services more efficiently through the creation of an enterprise.”);
Ellickson, 130 U Pa L Rev at 1520-26 (cited in note 84) (“Although cities are considered ‘public’ and homeowners
associations ‘private,’ I discern only one important difference between the two forms of organization--the sometimes
involuntary nature of membership in a city versus the perfectly voluntary nature of membership in a homeowners
association.”).

96 The theory is discussed, and four budgets are analyzed in depth, in Haughwout, et al, 86 Rev Econ & Stat 570 (cited in
note 88). Land itself cannot flee, of course, and a municipality can foreclose on abandoned property to protect its tax
liens. But foreclosures diminish the value of nearby real estate and so can further erode the tax base.

97 Economic geographers understand the connection between innovation and locational decline. See, for example, Sukkoo
Kim and Robert A. Margo, Historical Perspectives on U.S. Economic Geography, in J.V. Henderson and J.F. Thisse,
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eds, 4 Handbook of Regional and Urban Economics 2981, 2983 (Elsevier 2004) (“New industries develop and, for
technological or other reasons, find it profitable to situate in different locations than old industries. Transportation
networks emerge, linking far-flung markets, within and across countries, again potentially altering the spatial distribution
of resources.”); Paul Krugman, The Gambler's Ruin of Small Cities (Wonkish) (NY Times, Dec 30, 2017), archived at
http://perma.cc/6RML-3LA5 (“In the modern economy, which has cut loose from the land, any particular small city
exists only because of historical contingency that sooner or later loses its relevance.”). The relationship has largely
escaped notice in the legal literature, a notable exception being Schleicher, 127 Yale L J F at 578-79 (cited in note 67):
Just as we have different firms in the S&P 500 than we did a hundred years ago, the variety and sizes of regions and
cities required by a dynamic economy and society change over time. We cannot stop some cities from declining and
other cities from growing without stopping the economy or society from changing and improving.

98 See generally Edward L. Glaeser and Joseph Gyourko, Urban Decline and Durable Housing, 113 J Polit Econ 345
(2005).

99 This idea is at the heart of the spatial equilibrium models of Professors Jennifer Roback and Sherwin Rosen. Jennifer
Roback, Wages, Rents, and the Quality of Life, 90 J Polit Econ 1257, 1259-64 (1982); Sherwin Rosen, Wage-Based
Indexes of Urban Quality of Life, in Peter Mieszkowski and Mahlon Straszheim, eds, Current Issues in Urban Economics
74 (Johns Hopkins 1979).

100 I focus on productivity shocks, but essentially the same story can be told of shocks to level of amenities. Arguably
the move of population from the American Northeast to the South and Southwest is due in large part to an amenity
shock. Warm weather became more valuable after air conditioning was perfected. Put differently, the disamenity of cold
weather was magnified.

101 See Glaeser and Gyourko, 113 J Polit Econ at 348-53 (cited in note 98) (furnishing evidence for the claim that negative
shocks, such as wage decreases, are followed by large decreases in housing prices but little change in population).

102 See id at 370 (“The supply side of the housing market helps explain why cities decline so slowly even though they can
grow at very fast rates. Durable housing can also explain the striking persistence of urban decline.”).

103 Paul Krugman put the idea well in a recent column in the New York Times. See Krugman, The Gambler's Ruin (cited in
note 97) (“[O]nce upon a time dispersed agriculture ensured that small cities serving rural hinterlands would survive.
But for generations we have lived in an economy in which smaller cities have nothing going for them except historical
luck, which eventually tends to run out.”).

104 Robert P. Inman, Anatomy of a Fiscal Crisis, Fed Res Bank Phila Bus Rev 15, 19-20 (1983) (describing the relationship
between declining private economy and municipal fiscal distress).

105 Hence, arguments for shrinking governance in cities that have lost population. See, for example, Anderson, 123 Yale
L J at 1126-27 (cited in note 63) (discussing the concept of “shrinking governance” for cities facing rapid population
decline and increasingly concentrated poverty).

106 The parallel is to the failed restaurant financed entirely with the entrepreneur's equity.

107 The identification of debt overhang is usually traced to Stewart C. Myers, Determinants of Corporate Borrowing,
5 J Fin Econ 147 (1977). Somewhat confusingly, the term has sometimes been used in the development economics
literature to signify a related but different phenomenon. See, for example, Paul Krugman, Financing vs. Forgiving a
Debt Overhang, 29 J Dev Econ 253, 254-55 (1988) (defining a country as having a debt overhang problem “when the
expected present value of potential future resource transfers [to creditors] is less than its debt”). The conception in the
corporate finance literature is broader than Krugman's conception, which applies only to scenarios in which a debtor
is “balance-sheet” insolvent--that is, when in expectation the borrower will be unable to pay its debts in full. As I use
the term, consistent with its use in corporate finance, debt overhang describes any case in which the fact of outstanding
debt blunts investment incentives. A debtor need not be insolvent for its debt to have this effect. Consider Vincent S.J.
Buccola, Beyond Insolvency, 62 U Kan L Rev 1 (2013) (discussing implications for law of recognizing solvency as a
continuous rather than discrete variable).
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108 The stockholders in this example are assumed to have limited liability. If they were liable for Acme's debts, the debt
overhang problem would disappear. This is because debt overhang arises from the fragmentation of investors' interests
in the company's success. See Myers, 5 J Fin Econ at 156-57 (cited in note 107) (specifying limited liability as a property
of the debt contracts underlying the basic model).

109 Note that this is so only if Coasean bargaining is impossible. In an ideal world, the creditors would “bribe” the
stockholders to undertake the project, perhaps in the form of partial debt relief, or would loan Acme funds to pursue
the project. The project is worth 25 to the creditors in expectation. (If the project is undertaken, they have a 50 percent
chance of receiving 50; if it is not undertaken, they have no chance of receiving anything.) A bargain between them and
the stockholders would yield a surplus of 20--that is, the social value of the project.

110 For the same reason, new debt financing is hard to come by unless it takes priority over existing debt. One function of
bankruptcy is to relax the liquidity constraint associated with existing debt by authorizing new, priming loans subject

to judicial approval. See 11 USC § 364. For discussion of the tradeoff associated with priming loans, see generally
George G. Triantis, A Theory of the Regulation of Debtor-in-Possession Financing, 46 Vand L Rev 901 (1993).

111 There are important differences between contexts, of course. Municipalities have no stockholders, and they don't
typically return the profits from public investments to their taxpayers or residents. Indeed, one of the principal reasons
for public investment is that the benefits of infrastructure are difficult to capture fully in market transactions. The costs
and benefits of municipal investments are unevenly distributed both across geographic territory and among those who
are able to influence municipal policy. The franchise is ascribed according to residency, even though landowners bear
a disproportionate financial interest in the residual value of municipal investment. These differences mean that highly
stylized models of the corporate setting appear to fit the municipality poorly. But the differences may be less important
than one suspects. Stylized models are, after all, inaccurate in the corporate setting, too. In fact, stockholders do not
necessarily benefit ratably from corporate action, and they certainly do not exert equal influence over policy. And
while a wedge between residents and landowners can and probably does sometimes complicate the picture, available
evidence suggests that landowners participate disproportionately in local politics. See generally, for example, Fischel,
The Homevoter Hypothesis (cited in note 87).

112 This is an approximate statement. All constituents can be expected to benefit to some extent from a growing surplus.

113 This logic is most fully elaborated, in accessible terms, in Fischel, The Homevoter Hypothesis (cited in note 87).

114 McConnell and Picker were the first to identify something like debt overhang in the municipal context. They located a
basis for bankruptcy in the “fresh start” policy, which could be useful because, as they put it, “the taxpayers of a city
will cease to pay taxes if rates are too high and the citizens get none of the benefit.” McConnell and Picker, 60 U Chi
L Rev at 470 (cited in note 9).

115 See note 108.

116 See note 107 and accompanying text.

117 For the most thorough, recent discussion of stockholder limited liability, see generally Stephen M. Bainbridge and M.
Todd Henderson, Limited Liability: A Legal and Economic Analysis (Edward Elgar 2016).

118 But see McConnell and Picker, 60 U Chi L Rev at 437 (cited in note 9) (discussing the New England rule, now outmoded,
under which residents' property could be seized to make good on municipal debts).

119 For example, suppose that the efficient provider of drinking water to a particular parcel of real estate is the municipality. If
the municipality provides the water, the parcel is worth 100. This does not mean the value goes to zero if the municipality
ceases to provide water. Instead the property owner is likely to switch to a second-best method of getting water--drilling
a well, say, or arranging for periodic delivery from a tanker. The parcel's value drops to 90, say, not to 0. To be sure, real
estate values may approach zero in cases of extreme economic distress. Tales of nearly free real estate are common in
such cases. See, for example, Drew Philp, Why I Bought a House in Detroit for $500 (BuzzFeed, Jan 9, 2014), archived at

https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=N3EAC6600535611EA91B18F899BFF8106&transitionType=InlineKeyCiteFlags&originationContext=docHeaderFlag&Rank=0&contextData=(sc.History*oc.Search) 
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS364&originatingDoc=Iebf3f519826d11e9adfea82903531a62&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0102985755&pubNum=0001277&originatingDoc=Iebf3f519826d11e9adfea82903531a62&refType=LR&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0103274163&pubNum=0003039&originatingDoc=Iebf3f519826d11e9adfea82903531a62&refType=LR&fi=co_pp_sp_3039_470&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_3039_470
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0103274163&pubNum=0003039&originatingDoc=Iebf3f519826d11e9adfea82903531a62&refType=LR&fi=co_pp_sp_3039_470&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_3039_470
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0103274163&pubNum=0003039&originatingDoc=Iebf3f519826d11e9adfea82903531a62&refType=LR&fi=co_pp_sp_3039_437&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_3039_437


Hom, Gregory 9/25/2020
For Educational Use Only

THE LOGIC AND LIMITS OF MUNICIPAL BANKRUPTCY LAW, 86 U. Chi. L. Rev. 817

 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 31

http://perma.cc/JH5E-B7F3. This just means that landowners' downside exposure to municipal performance is extensive
but not unlimited.

120 This is just a way of saying that landowners ought to be, and generally are, willing to pay taxes, the proceeds of which
will be used to invest in infrastructure that, in turn, will increase the land values. See generally Fischel, The Homevoter
Hypothesis (cited in note 87). Theory coincides with a sizeable empirical literature that suggests more is capitalized
than casual observers would probably suspect. For example, there is evidence that expected rent-seeking by public-
sector unions is capitalized in real estate. See generally Gyourko and Tracy, 19 Regional Sci & Urban Econ 493 (cited
in note 93). On the other hand, there is some evidence that unfunded pension obligations are not fully capitalized. See
Dennis Epple and Katherine Schipper, Municipal Pension Funding: A Theory and Some Evidence, 37 Pub Choice 141,
147-51 (1981). See also generally Robert P. Inman, Public Employee Pensions and the Local Labor Budget, 19 J Pub
Econ 49 (1982).

121 Moreover, municipal residents and landowners might be able to finance efficient investment with revenue bonds or by
having a “special purpose entity” chartered even if the municipality's general obligations are swollen. See also Adam
J. Levitin, Bankrupt Politics and the Politics of Bankruptcy, 97 Cornell L Rev 1399, 1433-38 (2012) (making a similar
point with respect to state rather than municipal governments).

122 See Stephen G. Cecchetti, Prices during the Great Depression: Was the Deflation of 1930-1932 Really Unanticipated?,
82 Am Econ Rev 141, 141 (1992).

123 See id. And these two phenomena appear to go together. See Irving Fisher, The Debt-Deflation Theory of Great
Depressions, 1 Econometrica 337, 342 (1933).

124 The first municipal bankruptcy law was enacted in 1934. Act of May 24, 1934, 48 Stat 798. When it was introduced
in Congress, the case made for it was precisely this prototypical scenario. See generally Amend the Bankruptcy Act--
Municipal Indebtedness, HR Rep No 207, 73d Cong, 1st Sess 1 (1933).

125 See Cal Const Art XIII A (codifying Proposition 13).

126
Cal Const Art XIII A, § 1(a) (“The maximum amount of any ad valorem tax on real property shall not exceed One

percent (1%) of the full cash value of such property. The one percent (1%) tax to be collected by the counties and
apportioned according to law to the districts within the counties.”).

127
Cal Const Art XIII A, § 2(b) (allowing assessed values to increase at a capped annual inflationary rate).

128
See, for example, Cal Const Art XIII A, § 4 (“Cities, Counties and special districts, by a two-thirds vote of the
qualified electors of such district, may impose special taxes on such district.”).

129 See generally Clayton P. Gillette, Can Municipal Political Structure Improve Fiscal Performance?, 33 Rev Bank & Fin
L 571 (2014); Gillette, 114 Colum L Rev 1373 (cited in note 59).

130 Private investment is also an (imperfect) substitute for public investment. This is true both because the private sector
can provide public and quasi-public goods, even if less efficiently than government, and also because private goods are
partial substitutes for public and quasi-public goods. For example, my well-tended garden is an imperfect substitute for
a well-tended but much larger public park.

131 The underinvestment in this example, and indeed the underinvestment that follows debt overhang more generally, can
be understood as a consequence of Tieboutian sorting. See generally Charles M. Tiebout, A Pure Theory of Local
Expenditures, 64 J Polit Econ 416 (1956). Residents' exposure to municipal debt is a legal phenomenon, a policy
dimension according to which mobile capital providers can be expected to sort themselves. In the hypothetical, Logistics
is less sensitive than Acme to municipal debt and so locates where the debt is bigger--even though this location choice
might fail to fully exploit spatial economies. Professor Schleicher has shown that policy-based sorting in general can
undermine agglomeration economies. See generally David Schleicher, The City as a Law and Economic Subject, 2010 U
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Ill L Rev 1507. See also generally David Schleicher, City Unplanning, 122 Yale L J 1670 (2013) (showing how zoning
rules in particular can undermine agglomeration economies). Debt can thus be understood as a special case of a more
general phenomenon, in which a place's geographic and legal characteristics trade off against one another in parties'
location calculus.

132 An immense literature considers the relationship between capital mobility and fiscal policy. For an introduction to the
problem in the municipal context, see generally Richard C. Schragger, Mobile Capital, Local Economic Regulation, and
the Democratic City, 123 Harv L Rev 482 (2009).

133 See Amazon Announces Candidates for HQ2 (Business Wire, Jan 18, 2018), archived at http://perma.cc/PD7J-H84X.

134 Amazon HQ2 RFP *5 (Amazon), archived at http://perma.cc/5W6X-635V.

135 Consider in this regard the numerical example of debt overhang provided above in Part II.D.1. See also Part III.A.

136 Most Chapter 9 cases, by number although not by social importance, involve “special purpose” instrumentalities and
taxing districts. See note 17 and accompanying text. These present different considerations. They frequently resemble
the commercial firms that file under Chapter 11 more than they do general purpose municipalities. Indeed, it is sometimes
hard to tell whether such a debtor is better classified as a business or a municipal entity. Compare In re Las Vegas
Monorail Co, 429 Bankr Rptr 770, 795-800 (Bankr D Nev 2010) (holding that, although debtor's bonds were tax exempt,
debtor did not possess characteristics of municipality for Chapter 9 eligibility), with In re New York City Off-Track
Betting Corp, 427 Bankr Rptr 256, 265-66 (Bankr SDNY 2010) (holding that debtor, a public benefit corporation, was
a municipality for Chapter 9 eligibility). Chapter 9 may work reasonably well for most special purpose debtors.

137 See Anderson, 123 Yale L J at 1124-26 (cited in note 63) (reporting the results of a study of municipalities with
populations above fifteen thousand that entered bankruptcy or receivership between 2008 and 2013).

138 See id.

139 Id at 1137-38.

140 See Glaeser and Gyourko, 113 J Polit Econ at 346-47 (cited in note 98). See also notes 98-101 and accompanying text.

141 See Part II.D.1.

142 Notice that in this hypothetical a range of levels of debt relief will induce the efficient investment. The investment will
be made as long as Acme's debt is less than 40. From the economic point of view, the distribution of the surplus achieved
by making the efficient investment is immaterial. But the allocation of more or less of the surplus to the creditors will
affect borrowing costs.

143
316 US 502 (1942).

144
See id at 515-16.

145 Congress quickly abrogated the decision, leaving federal law as the sole means to effect a composition of municipal
debt. See 11 USC § 903.

146 The first municipal bankruptcy law was enacted in 1934. Act of May 24, 1934, 48 Stat 798. The Supreme Court held

the law unconstitutional two years later. Ashton v Cameron County Water Improvement District No 1, 298 US 513,
530-32 (1936). Congress quickly responded with a new law nearly identical to the first. Act of Aug 16, 1937, 50 Stat
653 (1937 Act). This time the Court upheld the law's constitutionality. See United States v Bekins, 304 US 27, 51 (1938).

147 Municipalities of every description were included in the law's ambit, but the agricultural sector, hard hit by declining
commodity prices, was the impetus. The 1937 Act's enumeration of the subjects of its protection is telling. The law
extended to the composition of debt of:
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(1) Drainage, drainage and levee, levee, levee and drainage, reclamation, water, irrigation, or other similar districts
commonly designated as agricultural improvement districts or local improvement districts, organized or created for the
purpose of constructing, improving, maintaining, and operating certain improvements or projects devoted chiefly to
the improvement of lands therein for agricultural purposes; or (2) local improvement districts such as sewer, paving,
sanitary, or other similar districts, organized or created for the purposes designated by their respective names; or (3)
local improvement districts such as road, highway, or other similar districts, organized or created for the purpose of
grading, paving, or otherwise improving public streets, roads, or highways; or (4) public-school districts or public-
school authorities organized or created for the purpose of constructing, maintaining, and operating public schools or
public-school facilities; or (5) local improvement districts such as port, navigation, or other similar districts, organized
or created for the purpose of constructing, improving, maintaining, or operating ports and port facilities; or (6) any city,
town, village, borough, township, or other municipality.
1937 Act § 81, 50 Stat at 654.

148
See generally Ashton, 298 US 513.

149 See Alicia A. Garza and Christopher Long, Cameron County (Texas State Historical Association, June 12, 2010) archived
at http://perma.cc/F2QG-9SMP.

150
Ashton, 298 US at 523, 527; id at 533 (Cardozo dissenting).

151
Id at 523, 527.

152
See id at 533 (Cardozo dissenting).

153 1937 Act § 83(b), 50 Stat at 656:
[T]he judge shall classify [a debtor's] creditors according to the nature of their respective claims and interests: Provided,
however, That the holders of all claims, regardless of the manner in which they are evidenced, which are payable without
preference out of funds derived from the same source or sources shall be of one class.
In cases with a capital structure like the district's, a simple two-thirds vote of all creditors was sufficient to accept a
composition (subject to judicial discretion). 1937 Act § 83(d), 50 Stat at 657.

154 See 1937 Act § 83(a), 50 Stat at 655-56. The 1976 amendments permitted a municipality to file if it had made a good faith
attempt to negotiate with creditors holding 51 percent of affected claims or if “such negotiation [was] impracticable.”

Act of Apr 8, 1976 § 84, Pub L No 94-260, 90 Stat 315, 317, codified as amended at 11 USC § 109(c).

155 For discussion of the significance of priority equality in Chapter 9, see David A. Skeel Jr, The Empty Idea of “Equality
of Creditors”, 166 U Pa L Rev 699, 718-20 (2017); Hynes and Walt, 33 Rev Bank & Fin L at 635 (cited in note 54).

156 But see Vincent S.J. Buccola, The Janus Faces of Reorganization Law, 44 J Corp L 1, 23-27 (2018) (setting out
conditions under which bankruptcy judges can rationally infer facts about the efficiency of debtor conduct from creditors'
professions).

157
See 11 USC § 541.

158 For an excellent discussion of the notable lack of recourse to property in municipal finance, and of the implications of
such a regime for bankruptcy, see generally Juliet M. Moringiello, Decision-Making and the Shaky Property Foundations
of Municipal Bankruptcy Law, 12 Brooklyn J Corp, Fin & Comm L 5 (2017).

159 See Buccola, 38 Cardozo L Rev at 1318-22 (cited in note 30) (discussing “best interests” standard as it applies to Chapter
9). For the view that “best interests” has an ambiguous sense as applied to Chapter 9, see generally Baird, Statutory
Interpretation (cited in note 2).
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160 In the consumer setting, for example, one thinks of the scandalous use of generous homestead exemptions in some cases
before 2005. The debtor in these cases was able to pay her debts without compromising future earning potential, but
she preferred not to pay and sought a discharge instead. The Bankruptcy Code allows individual debtors to exempt

certain property from the bankruptcy estate, from which creditors are paid. 11 USC § 522(b). Depending on the

contours of state law, debtors may choose between a slate of federal exemptions and a slate of state exemptions. 11
USC § 522(b)(3). Before 2005, some states offered a homestead exemption that allowed debtors to exempt an unlimited
amount of equity in a home. A heavily indebted but solvent debtor could strategically invoke bankruptcy to write down
debts while sheltering millions of dollars in a newly purchased Florida or Texas mansion. In 2005, Congress capped the
homestead exemption for debtors whose homesteads were purchased shortly before bankruptcy. See Bankruptcy Abuse

Prevention and Consumer Protection Act of 2005 § 308, Pub L No 109-8, 119 Stat 23, codified as amended at 11 USC
§ 522. Fewer opportunities for strategic bankruptcy are available in the corporate setting because creditors are entitled

to payment in full before equity investors retain value, 11 USC § 1129(b), but some opportunism persists. Consider,
for example, lien stripping and similar practices that appropriate option value belonging to others outside bankruptcy.

161 The court's handling of the bankruptcy of Boise County, Idaho, is exemplary. At the close of 2010, rural Boise County,
population seven thousand, was tagged with a $4 million judgment on a suit brought under the Fair Housing Act. In re
Boise County, 465 Bankr Rptr 156, 161 (Bankr D Idaho 2011). It soon filed a Chapter 9 petition seeking to write down
all but $500,000 of the amount owed. Id at 166. (The Fair Housing Act judgment together with contested attorneys'
fees represented fully three-quarters of the county's total debts. See id at 163-64.) The county's liquid assets were more
than $2 million in excess of its debts, but it argued that it could not pay the judgment while continuing operations. Id at
169-70, 172-73. The court dug into the financials and came to a different conclusion, dismissing the case on the ground
that the county could use warrants to cover the difference between its projected revenues and costs during the present
fiscal year. Id at 174-75. The decision concerned solvency as the Bankruptcy Code currently defines it, of course, not
the county's financial distress. But Chief Judge Terry L. Myers's conclusion seems to have rested on something like the
view that the county's filing was strategic. See id at 179 (“In short, the County has not convinced the Court of legal
impediments to the issuance of registered warrants, the creation of a warrant redemption fund, and the transfer, at the
appropriate time under the statute, of the surplus moneys.”). To pay the judgment, the county would have to assess its
residents more than they would like and more than they were used to giving; but there was no reason to think the one-
time charge would dissipate investment in the county.

162 See Kordana, 83 Va L Rev at 1077 & n 204 (cited in note 58).

163 See Michael Tomz and Mark L.J. Wright, Empirical Research on Sovereign Debt and Default, 5 Ann Rev Econ 247,
255-63 (2013).

164
11 USC § 109(c)(3).

165
11 USC § 101(32)(C).

166 See notes 27-31 and accompanying text.

167 See In re City of Stockton, 493 Bankr Rptr 772, 789 (Bankr ED Cal 2013); In re City of Detroit, 504 Bankr Rptr 97,
169-70 (Bankr ED Mich 2013).

168 Rather than condition eligibility on insolvency in these cases, the Code permits bankruptcy judges to dismiss petitions

prosecuted in bad faith-- that is, for a purpose other than resolving financial distress. See, for example, In re Integrated

Telecom Express, Inc, 384 F3d 108, 118-20 (3d Cir 2004) (construing 11 USC § 1112(b)); In re Myers, 491 F3d 120,
125 (3d Cir 2007) (construing 11 USC § 1307(c)). A good faith requirement applies explicitly in Chapter 9. 11 USC §
921(c). Bankruptcy judges could use it rather than a solvency test to weed out cases prosecuted for reasons other than
dealing with debt overhang.
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169 Privatization is a source of liquidity that can be tapped irrespective of its efficiency consequences. For an excellent
discussion, see generally Julie A. Roin, Privatization and the Sale of Tax Revenues, 95 Minn L Rev 1965 (2011).

170 Sometimes, as I have noted, financial distress derives from a municipality's political failure to raise taxes rather than
from the strict inability of its residents and landowners to pay down public debts. For this reason, debt relief can in
principle involve the imposition of a tax as well as the reduction or restructuring of amounts owed. Some commentators
think it might be wise policy to allow bankruptcy judges to impose taxes. See, for example, Gillette, Fiscal Federalism,
79 U Chi L Rev at 291-92, 326-29 (cited in note 58). And some think such a power would be constitutionally permissible.
See generally, for example, Hunt, 34 Yale J Reg 391 (cited in note 58). On the latter issue I am not persuaded. The
imposition of a tax has been traditionally understood as a legislative function. This is why creditors' remedy against a
recalcitrant municipality has always been a writ of mandamus directing a competent official to impose a tax sufficient to
pay the debt, not a decree imposing the tax directly. See McConnell and Picker, 60 U Chi L Rev at 445-50 (cited in note
9). And it is why the Supreme Court has repeatedly held that federal courts cannot appoint a receiver to take control of

municipal affairs. See, for example, Meriwether v Garrett, 102 US 472, 520-21 (1880); East St. Louis v Zebley, 110
US 321, 324 (1884). But see Supervisors v Rogers, 74 US (7 Wall) 175, 180 (1868) (finding an exception when state
law affirmatively permitted jilted creditor to seek appointment of a receiver in any court of competent jurisdiction).

171 See Buccola, 38 Cardozo L Rev at 1322-37 (cited in note 30) (identifying Chapter 9 veto players and discussing
implications of their veto rights).

172 See id.

173 See Julie A. Roin, Retroactive Taxation, Unfunded Pensions, and Shadow Bankruptcies, 102 Iowa L Rev 559, 560-61,
573-74 (2017).

174 In this sense, the legislation introduced in 2017 by then-Congressman John Conyers would move the law in exactly the
wrong direction. See Protecting Employees and Retirees in Municipal Bankruptcies Act of 2017, HR 139, 115th Cong,
1st Sess, in 163 Cong Rec E4 (Jan 3, 2017) (giving union representatives veto power over plans of adjustment that
modify collective bargaining agreements, and heightening evidentiary requirement for proof of municipal eligibility).

175 Some will think any proposal for involuntary municipal bankruptcy flatly illegal, and not for nothing. The Supreme
Court held the first municipal bankruptcy statute unconstitutional, in a 1936 opinion never formally overruled, precisely
because it asserted too much federal control over a state creation--and that was a voluntary bankruptcy law. See

Ashton, 298 US at 530-32; note 146. My research, still in progress, suggests otherwise, and I plan to publish an
argument that the Constitution permits an involuntary municipal bankruptcy law.

176 See 11 USC § 303(b)(1)-(2) (setting out criteria for involuntary cases under Chapters 7 and 11).

177 11 USC § 303(h)(1).

178
11 USC § 1121(b).

179
11 USC § 1121(d)(1).

180
11 USC § 1121(c). See also 11 USC § 941 (permitting only the debtor to file a plan).

181 See Richard M. Hynes and Steven D. Walt, Bankruptcy Bounties *22 (University of Virginia School of Law, Law and
Economics Paper Series 2018-15, Oct 30, 2018), archived at http://perma.cc/E8KB-HF5T.

182 Bankruptcy-specific priorities are staples of the Bankruptcy Code. For example, the Code declares that the unsecured
claims of people “engaged in the production or raising of grain” have priority over the unsecured claims of “governmental
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units” even though the two kinds of claims have identical status outside bankruptcy. Compare 11 USC § 507(a)(6)

(A), with 11 USC § 507(a)(8).

183 See, for example, Douglas G. Baird, Loss Distribution, Forum Shopping, and Bankruptcy: A Reply to Warren, 54 U
Chi L Rev 815, 817-18 (1987).

184 A priority scheme might have the added benefits of reducing uncertainty and improving lender monitoring against fiscal
irresponsibility and distress. See Buccola, 38 Cardozo L Rev at 1316-22 (cited in note 30) (arguing that uncertainty
about creditors' substantive entitlements in Chapter 9 increases municipal borrowing costs ex ante); Clayton P. Gillette,
Bondholders and Financially Stressed Municipalities, 39 Fordham Urban L J 639, 654-70 (2012) (arguing that municipal
bondholders are superior monitors to residents of the municipality). But see Richard C. Schragger, Citizens versus
Bondholders, 39 Fordham Urban L J 787, 789-93 (2012) (arguing that municipal bondholders are weak monitors).

185 For normative arguments that bondholders ought to bear the risk of municipal default, see Gillette, 39 Fordham Urban
L J at 654-70 (cited in note 183); Schragger, Citizens versus Bondholders, 39 Fordham Urban L J at 789-93 (cited in
note 183).

186 In principle, of course, the use of secured debt and the pledge of special revenues could undermine the effectiveness of
a bankruptcy-specific priority scheme. But in practice, most municipalities have limited property that can be effectively
encumbered.

187 An alternative, bankruptcy-specific priority scheme would do the opposite and subordinate unfunded pension liabilities
to general obligation debt. As Professor David Skeel has argued, such a rule might induce public employees to lobby
for the full funding of their postemployment benefits, unwinding some of the agency problems associated with public-
sector bargaining and, perhaps, encouraging more balanced government budgets. See, for example, David A. Skeel Jr,
States of Bankruptcy, 79 U Chi L Rev 677, 692-93 (2012) (suggesting that the restructuring of pension obligations at
the state level might have this salutary effect); David A. Skeel Jr, Is Bankruptcy the Answer for Troubled Cities and
States?, 50 Houston L Rev 1063, 1073-74 (2013) (same). This alternative scheme suggests a possible downside to
subordinating general obligation debt: an incremental disincentive for public employees to attend to the adequacy of
pension funding. But in my view, the subordination of public-employee benefits, however theoretically satisfactory a
strategy, is politically unthinkable ex post when push comes to shove--at least on a wide scale. And if that is true and
known to be true (in other words, a matter of common knowledge), then the supposed incentive benefits of declaring ex
ante that unfunded pension liabilities will be subordinated are likely to be illusory.
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Why GAO Did This Study 
Similar to the federal and state sectors, 
local governments are facing long-term 
fiscal pressures. In cases of fiscal 
crisis, municipalities may be required 
to make significant cuts to personnel 
that may impact their oversight of 
federal grants. GAO was asked to 
review the oversight of federal grants 
received by municipalities in fiscal 
crisis. This report (1) identifies 
challenges that selected municipalities 
in fiscal crisis experienced when 
managing federal grants and steps 
taken by those municipalities; (2) 
reviews the monitoring processes that 
federal agencies used to oversee 
selected grants to selected 
municipalities; and (3) examines 
actions the White House Working 
Group on Detroit and selected federal 
agencies took to assist municipalities 
in fiscal crisis. 

For this review, GAO conducted site 
visits to four municipalities in fiscal 
crisis: Detroit, Michigan; Flint, 
Michigan; Camden, New Jersey; and 
Stockton, California. GAO focused on 
eight grant programs administered by 
DHS, HUD, Justice, and DOT. The 
basis for selecting these grant 
programs included dollar amount and 
grant type. GAO reviewed grant 
oversight policies and actions for fiscal 
years 2009-2013 and interviewed local, 
state, and federal officials, including 
those at Treasury and OMB. 

What GAO Recommends 
GAO recommends that OMB direct 
federal agencies involved in the White 
House Working Group on Detroit to 
document and share lessons learned 
from federal efforts to assist Detroit. 
OMB neither agreed nor disagreed 
with this recommendation. 

What GAO Found  
Grant management challenges experienced by municipalities in fiscal 
crisis. The diminished capacity of selected municipalities in fiscal crisis hindered 
their ability to manage federal grants in several ways. First, reductions in human 
capital capacity through the loss of staff greatly reduced the ability of some cities 
to carry out grant compliance and oversight responsibilities.  Second, the loss of 
human capital capacity also led to grant management skills gaps. For example, 
in Detroit, Michigan, loss and turnover of staff with the skills to properly draw 
down funds caused some grant funds to remain unspent. Third, decreased 
financial capacity reduced some municipalities’ ability to obtain federal grants. 
For example, both Flint, Michigan, and Stockton, California, did not apply for 
competitive federal grants with maintenance of effort requirements because their 
city governments were unable to ensure that they would maintain non-federal 
funding at current levels. Fourth, outdated information technology (IT) systems 
hampered municipalities’ ability to oversee and report on federal grants. For 
example, Detroit’s 2011 and 2012 single audits identified IT deficiencies in every 
federal grant program reviewed, which led to the city having to pay back some 
federal grant funds. In response to these challenges, the four municipalities GAO 
reviewed have taken a number of actions to improve their management of federal 
grants including centralizing their grant management processes and partnering 
with local nonprofits to apply for grants.  

Federal grant monitoring and oversight processes.  The eight grant programs 
GAO reviewed used, or had recently implemented, a risk-based approach to 
grant monitoring and oversight. These approaches applied to all grantees not just 
those in fiscal crisis. The grant programs administered by the Department of 
Housing and Urban Development (HUD) and the Department of Justice (Justice) 
consistently assessed grantees against a variety of risk factors to help program 
officials determine the need for more in-depth monitoring actions such as onsite 
monitoring visits. When program officials at HUD, Justice, the Department of 
Transportation (DOT), and the Department of Homeland Security (DHS) found 
deficiencies through monitoring actions, they required corrective actions from 
their grantees. However, in some cases, local grantees did not implement these 
corrective actions, resulting in continued grant management problems. In such 
cases, federal program officials took actions such as increasing the level of 
financial oversight or withholding grant funds until the grantee improved its grant 
management processes. 

Actions taken to assist municipalities in fiscal crisis.  The White House 
Working Group on Detroit—an interagency group assembled by the White House 
to assist Detroit—as well as selected agencies took a variety of actions to aid 
municipalities in fiscal crisis. These actions included improving collaboration 
between selected municipalities and federal agencies, providing flexibilities to 
help grantees meet grant requirements, and offering direct technical assistance. 
However, neither individual agencies nor the Office of Management and Budget 
(OMB), which was involved in the working group and has an interagency 
leadership role in achieving administration policy, have formal plans to document 
and share lessons learned from the efforts to assist Detroit with other federal 
agencies and local governments.  
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441 G St. N.W. 
Washington, DC 20548 

March 20, 2015 

The Honorable John Conyers, Jr. 
Ranking Member 
Committee on the Judiciary 
House of Representatives 

The Honorable Gary C. Peters 
U.S. Senate 

In July 2013, facing its inability to repay a debt estimated at approximately 
$18 billion the city of Detroit filed for Chapter 9 municipal bankruptcy. The 
most populous city in U.S. history to file for bankruptcy, Detroit is one of a 
number of municipalities confronting a serious fiscal crisis in recent years. 
In fact, fiscal sustainability presents a national challenge shared by all 
levels of government. Our long-term model tracking the fiscal condition of 
the state and local sector has shown that—similar to the federal 
government—state and local governments also face long-term fiscal 
pressures.1

The federal government has a substantial interest in local government 
fiscal health as a result of the grant funds it sends to state and local 
governments. In fiscal year 2014, the federal government provided state 
and local governments nearly $577 billion in federal grants, funding a 
wide range of public policy areas, such as health care, transportation, 
income security, education, job training, social services, community 
development, and environmental protection.

 In extreme cases, some local governments have been unable 
to raise enough revenue to meet their obligations, leading them to file for 
Chapter 9 bankruptcy or to be enrolled in state-level programs for fiscally 
distressed municipalities. In such cases, local governments often make 
significant cuts to personnel and services, and these actions may have 
impacts on the ability of these local governments to oversee and 
administer federal grant funds. 

2

                                                                                                                     
1GAO, State and Local Governments’ Fiscal Outlook: 2014 Update, 

 

GAO-15-224SP 
(Washington, D.C.: Dec. 17, 2014). 
2Office of Management and Budget, Analytical Perspectives, Budget of the United States 
Government, Fiscal Year 2016 (Washington, D.C.: 2015). Federal outlay data for fiscal 
year 2014 reflects the most current available data at the time of this report.  
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Given that municipalities in fiscal crisis must continue to meet federal 
grant requirements while facing severe fiscal pressures and potential loss 
of capacity, you asked us to examine the oversight of federal grants to 
municipalities in fiscal crisis. This report (1) identifies challenges that 
selected municipalities in fiscal crisis have experienced when managing 
federal grants and steps those municipalities took to address the 
challenges; (2) reviews the internal controls, monitoring, and oversight 
processes that federal agencies used to oversee selected grant programs 
to several municipalities in fiscal crisis; and (3) examines actions the 
White House Working Group on Detroit and selected federal agencies 
took to assist selected municipalities in fiscal crisis. In conducting this 
work we focused on four municipalities in fiscal crisis as case examples: 
Detroit, Michigan; Flint, Michigan; Camden, New Jersey; and Stockton, 
California. Criteria for selecting these municipalities included whether they 
were in fiscal crisis (defined as having filed for Chapter 9 bankruptcy or 
being designated in fiscal crisis by their state government); amount of 
federal grant obligations; population; and state intervention type (e.g., 
assignment of an emergency fiscal manager). We selected eight federal 
grant programs that these municipalities received using the following 
criteria: dollar amount, grant type (e.g., direct or pass-through), and 
incidence across multiple municipalities.3

To identify challenges selected municipalities in fiscal crisis experience 
when managing federal grants, to describe the steps the affected 
municipalities took to address those challenges, and to review the actions 
the White House Working Group on Detroit and selected federal agencies 
have taken, we conducted interviews with local, state, and federal 
officials. We conducted site visits to the four municipalities and 
interviewed senior elected and appointed leadership as well as 
departmental staff in charge of managing the selected grants. We 
interviewed senior headquarters and regional staff where applicable at 
the federal agencies responsible for the grants we selected. In the case of 

 We focused our analysis on 
federal grants received by these municipalities in the 5 year period from 
2009 to 2013. Findings from these cases are not generalizable to all 
municipalities in fiscal crisis. 

                                                                                                                     
3Some federal programs award grant funds directly to grantees, such as municipalities, 
states, or nonprofit organizations. Other federal grant programs—referred to as pass-
through grants—are awarded with a specific requirement that a portion of the grant funds 
be distributed by the initial grant recipient (such as a state government) to entities within 
that grantee’s jurisdiction to carry out services. 
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the one pass-through grant included in our sample, we interviewed state 
officials responsible for overseeing the distribution of that grant to our 
selected cities. To obtain a government-wide perspective we interviewed 
members of the White House Working Group on Detroit, described by 
agency officials as an interagency collaborative effort to help coordinate 
the federal response to Detroit’s fiscal crisis, as well as officials at the 
Office of Management and Budget and at the Department of the 
Treasury’s Office of State and Local Finance. We reviewed and analyzed 
our interviews with these officials to identify grant management 
challenges facing our selected municipalities and the actions taken by 
those municipalities and federal agencies to address those challenges. 

To review the internal controls, monitoring, and oversight processes that 
federal agencies use to oversee the selected grants made to our four 
case example municipalities, we reviewed the applicable grant programs’ 
authorizing statutes and regulations as well as government-wide grant 
requirements. We also reviewed relevant oversight policies in effect for 
fiscal years 2009 to 2013. This was the most recent 5-year period for 
which monitoring data was available for our selected grant programs at 
the time we began our review. We interviewed cognizant local, state, and 
federal officials about grant monitoring and follow up actions.  

We conducted our work from February 2014 to March 2015 in 
accordance with generally accepted government auditing standards. 
Those standards require that we plan and perform the audit to obtain 
sufficient, appropriate evidence to provide a reasonable basis for our 
findings and conclusions based on our audit objectives. We believe that 
the evidence obtained provides a reasonable basis for our findings and 
conclusions based on our audit objectives. For a full description of our 
objectives, scope, and methodology, see appendix I. 

 
 

 
While there is no single definition of municipal fiscal crisis, both academic 
research and state policy documents distinguish between municipalities in 
distress, crisis, and in extreme cases, bankruptcy. In managing revenue 
and expenses, local governments occasionally confront deficits and 

Background 

Municipal Fiscal Crisis 
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periods when they lack enough cash to cover expenses.4 Most of the 
time, they find ways to get through the temporary trouble by, for example, 
borrowing money over the short term. But when budget gaps widen and a 
city cannot pay its bills, meet its payroll, balance its budget, or carry out 
essential services, the local government is viewed as distressed. 
Municipal officials usually respond with some combination of service cuts, 
worker layoffs, tax and fee increases, reserve spending, and borrowing. If 
those measures do not work and the city no longer has the money to 
meet its obligations, the distress can escalate into a crisis or financial 
emergency, which may include defaulting on a bond payment or, in rare 
instances, filing for protection under Chapter 9 of the U.S. Bankruptcy 
Code (Chapter 9).5

Chapter 9 provides a municipality with protection from creditors while the 
municipality develops and negotiates a plan for adjusting its debts. 
Among other requirements, a municipality may seek such bankruptcy 
protection in a federal bankruptcy court if it is authorized to do so under 
state law, and the municipality can prove to the bankruptcy court that it is 
insolvent.

 

6 Twenty-seven states authorize municipalities to file for Chapter 
9 bankruptcy, but 15 of those states have conditions or limitations on the 
authorization. Of the remaining 23 states, 21 do not have specific 
authorizations, and 2 specifically prohibit their municipalities from filing for 
Chapter 9.7

                                                                                                                     
4Pew Charitable Trusts, The State Role in Local Government Financial Distress 
(Washington, D.C.: July 2013). 

 Chapter 9 filings are rare for general purpose municipalities 
(e.g., cities, towns, and counties). From January 1980 to June 2014, 43 of 
approximately 39,000 general purpose municipalities filed for Chapter 9. 
These municipalities tended to be small in population: only 8 of the 43 
municipalities had a population over 50,000. Three of the four 
municipalities in our review have filed for Chapter 9: Detroit, Michigan; 
Camden, New Jersey; and Stockton, California (see figure 1). 

5See 11 U.S.C. §§ 109(c), 901-946. 
6See 11 U.S.C. § 109(c)(2) & (3). 
7Chapman and Cutler LLP, Primer on Municipal Adjustment: Chapter 9: The Last Resort 
for Financially Distressed Municipalities (Chicago, IL: July  2012).  
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Figure 1: Fiscal Crisis Intervention in Selected Municipalities 

 
Note: For Detroit, Camden, and Stockton, the beginning date for Chapter 9 bankruptcy refers to the 
date that the cities filed for Chapter 9 bankruptcy protection. The end date for Chapter 9 bankruptcy 
refers to the date that the federal bankruptcy judge approved the municipality’s plan to exit 
bankruptcy. 
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Congress has provided assistance to municipalities in fiscal crisis by 
using a variety of approaches on a case-by-case basis. For example, in 
1975 New York City faced a serious fiscal crisis. New York City had 
accumulated $14 billion in debt, and was unable to pay for normal 
operating expenses. That year Congress passed legislation to provide 
short-term loans to New York City to assist with its fiscal crisis.8 As a 
condition of receiving these loans, the city had to agree to develop more 
stringent financial procedures including a new accounting system that 
would allow an auditor to perform an audit and render an opinion on the 
city’s financial statements.9 In a prior report on New York City’s financial 
plan, we concluded that the federal government’s intervention, along with 
other factors, helped to stabilize the city’s fiscal crisis.10

Congress also took steps to assist the District of Columbia during its fiscal 
crisis in 1995. In 1994, the District was running a $335 million budget 
deficit and could no longer pay its bills. In response, Congress passed the 
District of Columbia Financial Responsibility and Management Assistance 
Act in April 1995.

 

11 This act established the District of Columbia Financial 
Responsibility and Management Assistance Authority—a financial control 
board—to assist the District in restoring financial solvency and improving 
management effectiveness during a control period. By 2001, the District 
had balanced its budget for 4 consecutive fiscal years in accordance with 
generally accepted accounting principles, obtained access to both short-
term and long-term credit markets, and repaid outstanding debt it owed to 
the U.S. Treasury. As a result, the control period ended and the District 
returned to self-governance. In 2001, we testified that Congress’ creation 
of a control board contributed to the improvement in the fiscal health of 
the District.12

                                                                                                                     
8New York City Seasonal Financing Act of 1975, Pub. L. No. 94-143, 89 Stat. 797 (Dec. 9, 
1975). 

 

9GAO, Testimony before the Senate Committee on Banking, Housing, and Urban Affairs 
on The New York City Seasonal Financing Act of 1975 Public Law 94-143, (Washington, 
D.C.: May 16, 1977).  
10GAO, Assessment of New York City’s Performance and Prospects Under Its 3-Year 
Emergency Financial Plan, GGD-77-40 (Apr. 4, 1977). 
11Pub. L. No. 104-8,109 Stat. 97 (Apr. 17, 1995). 
12GAO, District of Columbia: Oversight in the Post-Control Board Period, GAO-01-845T 
(Washington, D.C.: June 8, 2001). 

Federal and State Actions 
to Address Municipal 
Fiscal Crises 
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In prior work, we identified several guidelines for Congress to consider 
when evaluating the need for a federal response to a large failing firm or 
municipality.13

In addition to these federal efforts, 19 states have passed laws 
establishing mechanisms to assist municipalities in fiscal crisis, in part to 
avoid the need for these entities to file for Chapter 9 protection in federal 
court.

 Those guidelines included considering whether the 
problem was localized or widespread and whether the costs of a 
municipal collapse would outweigh the costs of providing aid. We also 
provided guidelines for structuring a federal intervention, such as 
developing clear goals and objectives and protecting the financial interest 
of the federal government. 

14

 

 The manner of state intervention varies. Some states may 
designate a receiver, emergency fiscal manager, state agency head, or 
financial control board to administer the intervention. Depending on the 
state, this entity may take a number of actions, including restructuring 
debt and labor contracts, raising taxes and fees, offering state-backed 
loans and grants, providing technical assistance, and even dissolving the 
local government. Three of the four municipalities in our review were 
subject to state interventions to assist with the fiscal crisis. Camden, New 
Jersey, had a state-assigned fiscal monitor that provided oversight. Both 
Detroit, Michigan, and Flint, Michigan, had state-appointed emergency 
fiscal managers with broad authority to oversee all operations of 
government in lieu of elected officials. There was no state intervention in 
Stockton, California (see figure 1 above). 

Like many states and localities, the four municipalities we selected 
received a number of federal grants in a range of policy areas, including 
housing, transportation, and law enforcement. In most instances, the 
municipalities received funding through the grant programs both prior to 
and during their fiscal crisis. Managing these grants when fiscal 
conditions deteriorated became a greater challenge, as we discuss 

                                                                                                                     
13GAO, Guidelines for Rescuing Large Failing Firms and Municipalities, GAO/GGD-84-34 
(Washington, D.C.: March 29, 1984). 
14The 19 states with laws allowing intervention in municipal fiscal crisis are: Connecticut, 
Florida, Indiana, Illinois, Maine, Massachusetts, Michigan, Nevada, New Hampshire, New 
Jersey, New Mexico, New York, North Carolina, Ohio, Oregon, Pennsylvania, Rhode 
Island, Tennessee, and Texas. See Pew Charitable Trusts, The State Role in Local 
Government Financial Distress (Washington, D.C.: July 2013). 

Federal Grant 
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throughout this report. Grants represent one form of federal assistance 
consisting of payments in cash or in kind to a state or local government or 
a nongovernmental recipient for a specified purpose. Grant programs are 
typically subject to a wide range of accountability requirements under 
their authorizing legislation or appropriation and implementing regulations 
so that funding is spent for its intended purpose. For example, the 
Department of Housing and Urban Development (HUD) administers 
Community Development Block Grants (CDBG) to aid states and 
localities in providing housing, economic development, and other 
community development activities. Congress mandated that HUD 
administer these grant programs in a manner that principally benefits low-
and moderate-income persons, aids in the prevention or elimination of 
slums or blight, or meets urgent community development needs. HUD 
regulations direct grant recipients to prepare planning documents and 
maintain certain records proving the legislation’s requirements as a 
condition to receiving funds. 

In addition, grant programs are also subject to crosscutting requirements 
applicable to most assistance programs. For example, recipients of grant 
funds are prohibited from using those funds to lobby members and 
employees of Congress and executive agency employees. The Office of 
Management and Budget (OMB) is responsible for developing 
government-wide policies to ensure that grants are managed properly 
and that grant funds are spent in accordance with applicable laws and 
regulations. Until recently, OMB published guidance in various circulars to 
aid grant-making agencies with such subjects as audit and record 
keeping and the allowability of costs.15 In December 2013, OMB 
consolidated its grants management circulars into a single document, 
Uniform Administrative Requirements, Cost Principles, and Audit 
Requirements for Federal Awards, to streamline its guidance, promote 
consistency among grantees, and reduce administrative burden on 
nonfederal entities.16

                                                                                                                     
15For an overview of OMB’s role in grants management, see GAO, Grants to State and 
Local Governments: An Overview of Federal Funding Levels and Selected Challenges, 

 

GAO-12-1016 (Washington, D.C.: Sept. 25, 2012).  
16See 78 Fed. Reg. 78,590 (Dec. 26, 2013). In December 2014, OMB, along with grant-
making agencies, issued a joint interim final rule implementing OMB’s Uniform Guidance 
for new grant awards made on or after December 26, 2014. 79 Fed. Reg. 75,871 (Dec. 
19, 2014).  

http://www.gao.gov/products/GAO-12-1016�
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For this review, we selected the grant programs listed below. For a brief 
description of these programs as well as the award amounts for our 
selected cities, see appendix II. 

• Community Development Block Grant Entitlement Program (CDBG) 
administered by the Department of Housing and Urban Development 
(HUD). 

• HOME Investment Partnerships Program (HOME) administered by 
HUD. 

• Federal Transit Formula Grant Program, administered by the U.S. 
Department of Transportation’s (DOT) Federal Transit Administration 
(FTA). 

• Highway Planning and Construction Grant Program administered by 
DOT’s Federal Highway Administration (FHWA). 

• Edward Byrne Memorial Justice Assistance Grant Program (JAG) 
administered by the Department of Justice (Justice). 

• Community Oriented Policing Services (COPS) Hiring Program 
administered by Justice. 

• Assistance to Firefighters Grant Program (AFG) administered by 
Department of Homeland Security’s (DHS) Federal Emergency 
Management Agency (FEMA). 

• Staffing for Adequate Fire and Emergency Response (SAFER) grant 
program administered by FEMA. 

 
The capacity of grant recipients is a key factor in grants management 
which can have a significant impact on a program’s success. Capacity 
involves both the maintenance of appropriate resources and the ability to 
effectively manage and utilize those resources. In prior work, we have 
identified several different types of capacity.17

                                                                                                                     
17

 Human capital capacity 
describes the extent to which an organization has sufficient staff with the 
knowledge and technical skills needed to effectively meet its goals and 
objectives. Financial capacity is the ability of an organization to meet 
financial responsibilities related to federal grants, such as matching 
requirements. Organizational capacity refers to the degree to which an 

GAO-12-1016. 
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to Manage Federal 
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organization is institutionally prepared for grant management and 
implementation, including its ability to employ technology for grant 
oversight and reporting. A lack of capacity in any of these three 
dimensions can adversely impact a recipient’s ability to effectively 
manage and implement federal grants. We found challenges related to 
each of these three types of capacity at the four municipalities we 
reviewed. 

 
All four municipalities experienced reductions in their human capital 
capacity due to fiscal crisis, but the effect of those reductions on the 
management of selected grants varied. From 2009 to 2013, these 
municipalities experienced workforce declines ranging from 18 to 44 
percent (see table 1). In an effort to cut costs, these municipalities laid off 
city employees, imposed furloughs, and cut wages (which according to 
officials in Stockton, in turn led to higher staff attrition rates). 

Table 1: Overall Full-Time Equivalent (FTE) Levels Reported by Selected Municipalities in Fiscal Crisis, 2009 – 2013 

Municipality FTEs in 2009 FTEs in 2013 Percent Change in FTEs 
Detroit, Michigan  13,420 8,912 -34 
Stockton, California 1,585 1,305 -18 
Camden, New Jersey 1,142 865 -24 
Flint, Michigan 986 546 -44 

Source: GAO analysis of Fiscal Year 2013 Comprehensive Annual Financial Reports for Detroit, MI; Flint, MI; and Stockton, CA and Municipal State Aid Applications for Fiscal Years 2010/2011 and 2014 
for Camden, NJ.  │ GAO-15-222.  

Note: FTEs reflect the total number of regular straight-time hours (i.e., not including overtime or 
holiday hours) worked by employees divided by the number of compensable hours for each fiscal 
year. 

 

In three municipalities—Detroit, Flint, and Stockton— this downsizing 
directly impacted city staff responsible for the management and oversight 
of federal grants. For example, Detroit’s Planning and Development 
Department, which administers HUD’s CDBG and HOME grants received 
by the city, lost more than a third of its workforce between 2009 and 
2013—falling from 173 to 110 FTEs. According to Detroit officials, it was 
difficult for the staff that remained to carry out all of the department’s 
grant compliance and oversight responsibilities. They said the loss 
ultimately contributed to adverse single audit findings, monitoring findings 
and special grant conditions from HUD. For example, in a 2013 
monitoring report for the CDBG program, HUD found seven deficiencies, 
such as incorrect grant charges for staff time and failure to demonstrate 

Reductions in Human 
Capital Capacity Affected 
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to Manage Federal 
Grants, but the Impact 
Varied 
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adequate controls to prevent charging CDBG for unallowable costs. HUD 
officials also noted that Detroit had failed to close its single audit findings 
from fiscal years 2010 through 2012 in part due to a lack in human capital 
capacity. According to HUD’s monitoring report, Detroit did not “have the 
capacity to improve its capacity.”18

In contrast, sometimes a city’s grant management and oversight staff 
were able to largely avoid the impact of overall reductions in city 
personnel brought on by a fiscal crisis. One reason for this was the 
availability of federal or other nonlocal revenue dedicated to covering the 
cost of grant administration and oversight. For example, although 
Camden laid off a quarter of its workforce in 2011, staffing levels in its 
Department of Planning and Development did not suffer as severely as 
other departments. Camden officials attributed this to the fact that HUD 
provides funds for planning and administrative costs for CDBG grantees. 
More specifically, CDBG grantees are allowed to use up to 20 percent of 
the grant amount plus any program income for general grant 
management activities or salary costs for employees who administer the 
program. HOME grantees may also use up to 10 percent of the grant 
amount plus any program income for such planning and administrative 
costs.

 

19

                                                                                                                     
18HUD, Monitoring Review Report, City of Detroit, Community Development Block Grant 
Programs (Detroit, MI: Sept. 17, 2013).  

 HUD provides the same administrative cost allowances to all its 
CDBG and HOME grantees, including our other three municipalities—
Detroit, Flint, and Stockton. However, these cost allowances may not 
have the same effect in protecting a city’s grant management staff from 
downsizing in all cases. The specific approach a city uses to distribute 
these planning and administrative costs across employees, the severity of 
the local workforce reductions, and the amount of local or other revenue 

19For additional information on the issue of grant administrative costs, see GAO, Grants 
Management: Programs at HHS and HUD Collect Administrative Cost Information but 
Differences in Cost Caps and Definitions Create Challenges, GAO-15-118 (Washington, 
D.C.: Dec. 12, 2014).   

http://www.gao.gov/products/GAO-15-118�
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received by the city can also influence how severely grant management 
staff are impacted.20

In addition to having a sufficient number of staff, municipalities also need 
to have personnel with the right knowledge, skills, and abilities to manage 
their grants effectively. Local officials in Detroit, Flint, and Stockton told us 
that reductions in staff due to fiscal crisis led to grant management skills 
gaps in their workforce. With overall lower staff numbers, remaining staff 
were left to cover a larger set of responsibilities, including managing grant 
programs that they had not been familiar with prior to the staff reductions. 
Officials representing Detroit and Flint told us that when they lost grant 
management staff, the resulting skill shortage sometimes contributed to 
violations of grant agreements or grant funds remaining unspent in city 
accounts. 

 

For example, Flint’s Department of Community and Economic 
Development, which administers HUD’s CDBG and HOME grant 
programs, lost a number of key staff during its fiscal crisis through layoffs 
and attrition, including an experienced employee who reviewed and 
approved grant expenditures. Flint officials as well as HUD’s technical 
assistance providers for the CDBG and HOME programs told us that 
losing staff with critical grant management knowledge contributed to 
compliance problems, resulting in a series of critical audits of Flint’s 
HOME program by HUD’s Inspector General from 2009 to 2013.21

                                                                                                                     
20Grant managers who administer Highway Planning and Construction program funds in 
Detroit provided an example of how grant management staff can operate largely 
unaffected by significant city budget cuts through the use of nonlocal revenue sources. 
These grant managers told us that they were not affected by the city’s fiscal crisis 
because they did not use local funds to pay for their staff. Rather, special revenue streams 
from state transportation taxes provided the funds to cover the cost of staffing their 
projects.  

 
According to staff from HUD’s Office of the Inspector General, staff 
turnover in Flint contributed to grant management knowledge gaps and 
subsequent audit findings. These findings had serious monetary 
consequences for the city of Flint. Flint officials told us that the city owed 

21See, for example, the following audit reports: HUD Office of Inspector General: The City 
of Flint Lacked Adequate Controls Over Its HOME Investment Partnerships Program, 
2014-CH-1001 (Chicago, IL: Nov. 15, 2013); and The City of Flint, MI, Lacked Adequate 
Controls Over Its HOME Program Regarding Community Housing Development 
Organizations’ Home-Buyer Projects, Subrecipients’ Activities, and Reporting 
Accomplishments in HUD’s System, 2011-CH-1001 (Chicago, IL: Oct. 13, 2010). 
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HUD approximately $1.1 million in 2014 because Flint could not ensure 
that its indirect costs had been appropriately calculated and allocated 
across HUD’s grant programs.22

Officials in two municipalities—Detroit and Stockton—told us that turnover 
in senior- and mid-level management contributed to federal grant 
management challenges. According to city officials, this happened for two 
reasons. First, because some cities in fiscal crisis must furlough 
employees, lower salaries, or reduce retirement benefits, senior staff 
members chose to leave their positions while they could still vest their 
retirement benefits based on their highest salary levels. Second, more 
experienced staff members had more marketable skills and were able to 
find other jobs more easily than the junior staff members. Officials in 

 In addition to increasing the risk of 
violations of grant agreements, losing grant management skills made it 
more difficult for officials in Detroit, Flint, and Stockton to draw down grant 
funds. For example, staffing levels in Detroit’s Department of 
Transportation, which administers FTA’s Federal Transit Formula Grant 
program, fell from 1,514 FTEs in 2009 to 809 in 2013. In addition, over 
the span of 3 years, the department had 4 directors. According to Detroit 
officials, this change in management caused a lack of direction and 
consistency in priorities, which particularly affected the departments’ 
procurement staff. Federal Transit Formula grantees—including Detroit—
use these grant funds to finance the procurement and maintenance of 
transit equipment and facilities, such as buses and bus terminals. A lack 
of employees with the skills to process procurement requests and 
administer grants caused some grant funds from FTA to remain unspent 
in accounts. 

                                                                                                                     
22Managing finances and facilities, ensuring quality, and reporting project status are 
administrative activities that are essential to the operation of grant programs. These 
administrative costs may be charged directly or indirectly to a grant depending on 
individual program guidelines and whether the grantee has an approved indirect rate 
agreement. A direct cost is one that can be specifically identified with the individual grant 
objective and is charged to that specific grant. Direct costs include, for example, a 
researcher’s salary and equipment. Indirect costs represent a grantee’s general support 
expenses that cannot be specifically identified with an individual grant project. Indirect 
costs include, for example, building utilities and administrative staff salaries. To determine 
the proportion of indirect costs that may be charged to federally funded awards, grantees 
use a mechanism called the indirect cost rate. Programs have different missions, 
priorities, services, and clients; as a result definitions of administrative costs vary from 
program to program. Therefore, different programs may treat similar costs differently. A 
cost that may be classified as administrative in one program may be considered a direct 
program delivery cost by another. See GAO-15-118.  

http://www.gao.gov/products/GAO-15-118�
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these two municipalities explained that losing senior staff created gaps in 
institutional knowledge and made it more difficult for remaining staff to 
meet existing grant requirements. 

These gaps in institutional knowledge were exacerbated by a lack of 
robust knowledge transfer practices, which heightened the risk to federal 
fund management as a city government lost staff because there was no 
mechanism in place for staff to pass down knowledge to their successors 
before they left. Knowledge management had been a long-standing 
challenge for the city of Detroit. Detroit had few written grant policies to 
help transfer knowledge about grants management.23

Detroit officials said they believed that limitations in the city’s ability to 
effectively manage and preserve existing knowledge and expertise 
regarding grant management contributed to the city’s history of poor audit 
findings. Detroit had 90 compliance findings on its single audit in 2011 
and 98 findings in 2012.

 According to a city 
of Detroit report and Detroit officials, grant management policies and 
procedures in Detroit varied among grant-recipient departments. Some 
departments had policies and procedures while others did not. This 
resulted in ad hoc procedures, passed on from one employee to the next. 
When an employee who was knowledgeable in one area of grants 
management retired, his or her knowledge also left.  

24

                                                                                                                     
23In August 2013, Detroit issued an initial, internal working report that consolidated long-
standing grants management issues the city had faced. Detroit developed this report in 
response to an agreement—The Financial Stability Agreement—between the city and the 
state of Michigan in April 2012. The Financial Stability Agreement required Detroit to 
restructure its grant management system.  

 The questioned costs totaled $31.6 million in 
2011 and $14.8 million in 2012. A cost becomes questioned when the 
auditors review grant expenditures and cannot find sufficient 
documentation to prove that the expenditure was eligible under the terms 
of the related grant program. In some cases, Detroit had to return part or 
all of these questioned costs to relevant federal departments or had 

24The Single Audit Act, as amended, requires all non-federal entities that expend a certain 
amount of federal awards, including grants and other assistance, in a fiscal year to obtain 
a single or program-specific audit by an independent auditor. 31 U.S.C. §§ 7501-7507. 
From 2004 to 2014, the threshold requiring a single audit was $500,000. The new OMB 
Uniform Guidance increased the single audit threshold to $750,000 for 2015. Single audit 
reports provide information about the validity of grant expenditures, adequacy of internal 
controls over federal funds, compliance with grant rules and regulations, and questioned 
amounts. Single audits are an important mechanism that federal agencies use to help 
ensure the accountability of federal funds. 



 
  
 
 
 

Page 15 GAO-15-222 Grants to Municipalities in Fiscal Crisis 

funding withheld. As of February 2015 Detroit officials were working to 
implement written grant management policies and procedures as a part of 
the city’s response to its fiscal crisis and bankruptcy. 

 
A lack of financial capacity at two of the municipalities we reviewed—Flint 
and Stockton—reduced their ability to apply for federal grants that call for 
local resource investments or maintenance of effort provisions. Officials in 
Flint told us that they struggled to generate local resources needed to 
make the city competitive for some federal grants. A manager with Flint’s 
Department of Transportation told us that the city wanted to apply for a 
Transportation Investment Generating Economic Recovery (TIGER) 
grant, which is a competitive grant program administered by DOT that 
supports road, rail, transit, and port projects. TIGER grant applications 
are evaluated in part by the level of nonfederal financial commitments that 
grantees are able to contribute to the proposed project. Because of the 
city’s limited budgetary resources, Flint needed to postpone submitting an 
application for at least 3 years in order to obtain the local funds to make 
the application competitive. 

Other federal grant programs require grantees to demonstrate that they 
will maintain the level of nonfederal funding for the program that was in 
effect prior to receiving the federal grant award. The purpose of this 
maintenance of effort requirement is to prevent grantees from substituting 
federal dollars for local dollars. Flint and Stockton did not apply for 
competitive federal grants with maintenance of effort requirements 
because their city governments were unable to ensure that they would 
maintain nonfederal funding at current levels. For example, officials in 
Stockton told us that the city decided not to reapply for an AFG grant 
because it could not afford the maintenance of effort requirements. As 
part of the AFG grant terms, a grantee must agree to maintain local 
expenditure levels of at least 80 percent of the average expenditures in 
the 2 fiscal years prior to the grant award. These officials told us that 
certifying that they will maintain expenditure levels was not always 
possible for municipalities in fiscal crisis. 
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In two municipalities we reviewed, a chronic lack of investment in 
organizational capacity— specifically in information technology (IT) 
systems—challenged the ability of these communities to oversee and 
report on grants in an accurate and timely way. In Detroit, the IT systems 
that handled grants management were outdated and fragmented, making 
it difficult to capture reliable financial information. Senior city officials told 
us that they did not know the total amount of grant funds Detroit received 
from the federal government because their various IT systems did not 
communicate with one another. According to an outside review 
commissioned by the city to assess its grant management system, grant 
account information appeared in numerous makeshift spreadsheets that 
did not necessarily match the city’s central accounting system and 
Detroit’s general ledger did not update automatically with grant payroll or 
budgeting data. These IT inconsistencies made it impossible for Detroit to 
capture reliable financial information. The report also found that basic 
accounting practices like proper award setup and closeout, cost 
allocation, and reconciliation were overlooked or omitted, leaving Detroit 
with mismatched records and grant funds that were subject to 
expiration.25 In Detroit’s 2011 and 2012 single audit reports, external 
auditors found IT deficiencies in every federal grant program they 
reviewed.26

Although the grants accounting system in Stockton generally produced 
reliable financial information, senior city officials told us that the system 
could not generate timely reports to inform local decision making. 
Stockton’s 20-year-old accounting system did not generate the automatic 
reports that more modern systems are designed to produce. This required 
city employees to manually process financial data to produce financial 
reports. Because of the time involved, city employees often chose not to 
produce the reports, leading to late reporting and outdated numbers. For 
example, rather than running comparisons of budgeted spending to actual 

 As a result of these and other single audit findings, Detroit’s 
general fund had to cover disallowed costs and federal grant de-
obligations. In other words, these broken IT systems exacerbated the 
fiscal crisis by contributing to inefficiencies and extra costs for the city’s 
general fund. 

                                                                                                                     
25Public Consulting Group, City of Detroit: Grants Management and Revenue 
Opportunities (Oct. 29, 2013). 
26External auditors conducting Detroit’s single audit reviewed 78 federal grant programs in 
2011 and 73 in 2012. 
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spending on a monthly basis, senior Stockton officials told us that city 
employees had instead produced these comparisons on a quarterly basis. 
Members of the Stockton City Council as well as local auditing groups 
told us that the absence of timely financial data made it more difficult for 
the city’s leadership to make informed financial decisions. 

 
Three municipalities—Flint, Stockton, and Detroit—have consolidated 
their grant management processes in an effort to improve citywide 
oversight and accountability for federal grant funds. To address 
challenges with financial and organizational capacity, Flint and Stockton 
instituted a new grant application preapproval process for all city 
departments. As part of the new process, whenever a city department 
official intends to apply for a federal grant, that department official must 
notify city finance officials for approval to apply. The city finance officials 
review this notification to identify any potential costs for the city that the 
grant may entail. If these officials approve this notification, the department 
may apply for the federal grant. Officials from both these cities told us that 
this process was intended to notify appropriate city officials of any 
matching or maintenance of effort requirements associated with federal 
grants. Another benefit that these officials identified was that the 
notification process allowed city leadership to be aware of any effects that 
the grants may have on the city’s legacy costs, such as retiree health 
care. 

Detroit has also taken steps to overhaul its grant management system, 
including establishing a new citywide Office of Grants Management. 
Grant management problems have plagued Detroit for years. In April 
2012, Detroit signed a consent agreement with the state of Michigan that 
required the city to restructure its grant management system.27

                                                                                                                     
27This agreement created an independent, appointed Financial Advisory Board with broad 
powers to oversee Detroit’s finances. The Detroit City Council voted to accept the 
agreement in April 2012, which allowed greater fiscal oversight by the state government in 
exchange for the state providing Detroit assistance with its finances. In December 2012, 
the Governor of Michigan ordered a financial review after Detroit failed to meet the 
objectives of the consent agreement. The review found that the city was in financial 
emergency and did not have a satisfactory plan to resolve it. In response, the Governor 
declared a financial emergency and appointed an emergency manager to administer 
Detroit’s finances in March 2013. 

 As a first 
step to meet this requirement, officials worked with outside consultants to 
assess the current state of the city’s grants management and to identify 
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potential reforms. Then in June 2014, the Emergency Manager directed 
the Chief Financial Officer to establish a central Office of Grants 
Management. According to Detroit officials, benefits of a stable, 
centralized grants management office include better management, 
compliance, accountability and oversight and reporting of grant data. It 
also results in better trained staff, and clear and up-to-date grant financial 
and performance data. A top priority for this office is to ensure the proper 
management and fiscal integrity of grants. Detroit officials told us that 
they have begun the process of implementing grant management policies 
and procedures to standardize processes across the city and to help build 
a culture of compliance and integrity. These policies and procedures 
include grant planning, pre-award processes, award acceptance, post-
award management, and compliance and monitoring. 

Three municipalities in our review—Detroit, Flint, and Camden—
collaborated with local nonprofits to apply for federal grants. Officials from 
these cities told us that this collaboration helped them address challenges 
they faced with human capital capacity. For example, officials in Detroit 
worked with the Detroit Public Safety Foundation to identify and apply for 
federal grants to help support the Detroit Police and Fire Departments. 
This foundation assisted the police department with its 2014 COPS grant 
application and the fire department with securing its AFG grants in 2011 
and 2013 and its SAFER grants in 2011, 2012, and 2013. Detroit Fire 
Department officials told us that without the help of the Public Safety 
Foundation, they would have limited capacity to apply for competitive 
federal grants. 

Similarly, the city of Flint partnered with the Flint Area Reinvestment 
Office and the Charles Stewart Mott Foundation to identify and apply for 
federal grants. The Flint Area Reinvestment Office is a local nonprofit 
organization with the mission to “inform, organize, and facilitate local 
partner collaboration on strategic opportunities that attract federal and 
state resources.” The Charles Stewart Mott Foundation—which began in 
Flint in 1926—supports a variety of projects through its Flint Area 
Program, such as economic development, job training, and emergency 
services projects. A senior Flint official told us that one of the valuable 
contributions these local nonprofits made was to coordinate grant 
applications in the area to help ensure that multiple organizations were 
not applying for the same grant. These two organizations helped the city 
apply for a COPS grant, which it received in 2013. 

In addition to taking steps that directly improve federal grant 
management—such as consolidating grant management processes and 
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working with local nonprofits to apply for federal grants—some 
municipalities also recognized the need for making improvements to 
systemic financial and organization problems to set a proper foundation 
for sound grant management. Two of the municipalities in our review—
Flint and Stockton—established committees to recommend changes in 
city governance necessary to improve long-term fiscal health and stability. 
These municipalities recognized that their fiscal issues were the result of 
long-term, systemic policies and structures. Therefore, they created 
committees to recommend changes to improve their long-term financial 
capacity. Flint officials said that systemic changes were needed to protect 
the fiscal future of the city. In response, Flint’s Emergency Manager 
appointed members to a Blue Ribbon Committee on Governance Reform. 
The committee explored the structures, policies, and practices that 
contributed to Flint’s financial difficulties. It also proposed changes 
designed to help the city avoid returning to those difficulties in the future. 
In June 2014, the committee issued a number of recommendations to 
Flint’s Emergency Manager including that he embrace the use of multi-
year budgeting, strategic planning, and long-term financial forecasts. In 
November 2014, Flint citizens voted to adopt four of six Blue Ribbon 
Committee recommendations. Stockton City Council members created a 
similar group, the Charter Review Advisory Committee, to advise the 
council on potential changes to the city charter, including administrative 
issues, election rules, term limits, and civil service reforms. 

 
Effective grant oversight procedures help ensure that waste, fraud, and 
abuse are minimized and that program funds are being spent 
appropriately. Such procedures include identifying the nature and extent 
of grant recipients’ risks and managing those risks; having skilled staff to 
oversee recipients to ensure they are using sound financial practices and 
meeting program objectives and requirements; and using and sharing 
information about grant recipients. Our past work has shown that to 
ensure that grant funds are used for intended purposes, federal agencies 
need effective processes for: (1) monitoring the financial management of 
grants; (2) ensuring results through performance monitoring; (3) using 
audits to provide valuable information about recipients; and (4) monitoring 
subrecipients as a critical element of grant success.28

                                                                                                                     
28See GAO, Federal Grants: Improvements Needed in Oversight and Accountability 
Processes, 
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implementation of these monitoring procedures for each of the eight 
selected grant programs in Detroit, Flint, Camden, and Stockton in fiscal 
years 2009 through 2013. It is important to note that agencies use these 
monitoring procedures for all grantees, not just those in fiscal crisis. 

 
Four of the programs—CDBG, HOME, JAG, and COPS—consistently 
assessed risk during this period when determining the amount and type of 
oversight they would provide their grantees. See figure 2 for an overview 
of the risk assessments and monitoring actions taken for our selected 
grant programs in Detroit, Flint, Camden, and Stockton in fiscal years 
2009 to 2013. These programs considered a variety of risk factors. For 
example, to assess risk for JAG grants in 2013, program officials used a 
grant assessment tool that included 29 risk indicators, such as the size of 
the grant award, timeliness of progress reports, and whether there had 
been an inspector general audit for the grantee in the previous 2 years. If 
a grantee scored higher than a certain threshold on these indicators, the 
grantee would likely be considered a high priority for in-depth monitoring 
activities, such as enhanced desk reviews or site visits. Two of these four 
programs—CDBG and HOME—considered risk factors that would likely 
be impacted by a municipality experiencing fiscal crisis, such as 
measures of employee loss, turnover, or extended vacancies of key staff. 

All Eight Grant Programs 
Consistently Used 
or Had Recently 
Implemented a Risk-based 
Approach to Monitoring 
and Oversight 
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Figure 2: Risk Assessment, In-Depth Monitoring Actions and Number of Monitoring Findings by Selected Federal Grant 
Programs in Detroit, Flint, Camden, and Stockton, Fiscal Years 2009-2013.  
 

 
Notes: In-depth monitoring refers to either onsite monitoring visits or remote monitoring that involved 
verification of grant compliance documentation and information. In addition to these in-depth 
monitoring actions, agencies conducted additional monitoring actions such as routine financial 
analysis or performance monitoring for grantees. Further, agencies may have conducted monitoring 
actions for other grant programs that these municipalities received during fiscal years 2009-2013. 
The Department of Transportation’s (DOT) Highway Planning and Construction grant program is not 
included in this table because state departments of transportation are the primary recipients of 
Highway Planning and Construction grant funds, and generally oversee the design and construction 
of most Highway Planning and Construction projects. DOT is responsible for overseeing the state 
departments of transportation’s administration of the Highway Planning and Construction grant, 
including state oversight of locally-administered grant projects. Since these are pass-through grants, 
federal monitoring actions for this program are not directly comparable to the other grant programs in 
this table. 
a The Department of Homeland Security (DHS) started incorporating risk assessment more 
consistently into its grant monitoring procedures in 2013. Detroit was the only municipality of those we 
selected for this review that received one of these DHS grants in 2013. 
b 

 

FTA started formally incorporating more risk assessment into its grant monitoring reviews for 
Federal Transit Formula Grants in 2014.  

The four other grant programs—Federal Transit Formula, Highway 
Planning and Construction, AFG, and SAFER—have taken steps toward 
incorporating more risk assessments into grant monitoring processes. In 
2014, FTA began formally using a new list of risk factors to determine 
whether to conduct enhanced oversight of a Federal Transit Formula 
grantee. This included whether the grantee had a state financial oversight 
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control board or similar mechanism, which some state agencies require 
as a result of being in fiscal crisis. Of the eight programs we reviewed, the 
Federal Transit Formula program was the only one to have a risk factor 
directly linked to municipal fiscal distress. Prior to this change, FTA 
conducted routine monitoring reviews of its approximately 600 Federal 
Transit Formula grantees at least once every 3 years—or about 200 
grantees per year.29

In 2014, FHWA also made improvements to its processes for identifying 
risk for its locally-administered Highway Planning and Construction grant 
projects. By law state departments of transportation are the direct 
recipients of Highway Planning and Construction Grant funds and have 
the primary role to oversee grant funds that are administered by 
subrecipients, such as municipalities. However, FHWA is responsible for 
monitoring the state departments of transportation to ensure that states 
are accountable for implementing federal requirements and conducting 
adequate oversight of federal funds. In August 2014, FHWA published an 
order that established a uniform methodology for assessing risk in the 
stewardship and oversight of locally-administered Highway Planning and 
Construction grant funds by state departments of transportation. For 
example, the order provides a guide for FHWA officials to use to assess 
the extent to which state departments of transportation have acceptable 
review and oversight plans detailing state oversight activities for locally-
administered projects. FHWA developed this order to help provide 
reasonable assurance that Highway Planning and Construction grant 
projects comply with key federal requirements.

 According to FTA officials, the new risk factors allow 
FTA to better target these reviews based on grantee risk and need. 

30

In carrying out its oversight of AFG and SAFER grants, FEMA conducted 
both financial and programmatic monitoring. Financial monitoring 
primarily focuses on statutory and regulatory compliance of financial 

 

                                                                                                                     
29In addition to these triennial reviews, FTA conducts special oversight reviews with a 
narrowed subject matter focus, such as procurement system reviews, which help ensure 
that grantees are purchasing buses and trains using competitive bidding practices, as well 
as special civil rights reviews, which help ensure that grantees are, among other things, 
providing public transportation to the disabled and adhering to equal employment 
opportunity practices. 
30For more on FHWA’s grant oversight see GAO, Federal-Aid Highways: Federal Highway 
Administration Could Further Mitigate Locally Administered Project Risks, GAO-14-113 
(Washington, D.C.: Jan. 16, 2014). 

http://www.gao.gov/products/GAO-14-113�
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matters, while programmatic monitoring focuses on grant progress, 
targeting issues that may impact achievement of the grant’s goals. Prior 
to fiscal year 2013, a FEMA official told us that the reasons that AFG or 
SAFER grantees were chosen for in-depth programmatic monitoring were 
unclear, as those choices were often left to the discretion of regional 
program officials. These officials explained that, in fiscal year 2013, the 
agency conducted a baseline risk review of all new grantees to help 
inform the selection of grants for programmatic monitoring. For financial 
monitoring, prior to 2013 FEMA applied risk factors to a sample of grants 
to inform in-depth monitoring decisions. In response to a recommendation 
from the DHS Inspector General, in 2014 program officials said that they 
incorporated a set of three financial questions into the programmatic 
baseline risk review discussed above.31

 

 

When program officials found deficiencies through monitoring, they 
typically required corrective actions from the grantee; however, selected 
municipalities did not always take corrective actions to address these 
deficiencies. This contributed to continued grant management problems, 
resulting in a potential financial risk. However, the actual impact of these 
problems on proper use of federal funds is unclear. 

Further, the municipalities appeared to face these difficulties even when 
officials from different federal programs took different enforcement 
approaches. For example, in administering and monitoring Federal 
Transit Formula Grants in fiscal year 2012, FTA contractors found that the 
Detroit Department of Transportation had increased the amount of some 
of its contracts by more than $100,000 without including proper 
documentation to support the changes to the contract. In response, FTA 
required that Detroit provide evidence of adequate documentation to 
support future change orders to contracts. As stated in its monitoring 
reports, FTA has required numerous corrective actions from Detroit 
during our review period (fiscal years 2009 through 2013). Between 2009 
and 2013 FTA found over 60 deficiencies with Detroit’s Federal Transit 
Formula Grants. According to FTA officials, Detroit would submit 
corrective action plans to address such deficiencies, but would not follow 
through on the plans. To enforce corrective actions, FTA officials told us 

                                                                                                                     
31Department of Homeland Security Office of Inspector General. FEMA’s Use of Risk-
Based Monitoring for Grantee Oversight, OIG-13-40 (Washington, D.C.: Feb. 14 2013). 
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that they could choose to withhold funds from Detroit. However, these 
officials said that they were hesitant to withhold funds because, while 
doing so may lead to changes in behavior of local officials, it would also 
deprive the city’s residents of the benefit of services provided by the 
funds. Instead, in April 2013 FTA placed Detroit on restricted draw down 
status. While in this status, FTA officials told us that all requests by the 
city of Detroit for payments under their Federal Transit Formula Grant are 
first to be reviewed by FTA officials to ensure that the costs are eligible 
for reimbursement and that city officials have included the necessary 
documentation. 

HUD officials also found chronic monitoring deficiencies in Detroit, but 
they took a different enforcement approach. Between 2009 and 2013, 
HUD’s grant monitoring reports identified 29 deficiencies in Detroit’s 
CDBG and HOME grant programs. In general, deficiencies were found in 
the following areas, among others: poor procurement practices, 
inadequate calculation of administrative and indirect costs to the grants, 
poor financial reporting, and lack of key documentation. In a December 
2012 letter to the city of Detroit, HUD designated the city as a “high risk 
grantee” and imposed special grant conditions requiring Detroit to provide 
written procedures for how it would maintain compliance with the 
regulations governing its grant funds.32

                                                                                                                     
32HUD may consider a grantee or subgrantee high risk if the grantee has a history of 
unsatisfactory performance, is not financially stable, has a management system that does 
not meet relevant management standards, or is otherwise not responsible. 2 C.F.R. 
§200.205. Designating a grantee as high risk allows HUD to impose special grant 
conditions or restrictions on the grantee such as withholding grant funds or requiring 
additional, more detailed financial reports. 2 C.F.R. §200.207. This high-risk designation 
falls under the crosscutting grants management requirements and applies to all grant 
programs and is separate from the risk levels designated by HUD as a part of its grant 
monitoring policies for CDBG and HOME grants. In contrast, a high score on HUD’s risk 
assessment criteria for CDBG and HOME grants would lead to a high-risk designation for 
those particular grant programs. Although distinct, these two processes can complement 
each other, since individual grant program risk scores may help HUD identify grantees to 
designate as high risk under its broader determination. 

 As a result of these conditions 
HUD withheld its fiscal year 2012 formula funds—including CDBG and 
HOME grants—until Detroit had provided the agency with sufficient 
documentation to satisfy HUD officials that the city could properly manage 
the funds. HUD officials told us that the agency released these funds 
gradually in fiscal year 2013 as Detroit demonstrated that it satisfied the 
requirements set forth in the grant conditions. HUD had a similar 
experience with continued monitoring deficiencies with the city of Flint. 
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For example, in its 2011 monitoring report on Flint’s HOME grant 
program, HUD stated that it had not received responses from Flint on how 
the city planned to address the agency’s 2010 monitoring findings, 
despite the fact that Flint officials had repeatedly promised to provide 
them. As a result, HUD officials told us that they withheld Flint’s fiscal 
year 2011 HOME funds, and—similar to the experience in Detroit—only 
released those funds in 2014 after Flint had addressed its monitoring 
deficiencies. 

 
 

 

 

 

 

 
 
Both the White House Working Group on Detroit and individual federal 
agencies took steps to improve collaboration with, and assistance to, 
municipalities experiencing fiscal crisis. The White House Working Group 
on Detroit was composed of staff from multiple federal agencies, including 
OMB, Treasury, HUD, and DOT, and was led by a coordinator who acted 
as a liaison between the Working Group and the city of Detroit. According 
to federal officials, the idea and structure of the White House Working 
Group on Detroit drew heavily from one of the White House’s place-based 
assistance initiatives: Strong Cities, Strong Communities.33

                                                                                                                     
33Executive Order 13602 of March 15, 2012. Establishing a White House Council on 
Strong Cities, Strong Communities, Signed: March 15, 2012, 77 Fed. Reg. 16131 (Mar. 
20, 2012). For more on the White House’s broader place-based initiatives, see White 
House Memorandum to Heads of Executive Departments and Agencies, M-09-28 (Aug. 
11, 2009). 

 In July 2011, 
the White House launched the Strong Cities, Strong Communities (SC2) 
pilot, which deployed teams of federal employees from a range of 
different agencies to work alongside mayors and their staffs in cities—
including Detroit. As part of this effort, the administration established a 
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White House Council on Strong Cities, Strong Communities. This council 
is co-chaired by the Secretary of Housing and Urban Development and 
the Assistant to the President for Domestic Policy. Among the goals for 
the SC2 initiative is to improve relationships between local and federal 
agencies and coordination across federal programs needed to spark 
economic growth in distressed areas.34

According to the working group’s coordinator, one objective of the White 
House Working Group on Detroit was to facilitate information sharing 
between federal agencies and Detroit officials to help the city solve its 
fiscal crisis. It sought to accomplish this objective by meeting with senior 
city leaders to discuss their priorities and then connecting these officials 
with available resources or expertise needed to respond to city problems. 
For example, Detroit officials identified the city’s outdated IT systems as 
one of the top hurdles to its fiscal recovery. In response, the White House 
Office of Science and Technology Policy and the National Economic 
Council convened a group of top IT leaders in municipal government. 
These experts, dubbed the Tech Team, met with Detroit officials, 
assessed the city’s IT systems, and developed a set of recommendations 
with the purpose of streamlining government processes, saving money, 
and improving city services. Detroit city officials told us that they were 
following through on the Tech Team’s recommendations. For example, 
the Tech Team recommended that Detroit establish a cabinet-level 
position within city government charged with leveraging technology and 
innovation to improve the delivery of government services. In February 
2014, Detroit hired a Chief Information Officer to lead IT improvements in 
the city. As a first step, the Chief Information Officer stated that Detroit is 
working on another of the Tech Team’s recommendations—evaluating 
citywide IT infrastructure—by completing a comprehensive analysis of the 
current IT systems in the city, providing new computers and issuing 
requests for proposals for new records management systems for the 
police and fire departments. 

 Officials told us that the White 
House Working Group on Detroit was modeled to be an enhanced 
version of the SC2 initiative. 

                                                                                                                     
34The seven cities that were part of the Strong Cities, Strong Communities Initiative pilot in 
2011 were Chester, Pennsylvania; Cleveland, Ohio; Detroit, Michigan; Fresno, California; 
Memphis, Tennessee; New Orleans, Louisiana; and Youngstown, Ohio. In 2014, seven 
additional cities were selected for the Strong Cities, Strong Communities Initiative through 
a competitive process, including Brownsville, Texas; Flint, Michigan; Gary, Indiana; 
Macon, Georgia; St. Louis, Missouri; Rockford, Illinois; and Rocky Mount, North Carolina.  
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Justice’s Bureau of Alcohol, Tobacco, Firearms, and Explosives (ATF) 
collaborated with two of our selected municipalities to help leverage 
limited local, state, and federal public safety resources. ATF collaborated 
with the Stockton Police Department to reduce firearms and gang crime.35

Despite these efforts, the city experienced a surge in violent crimes in 
2012, with a record 71 homicides. Stockton officials told us that they 
reached out to ATF to provide technical assistance to the city’s gang 
crime task force in 2012. ATF responded by collaborating with Stockton 
on a special operation to: (1) target and remove violent criminals who 
illegally trafficked and possessed firearms; and (2) dismantle criminal 
organizations working in Stockton. According to ATF and Stockton 
officials, experienced undercover ATF agents from throughout the country 
were deployed alongside local ATF agents and Stockton police officers to 
conduct covert investigations of some of the most violent criminals in 
Stockton and surrounding areas. An ATF report found that as a result of 
this partnership, 44 defendants were charged with a variety of federal 
firearms, narcotics, and robbery offenses and 11 more were charged with 
various state offenses. The operation also resulted in the seizure of 84 
firearms and nearly 60 pounds of illegal drugs. 

 
Historically, Stockton has experienced high crime rates. Officials there 
explained that much of Stockton’s crime was drug and gang related as 
the city is located at the intersection of two major drug corridors. As a 
result of severe budget cuts and layoffs since 2009, Stockton Police 
Department officials told us that they have been unable to respond to 
nonviolent crimes. Instead, officials said that Stockton has focused its 
limited capacity on its most violent crimes. 

 

                                                                                                                     
35ATF is a law enforcement agency within Justice with a mission to partner with 
communities, industries, law enforcement, and public safety agencies to safeguard the 
public from violent criminals, criminal organizations, the illegal use of trafficking of 
firearms, the illegal use and storage of explosives, acts of arson and bombings, acts of 
terrorism, and the illegal diversion of alcohol and tobacco products. 
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The White House Working Group and selected agencies provided 
flexibilities on some grant requirements to assist municipalities in fiscal 
crisis. Generally, federal grant programs have rules and requirements 
regarding how grantees may spend funds. These conditions may be 
outlined in the legislation that established the grant program or through 
additional requirements established by the grant-making agency. Federal 
agencies can provide flexibilities on such grant requirements in certain 
circumstances. 

For example, members of the White House Working Group on Detroit 
from both OMB and Treasury used such flexibilities to allow Detroit to 
leverage previously allocated grant funds to address urban blight in the 
city. A 2013 survey of Detroit’s properties found that approximately 
85,000 structures and vacant lots either met the definition of blighted 
property or showed indications of future blight, and roughly 40,000 of 
those structures needed immediate removal.36 A senior OMB official told 
us that one of his tasks as a member of the White House Working Group 
was to identify all existing federal funds that were already set aside for 
Detroit. In June 2013, as part of this effort, staff at OMB and Treasury 
identified unused resources from the Hardest Hit Fund that had been 
given to Michigan to distribute throughout the state.37

                                                                                                                     
36Detroit Blight Removal Task Force, Detroit Blight Removal Task Force Plan (Detroit, MI: 
May 2014). 

 Although the 
Hardest Hit Fund was typically used to prevent foreclosures, these 
officials determined that it was possible within the legal limits of the grant 
requirements to redirect $100 million of Michigan’s Hardest Hit Funds to 
Detroit and to other Michigan cities for use in the demolition of blighted 
properties. In addition, OMB officials identified CDBG and HOME grant 
funds that had been previously allocated to the city but were in danger of 
expiring. Working together with staff from HUD and the city of Detroit, 
these officials told us they were able to quickly formulate plans that met 

37The Hardest Hit Fund was established in 2010 as part of the Troubled Asset Relief 
Program (TARP). Authorized by the Emergency Economic Stabilization Act of 2008 
(EESA), the purposes of TARP included helping to stabilize the U.S. financial system, 
restart secondary credit markets, and prevent avoidable foreclosures. To accomplish this, 
TARP authorized Treasury to assist financial institutional and markets, businesses, 
homeowners, and consumers. See EESA, Pub. L. No. 110-343, Div. A, 122 Stat. 3765 
(2008). TARP’s Hardest Hit Fund provided targeted aid to families in states hit hard by the 
economic and housing market downturn. According to Treasury, the Hardest Hit Fund 
programs varied by state, but in general, they helped homeowners stay in their homes. 
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grant requirements, thereby enabling the city to use the grant funds 
before they expired. 

In another example of federal agencies providing flexibility, the COPS 
Office worked closely with city officials in Camden to help legally transfer 
its grant funds during the city-county police consolidation. In May 2013, 
Camden dissolved its city police department and created a new Metro 
Division for the city of Camden within the existing Camden County Police 
Department. Camden officials told us that without dissolving the city 
police department, Camden would have been unable to continue to afford 
the salary and benefit costs of its police force. When Camden officials 
started working on the plan to consolidate the city and county police 
departments, officials reached out to the COPS Office to discuss what 
would happen with the city’s active COPS grant. Camden officials told us 
that the COPS Office was very helpful in providing options and flexibilities 
for Camden to continue to use the COPS grant. For example, the COPS 
Office provided Camden with several options and worked with the city to 
find a way to maintain its status as primary grantee but to transfer grant 
funds to the new county police force. The COPS Office worked with 
Camden officials in the police and finance departments to ensure that the 
transfer and transition occurred in a manner that met grant requirements. 
As a result, COPS officials told us that Camden remained in compliance 
with grant regulations while maintaining access to grant funds that 
supported community police in the newly consolidated force. 

 
 
Federal agencies provided a variety of technical assistance and training 
to help the municipalities in fiscal crisis included in our review to 
overcome knowledge gaps and human capital capacity challenges. For 
example, HUD provided in-depth technical assistance to help Flint and 
Detroit administer its grant programs. In 2010, HUD changed the way that 
it structures and delivers technical assistance. This approach, called 
OneCPD, was a departure from the manner in which technical assistance 
was previously delivered specific to a single program and often not 
coordinated with other technical assistance being offered. According to 
HUD, OneCPD was intended to provide nationwide, comprehensive, 

Agencies Provided Direct 
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needs-based and cross-program technical assistance.38

FTA assigned a senior member of its regional office in Chicago to assist 
Detroit during its fiscal crisis. According to FTA officials, the Regional 
Counsel served as an advisor and liaison to Detroit’s Department of 
Transportation since September 2013. For example, an FTA official told 
us that the Regional Counsel met in person with officials in Detroit’s 
Department of Transportation at least once per month and participated in 
multiple teleconferences throughout the month to assist city officials with 
administering the Federal Transit Formula Grant program. Both FTA and 
Detroit officials said that the FTA Regional Counsel assisted the city by 
providing technical assistance on a variety of grant management issues. 
For example, the Regional Counsel provided input and advice on Detroit’s 
draft fleet management plan for its city bus service. The Regional 
Counsel also worked with Detroit officials to provide needed training. For 
example, an FTA official told us that in April 2014 the Regional Counsel 
organized a training course on FTA procurement requirements. The 
Regional Counsel has worked to identify other discretionary federal grant 
programs available for Detroit’s transit system. For example, an FTA 
official told us that the Regional Counsel connected Detroit officials with 
federal officials in DHS’ Transportation Security Administration (TSA) to 
learn about grants at TSA that support security programs for transit 
agencies. Detroit officials told us that the FTA Regional Counsel has been 
helpful with providing a direct line of communication between the city and 
FTA. 

 HUD officials told 
us that grantees or HUD field offices may request technical assistance 
from the agency, which will then assign a technical assistance provider to 
the grantee. HUD’s technical assistance provider developed technical 
assistance plans for Flint and Detroit to improve their grant management 
capabilities. As outlined in its technical assistance plan for Flint, this 
provider conducted an assessment to determine and prioritize Flint’s 
needs and to address capacity gaps. Subsequently, the technical 
assistance provider worked with Flint to develop a comprehensive work 
plan to address both past and future demands; develop more organized 
and complete policies and procedures; and design processes for self-
auditing, monitoring, and compliance. 

                                                                                                                     
38OneCPD only applied to grant programs administered by HUD’s Office of Community 
Planning and Development (CPD). According to HUD officials, in 2014 the department 
expanded OneCPD to include more grant programs and renamed the program 
Community Compass. 
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Similarly, FEMA conducted an onsite technical assistance visit to Detroit 
in March 2014 to provide expertise and guidance on its SAFER grants 
after program officials noticed that the city was slow to spend its 
numerous open SAFER grants totaling approximately $55 million. The 
city was using SAFER to fund nearly 300 fire department positions. Once 
in Detroit, FEMA officials discovered that turnover among city staff 
managing the grants contributed to a lack of knowledge about how to 
submit payment requests. In addition, because SAFER involves payroll, 
using these grant funds relies on Detroit’s payroll system, financial 
accounting system, and grants system, all of which face challenges. 
Detroit was working to improve these systems, but a FEMA official 
explained that these broken systems and staff turnover meant that Detroit 
had not made a payment request in 6 months. These infrequent payment 
requests added to the complication of tracking down payroll information 
for these 300 individuals. According to FEMA officials, during its technical 
assistance visit, FEMA worked with Detroit officials on how to set staffing 
maintenance levels (e.g., how many firefighters to maintain on the payroll) 
to stay in compliance with the grant. Further, FEMA officials told us that 
they found that Detroit was including too much information in their 
payment requests, which also contributed to processing delays. These 
officials stated that they worked with Detroit on how to provide enough 
information to be compliant without further overburdening the payment 
request process. 

 
Documentation and sharing of lessons learned from the efforts to assist 
Detroit has been limited. Senior officials at OMB and HUD told us that 
they knew of no formal plans to document and share such information, 
but that they saw value in doing so. In fact, these officials told us that 
there have been instances of this happening informally and they believed 
it would be a good idea to capture lessons learned more formally to help 
institutionalize improvements to the administration’s broader place-based 
initiatives as well as any future efforts to help municipalities in fiscal crisis. 
Local officials were also interested in lessons learned. In both Stockton 
and Flint, city officials wanted to learn about what was working in Detroit 
and in other cities dealing with a fiscal crisis. Stockton officials told us that 
they understood that, given Detroit’s size and the amount of public 
attention it had received, its situation warranted a level of direct response 
from the federal government that smaller cities probably could not expect. 
However, these officials believed that their city and other municipalities 
could still benefit from some of the approaches and advice offered to 
Detroit. 
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The informal structure of the White House Working Group may be one 
reason that lessons learned have not been formally documented and 
shared. Officials involved with the working group told us that the 
composition of the group was driven by the needs of the city of Detroit. 
When Detroit faced difficulties with blight, the working group assembled 
agency officials from Treasury, HUD, OMB, and the Environmental 
Protection Agency to advise city officials about how available grant funds 
could be used for blight remediation. When the city faced difficulties with 
street lighting, the working group assembled officials from the Department 
of Energy to provide technical assistance and advice. After addressing 
such needs in Detroit, these federal officials typically returned to their 
usual responsibilities at their respective agencies. In such an 
environment, and especially in the absence of a clear articulation of the 
need to identify and preserve promising practices, it is unlikely that staff 
would take the time to systematically document good practices or lessons 
learned that could then be shared with other interested agencies or 
municipalities. Our prior work has shown that collaboration among federal 
and local grant participants, particularly with regard to information 
sharing, is important for effective grant management.39

Although there are no formal plans for documenting and sharing lessons 
learned from the White House Working Group’s efforts to assist Detroit, a 
related place-based initiative recently developed a vehicle for sharing 
lessons with other distressed municipalities.

 In the absence of 
a formal structure to capture lessons learned, OMB—in its leadership role 
in agency management of programs and resources to achieve 
administration policy—would be well positioned to direct such an effort. 
OMB officials told us that the administration plans to continue its 
commitment to assist Detroit, in part by creating an executive director 
position within OMB charged with leading the administration’s efforts. 

40

                                                                                                                     
39See GAO, Managing for Results: Key Considerations for Implementing Interagency 
Collaborative Mechanisms, 

 In October 2014, the SC2 
initiative launched a website to help local governments share information 

GAO-12-1022 (Washington, D.C.: Sept. 27, 2012); Grants to 
State and Local Governments: An Overview of Federal Funding Levels and Selected 
Challenges, GAO-12-1016 (Washington, D.C.: Sept. 25, 2012); and Results-Oriented 
Government: Practices That Can Help Enhance and Sustain Collaboration among Federal 
Agencies, GAO-06-15 (Washington, D.C.: Oct. 21, 2005). 
40See White House Memorandum to Heads of Executive Departments and Agencies, M-
09-28 (Aug. 11, 2009) for more on the White House’s broader place-based initiatives.  
Place-based initiatives aim to coordinate and leverage federal resources in a specific 
locality.  

http://www.gao.gov/products/GAO-12-1022�
http://www.gao.gov/products/GAO-12-1016�
http://www.gao.gov/products/GAO-06-15�
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about economic turnaround efforts. This site, called the National 
Resource Network, provides a resource library, technical assistance 
library, and opportunities for selected municipalities in economic or fiscal 
distress to request assistance from the network. A senior official with the 
SC2 Initiative told us that the National Resource Network is intended to 
be the platform for federal agencies to share lessons learned and best 
practices with municipalities in economic and fiscal distress. Given that 
Detroit is one of the cities that has taken part in the SC2 pilot, its National 
Resource Network website might be a natural fit to share lessons learned 
from the efforts of the White House Working Group on Detroit. 

Officials indicated that they were not aware of plans for a formal 
evaluation of the efforts of the White House Working Group, including an 
effort to document and share good practices. Although the informal 
operation of the White House Working Group helped connect Detroit with 
resources and expertise it needed to help address its fiscal crisis, if 
federal officials do not assign formal responsibility for documenting 
lessons from Detroit’s experience in a timely manner, opportunities to 
leverage that knowledge may be lost. Moreover, such efforts need not be 
resource intensive, given that the infrastructure to share the information 
already exists. 

 
Cities facing serious financial crisis or in Chapter 9 bankruptcy provide a 
special challenge to the federal government and its grant-making 
agencies. On one hand, the losses of human capital, financial, and 
organizational capacity that can accompany such serious financial 
distress present municipalities with significant challenges to their ability to 
effectively obtain and manage federal grants. In light of this challenge, 
and the responsibility that federal grant-making agencies have to the 
American taxpayer to ensure that grant funds are spent efficiently and 
appropriately, all the agencies we reviewed used—or had recently 
incorporated—risk assessments when conducting their grant monitoring 
and oversight activities. Although not specifically fashioned for cities in 
fiscal crisis, such risk assessments consider a variety of factors that are 
likely to be impacted by a municipality in such a situation. 

On the other hand, cities facing financial crisis are examples of 
organizations that particularly need the assistance and support the 
federal government and federal grants can provide. In response to the 
Detroit bankruptcy, both the White House Working Group and individual 
agencies have taken actions such as improving collaboration, providing 
grant flexibilities, and offering direct assistance and training. Detroit’s 
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emergence from the Chapter 9 process and the new and sometimes 
innovative relationships it has developed with its federal partners are a 
promising start. However, the federal government has not developed a 
mechanism for documenting lessons from Detroit’s experience, and if 
these lessons are not captured in a timely manner, experiences from 
officials who have first-hand knowledge may be lost. 

 
We recommend that the Director of the Office of Management and 
Budget direct, as appropriate, federal agencies involved with the White 
House Working Group on Detroit, to collect good practices and lessons 
learned from their efforts to assist Detroit during its fiscal crisis and share 
them with other federal agencies and local governments. Toward this 
end, OMB may want to consider making use of existing knowledge and 
capacity associated with the Strong Cities, Strong Communities Initiative 
and its National Resource Network. 

 
We provided a draft of this report to Assistant Attorney General for 
Administration, the Secretaries of the Departments of Homeland Security, 
Housing and Urban Development, Transportation, Treasury, and the 
Director of the OMB. Both the Department of Housing and Urban 
Development and the Office of Management and Budget generally 
agreed with the report; however, OMB staff neither agreed nor disagreed 
with our recommendation. The Departments of Housing and Urban 
Development and Justice provided technical comments, which we 
incorporated as appropriate. The Departments of Homeland Security, 
Transportation, and Treasury did not have any comments on the draft 
report. We also provided drafts of the examples included in this report to 
cognizant officials from the cities of Detroit, Flint, Camden, and Stockton 
to verify their accuracy and completeness, and incorporated changes as 
appropriate. 

We are sending copies of this report to the heads of the Departments of 
Homeland Security, Housing and Urban Development, Justice, 
Transportation, Treasury, and OMB as well as interested congressional 
committees and other interested parties, including the state and local 
officials we contacted for this review. This report will also be available at 
no charge on the GAO website at http://www.gao.gov. 
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If you or your staff have any questions about this report, please contact J. 
Christopher Mihm at (202) 512-6806 or mihmj@gao.gov or Robert 
Cramer at (202) 512-7227 or cramerr@gao.gov. Contact points for our 
Offices of Congressional Relations and Public Affairs may be found on 
the last page of our report. Key contributors to this report are listed in 
appendix III. 

 
J. Christopher Mihm 
Managing Director, Strategic Issues 

 
Robert J. Cramer 
Managing Associate General Counsel 
Office of General Counsel 

mailto:mihmj@gao.gov�
mailto:cramerr@gao.gov�
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This report (1) identifies challenges that selected municipalities in fiscal 
crisis have experienced when managing federal grants and steps those 
municipalities took to address the challenges; (2) reviews the internal 
controls, monitoring, and oversight processes that federal agencies used 
to oversee selected grant programs to several municipalities in fiscal 
crisis; and (3) examines actions the White House Working Group on 
Detroit and selected federal agencies took to assist selected 
municipalities in fiscal crisis. 

To conduct this work, we focused on four municipalities in fiscal crisis as 
case examples: Detroit, Michigan; Flint, Michigan; Camden, New Jersey; 
and Stockton, California. We selected these municipalities based on a 
number of factors. First, we applied two threshold fiscal crisis criteria, 
which included either filing for Chapter 9 municipal bankruptcy or being 
declared in fiscal crisis by their state government. Once these criteria 
were met, we selected the municipalities with relatively high levels of 
federal investment in terms of population and federal grant obligations. 
We considered those municipalities with populations over 50,000, using 
2010 Census data to estimate the population figures. We also narrowed 
the pool of municipalities to those with federal grant obligation amounts of 
at least $5 million between fiscal years 2011 and 2013. To obtain this 
obligation data, we used grant obligation figures from USASpending.gov. 
Once we applied these criteria, we then selected a group of municipalities 
that would provide variety in terms of the state intervention type and 
geographic location. States use different types of interventions to assist 
municipalities in fiscal crisis. Some states intervene with an emergency 
fiscal manager, a state oversight board, or a state agency, while other 
states provide no interventions. Our selection provided two municipalities 
with emergency fiscal managers (Detroit and Flint), one municipality with 
oversight from a state agency (Camden), and one municipality with no 
state intervention (Stockton). Finally, we considered geographic diversity 
when selecting the municipalities and our final selection includes 
municipalities on the east coast, west coast, and in the Midwest. Based 
on the grants that our four municipalities received, we selected eight grant 
programs for our review. Grant selection was also based on the following 
criteria: (1) dollar amount; (2) grant type (e.g., direct or pass-through); 
and (3) incidence across multiple municipalities. Findings from these 
cases are not generalizable to all municipalities in fiscal crisis. See 
appendix II for a list of the selected grants in our review and the grant 
award amounts for our selected cities between 2009 and 2013. We chose 
the period of fiscal years 2009 through 2013 because it included the latest 
5 years with available monitoring data at the time of our review. 
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To identify challenges that selected municipalities in fiscal crisis have 
experienced when managing federal grants and the steps those 
municipalities took to address those challenges, we primarily relied on 
interviews with local, state, and federal officials. We conducted site visits 
to the four selected municipalities and interviewed elected leadership and 
departmental staff in charge of managing the selected grants. In the case 
of the one pass through grant included in our sample, we interviewed 
state officials responsible for overseeing the distribution of that grant to 
our selected cities. We also interviewed federal headquarters and 
regional staff where applicable who oversee the selected grants and 
researchers and professional organizations that were knowledgeable 
about municipal fiscal crises and challenges that municipalities faced. In 
these interviews, we asked local, state, federal, and nongovernmental 
officials to describe the challenges that the selected municipalities in 
fiscal crisis faced regarding federal grants management. We reviewed 
and analyzed our interviews with federal, state, and local officials to 
identify grant management challenges. To illustrate the reduced capacity 
of the selected cities, we used full-time equivalent (FTE) data from 
published Comprehensive Annual Financial Reports for Detroit, Flint, and 
Stockton as well as state municipal aid applications for Camden. To 
determine that these data were sufficiently reliable for the purposes of this 
report, we checked for consistency across published financial reports for 
the selected cities. We also verified these numbers with cognizant city 
officials. 

To review the internal controls, monitoring, and oversight processes that 
federal agencies used to oversee the selected grants made to our four 
case example municipalities, we examined grant laws, regulations, and 
oversight policies for fiscal years 2009 to 2013 for our eight selected grant 
programs. We compared the monitoring policies for the eight grant 
programs with the implementation documentation for those policies in the 
four selected agencies. For example, if an agency policy stated that 
grants would receive risk scores that would help determine the 
appropriate level of monitoring, we checked for documentation of the risk 
scores and subsequent monitoring actions such as site visits or desk 
reviews. Examples of oversight implementation documentation that we 
reviewed for our selected grant programs included grant risk assessment 
worksheets, monitoring reports, sanction letters, and monitoring follow up 
documents. We also reviewed monitoring findings of single audits and 
office of inspector general audit reports. We interviewed cognizant local, 
state, and federal officials about these monitoring policies and actions. 
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To examine the actions the White House Working Group on Detroit and 
selected federal agencies took to assist selected municipalities in fiscal 
crisis, we interviewed local, state, and federal officials involved with grant 
management for the four selected municipalities and eight selected grant 
programs. We conducted site visits to the four selected municipalities and 
interviewed elected leadership and departmental staff in charge of 
managing the selected grants. In the case of the one pass-through grant 
included in our sample, we interviewed state officials responsible for 
overseeing the distribution of that grant to our selected cities. In these 
interviews, we asked officials to describe the actions that the White 
House Working Group and selected federal agencies took to assist them 
during their fiscal crisis. We asked officials to describe the actions that 
were helpful and the actions that could be improved. We also interviewed 
federal headquarters and regional staff who oversee the selected grants 
to obtain their perspectives about the actions they took to assist these 
selected municipalities. To obtain a government-wide perspective we 
interviewed members of the White House Working Group on Detroit, 
described by agency officials as an interagency collaborative effort to help 
coordinate the federal response to Detroit’s fiscal crisis, as well as 
officials at the Office of Management and Budget and at the Department 
of the Treasury’s Office of State and Local Finance. We reviewed our 
interviews with federal, state, and local officials to identify actions taken 
by federal agencies that assisted municipalities in fiscal crisis. We used 
criteria from our prior work to inform the usefulness of these actions, 
including our work on effective federal collaboration, implementing 
interagency collaborative mechanisms, and state and local grant 
management.1

We conducted this performance audit from February 2014 to March 2015, 
in accordance with generally accepted government auditing standards. 
Those standards require that we plan and perform the audit to obtain 
sufficient, appropriate evidence to provide a reasonable basis for our 
findings and conclusions based on our audit objectives. We believe that 

     

                                                                                                                     
1See GAO, Managing for Results: Key Considerations for Implementing Interagency 
Collaborative Mechanisms, GAO-12-1022 (Washington, D.C.: Sept. 27, 2012); Grants to 
State and Local Governments: An Overview of Federal Funding Levels and Selected 
Challenges, GAO-12-1016 (Washington, D.C.: Sept. 25, 2012); and Results-Oriented 
Government: Practices That Can Help Enhance and Sustain Collaboration among Federal 
Agencies, GAO-06-15 (Washington, D.C.: Oct. 21, 2005).  
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the evidence obtained provides a reasonable basis for our findings and 
conclusions based on our audit objectives. 
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Table 2: Purpose of Federal Grant Programs Included in GAO’s Review 

Program Purpose 
Community Development Block Grant 
Entitlement Program (CDBG)  

Supports a wide range of community-based activities directed toward 
neighborhood revitalization, economic development, and community 
services and facilities. 

Home Investment Partnerships Program (HOME) Supports a variety of activities to increase the supply of and access to 
affordable housing for low and very low income Americans. 

Federal Transit Formula Grant Program Supports public transportation services in urbanized areas (census 
designated areas over 50,000 in population). 

Highway Planning and Construction Grant Program Assists state transportation agencies in the planning, development, and 
construction of improvements to highways and public roads.  

Edward Byrne Memorial Justice Assistance Grant 
Program (JAG) 

Supports a range of program areas, including law enforcement; courts; 
prevention; corrections; drug treatment and enforcement; technology 
improvement; and victim and witness initiatives. 

Community Oriented Policing Services (COPS) 
Hiring Program 

Advances public safety through community policing by addressing the full-
time sworn officer needs of law enforcement agencies. 

Assistance to Firefighters Grant (AFG) Program Supports fire departments in providing critically needed resources to 
protect the public, training emergency personnel, and fostering 
interoperability and supporting community resilience.  

Staffing for Adequate Fire and Emergency Response 
(SAFER) Grant Program 

Assists fire departments to increase the number of firefighters in their 
community and to enhance the capabilities of fire departments to comply 
with staffing, response, and operational standards. 

Source: Catalog of Federal Domestic Assistance, DHS, DOT, HUD, and Justice.  │ GAO-15-222 
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Table 3: Selected Grant Programs and Total Award Amounts to Selected Municipalities from Fiscal Years 2009 through 2013 
(Dollars in Millions) 

Program 
Agency and administering 
component 

Detroit, 
Michigan 

Flint, 
Michigan 

Camden,  
New Jersey  

Stockton, 
California  

Community Development Block 
Entitlement Grant Program (CDBG) 

Department of Housing and Urban 
Development, Community Planning 
and Development (CPD) 

$177 $20 $13 $19 

Home Investment Partnerships 
Program (HOME) 

Department of Housing and Urban 
Development, CPD 

$42 $5 $5 $9 

Federal Transit Formula Grant 
Program 

Department of Transportation, 
Federal Transit Administration 
(FTA) 

$169 n/a n/a n/a 

Highway Planning and Construction 
Grant Program

Department of Transportation, 
Federal Highway Administration 
(FHWA) 

a 
$0.3 n/a $6 $47 

Edward Byrne Memorial Justice 
Assistance Grant Program (JAG)

Department of Justice, Office of 
Justice Programs (OJP) b 

$11 $2 $2 $2 

Community Oriented Policing 
Services (COPS) Hiring Program  

Department of Justice, COPS 
Office 

$19 $4 $8 $16 

Assistance to Firefighters Grant 
(AFG) Program 

Department of Homeland Security, 
Federal Emergency Management 
Administration (FEMA) 

$4 n/a $1 $0.8 

Staffing for Adequate Fire and 
Emergency Response (SAFER) 
Grant Program 

Department of Homeland Security, 
FEMA 

$52 $14 $11 n/a 

Total  c $474 $45 $45 $94 

Source: DHS, DOT, HUD, Justice, and single audits for Detroit, Flint, Camden, and Stockton for fiscal years 2009 to 2013.  │ GAO-15-222 

Note: For all programs except the Highway Planning and Construction program, these amounts 
represent grants awarded during the given fiscal years. These municipalities may have had access to 
additional grant funds awarded in prior years for these programs. These figures are presented in 
nominal dollars. 
aThe Highway Planning and Construction totals are federal funds expended rather than grant awards. 
State departments of transportations (DOT) are the direct recipients of Highway Planning and 
Construction funds. Local governments that administer Highway Planning and Construction projects 
in California, Michigan, and New Jersey do not receive grant awards, but rather, are reimbursed by 
the state DOTs for project costs. These expenditure figures are from the municipalities’ single audits 
and audited financial statements during this period. 
bJustice awards JAG grants to eligible local governments directly or to jurisdictions certified as 
disparate. A disparate allocation occurs when a city or municipality is allocated one-and-one-half 
times (150 percent) more than the county, while the county bears more than 50 percent of the costs 
associated with prosecution or incarceration of the municipality’s violent crimes. A disparate allocation 
also occurs when multiple municipalities are collectively allocated four times (400 percent) more than 
the county, and the county bears more than 50 percent of the collective costs associated with 
prosecution or incarceration of each municipality’s violent crimes. Detroit and Flint are disparate 
jurisdictions and share their JAG grants with Wayne County and the Charter Township of Flint, 
respectively. The grant amounts shown here were the amounts awarded to the disparate pairs of 
Detroit and Wayne County and Flint and the Charter Township of Flint. 
cTotals may not add due to rounding. 
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J. Christopher Mihm at (202) 512-6806 or mihmj@gao.gov  
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What would happen if the City of Chicago, the Chicago Public
Schools, and Cook County all became insolvent at the same time? How
should policy-makers and courts respond? This Article argues that the
pension and budget crises that have left so many local governments
deeply in debt have generated another looming problem: the prospect
of simultaneous debt crises in overlapping local governments-
municipalities, school districts, counties, and other special purpose
entities that govern and tax the same territory. These crises will be
worse than prior local insolvency crises, as conflicts among
overlapping governments will increase the pain suffered by taxpayers,
service recipients, and creditors alike. There has been virtually no
public discussion of this problem, and as a result, much is still
unknown about who would bear the costs of simultaneous insolvency
crises and how courts and legislatures would respond.
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This Article explains how collective action problems among
overlapping local governments will make addressing simultaneous
insolvency crises difficult. Specifically, jurisdictions will hold out
against needed restructuring of their obligations in the hopes that
another jurisdiction will restructure first, thereby relieving the strain
on the shared tax base, or alternatively, they will raise revenues in
ways that are individually rational but collectively costly. Existing
tools for addressing local governmental insolvency, particularly
Chapter 9 bankruptcy, cannot currently address coordination
problems among overlapping local governments. Accordingly, this
Article proposes several changes to Chapter 9 doctrine and to state
laws that would counteract the collective action problems that afflict
overlapping local governments during insolvency crises and spread
the pain ofrestructuring.
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INTRODUCTION: WELCOME TO JUNK CITY!

In 2016, the City of Chicago got a new nickname--"Junk City."' Due to
both severely underfunded public employee pension systems and a large amount
of bonded debt, the credit rating agency Moody's downgraded the City of
Chicago's general obligation bonds to "Bal" with a negative outlook, meaning
that the bonds were not investment grade or, colloquially, were "junk."2 The
rating change meant the City had to pay higher interest rates and forced the City
to make payments under swap arrangements it made as part of previous
borrowings.'

The City of Chicago's debt issues, however, represented just one piece of
a far larger problem. As bad as the City's fiscal problems were, Chicago Public
Schools (CPS) suffered from far worse.4 Although CPS's territorial jurisdiction

1. Tim Jones, Five Reasons Chicago Is in Worse Shape Than Detroit, BLOOMBERG (May 13,
2015), https//bloom.bg/1F84hWu [https://perma.cc/6WR5-BQMR] (labeling Chicago "Junk City"
following downgrades by credit rating agencies); Molly Smith, Junk City Snapshot: Chicago Taxes Rise,
But So Does Pension Debt, BLOOMBERG (July 15, 2016), https://bloom.bg/2DeLooU
[https*//perma.ccVYK4-PJ4F] (describing Chicago as "Junk City" over a year later).

2. Hal Dardick & Heather Gillers, Chicago Credit Rating Plunmets to Junk Status Following
Pension Ruling, CHI. TRIB. (May 12, 2015), https://www.chicagotribume.com/ct-chicago-credit-rating-
junk-status-met-0513-20150512-story.html (describing downgrade by Moody's); Heather Gillers, New
Emphasis on Pension Debt at Moody's Helped Chicago Fall to Junk Status, CHL TRIB. (May 26, 2015),
http//trib.in/2EPd9oo (same). A court decision invalidating an effort to reform pension systems in
Illinois precipitated the downgrade. Id The fiscal picture is staggering: Chicago's annual budget is
roughly $8.6 billion, and it holds $8.9 billion in bonded debt and $25.5 billion in underfunded pension
liabilities. CI. CIVIc FED., CITY OF CHICAGO FY2018 PROPOSED BUDGET: ANALYSIS AND
RECOMMENDATIONS 1 (2017).

3. See Hal Dardick & Heather Gillers, Chicago to Borrow $674 Million, but Junk Stats Adds
Millions to Cost, CH. TRm. (May 27, 2015), http*//trib.in/2B9J402 (describing the implications of
"junk" status for Chicago's borrowing costs and the "swap" contract arrangements); Melissa Haris,
Chicago's Junk Status: The Basics, CHI. TRIB. (May 23, 2015), httpi//trib.in/2B9yxCE (discussing the
effect of junk status on borrowing costs and explaining that some institutional investors are forbidden
from holding "junk" bonds).

4. Again, the numbers are extremely troubling. CPS has an operating budget of $5.7 billion
and a total budget of $6.5 billion, but has $7.3 billion of long-term general obligation debt, $1.3 billion
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is coextensive with the City's, and its Board and Chief Executive are appointed
by the Mayor of Chicago, CPS is a separate legal entity with distinct powers,
debt obligations, and taxing authority.5 CPS had more severe pension and debt
problems than the City. Moody's rated the debt at "B3," five steps lower than
the City's debt.6 In 2016, CPS issued tax-exempt bonds at a shocking 8.5 percent
interest rate, a higher spread above the rates paid by "AAA"-rated municipal
bond issuers than any other municipal bond offering in recent US history,
including bonds sold by the now-insolvent Commonwealth of Puerto Rico.7

That was not the full extent of Chicagoland's debt problem, however. There
are several other local jurisdictions that overlap with the City of Chicago. The
Chicago Park District is yet another separate legal entity from the City, with a
large debt burden relative to its revenues, and bonds that Moody's also rated
"Bal," non-investment grade junk.' Cook County, in which Chicago and more
than a hundred smaller municipalities are located, had debt rated "A2" by
Moody's, a mediocre rating due to underfunded pension liabilities.' Several
other overlapping local government units-the Chicago Transit Authority, City
Colleges of Chicago, the Cook County Forest Preserve, the Metropolitan Water
Reclamation District-are also all separate legal entities with substantial
amounts of debt and/or underfunded pension liabilities as well.10

of short-term debt, and $9.6 billion of underfunded pension liabilities. CHICAGO PUBliC SCHOOLS
FY2018 PROPOsED BUDGET: ANALYSIS AND RECOMMENDATIONS, CHI. CIVIC FED. 5,7 (2017).

5. See CH. CIVIC FED., CHICAGO PUBLIC SCHOOLS BOARD OF EDUCATION GOVERNANCE:
A HISTORY AND REVIEW OF OTHER CITIES' PRACTICES 3-5 (2017) (describing the governance
structure of Chicago Public Schools). The defining line between an agency of a municipality that issues
its own debt backed by special revenues, and a separate local government is, at times, a bit murky.
Nonetheless, scholars have developed means for judging this difference. See CHRISTOPHERR. BERRY,
IMPERFECT UNION: REPRESENTATION AND TAXATION IN MULTILEVEL GOvERNMENTS 26-29 (2009)
(supplying a definition).

6. Yvette Shields, Chicago Teachers Sign Off on Strike, BOND BUYER (Sept 26, 2016),
http*/biL1y/2Dpc6OY [https*//perma.cc/2XP4-QCNB] (describing the Moody's downgrade to B3).

7. Karen Pierog & Dave McKinney, Chicago Schools Slash High-Yielding 'Jmk' Bond Deal,
REUTERS (Feb. 3, 2016), httpi//reutrs/2Doofn9 [https*//permaccJR2R-F9QB]. Even at 8.5 percent
interest, CPS could not sell the full amount of bonds it sought to issue. Id A year later, CPS was able to
borrow directly from J.P. Morgan at still very high rates of 7.25 to 7.65 percent, depending on maturity.
Lauren Fitzpatrick, CPS Borrows Another $500 Million at High Interest Rates, CHI. SUN-TIMEs (July
10, 2017), httpi//bitly/2rhdAWL [https*//perma.cc/859X-UWPN].

8. Chicago Public Schools' and Park District's Debt Downgraded to Junk Status, CHI. SUN-
TIMES (June 24, 2016), http//bitly/2mEYy7C [https-//permacc/L4PE-4B4Y]. Other bond rating
agencies rated (and continue to rate) the Park District at investment grade. See CI. CIVIC FED.,
CHICAGO PARK DISTRICT FY2017 BUDGEr ANALYSIS AND RECOMMENDATIONS (2016); see
generally CI. PARK DIST., CHICAGO PARKDISTRIcr FY2018 BUDGET SUMMARY (2018). (discussing
the legal status and fiscal condition of the Park District)

9. Greg Hinz, Moody's Strikes Again, Lowering Cook County Debt a Notch, CRAIN'S CHI.
BUS. (June 5, 2015), http//bitly/2FNIwkC [https*//perma.cc/A67H-BN3X]. There are 130
municipalities in Cook County. See COOK CTY. Gov., MUNICIPALITES AND MAPS (2013),
http://bitly/2FLiNt1 [https//perma.cc/6TPW-ZH86].

10. See CII. CIVIC FED., LONG-TERM DEBT FOR EIGHT MAJOR CHICAGO GOVERNMENTS
RISES BY 59.2% IN 10-YEAR PERIOD (2015).
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The biggest of these nesting dolls of debt problems is the State of Illinois,
which is saddled with more debt and underfunded pension liabilities as a
percentage of own-source revenues than any other state." In 2017, the State saw
its own credit rating cut to one step above junk by both Standard & Poor's
("BBB-") and Moody's ("Baa3").12

In 2018, the short-term fiscal pressure on these governments abated
somewhat, following the passage of a state budget and a bunch of new state and
local taxes.13 But the long-term problems remain. Chicago's local governments
will each face difficulties managing their own debt load, but the crisis facing
Chicago residents is the cumulative weight of these individual debt loads.

11. See ALICIA H. MUNNELL & JEAN-PIERRE AUBRY, BROOKINGs INsT., AN OvERvIEW OF
THEPENSION/OPEB LANDSCAPE 6 (2016) (showing Illinois has the highest required debt and pension
payments as a percentage of own-source revenues, needing to pay 29 percent of its revenues annually).

12. Elizabeth Campbell, Illinois Cut Near Junk by Moody's and S&P, Lowest Ever for a U.S.
State, CIII. TRIB. (June 2, 2017), http-/trib.in/2rJj9g9; Karen Pierog, Moody's Rating Outlook Revision
Pulls Illinois from Edge of Junk, REUTERS (July 19, 2018), https*//www.reters.com/articleillinois-
moodys/moodys-rating-outlook-revision-pulls-illinois-from-edge-of-junk-idUSL1N1UF237
[https*/perma.cc/3K4A-CP6L] (noting that Moody's had downgraded Illinois to Baa3, but more
recently given it a "stable" rather than "negative" outlook).

13. Illinois passed a budget that raised income and corporate taxes, and a new school funding
bill that provided both funds and new taxing authority for CPS. Julie Bosman & Monica Davey, Illinois
Lawmakers Override Budget Veto, Ending Two-Year Stalemate, N.Y. TIMES. (July 6, 2017),
http.//nyti.mst2Dp3dEV [https//perma.cc/2T5Y-77DP] (describing the budget passage); Osita
Nwanevu, After Tw o Years, Illinois Finally Passes a Budget-No Thanks to its Governor, SLATE (July
7, 2017), http//slate.me/2uSyW9Z [https//perma.cc/FF4W-GE4F] (same); Rick Pearson & Monique
Garcia, Rauner Win on Schools Bill Comes at a Price, CHI. TRIB. (Aug. 31, 2017),
http*/trib.in/2eLgXfX (describing CPS funding bill). Illinois also authorized the City to engage in a type
of financial engineering that allowed it to borrow money at a lower rate by securitizing its sales tax
revenues. Fran Spielman, Emanuel's $3 Billion Sales Tax Bonds Get AAA Rating, CHL SUN-TIMES
(Nov. 2, 2017), http*//bitly/2mQpbHt [https*//perma.cc/7DH2-Y6YA]; Chicago Touts New Debt
Structure Aimed at Saving Money, REUTERS (Aug. 9, 2017), http*//reutr/2DmT63H
[https//perma.cc/BC3J-FBTP]. We discuss the new bonds Chicago was allowed to issue in Part HI.C.3.
These short-term fixes have not solved these governments' budget problems. Revenue from a number
of tax increases by both Cook County and the City of Chicago has been entirely devoted to funding
pension systems, despite substantial social needs and a real crime problem. Hal Dardick, A Taxing Year
Ahead Expect to Pay More for Your Home, Parking, Water and More, Ci. TRIB. (Dec. 29, 2016),
http*//trib.in/2hQTWHS; Hal Dadick, Chicago Property Tax Bills Going Up 10 Percent This Year, CI.
TIB. (June 13, 2017), httpJ//rib.in2rodFY4; Greg Hinz, How Cook County Finally Got a New Budget,
CRAIN's CI. Bus. (Nov. 21,2017), httpi//bitly/2FN6Pz6 [https*//perma.cc/5ZGP-3K9Y].

Moody's has threatened to downgrade Illinois's debt again, despite its new budget. Matt
Egan, llinois May Get Downgraded to Junk Despite Budget Deal, CNN MONEY (July 5, 2017),
https://money.cn.com/2017/07/05/mvesting/illinois-downgrade-junk-moodys-budget-deallndex.html
[httpsd/perma.cc/HUZ5-DPX4]. It also kept the City of Chicago's general obligation debt rating at
"Bal." Jordyn Holman, Chicago's Mayor Pushes Moody's to Rescind City's Junk-Bond Rating,
BLOOMBERG (Jan 11, 2017), httpsi/bloom.bg/2qO9fZR [https//erma.cc/HMW7-Z6QZ]. And while
Moody's and Standard & Poor's both upgraded its outlook on CPS debt from "negative" to "stable,"
they have kept its non-investment grade "junk" rating. Yvette Shields, Chicago Schools Chiefs
Resignation Shouldn't Sting District's Finances, BOND BUYER (Dec. 11, 2017), http-//bitly/2knXHae
[https*//perma.cc/QLP8-PK8U]. Fitch's credit rating agency upgraded CPS, but kept it in the "junk"
range. Id. These developments have allowed CPS to sell bonds in October of 2017 at substantially lower
yields than its previous efforts. Chicago Schools Sell $1 Billion Bonds with Lower Market Penalty,
REUTERS (Nov. 16,2017), httpd/rut.rs/2EPKZcO [https/perma.cc5TAE-8RQV].
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Chicago's local governments all need to increase revenue and reduce spending
to pay their debts. These governments, however, share taxpayers and service
recipients who will be squeezed repeatedly by the collective belt tightening. The
combined effect of these changes on the local economy and on residents who
depend on local services could be massive. In particular, if national economic
conditions deteriorate, there is a substantial risk that one or more of Chicago's
local governments might become insolvent at the same time.14

A similar, if less severe, phenomenon is occurring in places across the
country. Most urban and suburban territory in the United States is governed by
overlapping local governmental jurisdictions." Schools, utilities, jails, hospitals,
and transit systems are often provided by a myriad of different local
governmental entities other than general-purpose municipalities.16 Over the past
seventy years, the number of these different local governments has been
expanding dramatically, all of which are providing services and taking revenue
from overlapping constituents. This has made it more likely that overlapping
governments will simultaneously face fiscal problems.17

Crises in overlapping jurisdictions are also likely in part because debt crises
are happening in many places. Despite a growing economy and a long bull
market that should have buoyed pension funds, a good number of states and
localities still face extremely heavy debt burdens due to decades of underfunded
pension obligations, built-up debt, and slow revenue growth." These general
problems, when combined with the possibility of local economic shocks and
failures to coordinate among local governments, mean that there is a growing

14. To be clear, we are not analyzing the capacity of any local government's ability to pay. But,
their bond ratings suggest that leading credit analysts believe there is substantial risk of default in many
jurisdictions. See MOODY's, RATING SCALE AND DEFINITIONS 4 (2017),
https://www.moodys.com/sites/products/ProductAttachments/AP075378_1_1408_KI.pdf
[https://perma.cc/DRM4-9UPK] CBa" credit ratings mean "speculative elements and are subject to
substantial credit risk."). That said, there are certainly those who think Chicago will be fine in the end.
See KROLL BOND RATING AGENCY, CHICAGO'S PENSION LIABILITIES: A LOOK BEHIND HEADLINES
AND RATIOS (2017), http*//bit1y/2mQoJJh [https//perma-cc/DR9L-XMWJ] ("[T]he City of Chicago's
underlying economy has the ability to absorb and afford the transition needed to fund the city's growing
pension and debt burdens. And as discussed previously, city leaders continue to demonstrate
commitment to meeting all debt and pension obligations, even while confronting the fiscal challenges
related to the state and school district").

15. See BERRY, supra note 5, at 1, 26-27,31.
16. See id at 31; LYNN A. BAKER, CLAYTON P. GILLETTE & DAVID SCHLEICHER, LOCAL

GOVERNMENT LAW: CASES AND MATERIALS 53 (5th ed. 2015).
17. See infra note 48 and accompanying text
18. See DAN COATS & PAT TIBERI, JOINT ECONOMIC COMMiTrEE, 114TH CONGRESS, THE

LOOMING DEBT CRISIS: A STATE & LOCAL PERSPECTIVE (2016) (discussing continuing state and local
debt crises despite long-running economic expansion); DAN WHITE, BERNARD YAROS & BRITTANY
MEROLLO, MOODY'S, STRESS-TESTING STATES 1 (2017), http://bit.1y/2DeVB4y
[https://perma.ccKL3A-CKJN] ("15 states have significantly less flunds than they need for the next
recession"); MUNNELL & AUBRY, supra note 11, at 9-11 (describing huge debt, pension, and other
liabilities for many local governments); Barb Rosewicz & Daniel Newman, Weak Growth in Tax
Revenue Persists in 2017, PEW CHARITABLE TRS. (Oct. 17, 2017), http*//bitly/2DcWn2g
[https*//perma.cc/8AXG-99LZ].
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likelihood that there will be simultaneous insolvency crises among multiple
overlapping local governments, whether in Chicagoland or elsewhere.'9

The Great Recession created local fiscal problems so substantial that a few
mid-sized and large municipalities-most famously Detroit-became insolvent.
Yet, municipal financial distress was not widespread because many
municipalities went into the Great Recession in comparatively good fiscal shape
because of the real estate boom preceding it; higher home prices meant greater
property tax revenue. The next recession, whenever it comes, will likely be more
problematic for municipalities. They are unlikely to have the benefit of a
preceding real estate boom driving up property tax revenues, and underfunded
pension and health care obligations are likely to continue to grow, further
stressing municipal budgets. On top of this, the next recession will likely be met
with local fiscal crises that are more complicated and messier than those that
came before because they will take place across overlapping jurisdictions.20 That
is, we are likely to see more and more "Junk Cities."21

Neither scholars nor policy-makers have seriously considered the legal
challenges posed by simultaneous fiscal crises in overlapping local
governments.2 2 Municipalities can adjust their debts under Chapter 9 of the
federal Bankruptcy Code.3 To date, however, Chapter 9 has been used sparingly
and has never been employed to coordinate the insolvencies of multiple
overlapping local governments.24 Nor have state legislatures developed
alternative responses to overlapping local insolvency crises.

This Article addresses this gap in legal thought, explaining why insolvency
crises in overlapping jurisdictions are increasingly likely. It proposes a general
framework for thinking about how courts and states should respond, and lays out
specific reforms to both Chapter 9 doctrine and state laws that can be applied to
facilitate both the prevention and resolution of overlapping municipal fiscal
crises.

19. Even recent insolvency crises in Detroit and Puerto Rico are best understood as occurring
across multiple overlapping jurisdictions. For a discussion of the multi-jurisdictional natures of the
Detroit bankruptcy and the Puerto Rican insolvency, see note 19 and accompanying text.

20. Some of the local fiscal crises of the recent past-most notably Detroit and Puerto Rico-
involved problems in many overlapping jurisdictions, although this was not always acknowledged. See
infra notes 190,208-10 and accompanying text.

21. To be clear, the city--its residents, economy, culture-isn't "junk" even if it has multiple
governments in fiscal collapse. Rather, "Junk City" is a metonym for the fiscal state of the various
governments serving the metropolitan area.

22. As discussed in Part II, there is some scholarship on conflicts among local governments, but
none of it addresses the impact of insolvency crises.

23. See Bankruptcy Reform Act of 1994, Pub. L. No. 103-394 (1994). Local governments need
specific authorization from states in order to file. 11 U.S.C. § 109(c)(2) (2012).

24. A few bigger local governments have filed for Chapter 9 including Detroit, MI, Stockton,
CA, and Jefferson County, AL. See In re City of Stockton, Cal., 542 B.R 261 (BAP. 9th Cir. 2015);
In re City of Detroit, Mich., 524 B.R. 147,213 (Bankr. E.D. Mich. 2014); In re Jefferson Cty., Ala., 474
B.R. 228 (Bankr. N.D. Ala. 2012). But never has more than one government from the same area filed.
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The central reason why it is so challenging to address fiscal crises in
overlapping jurisdictions is that these jurisdictions are legally independent, but
economically intertwined. While these jurisdictions are formally and legally
independent, they draw revenue from the same underlying source: local
taxpayers. Despite their interdependence, these overlapping governments
generally do not coordinate their taxing and spending decisions. Overlapping
local governments face a "common pool" problem.25 Each raises revenue from
the same local taxpayers, and, in seeking to maximize its cut of the shared pie,
creates costs for other governments.

Federal law's main response to local fiscal crises--Chapter 9 municipal
bankruptcy-is likely to be ineffective in this context. Bankruptcy law generally
attempts to stop creditors from protecting their own interests in ways that are
destructive to their collective interests.26 This Article shows that Chapter 9 as
currently applied does not address the inverse problem. Bankruptcy law is
designed, inter alia, to deal with creditors' common pool problem, in which
uncoordinated collection attempts by creditors ultimately destroy value through
piecemeal liquidation of the debtor. But it lacks formal mechanisms for dealing
with debtors' common pool problem, where multiple debtors rely on a common
revenue base. As outlined below, the tools courts use to address somewhat
similar problems among business conglomerates in Chapter 11 bankruptcy-
joint administration and substantive consolidation--cannot be readily applied in
the context of Chapter 9. Overlapping municipalities lack the common
governance structure of corporate affiliates, which makes joint administration
unwieldy. They also tend to have clearer divisions of assets and liabilities than
corporate affiliates, as well as greater creditor reliance on such separateness,
which renders substantive consolidation problematic.

The absence of any method for addressing debtors' common pool problems
renders Chapter 9 a weak mechanism for addressing the proliferating fiscal crises
in overlapping local governments. As a result, unless states develop responses
that do not rely on debt restructuring, such as bailouts, simultaneous fiscal crises
will be subject to increasing amounts of wealth and service-destroying conflict
among overlapping municipalities.27 Further, following such inter-local fiscal
brawls, someone-an unlucky or politically-disfavored group of creditors,
taxpayers, or service recipients-will be left bearing unusually large harms.

25. BERRY, supra note 5, at 9-19,84-86,98-101. See discussion infim Part L
26. See THOMAS H. JACKSON, THE LOGIC AND LIMITS OF BANKRUPTCY LAW 16-17 (1986).

27. Most state responses to local fiscal crises do not involve use of Chapter 9, but instead rely
on governance changes at the local level or additional state funds (that is, "bailouts"). See Omer Kimhi,
A Tale ofFour Cites-Models ofState Intervention in Distressed Localities Fiscal Affairs, 80 U. CIN.

L. REV. 881, 888-90 (2012). However, as the example that is used to introduce the paper suggests, a
number of states have little capacity to bailout heavily indebted localities. See MUNNEILL & AUBRY,

supra note 11, at 10, 24 (showing that eight states owe more than 20 percent of their annual budget in
required pension, other benefit, and interest payments).
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All hope is not lost. Although Chapter 9 does not currently address the
problems of overlapping local debt crises, its statutory language is sufficiently
capacious and indeterminate that both courts and state legislatures can develop
tools to stop local governments from acting in ways that are collectively harmful,
even if individually rational, during insolvency crises.

Courts have not yet directly confronted the problem of overlapping
insolvent jurisdictions. The default course would be to address each local
government that files under Chapter 9 in a vacuum. Such a path would take for
granted that a single municipal government is the proper unit of analysis for
adjudicating questions like the capacity to raise revenue, the amount of debt, the
best interest of creditors, and the feasibility of a plan of adjustment. If courts are
going to effectively address the insolvency problems of overlapping local
governments, a new approach is required to reflect the reality that overlapping
municipal governments regulate a common economy and work together to
provide services, despite their partitioned authority and governance.

To show how this might be done, this Article offers several concrete
proposals for how courts and state legislatures can address the problems inherent
in the linked fates of overlapping local governments in bankruptcy.28 These
proposals would help police collective action problems among overlapping local
governments and ensure that pain is spread across their various creditors and
counterparties, even if the debts and on-going contractual obligations were
incurred by different local governments.29 These proposals would provide
Chapter 9 courts with tools that have many of the same benefits as the use of
joint administration and substantive consolidation in Chapter 11.

For instance, courts could make Chapter 9 easier to access when there are
simultaneous fiscal crises among overlapping local governments by including in
the determination of "insolvency" questions about a tax base's capacity to pay
debt across local governments. Courts could also reject any plan of adjustment
for exiting bankruptcy as not "feasible" if it would endanger the fiscal soundness
of any other local government. State legislatures can pass laws that encourage
all heavily-indebted overlapping local governments to file under Chapter 9
simultaneously and force them to consult one another as they proceed through
the bankruptcy process, allowing courts to mediate inter-local conflicts. More

28. In this Article, we do not consider how to address situations in which there are multiple
fiscal crises in municipalities in a metropolitan area that crosses state lines. These governments clearly
would not overlap formally because they are not in the same state, but often share deeply-connected
economies because they are in the same metropolitan area. We also do not address the role of entities
created by inter-state compacts, which can directly overlap with other local governments and may face
fiscal crises of their own. In situations where fiscal crises spial across state lines inside a metropolitan
area, state govemments clearly should consider cooperation as a mechanism for effectively and fairly
addressing the crisis and avoiding opportunistic but globally inefficient tax competition. But developing
mechanisms for doing so are beyond the scope of this Article.

29. Further, overlapping local governments are often created for the purpose of avoiding local
debt limits. See infra note 92 and accompanying text This strengthens the case for roping as many local
governments into one proceeding, rather than treating them as truly independent entities.
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radically, states could make all nearly-insolvent overlapping localities eligible

for bankruptcy by removing some local taxing authority and giving it to a new,

specially created entity. This entity would be tasked with ensuring that essential

services are provided while existing governments, now shorn of some taxing

powers and thus potentially insolvent, go through the bankruptcy process.

In identifying and attempting to resolve this emerging problem, this Article

innovates in two areas of law: local government law and bankruptcy law. While

the collective action problems plaguing the fiscal affairs of overlapping local

governments have been discussed, there has been no effort to wrestle with the

consequences of inter-local conflict for fiscal crises, nor much effort to develop

tools to resolve such conflicts.3 0 This Article provides both a specific response

to a coming crisis and a general approach to addressing the costs created by
excessive numbers of overlapping local governments.

The Article also adds to the small but growing literature on Chapter 9

bankruptcy," which has only begun to grapple with the problem of how a court

is supposed to manage a process not simply to restructure financial obligations,

but to deal with politically loaded fiscal questions.32 More broadly, the problem

of coordination between multiple debtors also relates to an underdeveloped issue

in Chapter 11 corporate bankruptcy. The Bankruptcy Code is written for single-

entity debtors, but almost all business debtors are part of multi-entity firms-a

parent company and various tiers of subsidiaries-while municipalities are

30. The source of many of these debt problems-the public pension crisis-has generated some
commentary. See, e.g., Jack M. Beermann, The Public Pension Crisis, 70 WASH. & LEE L. REV. 3
(2013) (discussing the importance of pensions to state fiscal difficulties); Amy B. Monahan, Statutes as
Contracts? The "Cahfornia Rule" and Its Impact on Public Pension Reform, 97 IOWA L. REV. 1029
(2012) (discussing the legal status of pension promises).

31. See, e.g., Michael W. McConnell & Randal C. Picker, When Cities Go Broke: A Conceptual
Introduction to Municipal Bankruptcy, 60 U. CI. L. REv. 425 (1993) (discussing the history of
municipal bankmiptcy and arguing that courts should require municipalities to raise taxes and cut
spending before granting access to Chapter 9); Clayton P. Gillette & David A. Skeel, Jr., Governance
Reform and the Judicial Role in Municipal Bankruptcy, 125 YALE. L.J. 1150 (2016) (arguing that
municipal bankruptcy must also address governance dysfunction); Melissa B. Jacoby, Federalism Form
and Function in the Detroit Bankruptcy, 33 YALE J. REG. 55 (2016); Omer Kimbi, Chapter 9 of the
Bankruptcy Code: A Solution in Search ofa Problem, 27 YALE J. REG. 351 (2010) (expressing doubts
about bankruptcy's utility in the municipal context); Adam J. Levitin, Bankrupt Politics and the Politics
of Bankruptcy, 97 CORNELL L. REV. 1399 (2012) (arguing that bankruptcy problems needed to be
addressed in political rather than financial terms). For a collection of scholarly insights on this topic, see
PETER CONTI-BROwN, WHEN STATES Go BROKE: THE ORIGINS, CONTEXT, AND SOLUTIONS FOR THE

AMERICAN STATES IN FISCAL CRISIS (2012). For an analysis of municipal receiverships in bankruptcy,
see Michelle Wilde Anderson, The New Minimal Cities, 123 YALE L.J. 1118, 1130-51 (2014).

32. See, e.g., Jacoby, supra note 31; Melissa B. Jacoby, Presiding over Municipal Bankruptcies:
Then Now, and Puerto Rico, 91 AM. BANKR. L.J. 375, 389-90 (2017); Edward J. Janger, Towards a
Jurisprudence of Public Law Bankruptcy Judging, 12 BROOKL J. CORP. FIN. & COM. L. 39 (2017).
Proposals for bankruptcy for financial institutions raise a related set of politically loaded decisions for
bankruptcy courts due to the political nature of systemic risk. See Adam J. Levitin, Bankruptcy'sLorelei:
The Dangerous Allure ofFinancial Institution Bankruptcy, 97 N.C. L. REV. 101 (2018); see also Adam
J. Levitin, In Defense of Bailouts, 99 GEO. LJ. 435, 446-51 (2011) (arguing that systemic risk is a
political, rather than an economic description).
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usually part of a constellation of overlapping jurisdictions. Surprisingly, the
bankruptcy literature has not grappled with the problem of multi-entity firms
other than in the context of the extreme and rare remedy of contested substantive

consolidation.3 3 Instead, Chapter 11 has dealt with multi-entity firms on an

informal basis that is not possible to replicate in Chapter 9.34 Irrespective, the
Bankruptcy Code remains replete with provisions whose applications are
complicated by a serious consideration of multi-entity firms. This Article

addresses this issue in the context of Chapter 9, but points toward the need for a
broader consideration of the issue in Chapter 11 as well.

This Article proceeds as follows. Part I presents both the theory and

evidence that fiscal crises in overlapping jurisdictions will be increasingly
prevalent because municipalities in a metropolitan area share common
economies, but have different priorities and politics. Part II demonstrates that
neither Chapter 9 as currently applied, nor the tools used in Chapter 11 to address

corporate conglomerates, provides adequate means for addressing these
insolvency crises. Part III outlines our theory of how courts and legislatures
should think about insolvency crises in overlapping jurisdictions. It then
describes four specific proposals.

I.
OVERLAPPING JURISDICTIONS AND FISCAL CRISES

To the extent people think about local governments, the type of government
that comes to mind is usually a general-purpose municipal government-a city
or a town. But such governments are a decided minority of the total number of
local governments.3

' There are about 20,000 municipal governments, and

another 16,000 town or township governments. In contrast, there are about

50,000 special purpose districts, including almost 13,000 school districts.37 The

number of special-purpose local governments, and the size of their spending, has

grown tremendously over the last seventy or so years, although growth has halted

in recent years, due to an increase in mergers among them.3 1 There are also

another 3,000 or so counties, many of which now have powers traditionally
exercised by municipalities.3 1 The boundaries of these jurisdictions often do not

33. See, e.g., Ailiram IL Widen, Corporate Form and Substantive Consolidation, 75 GEO.
WASH. L. REV. 237 (2007) (providing the most extensive treatment of corporate groups in bankruptcy).

34. See mfin Section H(b).
35. BAKERET AL, supra note 16, at 53-57.
36. Id
37. Id
38. Conor Clarke, Merging and Dissolving Special Districts, 31 YALE J. REG. 493, 494-95

(2014).
39. BAKER ET AL., supra note 16, at 54.
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follow municipal boundaries. For instance, in most of the country, school district
lines are not coterminous with either municipal or county boundaries.4

As a result, most Americans live inside the jurisdictions of multiple local
governments.41 We look to our city or town to provide policing and to regulate
land use; school districts to provide education; counties to provide prosecutors
and jails, record land transfers, and administer federal welfare programs; and to
special purpose districts to provide anything from fire protection to hospitals to
water to utilities. In theory, such local governments provide voters with targeted
policies that fit their preferences, without forcing them to balance these
preferences against others.42 But as we will see, this vision comes under pressure
during periods of fiscal stress.

This Part reviews the literature on the fiscal effects of overlapping local
governments and extends it to local government behavior during fiscal crises. It
shows that overlapping local governments are increasingly likely to face fiscal
crises, and even insolvency, at the same time.3 Even in metropolitan areas with
relatively stable economies, a combination of political and legal forces-in
particular the decline of local political parties and weakening legal restrictions
on local budgeting-has shaped overlapping governments in ways that increase
the likelihood of fiscal crises.

A. The Common Pool Problem of Overlapping Municipal Jurisdictions

The possibility of concurrent budget crises should not be surprising. If a
bunch of local governments depend on taxes from people and firms in the same
area, a negative shock to the local economy will result in reduced revenue for all
the overlapping governments. There is ample evidence that regional economies

40. WILTAM A. FISCIEL, MAKING THE GRADE: THE ECONOMIC EVOLUTION OF AMERICAN
SCHOOL DiSnucrs 198, 209 (2009) (observing that school district boundaries do not match municipal
boundaries outside ofNew England and New Jersey, and largely do not match county boundaries outside
of the South).

41. We use the term local governments here and distinguish them sharply from agencies or
instrumentalities of local or state governments. However, as Aaron Saiger argues, this distinction is
formal, but not particularly substantive-the line between, say, an independent special purpose local
government that issues its own bonds with officials appointed by other local governments and a revenue-
bond backed local project run by local officials is confusing at best. See Aaron Saiger, Local Government
as a Choice ofAgency Form, 77 OHIO ST. LJ. 423 (2016). All local governments, state agencies, and
local agencies are instrumentalities of the state. The decision to create one rather than another can be
understood as a weighing of the benefits of specialization, localization, and local democratic legitimacy,
respectively. That said, following Christopher Berry's work, we think about local governments in the
same way the Census of Governments does. BERRY, supra note 5, at 27. The defining factors of a local
government are its "existence as an organized entity, governmental character, and substantial
autonomy." Id

42. BERRY, supra note 5, at 4.
43. These governments are both what the academic literature calls "nested," or one on top of the

other (like a city inside a county), and "overlapping," in that they govern both some shared territory and
some independent territory (like a school district that covers part ofa municipality as well as other areas).
For our purposes, we will use the term "overlapping' to refer to both cases and make distinctions where
necessary.
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have diverged in recent years and particular types of shocks-coming from
increased trade competition or technological development-have thrown certain
regions into particularly severe local recessions." In theory, local governments
should save for such situations, but such forethought is uncommon.45

As a result, when there are local economic shocks, budget problems in all
local governments in those regions will likely follow (which in turn can force
governments to cut spending and raise taxes, harming the local economy). When
this toxic feedback loop is combined with the substantial debt problems plaguing
a large and increasing number of local governments across the United States-a
result of, among other things, underfunded pension systems and secularly
declining revenue from traditional sources like sales taxes on goods-it follows
that there will be more overlapping local governments with severe debt
problems."

The fiscal problems in overlapping local governments are not limited to
places facing economic crashes. After all, even in the example that we use to
introduce this Article, the fiscal problems of local governments in the Chicago
region are not the result of a disastrous local economy. Chicago has its economic
problems, but it is no Detroit.47 Shared political and legal systems, as much as
shared economic shocks, make overlapping local governments vulnerable to
concurrent fiscal crises. There are places all over the country with overlapping
jurisdictions that each face severe budget crises.4

44. David Schleicher, StuckI The Law andEconomics ofResidential Stagnation, 127 YALE LJ.
78, 135 (2017).

45. Brian Galle & Kirk J. Stark, Beyond Bailouts: Federal Tools for Preventing State Budget
Crises, 87 INDIANA LJ. 599, 611-19 (2012) (documenting the failures of states to create and maintain
adequate "rainy day funds").

46. See MARK J. WARSHAWSKY & ROss A. MARCHAND, MERCATUS CENTER, THE EXTENT
AND NATURE OF STATE AND LOCAL GOvERNMENT PENSION PROBLEMS AND A SOLUTION (2016),
bttpJ//bitlyt2ESpecG [httpsJ/pena.cc/SGM9-TM6G] (noting the severe fiscal straits of contemporary
state and local governments).

47. Melissa Harris, Chicago Isn't Detroit-and It's Not Going Banknpt, CHL TRIB. (June 20,
2015), http//trib.in/1fnDyNd- Reem Nasr, Municipal Money Matters: Why Chicago Is Not the Next
Detroit, CNBC (May 8,2015), http/cnb.cx/2EPgeVs [https//pemsI.cc/2AQR-5V64].

48. For instance, in Philadelphia, the School District is in very poor fiscal health, with bonds
rated below investment grade by Moody's, Ba2. See Moody's Upgrades Philadelphia School District
PA's Rating to Ba2; Outlook Positive, MOODY'S (Sept. 8, 2017),
https*//www.moodys.com/research/Moodys-Upgrades-Philadelphia-School-District-PAs-Ratng-to-
Ba2-Outlook-PR_904190342 [https//peima.cc/84QJ-EP85]. The City's debt is solidly investment
grade, A2, but is on a negative watch from Moody's, with its pension fund on 43.6 percent funded in
2017. Rating Action: Moody's Assigns A2 Rating to City of Philadephia, PA's $37.8 Million City
Agreement Bonds, Series 2018A and 2018B; Outlook Remains Negative, MOODY'S (Mar. 23, 2018),
https/A/www.phila.gov/investor/PDF/bondRatings/General Obligation Bonds/Moodys_0618.pdf
[https-/perma.cc/M5JK-P6JR]; Andrew Coen, Future Speding Concerns Drive Downgrade of
Philadelphia, BOND BUYER (Mar. 27, 2018), httpsf//www.bondbuyer. - sij-
concemns-drive-downgrade-of-philadelphia [https://perma.cc/J3T3-FVEG]. Further, this is not a new
phenomenon-the Detroit bankruptcy had interesting inter-local aspects as well. Even though the City
of Detroit deleveraged in bankruptcy, Wayne County (in which Detroit is located), the Detroit Public
Schools (DPS), and the City of Hamtramck (which is entirely surrounded by the City of Detroit)
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While state and federal governments transfer a substantial amount of
revenue to local governments, many local governments have capacity to raise
"own source" revenue.49 That is, they have the power to levy taxes to fund their
own operations or impose user fees on the residents that use their services.
Overlapping local governments can each be granted different taxing powers;
more commonly, they are each granted powers to tax the same things.50 For
instance, in many places there are a number of local governments that can each
tax the same piece of real property. When a resident pays property taxes, the
taxes imposed by each government are tacked on top of one another. Take, for
example, the variety of entities to which a woman in Wauconda, minois, pays
taxes as reported by Reuters:

The 53-year-old insurance manager gets a real estate tax bill for 20
different local government authorities and a total payout of about $7,000
in 2014. They include the Village of Wauconda, the Wauconda Park
District, the Township of Wauconda, the Forest Preserve, the Wauconda
Area Public Library District, and the Wauconda Fire Protection District.
Then there is Wauconda Road and Bridge, not to be confused with Road
and Bridge, Wauconda Gravel, or with Wauconda Special Road
Improvement and Gravel unit-all three of which have imposed
separate taxes on her and the village's other homeowners.5

In Chicago, overlapping governments share both property and sales tax
revenue. As of 2016, local governments levying property taxes in the city
included: the Chicago Public Schools (52 percent of the total paid by city
residents), the City (23 percent), the Park District (5 percent), City Colleges (2
percent), Cook County (7 percent), Cook County Forest Preserve (1 percent),
and the Metropolitan Water Reclamation District (6 percent). The overall sales

remained in a fiscally-perilous and service-poor state. DPS ended up receiving a state bailout and
remained under state emergency financial management Wayne County continued to face rough fiscal
conditions for many years, only emerging from "junk" ratings in the summer of 2018. Nora Colomer,
Wayne County, Michigan, Is Now Investment Grade Across the Board, BOND BUYER (June 15, 2018),
www.bondbuyer.cominews/upgad as-wayne-countys-last-junk-level-rating
[httpsi//perma.cc/J4LA-8QR3]. Similarly, Puerto Rico's fiscal problems implicate several levels of
overlapping jurisdictions. See infa notes 194-196 and accompanying text

49. NAT'L LEAGUE OF CITIES, CTHES AND STATE FIsCAL STRucruRE 7 (2015),
http//bitly2Drc5tR [https//perma.cc/XP6Y-BRSX] ("On average, U.S. municipalities derive
approximately 71% of their general fund revenues from own-source revenues, including 24% from
property taxes, 13% from sales taxes, 3% from income taxes and 32% from fees and charges.").

50. Cities typically collect less than 25 percent of property tax revenue. George Lefcoe,
Competingfor the Next Hundred Million Americans: The Uses and Abuses of Tax Increment Financing,
43 URB. LAW. 427,457 (2011).

51. Tim Reid & Selam Gebrekidan, Special Report: Multitude ofLocal Authorities Soak Illinois
Homeowners in Taxer, REUTERS (Aug 5,2015), http/reutrs/2FNcPaU [https*//perma.ccQ25S-753W].

52. OFFICE OF THE COOK COUNTY CLERK, 2016 COOK COUNTY TAX RATE REPORT, at i
(2017), https://www.cookcountyclerk.com/sites/default/fles/pd/2016 Tax Rate Report.pdf
[https*J/perma.cc/5XJT-RJV7]. In addition to these local governments, 7 percent of the city's property
tax revenues go to a segregated fund for Chicago Libraries. CITY OF CHL, ANNUAL FINANCIAL
ANALYSIs: PROPERTY TAX EXPENDITURES (2017), http*//bitL1y/2mO2nrM [https://perma.cc/S6CS-
3M3J].
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tax rate is 10.25 percent, shared among the City (1.25 percent rate), the Chicago
Transit Authority (CTA) (1 percent and 1.25 percent on certain items), Cook
County (1.75 percent), and the State (6.25 percent), which then transfers 20
percent of general state sales taxes and 100 percent of sales taxes on food, drugs,
and medical devices to local governments.ss The City, Cook County, the City
Colleges, the CTA, and others raise substantial revenues from other taxes: user
fees like water charges, fares, tuition, and fines.5

The leading scholar on the fiscal effects of overlapping local jurisdictions,
Christopher Berry, has argued that, where multiple governments raise taxes from
the same territory, there is a natural conflict over revenue. These are generally
not formal, legal conflicts. All jurisdictions can have the undisputed power to

53. ILL DEP'T OF REVENUE, LOCALLY IMPOSED SALES TAXES ADMINISTERED BY THE
DEPARTMENT OF REVENUE (2018), http//ww.revenue.ste.iLus/Publications/LocalGovemment/ST-
62.pdf [https*//permaccfrG29-KWBT]; Use Tax and "Local" Use Tax, ILL DEP'T OF REVENUE
(2018), http*//bitly/2DnDOHC [https*//perma.cc/YEW4-8N3F] (the state sales tax is 6.25 percent, but
the sales tax on food, drugs and medical devices is 1 percent). This is just the general sales tax rate, and
does not include other sales taxes. For instance, Chicago has qpecial taxes on liquid nicotine, tires, and
bottled water. Tax List, CITY OF CHI. (2018), http//bitly/2rhthx2 [httpsi//permia.cc/R7E7-MEG5]. Cook
County recently passed a tax on sweetened beverages, and it already taxes firearms and ammunition,
liquor, hotels, and "amusement" among other things. Tax Center, COOK CrY. Gov. (2017),
http://bit1y/2mPl5Nj [https://perma.cc/4G79-MJCY]; Sweetened Beverage Tax, COOK CTY. Gov.
(2017), http://bit.ly/2t7rDxK [https://perma.cc/5EZX-DDCM].

54. Fees and fines ranging from the banal to the ridiculous permeate all local governments. See,
e.g., Picnic Grove Permits, COOK CrY. Gov. (2018), http:/bit.y/2Bbv8Do [https://perna.ca/HW2V-
HNDW] (application and fees for obtaining a license to picnic); Multi Dwelling Registration, COOK
CTY. Gov. (2018), httpsi//www.cookcountyiLgov/servicecmulti-dwelling-units [httpsl//perma.cc/C477-
FH6L] (registration fee for buildings with more than four residential units); Virtual Cemetery, COOK
CTY. Gov. (2018), http*//bit1y/2mM4YTI [https//permacc/3QDC-WCT3] (fee to retrieve cremated
remains); File a Complaint for Unlawful Discrimination or Harassment, COOK CTY. Gov. (2018),
http.//bit.1y/2DnCUPA [https*/perma.ccfA9U-LKSB] (outlining remedies including municipal fines
for workplace discrimination).

55. That said, there can be some formal, legal conflicts between overlapping local governments
over local revenue. Consider school districts and municipally created tax increment financing (TIF)
districts. State laws authorize municipalities or other entities to create a TIF district, which then borrows
money to find new infrastricture in the district or even to use eminent domain to take and then resell
properties. See generally Richard Briffault, The Most Popular Tool: Tax Increment Financing and the
Political Economy ofLocal Government, 77 U. CHL L. REV 65 (2010) (documenting the proliferation
of TIF). The debt is paid back with the "tax increment" or the increased property tax revenue created by
the increasing property values that were caused by the new investments.

Theoretically, overlapping jurisdictions that did not create the TIP are not harmed-they
continue getting the same property taxes they were before the district was created. But when a TIF is
created, increased property tax revenue flows to the municipally controlled TIF district and not to other
governments even if property values would have increased anyway, for example, because the investment
a TIF district was created to lure was headed to the area anyway. School districts have repeatedly sued
TIF districts claiming that municipalities should not be able to capture these tax dollars, but these suits
are usually unsuccessful. School districts have also sought and succeeded in getting regulations passed
in some places that give them the right to participate in the decision to create TIFs. That said, research
has shown that more often than not, TIP districts do not harm school districts. Rachel Weber, Rebecca
Hendrik & Jeremy Thompson, The Effect of Tax Increment Financing on School District Revenues:
Regional Variation and Interjurisdictional Competition, 40 STATE & LOC. GOV'T REV. 27, 37-38
(2008) (finding no effect ofTIF density on school district revenues in Chicago or Chicago suburbs, but
finding a negative effect in downstate Illinois).
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tax property or sales; property owners and customers are simply charged by each.
But there is a conflict nonetheless.

Berry has argued that overlapping local governments face a "commons"
problem. They draw on the same revenue source(s), but do not make their
decisions on how to share these revenues collectively. Each has incentives to
take a greater share of resources for itself. A failure to coordinate can cause
overlapping local governments to tax and spend more than is collectively
optimal.57

This overtaxing is particularly onerous because it is frequently on the same
tax base-the governments are taxing the same things at higher rates.
Economists have discussed the problem in terms of "vertical tax externalities."5 8

When setting the tax rate, a local government will set its level of taxes at the rate
that will maximize its own preferences for revenue, paying no attention to the
needs of other governments. Doing so, though, will encourage wasteful tax
avoidance activity and destroy some economic activity altogether. Once
consumers are taxed at a high enough percentage, they switch away from
working more because it is simply not "worth it" from an economic perspective.
This reduces the capacity of the other levels of government to raise revenue. As
a result, if levels of government pay no attention to the revenue needs of other
levels of government, there will be a tragedy of the commons: taxing will be
systematically higher than the optimal rate for the jurisdictions as a whole.59

A similar problem emerged in New Jersey under a law that allows municipalities to give tax
abatements to encourage economic development, effectively taking some properties off property tax
rolls for all local governments. But new developments and factories that receive abatements sometimes
pay the municipality fees called payments in lieu of taxes (PILOT). NJ. OFF. ST. COMPTROLLER, A
PROGRAMMATIC EXAMINATION OF MUNICIPAL TAX ABATEMENTS 4 (2010), http-//bit.1y/2caTvFq
[https//perma.cc/GLZ7-ZTYQ]. School districts view this combination as a method for stealing tax
revenue, as the property receiving the abatement does not generate tax revenue for schools, but does so
for the municipality via the PILOT fees. Jersey City, however, was recently forced to share revenue
from PILOT fees with its school district. Terrence T. McDonald, Jersey City Will Sare Tax Abatement
Revenue with Schools, JERSEY J. (Aug 6, 2017),
httpsj/www.nj.com/hudson/index.ss2017/04/jersey city will share tax abatementrevenue with.ht
ml [https*/permaccQ6QV-9T7Y].

56. BERRY, supra note 5, at 9-19. For an introduction to the commons metaphor, see generally
Garrett Hardin, The Tragedy ofthe Commons, 162 SCL 1243 (1968).

57. BERRY, supra note 5, at 89-128.
58. See David Gamage & Darien Shanske, Tar Cannibalization and Fiscal Federalism in the

United States, 111 Nw. U. L. REV. 295, 297 n.5, 303 n.25 (2017); Michael J. Keen & Christos
Kotsogiannis, Does Federalism Lead to Excessively High Taxes?, 92 AM. ECON. REV. 363,363 (2002).

59. Whether the amount raised and spent will be below the socially optimal rate requires an
answer to one of the longest-running debates in local taxation: whether inter-jurisdictional competition
leads to lower-than-optimal taxes and spending due to races-to-the-bottom, or to the optimal rate due to
effective competition and sorting, as in the Tiebout modeL See David Schleicher, The City as a Law and
Economic Subject, 2010 U. ILL. L. REV. 1507, 1508-10 (reviewing the Tiebout model and its
discontents). But it is clear that overlapping jurisdictional tax extemalities interact with cross-
jurisdictional competition in interesting and multiple ways. For instance, David Agrawal fountd that
cities inside a county that are near the county's borders are likely to have lower sales taxes in order to
win shoppers fm across the county border. David R. Agrawal, Local Fiscal Competition: An
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As David Gamage and Darien Shanske have noted with respect to federal
and state vertical tax externalities, when multiple governments raise revenue
from the exact same tax base, the resulting tax levels can create particularly
heavy costs." One of the fundamental findings in the economic study of taxation
is that increasing already high tax rates deters more activity per dollar of new
revenue than increasing low rates.61 Therefore, when governments fail to
coordinate in setting rates on a particular tax base, the result can be very high
rates on that base and large economic distortions.

The problem worsens at the local level. Overlapping local governments
taxing the same base impose greater costs on one another than states do on the
federal government. Gamage and Shanske have noted that state tax rates reduce
the size of their own tax bases in two ways. First, state taxes can reduce economic
activity, thus reducing the tax base for the federal government, a vertical tax
externality of the type discussed above.62 Second, state taxes can encourage firms
and people to move elsewhere, what Gamage and Shanske labeled "horizontal
distortions."63

Excessive state and local taxation can destroy a local tax base. When state
taxes drive a firm or person to move to another jurisdiction, the federal
government can still tax that firm or person (assuming continued US domicile)."
But when a local government encourages exit by increasing taxes, all
overlapping local governments (and potentially the state government) lose
revenue, because the person or firm is no longer located within their collective
taxing authority. If a firm moves from Chicago to Texas because the City of
Chicago raised taxes, then not only the City, but the State of Illinois, Chicago
Public Schools, and Cook County all have a smaller tax base from which to draw
revenue.

In the classic Tiebout model of local governments, the threat of exit creates
pressure on local governments to provide services and tax at levels desired by
mobile residents.65 But overlapping governments complicate Tiebout's theory.
Individual local governments do not internalize all of the effects of exit, and

Application to Sales Taration with Multiple Federations, 91 J. URB. ECON. 122, 136-37 (2016). One
effect of this is that contrary to other findings in the vertical tax externality literature, local sales taxes
end up negatively correlated with county sales taxes. Higher county sales taxes lead to lower city taxes,
as the city attempts to compete with the nearby county. This does not deny the existence of a vertical tax
externality-the county as a whole might set a lower rate than the individual towns would-but rather
suggests that cross-border tax competition can dominate vertical tax externalities for certain kinds of
taxes and certain kinds of cities.

60. Gamage & Shanske, supra note 58, at 335.
61. Id
62. Gamage & Shanske, supra note 58, at 302-09.
63. Id
64. The reduced productivity associated with moving from a person or firm's preferred location

harms the federal government See Schleicher, Stuckl, supra note 44, at 99-101 (discussing differential
productivity rates in different regions).

65. Charles M. Tiebout, A Pure Theory of Local Expenditures, 64 J. POL ECON. 416, 424
(1956).
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therefore overlapping local governments may collectively raise taxes beyond the

optimal rate, at least from the perspective of the overlapping governments as a

whole.6
So, while these governments are formally independent and can set their

own tax rates, the policies pursued by one affect the capacity of all the others to

raise revenue. And, in fact, Berry has found that the extent of overlapping local

governments is correlated with higher levels of government spending per capita,
with no clear effect on government quality.67 The interaction of these two

literatures suggests that overlapping governments with concurrent taxing powers

can create serious welfare losses for residents.

Furthermore, overlapping local governments differ in their political status.

Many officials are elected-as is the case with most municipalities, school

districts, and counties-but sometimes officials are appointed. Berry's argument

applies most clearly to elected local governments.68 But even appointed heads of

local governments face different incentives than the officials that appoint them.

They generally owe duties to their specific government and their careers are

assessed based on how their government does, not the broader set of local

governments. More importantly, the interest groups involved with one of many

overlapping local governments will feature the same particularized incentives to

maximize the revenues of that government, irrespective of whether its officers

are elected or appointed. Parents and teachers will lobby both elected and

appointed school boards. The power of such interest groups can create the

collective action problems Berry discussed.

Berry's analysis suggests that commons problems lead to greater spending,

but also to higher taxes. Higher taxes may not be desirable from the voters'

perspective but would not necessarily cause a fiscal crisis.

The dynamics of local governments' commons problems can cause fiscal

crises in a different way, however. Politicians in overlapping local governments,

like all politicians, presumably prefer not to be blamed for raising taxes. The

political penalty for raising taxes is surely larger if your special purpose local

government does so while others do not, as it becomes easier for voters to assign

responsibility. Today's incumbents in overlapping local governments each want

66. Again, this does not necessarily mean the taxes are below the socially optimal rate. On one
view of inter-jurisdictional competition, if say a county set the entire sales tax rate, it could set the rate
too low, as it seeks to win sales from neighboring counties. See discussion spra note 59 and
accompanying text.

67. See BERRY, supra note 5, at 126-28. Of course, there is more than one way to understand
this finding. Perhaps voters form more special purpose governments when they want more services, thus
leading to higher taxes. But findings by Berry and others that the higher taxes associated with large
numbers of special districts are not associated with higher levels of services make this understanding
questionable. See id; Meghan Rubado, Local GovernmentFragmentation Effects on Quality ofService:

A Test ofCompeting Theories Using Data on Fire Response Times 18-20 (Am. Pol. Sci. Ass'n. Annual
Meeting Paper, 2013), http://bit.ly/2DmJNkX [https//perma.cc/W2PP-K7NE].

68. That said, the power of analysis is much stronger with respect to overlapping elected local
governments. One implication that might be drawn is that we elect too many local officials.
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to increase spending at the expense of others, but do not want to raise taxes unless
others do. Similarly, if there is an external negative economic shock-a
recession, say-no one overlapping local government wants to cut its spending
first, as doing so would create an opening for others to take "market share" from
the general tax base.

Thus, the tragedy of the commons among overlapping local governments
can lead to a dangerous game of "chicken" that devolves into fiscal crises. And
in fact, we see strong correlations between overlapping local governments and
collective debt burdens.'9 Further, the issuance of local debt increases the
borrowing costs for higher levels of government, thus exacerbating collective
debt crises.7o

Whatever the cause of fiscal crises, coordination problems between
overlapping governments will make responding to such crises harder for the
reasons laid out above.7 ' That is, the fight for "market share" and the problem of
tax externalities will be part of responses to insolvency crises among overlapping
local governments, regardless of why such governments are in crisis. Chapter 9
doctrine and other types of responses thus need to develop solutions that address
coordination problems among overlapping local governments.

The increasing number of overlapping governments has by itself increased
the likelihood of fiscal crises for such governments. The likelihood is heightened
by the decline of two coordinating mechanisms for local governments: local
political machines and state laws controlling local indebtedness.

B. Decline ofLocal Political Machines Removes a Check on the Tragedy
of the Commons

The interactions between local governments-whether there is cooperation
or conflict-is driven by how politics in a place is organized. In particular, the
decline of local party machines that operate across types of local governments in
an area removes a key mechanism for coordinating the activities of overlapping
local governments.

Just as overlapping local governments draw from the same tax base, they
draw authority from the same voters. If elected governments overlap, voters

69. See Dagney Faulk & Larita Killian, Special Districts and Local Government Debt: An
Analysis of "Old Northwest Territory" States, 37 J. PUB. BUDGEHNG & FIN. 112 (2016).

70. See Robert A. Greer, OverlappingLocal GovernmentDebtand the Fiscal Common, 43 PUB.
FIN. REV. 762, 762 (2015); see also Nadav Shoked, Debt Limts' End, 102 IOWA L. REV. 1239, 1245
(2017) (arguing that a "valid justification . . .for state-imposed limits on the debt a municipality issues
is the desire to control the borrowing costs other municipalities within the state endure").

71. The existence of these problems does not resolve the long debate over whether special
purpose local governments are good or whether we have too many or too few of them. There are
certainly some benefits from having lots of local governments. They allow voters to select policy in one
area without worrying about whether the people who support that policy also share the rest oftheir policy
agenda. But their likely performance during a crisis is an argument that should be considered when
establishing a new special purpose government, and a weight on the scale against establishing more of
such governments.
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should discipline officials who act against the collective interest of residents.
After all, overlapping local governments are all agents of the same principal, the
local electorate.

As Berry has demonstrated, however, the structure of contemporary local
elections creates and reinforces the commons problem rather than having a
disciplining effect.72 Turnout in elections for special districts-and in fact, for
all local elections-is very low and highly concentrated among groups interested
in the outcome. Teachers and parents show up for school board elections,
transit riders for elections involving transportation special districts, and so on.74

The result, as Berry has argued, is that selective participation by interest
groups and voters creates the commons problem among local governments.
Voters interested in schools vote for school board officials who will spend more
on schools, and transit riders vote for transit board officials who will spend more
to support transit. The same goes for interest groups and lobbyists. Interest
groups focus on the level of government they care about, pushing officials in that
government to attempt to seize greater control of the common pool of taxes. Each
government responds to interested parties, not to the broad mass of voters and
taxpayers, and spends as much as it can get away with on its issues to meet the
concerns of its effective constituents. Collectively, government spending is
higher than voters would approve if there were one local government making
decisions.75

This problem is an extreme version of what we see inside legislatures.
Scholars have long studied how legislatures can fall into what Barry Weingast
has called "distributive politics" norms.76 Legislators may prefer to reduce
spending across the board, but they may care most about protecting projects in
their own districts. Each legislator's concern for his own projects can lead to
norms developing in favor of protecting all pork projects, even if it means
choosing a level of taxation greater than what legislators would choose if they
considered all projects at the same time.

72. BERRY, suipra note 5, at 63.
73. Id at 65-69.
74. Election laws worsen this phenomenon, particularly those laws that require local elections

to be held "off-cycle," or not on the first Tuesday of an even-numbered year, driving down turnout and
increasing interest group influence. See Christopher R. Berry & Jacob E. Gersen, The 77ning of
Elections, 77 U. CHI. L. REV. 37, 38, 62-64 (2010) (examining the interaction between election law and
substantive outcomes in special purpose districts); SARAH F. ANZIA, TIMING AND TURNOur- How OFF-
CYCLE ELECrIONS FAVOR ORGANIZED GROUPS 2 (2014) (school boards that hold elections off-cycle
pay higher teacher salaries because of the greater influence of teachers unions in these elections).

75. Berry & Gersen, The mting of Elections, supra note 74, at 45-47 (analyzing this
phenomenon).

76. Barry R. Weingast, A Rational Choice Perspective on Congressional Norms, 23 AM. J. POL.
SCI. 245, 249-53 (1979); JOHN A. FEREJOHN, PORK BARREL POLITICS: RIVERS AND HARBORS
LEGIsLATION, 1947-1968, at233-52 (1974).

77. This phenomenon is also a recurrent problem when cities attempt to pass zoning laws. See
David Schleicher, City UnpIanning, 122 YALE L.J. 1670, 1704-07 (2013).
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As problematic as distributive politics norms can be inside legislatures,
there are procedural rules that try to correct for them." For example, the
requirement that legislators pass budgets, rather than simply seriatim
appropriations bills, is designed to force a collective decision. It does not always
work, but that's the goal.

Across overlapping local governments, however, there is no common
budget, leading to greater commons problems.79 Also, as discussed above, the
low-salience nature of such elections means that it is hard for most voters to track
and limit the growth and conflicts of such governments.

In theory, political parties should help voters monitor these governments.
In the presence of political parties that project a single brand across different
local governments, voters do not need to know which special purpose local
government does what, only whether things are going well or poorly. They can
then punish the political party in control (they do have to suss out who is in
control when power is divided, though).

Berry has found that where there are strong local political parties, they do
in fact limit commons problems among overlapping local governments.8 Having
lots of local governments is associated with higher spending and worse
performance, except where there are strong political parties. But local political
parties have declined for a variety of reasons.81 Thus, monitoring problems have
become far worse.

The same dynamic of declining party power leading to fiscal profligacy can
happen inside cities.82 This can help explain what has happened in Chicago. In a

78. See John Ferejohn & Keith Krehbiel, The Budget Process and the Size of the Budget, 31
AM. J. POL ScI. 296,296-300 (1987).

79. One might ask why this is a greater problem for government provided services than for
privately provided ones. After all, we purchase private goods and services seriatim, and there is no
coordination among service providers to give us one big bilL But voters do not opt into individual
government services each time they are provided, or even at the moment of their establishment;
individual voters do not have to give approval for the formation of local government, and once
governments are established, their decisions are binding on all residents. Further, as Anthony Downs
famously found, individual participation in general governmental decision-making, either through
voting or lobbying, is individually irrational unless one has a particularized interest in participation, as
the cost of information and participation is real and the likely individual impact is low. ANTHoNY
DOWNs, AN ECONOMIC THEORY OF DEMOCRACY 238-60 (1957).

As a result, voters in general will not consider the collective costs created by revenue-
maximizing overlapping special purpose local governments because they know little about these
governments and are not forced to make decisions about the way they spend money. But voters and
groups who care about the services these governments provide will encourage them to maximize
revenue. A collective budget-as we see when a single government allocates revenues across issues-
would minimize the information costs for ordinary voters, who could assess the general quality of
services against their tax bill, and watch interest groups compete for whatever taxes they are willing to
offer in general.

80. See BERRY, supra note 5, at 148.
81. See David Schleicher, Why Is There No Partisan Competition in City Council Elections?:

The Role ofElection Law, 23 JL. & POL. 419,419-22 (2007).
82. Indeed, theorists of political parties have argued that overcoming such collective action

problems inside legislatures is one of the central reasons why political parties exist in the first place. See
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classic book examining why Chicago did not have a fiscal crisis in the 1970s
when New York did, Ester Fuchs argued that the continuing strength of Mayor
Richard J. Daley's political machine allowed the City of Chicago to resist intense
political demands to increase spending and lower taxes." Individual Aldermen
and city departments did not need to make promises to groups to win votes-
they'd get reelected and retain power as long as they had Mayor Daley's support
and the Daley machine stayed in power. The city's overall successes and failures
alternately buoyed and depressed Daley's power, and thus the fates of affiliated
politicians. In contrast, the demise of New York's political machines forced local
politicians to hustle to get support from blocks of voters and interest groups. To
stay in power, politicians had to spend and spend.8 According to Fuchs, then,
weak political parties cause fiscal crises.

However, while New York created a post-fiscal crisis govemmental
structure to limit excessive deficits and accounting tricks, Chicago never
reformed its government to compensate for the loss of its political party
structure.s Mayor Richard J. Daley in Chicago was indirectly succeeded by his
son, Richard M. Daley, who then served for twenty-two years, even longer than
his father. But Daley the Younger was able to cement control only through
actually producing results for intense policy demanders, rather than simply
relying on the power of his political organization, particularly later in his tenure.
Columnist John Kass of the Chicago Tribune argued, "This is where Richard J.
and Richard M. differ. Where the Old Man gave critics the back of his hand, the
son buys them."86 Following Fuchs, this suggests that Chicago's debt crisis,
which took off during Richard M. Daley's last term, as his power ebbed, is a
result of his greater responsiveness to intense policy demanders."

The problems of Chicago's multiple local governments may be a product
of the same electoral politics. At its height, the Richard J. Daley Machine

GARY W. Cox & MATHEW D. MCCUBBINS, LEGISLATIVE LEVIATHAN: PARTY GOVERNMENT IN THE
HOUSE 1-2 (2d ed. 2007); GARY W. COX & MATHEW D. MCCUBBINS, SETTING THE AGENDA:
RESPONSIBLE PARTY GOVERNMENT IN THE U.S. HOUSE OF REPRESENTATIVES 1-2 (2005); D.
RODERICK KI:wlEr & MATHEW D. MCCUBBINS, THE LOGIC OF DELEGATION: CONGRESSIONAL
PARTIES AND THE APPROPRIATIONS PROCESS 1-4 (1991).

83. See ESTER FUCHS, MAYORS AND MONEY: FISCAL POLICY IN NEW YORK AND CHICAGO
5-11(1992).

84. Id at 78-82.
85. See Kimhi, A Tale ofFour Cities, supra note 27; Editorial, Welcome to Fear City, Illinois:

Lessons from New York's Fiscal Meltdown, CHI. TRIB. (June 23, 2017), http//trib.in/2mHS2wH.
86. David Bernstein, Daley v. Daley, CHL MAG. (Sept. 10, 2008),

https*//www.chicagomag.com/Chicago-Magazine/September-2008/Daley-vs-
Daleyfmdex.php?cparticle=2&siarticle=1 [https//perma.cc/R769-HUZE].

87. See Jason Grotto, Heather Gillers & Patricia Callahan, Broken Bonds: An Unprecedented
Analysis ofBond Spending in Chicago Finds a Pattern ofFinancial Desperation, Political Expediency
and Little Oversight, CHI. TRIB. (NOV. 1, 2013), http://trib.in/2rhon3d [https//permacc/BEA4-65RG]
(describing the increase in debt during Richard M. Daley's last term as mayor).
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controlled elections for all of the local governments in Chicago." These
governments thus had reasons to work together to produce outcomes that were
good for the machine as a whole and could therefore avoid collective action
problems. That is, the balkanized local governmental structure demands a
centralizing and coordinating political force-say, the original Daley
Organization. In a world with more open political systems, those with many
overlapping local governments will face problems, as intense policy demanders
on each issue are able to make demands.

C. Decline of State Law as a Check on the Tragedy of the Commons

The other major potential limit for commons problems among overlapping
local governments is state law. Local governments are, after all, creatures of state
law. States pass the laws that allow the incorporation of new local governments,
grant and limit the power to tax,89 require local entities to keep balanced budgets,
and regulate local government debt issuance." In theory, these limits are
sufficient to forestall the problem of excessive local indebtedness, at least
beyond the comfort level of state governments, which may be asked to bail out
the local government units.

These legal limits have weakened over time, making overlapping local
governments more likely to face simultaneous fiscal crises. First, states have
made it ever easier for new special districts to form by changing incorporation
laws over time to encourage the development of special districts.91 The creation
of new special districts is often a way around local debt limits, because they are
independent of one another and thus not subject to the same debt limits (and
sometimes not to any limit) even if they burden the same tax base.9
Consequently, tax and expenditure limits do not do much to reduce the effect of
overlapping local governments on taxing and spending behavior.9 3

Second, state courts have weakened the rules defining debt, allowing more
debt to be treated as part of a "special fund" and thus revenue debt that is not
counted against local tax and debt limits.' They have also sanctioned local
legerdemains to get around debt limits, balanced budget requirements, and
imposed tax and expenditure limits, including long-term service contracts or

88. Though, the second Mayor Daley did have lots of connections, including family members
serving as officers in County government See David Bernstein, Daley vs. Daley, CI. MAG. (Sept 10,
2008) https://www.chicagomag.com/Chicago-MagazinelSeptember-2008/Daley-vs-Daley
[https/perma.cc/SS9H-XN8T].

89. See Richard Briffault, Foreword: The Disfavored Constiution: State Fiscal Limits and State
Constitutional Law, 34 RUTGERS LJ. 907, 927-38 (2003) (discussing tax and expenditure limits on
local governments).

90. See Id. at 915-27 (discussing local debt limits and procedural rules for the issuance of debt).
91. See BERRY, supra note 5, at 28-31. A few states have created commissions for reining in

special district growth, but with only middling-levels of success. Id at 87.
92. Shoked, supra note 70, at 1254.
93. BERRY, supranote 5, at 116.
94. Briffault, supra note 89, at 918-19; Shoked, supra note 70, at 1253-54.
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buy-leaseback arrangements for property that look a great deal like debt.5 Third,
and most importantly, underfunding local pensions has not traditionally been

subject to local debt limits, even though it has become the largest source of local

indebtedness in many locales.%

The result of legislative chicanery and permissive judicial oversight is that

state laws do less than one might think, and less than they once did, to limit the

tendency of overlapping local governments to run into collective fiscal problems.

II.

CHAPTER 9 AND OVERLAPPING JURISDICTIONS

When overlapping local governments run into severe collective fiscal

problems, one possible response is to turn to the bankruptcy courts. However,

Chapter 9, the section of the Bankruptcy Code that applies to municipalities, was

not written to address the particular problems of overlapping municipalities.

Chapter 9 was explicitly modeled after (and largely incorporates) Chapter 11

bankruptcy, which itself is largely addressed to the problems of single-entity

firms. Bankruptcy courts applying Chapter 11 have developed a number of tools

for dealing with debtor conglomerates, such as joint administration and

consolidation. But because of the ultimately political nature of Chapter 9

municipal bankruptcies, these tools cannot be applied directly to overlapping

municipalities. In this Part, we outline why Chapter 9 is difficult to apply to

overlapping jurisdictions, and why Chapter 11 tools like joint administration and

substantive consolidation cannot be applied directly in Chapter 9.

When insolvent overlapping local jurisdictions face a collective fiscal

crisis, what can they or anyone else do to address their situation? State

governments have multiple tools for addressing local fiscal problems, from the

appointment of emergency managers or emergency financial control boards to

the greater provision of state aid.9 But once a local government is in a true fiscal

crisis and the state has decided it will not bail out the locality, there are fewer

options.

Localities can attempt to renegotiate the terms of debt with lenders, but

given the large number of holders of debt coordination is difficult and is likely

to be plagued by hold-out problems. As a result, voluntary restructuring deals

95. Briffault, supra note 89, at 918-25,927-38.
96. See Beennann, supra note 30, at 32 (noting that underfunding pensions does not count

against balanced budget requirements); Amy B. Monahan, When a Promise Is Not a Promise: Chicago-
Style Pensions, 64 UCLA L. REV. 356,401-11 (2017) (demonstrating that pensions do not usually count
against debt limits); Alicia H. Munnell, Jean-Pierre Aubry & Laura Quinby, The Impact ofPensions on
State Borrowing Costs, 14 CTR. FOR RETIREMENT RES. BOSTON C. 1 (2011), http://crr.bc.edulwp-
content/uploads/2011/02/slp_14-508.pdf [https://perma.ccd46CF-JUJ3] (highlighting the relative size of
pension obligations and general obligation debt).

97. See Omer Kimbi, Reviving Cities: Legal Remedies to Municipal Financial Crises, 88 B.U.
L. REV. 633, 664-84 (2008) (describing non-bankruptcy options states have to address local insolvency
crises); Kimhi, A Tale ofFour Cities, supra note 27, at 905-20 (same).
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can be very difficult or impossible, particularly without the threat of formal
bankruptcy. Localities can also simply default on debt, as Cleveland briefly did
in 1978, but defaulting does not extinguish legal claims against them.98 Under
federal law, states cannot set up state-specific municipal bankruptcy laws;
federal law expressly preempts any such effort." So absent a bailout or voluntary
restructuring agreement with creditors, an insolvent locality must rely on Chapter
9 of the Bankruptcy Code.

A. Chapter 9 in a Nutshell

Chapter 9 provides a mechanism for the "Adjustment of Debts of a
Municipality." It works as follows. A municipality commences a Chapter 9 case
by filing of a simple-form bankruptcy petition. A municipality's petition may be
accepted only if the municipality is insolvent, if the filing is authorized by state
law, and if the petition has been negotiated in good faith with any class of
creditors whose claims it intends to impair in Chapter 9.

When a municipality files for Chapter 9, most collection efforts against the
municipality outside of the bankruptcy court are stayed by a federal injunction.'l'
During the bankruptcy, the municipality continues to manage its assets and
affairs. Eventually the municipality will propose "a plan for the adjustment" of
its debts. o That plan must classify creditors' claims into separate classes,
specify the treatment of the claims, and provide for means of its
implementation."os A municipal debt adjustment plan can propose a broad range
of things, including paying little or nothing on particular classes of claims, with
the collection of any unpaid amounts then permanently enjoined.

Following a court-approved disclosure of plan terms, creditors' votes may
be solicited on the plan of adjustment.1'4 A plan may be confirmed if it is
supported by the requisite majorities of creditors'0 5 and comports with other

98. See Amanda Rugger, Three Decades After Cleveland Defaulted on Its Debts, Cities Face
Recession Budget Woes, U.S. NEWS & WORLD REP. (Dec. 15,2008), http://bitly/2Dgwi2f(describing
Cleveland's default).

99. See 11 U.S.C. § 903 (2012); Puerto Rico v. Franklin Cal. Tax-Free Trust, 136 S. Ct. 1938,
1942 (2016) (barring Puerto Rico from passing its own municipal bankruptcy law under § 903 despite
Puerto Rican municipalities not being eligible for Chapter 9 under 11 U.S.C. § 101(52)). Even if federal
law did notpreempt such efforts, it is unclear whether such a state law allowing for municipal bankruptcy
would violate the Contracts Clause of the Constitution. In 1946, the Supreme Court upheld a state
municipal bankruptcy law. Faitoute Iron & Steel Co. v. City of Asbury Park, 316 U.S. 502, 514-16
(1942). But courts have questioned whether Faitoute remains good law. See In re City of Detroit, 504
B.R. 191, 238 (Bankr. ED. Mich. 2013) ("The limited application of Asbury Park to its own facts has
been repeatedly recognized."); In re Jefferson Cty., 474 B.R. 228,279,279 n.21 (Bankr. N.D. Ala. 2012)
(stating that Asbury Park's "precedent status, if any, is dubious").

100. See 11 U.S.C. § 109(c) (2012).
101. See 11 U.S.C. §§ 362,901(a), 922 (2012).
102. 11 U.S.C. § 941 (2012).
103. See 11 U.S.C. §§ 502,901(a), 1123(a) (2012).
104. 11 U.S.C. § 1125 (2012).
105. 11 U.S.C. § 1126 (2012).
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various statutory requirements, including that it is "in the best interests of

creditors."106 If a plan is confirmed, then any debts owed by the municipality are

discharged to the extent they are not provided for by the plan.07 The effect of

the discharge is to permanently enjoin attempts to collect the unpaid debts.'0o

While Chapter 9 presents a potentially powerful set of tools for reducing a

municipality's indebtedness, Chapter 9 is not designed to address the problem of

overlapping municipal jurisdictions with a shared tax base. There are no

provisions in Chapter 9 relating to the problems of coordinating the shared

revenue base of such jurisdictions or ensuring that the overlapping jurisdictions

are all in bankruptcy. Instead, the statutory language about entering Chapter 9
considers filings by individual municipalities, and the steps that follow are all

addressed to individual municipalities. Overlapping municipalities facing linked

fiscal crises will find Chapter 9, as currently understood, to be a square peg for

the round holes in their budgets.

B. Solutions to the Multiple Debtor Problem in Chapter 11

The reason Chapter 9 does not have provisions relating to overlapping

municipalities is because it is a derivative procedure from Chapter 11
bankruptcy. Chapter 11 is the chapter of the Bankruptcy Code that is used for

corporate reorganizations and liquidations, but is not designed to deal with

debtor conglomerates. Because the typical large business filing for Chapter 11

consists of multiple legal entities, courts have developed some de facto methods

for handling multi-entity firms. These tools, however, are a poor fit for

addressing the problems of overlapping local governments, even if the idea

behind them--treating affiliated entities as one for the purposes of bankruptcy-

is precisely what is needed when dealing with insolvent overlapping local

governments.

1. Legal Entities vs. Economic Firms

When we speak of companies such as Apple or Coca-Cola, we generally

refer to them as a firm-an integrated economic unit. A "firm," however, is

typically not just one legal entity. Instead, a "firm" is usually a conglomerate of

numerous separate legal entities bound together by a web of property and

contract relations: the parent owns the subsidiary, which in turn owns further

subsidiaries, etc. The affiliated entities in a firm may also contract with each

other for the provision of common services, such as corporate treasury, payroll,

information technology, and human resources management, as well as for the

use of intellectual property licenses and leases of real property. These structures

106. 11 U.S.C. § 943(b) (2012).
107. 11 U.S.C. § 944 (2012).
108. 11 U.S.C. § 524(a) (2012).
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can potentially become quite complex. Enron, for example, had 177 subsidiaries
that filed for bankruptcy, but likely several multiples of that which did not."o0

All of this complexity is not without reason. Partitioning a firm into various
separate legal entities can benefit the firm overall. Asset partitioning limits
exposure to liabilities1 o as well as the scope of particular entities' regulatory
compliance requirements. Asset partitioning also facilitates asset-based
borrowing"1 ' and the sale and acquisition of corporate units through stock sales
rather than through asset sales."2 Yet, even as firms benefit from corporate
separateness, they can also selectively relax their internal legal boundaries
through intercompany guaranties of obligations, tax sharing agreements,
payments of intercompany dividends, internal contracting, and filing
consolidated tax returns and accounting statements.

Although multi-entity structures have been common for large businesses
for decades, the federal Bankruptcy Code is drafted as if it was meant for single-
entity debtor firms. When the Code was enacted in 1978, only the largest
businesses in the United States were structured as holding companies with
subsidiaries, and those businesses were not expected to utilize the bankruptcy
laws. The Bankruptcy Code was not drafted with the likes of General Motors,
Sears, and United Airlines in mind. Instead, the paradigmatic debtor was more
likely a small Seventh Avenue shmate shop--certainly not a blue-chip
company-even though there had been a handful of large bankruptcy filings
(particularly railroads) under the previous Bankruptcy Act." 3

The Code also lacks attention to multi-entity firms because multi-entity
firms per se have no legal personhood, only their component entities. Creditors
and shareholders are specific to particular entities, rather than to the
conglomerate as a whole. Therefore, bankruptcy petitions are filed on a per-
entity basis, rather than by the firm. Unlike tax, accounting, or banking law,
bankruptcy does not recognize the concept of a consolidated group. As a result,
the property of the bankruptcy estate is determined in reference to the actual
debtor entities, and the protections of bankruptcy law apply only to those entities
within a multi-entity structure that actually file bankruptcy petitions. Indeed,
sometimes certain entities within a firm are not eligible to file for bankruptcy.

109. Authors' count of cases on the Public Access to Court Electronic Records (PACER) website
listed as jointly administered with that of Enron Creditors Recover Corp. PUBLIC ACCESS TO COURT
ELECTRONIC REcORDS (2018), httpsl//www.pacer.gov [https://perma.cc/9R9A-FSQ9].

110. Henry Hansmann & Reinier Kraakman, The Essenial Role of Organizational Law, 110
YALE L. 387, 390 (2000).

111. Seeid.at420-21.
112. Morgan Ricks, Organizational Law as Commitment Device, 70 VAND. L. REV. 1303, 1303

(2017).
113. Interview with Rich Levin, Partner, Jenner & Block LLP (Feb. 3,2018). Rich Levin was a

staffer on the House Committee for the Judiciary from 1975 to 1978, where he played a substantial role
in drafting the Bankruptcy Code and the Bankruptcy Reform Act of 1978.
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Thus, the debtor's non-filing affiliates will not get the legal benefits of
being in bankruptcy. For example, one key protection of bankruptcy is the
automatic stay, which prohibits creditors of the debtor from pursuing collection
actions or seizing the debtor's assets without permission of the court during the
bankruptcy. If an affiliate of the debtor does not file for bankruptcy, creditors
can begin collection actions against the non-debtor affiliate." 4 A non-debtor
affiliate will also not normally benefit from the discharge injunction." 5

Likewise, because bankruptcy courts generally respect the legal separateness of
individual corporations within a multi-entity corporate group, it is possible for
transfers between such individual corporations to be voided as fraudulent
transfers or preferences."6 And bankruptcy does not recognize "triangular
setoff' in which debts owed to one affiliate can be offset against the obligations
of another affiliate."

2. Chapter 11 Tools for Dealing with Affiliated Debtors

While firms can benefit in various ways from internally partitioning
themselves into separate corporate entities, such partitioning can create
substantial confusion during a bankruptcy proceeding. These problems are
similar to the problems we see in overlapping local governments, which create a
need to treat multiple entities as if they were one in bankruptcy. Corporate
affiliates do too. They draw resources from many of the same sources, their
governance mechanisms are linked, and they have substantial capacity to transfer
resources and responsibilities between entities. This bespeaks a need to address
legally separate entities as a unified firm.

While bankruptcy law defers to corporate separateness, it is also a practice
area that is nothing if not practical. Courts are very cognizant that there may be
going concern value in a firm as a whole that is not readily attributable to any
particular entity."ls Take, for example, the case of the Los Angeles Dodgers
baseball team. The Dodgers hold their Major League Baseball franchise rights,
Dodger Stadium, and the parking lots surrounding the stadium in different legal
entities."' The value of any of these entities without the others is substantially
lower: a baseball stadium's value depends on having a team to play there, a sports
stadium in Los Angeles is of little value unless there is parking available, and the
value of the parking lots is dependent upon the activities at the stadium.

114. Lyondell Chem. Co. v. Centerpoint Energy Gas Servs. (In re Lyondell Chem. Co.), 402 B.R
571, 582 (Bankr. S.D.N.Y. 2009) (acknowledging the interdependent nature of a debtor and its non-
debtor affiliates and enjoining creditors fim pursuing redress against non-debtor affiliates).

115. 11 U.S.C. § 1141(d) (2012).
116. See, e.g., Senior Transeastem Lenders v. Official Comm. of Unsecured Creditors (In re

TOUSA, Inc.), 680 F.3d 1298, 1311 (11th Cir. 2012).
117. In re Lehman Bros., Inc., 458 B.R 134, 144 (Bankr. S.D.N.Y. 2011).
118. In re Nortel Networks, Inc., 532 B.R 494,560 (Bankr. D. DeL 2015).
119. Douglas G. Baird & Anthony J. Casey, No Erit? Withdrawal Rights and the Law of

Corporate Reorganizations, 113 COLUM. L. REV. 1, 2-3 (2013).
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Similarly, most multi-entity firms will have, at the very least, integrated cash

management and information technology systems. It is hard for an entity to
operate on its own when all of its cash and all of its email servers are actually
owned by another entity.120 Bankruptcy law has developed two non-statutory

tools to address multi-entity firms, even if formally each company is separate:

(1) joint administration and (2) substantive consolidation.

a. Joint Administration

Federal Rule of Bankruptcy Procedure 1015 allows for the joint

administration of separate bankruptcy cases of affiliated entities.121 Joint

administration is not automatic-affiliated debtors must each file their own

separate bankruptcy petition, but those petitions will be accompanied by a "First

Day" motion for joint administration. Such motions are virtually never opposed.

An order allowing for joint administration means that the associated cases are

heard before the same judge in joint hearings. Jointly administered cases also

have a common docket, notice list, and schedule of deadlines and hearings. All
of this produces certain administrative efficiencies.

Joint administration does not go very far, however, in terms of addressing

the economic realities of multi-entity debtors. In Chapter 1 1, jointly administered
debtors would, absent anything further, each be required to have their own

individual plans be confirmed. Nothing prevents debtors in jointly administered

cases from having a joint plan, but a joint plan would have to be separately

confirmed for each entity. Separate confirmation would mean that the creditors

and holders of interests in each affiliated debtor would have to be classified

separately and vote separately for each plan. Moreover, the requirement that

there must be one impaired class accepting the plan, not counting insiders, would

have to be satisfied for each individual debtor entity." This could be

problematic for entities with few outside creditors. Likewise, each plan would

require distinct findings by the court in order to confirm the plan. Confirmation

of one plan could be made contingent upon confirmation of the others, but doing

so would give tremendous holdout power to the creditors of every entity.

120. See eg., Jennifer Hughes, Winding Up Lehman Bothers, FINANCIAL TIMES MAG. (Nov.
7, 2008), httpsf//www.fLcomn/content/e4223c20-aadl-1 ldd-897c-000077b07658
[https*//perma.cc/5583-ZLAP] (noting that "[1]ike many global corporations, the bank swept all the cash
from its regional operations back to New York each night and released the funds the next day").

121. FED. R. BANKR.PROC. § 1015(b) (2017).
122. 11 U.S.C. §§ 1129(aX) (2012); compareln re Tribune Co., 464 B.R. 126, 180 (Bankr. D.

DeL 2011), on reconsidemtion, 464 B.R. 208 (Bankr. D. DeL 2011) (applying section 1129(aXO) on a
per-debtor basis) with JPMorgan Chase Bank, NA. v. Charter Commc'ns. Operating, LLC (In re
Charter Commc'ns), 419 BR 221, 266 (Bankr. SI.N.Y. 2009) (applying section 1129(aXO) on a per-
plan basis).
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b. Substantive Consolidation

Beyond joint administration, Chapter 11 bankruptcy practice also addresses
multi-entity firms through the equitable doctrine of substantive consolidation.
Substantive consolidation means that corporate separateness is disregarded, and
the assets and liabilities of separate, substantively consolidated entities are
treated as the common assets and liabilities of a single entity. Thus, the claims
of creditors of separate entities would all become claims against a single
consolidated entity that would hold the assets of all of the separate entities. This
has significant distributional consequences.

To illustrate, imagine two related debtors, both with unsecured liabilities of
100 but one with assets of 50 and the other with assets of 90. Absent
consolidation, the general unsecured creditors of the first debtor would recover
fifty cents on the dollar (as their recoveries are pro rata),1" while those of the
second debtor would do much better, getting ninety cents on the dollar. With
consolidation, we have a debtor with liabilities of 200, but assets of 140. That
means all creditors recover seventy cents on the dollar. The creditors of the first
debtor have done much better, while the creditors of the second debtor have done
much worse. Presumably, the creditors of the first debtor would support
consolidation, while those of the second debtor would oppose it vigorously. Not
surprisingly, involuntary substantive consolidation pushed by certain creditors
(such as those of the first debtor in the example above) is likely to be litigated,
and the judicial standard for approval of an opposed substantive consolidation
motion is quite high.124

Substantive consolidation also affects intercompany obligations. Suppose
the first debtor in the situation above owed the second debtor 20. Thus, 20 of the
first debtor's liabilities and 20 of the second debtor's assets are based on this
intercompany debt. When consolidated, that intercompany debt simply
disappears. The consolidated assets would be not 140, but 120, while the
consolidated liabilities would decrease accordingly, from 200 to 180. The pro-
rated payout would thus be lowered to sixty-seven cents on the dollar.

The proponent of non-consensual substantive consolidation faces a high
hurdle in court, but non-consensual consolidation is rare. Instead, substantive
consolidation is usually consensual, and it is in fact the norm, at least in large
bankruptcies, but it will not be full substantive consolidation in the sense of the
various corporate entities being legally merged together. Instead, the typical
substantive consolidation is more limited--it is a deemed consolidation solely
for voting and distribution purposes in bankruptcy. This means that corporate
separateness is maintained as a legal matter for all other purposes, so that post-
bankruptcy the various entities remain separate. Thus, a typical large bankruptcy

123. 11 U.S.C. § 726 (2012).
124. See, eg., Drabkin v. Midland-Ross Corp. (In re Auto-Train Corp., Inc.), 810 F.2d 270,279

(D.C. Cir. 1987); Union Savings Bank v. AugieRestivo Baking Co., Ltd (In re Augie/Restivo Baking
Co., Ltd.), 860 F.2d 515,520 (2d Cir. 1988); In re Owens Coming, 419 F.3d 195,211 (3d Cir. 2005).
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will be both jointly administered and have a joint plan that provides for deemed
substantive consolidation solely for voting and distribution purposes.

Such deemed consolidation will, of course, harm some creditors and benefit
others, but it is rarely challenged for a simple reason: creditors cannot readily
discern if they are better or worse off because of the consolidation. In order to
do so, they would need to know what the particular assets and liabilities are of
each debtor entity, including inter-affiliate obligations, but such information is
often unavailable or unreliable. Corporations frequently transact with their
affiliates and internal record-keeping often leaves something to be desired. An
invoice might be sent to one affiliate, but paid by another, and there is scant
reason for a firm to keep track of separate corporate assets when there is
integrated cash management-effectively a routine pooling of assets. The
cancellation of intercompany debts (itself common in Chapter 11 plans)
addresses some of this problem, but not all, as there can be questions about the
ownership of jointly produced assets.

Ultimately, it is often unclear what the assets and liabilities of any particular
entity within a firm are, so creditors cannot tell if they are like the creditors of
the first debtor or the second debtor in the example above. While these questions
can be sorted out through forensic accounting, doing so is costly. Substantive
consolidation affects only unsecured claims and equity interests; payment of
secured claims and administrative expenses do not depend on which entity owns
which assets because the secured claim is secured by a lien on the asset and the
administrative expense must be paid in full in Chapter 11.125 Any forensic
accounting would be an administrative expense of the bankruptcy estate that
would be paid before general unsecured creditors.'26 Additionally, forensic
accounting takes time. For example, homebuilder TOUSA's bankruptcy
involved bankruptcy filings by thirty-eight different entities, which had engaged
in multiple intercompany transactions.127 It took four weeks of forensic analysis
to sort through just one month of the intercompany transactions.128

125. See 11 U.S.C. § 1129(aX9XA) (2012).
126. 11 U.S.C. §§ 503(b), 507(a)2) 726(a), 1129(aX7) (2012).
127. See, e.g., Notice of Filing of Clean and Blackline Versions of the Disclosure Statement for

Amended Joint Plan of Liquidation of TOUSA, Inc. and Its Affiliated Debtors and Debtors in Possession
under Chapter 11 of the Bankruptcy Code at 1 n.1, 4, In re TOUSA, Inc., No. 08-10928 (Bankr. S.D.
Fi June 21,2013) (Docket No. 9246).

128. Disclosure Statement and Amended Joint Plan of Liquidation of TOUSA, Inc. and Its
Affiliated Debtors and Debtors in Possession Under Chapter 11 of the Bankruptcy Code at 76-77, In re
TOUSA, Inc., No. 08-10928 (Bankr. S.D. Fla. June 21, 2013) (Docket No. 9169). TOUSA did not
undertake a deemed consolidation. Amended Joint Plan ofLiquidation ofTOUSA, Inc. and Its Affiliated
Debtors and Debtors in Possession under Chapter 11 of the Bankruptcy Code, June 21, 2013 Version of
Proposed Plan, Exhibit 1, at 28, In re TOUSA, Inc., No. 08-10928 (Bankr. S.D. Fla. June 21, 2013)
(Docket No. 9245). Instead, TOUSA elected to treat its intercompany transfers as equity interests, which
received no distribution in its joint plan of liquidation. Id at 41, 53. This effective cancellation of
intercompany obligations is a lesser form of consolidation in which certain intercompany assets and
liabilities are cancelled out, but not arm's length obligations to outsider creditors.
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Time is money in bankruptcy. Few creditors are willing to wait years for

clarity about intercompany finances, both because such clarity might actually
reduce their recoveries and because the delay is itself costly. Unsecured creditors
are particularly vulnerable to the costs of delay in bankruptcy for several reasons.

First, the debtor would generally need financing while in bankruptcy, and that
post-petition financing would have priority over the unsecured claims of pre-

petition creditors.12 9 The delay necessitated by accounting could thus transfer

substantial value from unsecured creditors to the post-petition lender. Second,
delay means that even if creditors get paid, they will get paid later. Unsecured
creditors do not receive interest in a Chapter 11,130 so delay is expensive because

there is no compensation for lost time value. Also, there are ordinarily no
distributions in a bankruptcy case until a plan has been confirmed and becomes

effective, which negatively affects creditors' liquidity. Third, delay could also

harm the debtor's prospects of reorganizing because of loss of customer and

vendor confidence. Unsecured creditors might thus recover less in a liquidation

than if paid out over time from the firm's future earnings.

On top of this, any creditor objecting to a consolidation would bear its own

litigation costs, exposing it to free-riding; the standard bankruptcy collective
action device of an Official Committee (whose costs are borne by the bankruptcy
estate) is unlikely to be available. There is usually one Official Committee of

Unsecured Creditors for all jointly administered cases, and the Official

Committee would likely be conflicted out of acting because some of its members
might benefit from consolidation and others might not.

All of this means that an unsecured creditor would have to expect a

substantial improvement in its recovery in bankruptcy as the result of preventing
a deemed consolidation in order to make it worthwhile to object to the

consolidation. Few unsecured creditors are likely to have such confidence as to

object.
The lack of clarity about intercompany assets and liabilities also

discourages objections to consolidation because an objection to the deemed

consolidation might actually be self-defeating. If a creditor is in fact a beneficiary

of substantive consolidation, it will, by definition, mean that another creditor is
harmed by it and will have good grounds to object, thereby depriving the first
creditor of the benefit of substantive consolidation. In other words, creditors are
generally willing to trade the uncertainty of outcomes under separate bankruptcy
plans for the speed and certainty of a consolidated bankruptcy plan.

Thus, while In re Owens Corning, the leading case on substantive

consolidation, declares that the remedy is "one of last resort after considering

and rejecting other remedies,""' what is rare is for a court to approve a
substantive consolidation in the face of an objection. Such objections, however,

129. See 11 U.S.C. § 364(c)-(d) (2012).
130. The exception is in solvent cases. See 11 U.S.C. § 726 (2012).
131. In re Owens Corning, 419 F.3d 195,211 (3d Cir. 2005).
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are themselves rare; most of the time substantive consolidation goes
unchallenged in large bankruptcies.

3. Chapter 11 Tools Are Unlikely to Work in Chapter 9

Corporate bankruptcy practice addresses conglomerates largely through
non-statutory doctrine like deemed substantive consolidation. The natural
differences between corporate and municipal bankruptcy make it difficult to
transfer corporate bankruptcy doctrines to a Chapter 9 context. While joint
administration and deemed substantive consolidation generally work well
enough in corporate bankruptcies, there is reason to doubt how well these tools
would work if applied to municipal bankruptcies. That said, the basic idea behind
these tools-treating linked entities as one for the purpose of bankruptcy-is
exactly what is necessary in the context of insolvent overlapping local
governments. While this Part will show that Chapter 11 tools as they currently
function would not work in Chapter 9, Part m will provide some doctrinal and
statutory reforms that would make them work for insolvent overlapping local
governments.

On its face, Federal Rule of Bankruptcy Procedure 1015 has no application
to overlapping municipal governments. It only applies to "a debtor and an
affiliate," whose cases are in the same court.'32 The statutory definition of
"affiliate" refers to entities with common equity ownership or control."'
Overlapping municipalities are not "affiliates" under the Bankruptcy Code
because they are not under common equity ownership.

Yet the concept of joint administration is completely plausible to apply to
Chapter 9, and nothing expressly forbids it.134 It is hard to read Rule 1015 as
having a negative implication that prohibits joint administration in situations it
does not address because ministerial administration is ultimately a matter left to
courts' discretion; Rule 1015 creates no right to joint administration, nor does it
provide what joint administration actually means in practice.

132. FED. R. BANKR. PROC. § 1015(a) (2017).
133. See FED. R. BANKR. PROC. § 9001 (2017); 11 U.S.C. § 101(2) (2012); FED. R. BANKR

PROC. § 1015 (2017).
134. A special challenge would exist in the limited subset of cases in which overlapping

municipalities span multiple judicial districts or even circuits. For example, the Port Authority of New
York and New Jersey covers the Southern District of New York, Eastern District of New York, and
District of New Jersey. That would in theory allow the Port Authority to choose its restructuring venue,
but it also means that fiscal problems in, say New York City, will affect the Port Authority, which will
in turn affect New Jersey municipal governaments. (It is not clear, however, if the Port Authority is
eligible under the current text of the statute, as it is not a municipality but a bi-state compact) A special
challenge would also exist for metropolitan regions that cross judicial districts' borders. For example, a
Chicago fiscal crisis could result in businesses departing the region, which would have a spillover effect
on municipal govermments in suburban communities in northwest Indiana. While the concept ofjoint
administration is readily adaptable to filings by multiple municipalities in the same district, cross-district
joint administration would present an additional, although not insurmountable, procedural challenge that
is beyond the scope of this Article.
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For joint administration to be possible in any form, however, it is necessary
for multiple governments, first, to be given authorization to file and, second, to
in fact do so. Creditors cannot force governments into bankruptcy-there is no
involuntary municipal bankruptcy. As a result, collective action problems among
overlapping jurisdictions, in theory, could lead to one or multiple local
governments "holding out." Governments could refuse to file knowing that a
bankruptcy of another overlapping government will result in that government
becoming deleveraged, thereby freeing up tax revenue for those government
entities that do not file for bankruptcy. In other words, governments may seek to
free-ride on other overlapping governments' bankruptcies.

Substantive consolidation is more problematic when applied to Chapter 9.
First, there is usually little question about the division of assets and liabilities
among overlapping municipalities. It is quite clear what the assets and liabilities
of the City of Chicago, Cook County, Illinois, and the Chicago Public Schools
are. Generally speaking, overlapping municipalities share a tax base, not assets.
There might be some inter-entity guaranties, but they are unlikely to muddy the
waters enough to produce the uncertainty that leads Chapter 11 creditors to prefer
the speed of consolidation over separate plans.

Second, legal separateness is much more prominent with overlapping
municipalities than with corporate affiliates. Creditors may not realize which
corporate affiliates they are really dealing with: one affiliate is formally liable on
a contract, but another pays the invoices. But there is no question about which
entity is the counterparty when dealing with municipalities. Moreover, separate
municipal governments are much more likely to have neater observance of
corporate separateness than affiliated firms. Clear creditor reliance on corporate
separateness and debtor observance of such separateness makes it much harder
for a court to approve a contested consolidation.

Third, there is unlikely to be serious operational integration among
overlapping municipalities.135 Municipalities will not share cash management,
human resources, or information technology systems, although they occasionally
have combined pension systems.

Where municipalities will potentially overlap, however, is in their tax base
and in their electorates. But while this is substantively very important, it is not a
formal entanglement. Creditors can see which entity is better funded-even if
that is simply the result of past taxing decisions that can be reversed by the shared
electorate--and are unlikely to accept a consolidation if they own debt in the
richer entity.

Deemed consolidation does not easily address this problem as it currently
operates. That said, the basic idea is very attractive for overlapping governments.

135. Cf Lyondell Chen. Co. v. Centerpoint Energy Gas Servs. (In re Lyondell Chem. Co.), 402
B.R 571,582 (Bankr. S.D.N.Y. 2009).
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For something like consolidation to work, there need to be a variety of statutory
and doctrinal changes to Chapter 9.

C. Addressing Overlapping Municipalities in Chapter 9

While Chapter I1's tools for dealing with affiliated debtors are of little use
for Chapter 9, it is possible to develop rules within the framework of Chapter 9
that will address the problems of fiscally-distressed overlapping municipalities.
Although Chapter 9 explicitly addresses situations where only one municipality
is involved, we argue that it has two essential traits that make it possible to
address the problems of overlapping jurisdictions.

First, Chapter 9 differs from corporate bankruptcy in the inherently political
nature of the court's role. Because a municipality lacks owners or shareholders
and cannot be liquidated, the court is not ultimately engaged to maximize the
value of the filing entity for creditors or other stakeholders. Instead, the court is
engaged in the political task of addressing the problems of excessively indebted
municipalities. Courts in Chapter 9 cases are forced to answer irreducibly
political questions like how poor public services should be allowed to become
before bondholders should be impaired, or how credible the municipal
politicians' proposed plan of adjustment is.136 This allows, and indeed may
require, courts to consider the complications created by overlapping jurisdictions
when facing Chapter 9 cases.

Second, Chapter 9 provides a huge degree of flexibility to both the cities
that file and the courts that manage cases. Like a Chapter 11 corporate debtor, a
municipal debtor files for bankruptcy, operates in bankruptcy for some time
behind the shield of the automatic stay while negotiating a plan with creditors,
and eventually leaves bankruptcy pursuant to a judicially approved plan. But in
Chapter 9, at each stage, creditors are systematically weaker and there is more
space for creative policy determinations to be made by both the court and the
filing municipality. Given this flexibility, courts, cities, and states have some
capacity to take into consideration factors outside of the bounds of Chapter 9's
statutory language, including the problems created by overlapping jurisdictions.

An exploration of some of the steps of a Chapter 9 case in the following
sections reveals the political nature of the questions being asked and the wide
discretion available to courts and filing parties.

1. Entering Bankruptcy

A municipal debtor filing for protection under Chapter 9 must, in order to
enter bankruptcy, show that it meets the requirements laid out in the Bankruptcy
Code: that it has been specifically authorized to file for bankruptcy by its state
government, is insolvent, has a desire to effect a plan to adjust its debts, and has

136. Levitin, Bankrupt Politics, supra note 31 (describing the inevitably political nature of
Chapter 9 decision-making).
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attempted to negotiate its debts in good faith with its creditors unless such
negotiation is impractical.'" This stands in contrast to the corporate debtor, who
must only show that it is a person that resides in the United States and is not a
prohibited type of financial institution.'3 8 In several of these steps, however,
there is substantial discretion for bankruptcy courts to determine whether these
prerequisites to filing have been satisfied. That discretion creates space for courts
to consider the issue of overlapping jurisdictions.

a. Insolvency

The Bankruptcy Code defines insolvency by whether a municipality is
"unable to pay its debts as they come due" or "generally not paying its debts as
they become due."139 By imposing this requirement, Chapter 9 may lead cautious
cities to delay filing for bankruptcy until their financial situation is so dire as to
limit the potential options for restructuring, limiting the efficacy of Chapter 9.

In response to this concern, judges have interpreted the insolvency standard
flexibly. For example, in the City of Vallejo, California's bankruptcy, certain
creditors challenged the insolvency of the city, arguing that it could have paid its
debts as they came due by raiding certain restricted-access funds.14 The
bankruptcy court rejected the creditors' contention, finding that it would not have
been "[p]ruden[t]" to raid those restricted-access funds--essentially drawing a
line between acceptable and unacceptable levels of difficulty in making
payments on debts as they come due.141 In reviewing the decision, the Ninth
Circuit's Bankruptcy Appellate Panel granted significant deference to the
finding by the bankruptcy court because the "insolvency" determination is not
as mechanical as the text of the Bankruptcy Code might indicate.142

Overlapping local governments make the insolvency determination more
difficult. What if a city could meet its burdens only if an overlapping government
reduced its taxes, creating fiscal space for the distressed government to increase
revenues? What if a decision to raise taxes or reduce services to head off
bankruptcy would push another jurisdiction into bankruptcy by eroding the
shared tax base by spurring sufficient exit from the area? It is hard to know how
courts would address these questions, but the answer may lie in a doctrine created

137. 11 U.S.C. § 109(c) (2012).
138. 11 U.S.C. §§ 109(a), (b), (d). However, a corporate debtor that is not in financial distress

might have its petition dismissed for bad faith, under 11 U.S.C. § 1112. See In re Marshall, 403 B.R.
668,690 (C.D. Cal. 2009) ("[T]he potential appellate bond brought the debtors to the brink of insolvency
and, thus, their filing was in good faith.").

139. 11 U.S.C. § 109(cX3); 11 U.S.C. § 101(32)(BXi) and (ii).
140. In re City ofVallejo, 408 B.R. 280 (B.A.P. 9th Cir. 2009).
141. Id. at 293.
142. See id But see In re City of Bridgeport, 129 BR. 332, 335--36 (Bankr. D. Conn. 1991)

(rejecting Bridgeport's Chapter 9 filing because it was not insolvent, despite having a deficit, as it had
access to a fund of bond proceeds that allowed it to make payments).
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to address the poor fit of the statutory definition of insolvency and larger
municipalities.

Traditionally, Chapter 9 was mostly invoked by smaller municipalities that
experienced sharp, one-time fiscal shocks: the revenue from an illegal speed-trap
on the Interstate would be cut off,' 43 or a tax on topless dancers would be
declared unconstitutional.1" These small municipalities were often unable to
make their next scheduled debt payment or even make payroll at the end of the
week. But as bigger municipalities facing structural problems have begun to look
at Chapter 9, the insolvency requirement has become more constraining. After
all, a city like Detroit or Stockton, CA often could make its next debt payment
by selling assets or firing the entire police force. But doing so would be harmful
both for residents and for debt holders in the long run.

Courts have responded to this problem by interpreting the insolvency
requirement to encompass "service delivery insolvency." 45 This doctrine was
first introduced in the Chapter 9 case of Stockton, California, where the
bankruptcy court pointed out that the municipal government offered residents
such a poor set of municipal services that it should be understood to have no
ability to pay its bills as they become due. After finding that it could not make
its payments, the court noted that "the police department has been decimated,"
"the crime rate has soared," and "[p]olice often respond only to crimes-in-
progress."'" The court concluded that the concept of service delivery insolvency
supported its finding of insolvency.147 That is, Stockton was "service delivery
insolvent." 48 And "[t]hat it was service delivery insolvent confirms that the cash
insolvency was not a mere technical insolvency." 49

Service delivery insolvency was also central to the most important Chapter
9 eligibility ruling to date-Detroit's Chapter 9 case. In finding that Detroit
suffered from service delivery insolvency, the bankruptcy court discussed in

143. See Tony Thornton & Sheila Stogsdill, Moffet Seeks Bankruptcy Protection: Town Bears
Toll ofDesignation as a Seed Thap and Debts Incurred by the Late Mayor, NEWSOK (Feb. 2, 2007),
http://bit1y/2mlD8GT [https//perma.cc6TWA-MFJW].

144. See Nicholas J.C. Pistor, Washington Park Files for Bankruptcy Protection, ST. LOUIS
TODAY (July 31, 2009) (describing Washington Park, IL's repeated bankruptcy filings following
successful challenges to topless dancer license fee).

145. See In re City of Stockton, California, 493 B.R. 772,781 (Bankr. E.D. Cal. 2013). Although
the court introduced the concept in the Stockton case, it quite clearly drew on the findings in the prior
bankruptcy case ofVallejo, CA, in which an appellate court affirmed a bankruptcy court's determination
of insolvency in part on the grounds that "Vallejo could have cut more services, but the court found that
it had reduced expenditures to the point that municipal services were underfunded. More importantly,
the court found further funding reductions would threaten Vallejo's ability to provide for the basic health
and safety of its citizens." In re City of Vallejo, 408 BR. 280, 294 (BAP. 9th Cir. 2009), af'g In re
City of Valeo, No. 08-26813-A-9, 2008 WL 4180008 (Bankr. ED. Cal. Sept. 5,2008).

146. In re City ofStockton, 493 B.R. at 789-90.
147. Id.
148. The court also found Stockton to be "cash insolvent," or not paying its debts today, and

"budget insolvent," or unable to meet payments based on expected revenues. Id. at 789-91.
149. Id. at 791.
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great detail how bad local services had become, pointing out the number of
streetlights that did not work, the lengthy police response times, and the extent
of local blight.5 0

In both Stockton and Detroit, the bankruptcy courts found that the city at
issue was unable to pay its debt and was service delivery insolvent. As a result,
it is unclear whether service delivery insolvency alone can be enough to sustain
an insolvency finding. Some cities may test this proposition: the City of East
Cleveland, Ohio, for example, continues to pay its debts, but may be unable to
maintain basic service provision, and on that basis has sought permission from
the state to file for bankruptcy.5 1

To be sure, even defining the standard for service delivery insolvency will
be challenging.152 The standard may refer to services so bad they actually reduce
revenue by encouraging residents to leave the jurisdiction. Alternatively, it may
refer to a level of service that falls below some minimum level known only to
the judge making the determination.'5 3 Or the standard may be something else.
Courts have not explained how to judge service delivery insolvency, nor is it
clear what law they would draw on to do so.

Overlapping local governments further complicate the problem of defining
service delivery insolvency. Which government's services must be sufficient?
What if a government can provide sufficient services only by raising revenues to
the point that another government cannot provide sufficient services? And so
forth.

Service delivery insolvency, as well as our proposal in Part IH.B. 1 for a tax
base insolvency approach, is admittedly the product of the inherently political
nature of resolving the insolvency of municipal governments. Moreover, as one
of us has argued, Chapter 9 cases are very different from other bankruptcy
cases.'5 4 There is no option to liquidate a city. 5 5 Furthermore, creditors cannot
be given equity in a reorganized city, as there is no such thing as an equity
interest in a municipality. Constitutional protections for states mean that federal
courts cannot force localities to file for bankruptcy or to accept a court-generated
plan of adjustment.15 6

150. In re City of Detroit, 504 B.R 191,214 (Bankr. E.D. Mich. 2013).
151. Emily Bamforth, East Cleveland Wants to File for Bankruptcy, CLEVELAND.COM (May 4,

2016), http://bit.1y/1Y98VE3 [https*//perma.cc/GVZ2-LL77].
152. See Anderson, supra note 31, 1192-94 (discussing the diffculty of defining service delivery

insolvency).
153. What makes this doctrine confusing is that state residents have no general right to municipal

services of any level. Id Residents of jurisdictions that have not gone bankrupt (particularly
unincorporated areas) often have even worse local services. See Michelle Wilde Anderson, Mapped Out
ofLocal Democracy, 62 STAN. L. REV. 931 (2010) (unincorporated areas on the edges of cities often
lack basic services).

154. Levitin, Levitin, Bankrupt Politics, supra note 31.
155. Id
156. Cf Gillette & Skeel, supra note 31, at 1208-16 (discussing constitutional limits on Chapter

9).
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A court in a Chapter 9 case has a different role than a court in a traditional
corporate bankruptcy case. A Chapter 9 court must inevitably answer questions
that, in other contexts, would be considered beyond the scope of the judiciary
and best left to political branches. The question of service delivery insolvency
highlights this. What seems like a technical inquiry-whether a government can
pay its debt now or in the future-ends up devolving into a political question of
whether residents have a right to some level of public services.

b. Good Faith

Other aspects of the Chapter 9 eligibility determination allow and indeed
require a similar type of judicial involvement in what would otherwise be
political questions. Chapter 9 imposes an explicit "good faith" requirement on a
debtor seeking protection.157 As with the insolvency determination, the
bankruptcy court has discretion in its determination of whether the municipality
has filed for bankruptcy in "good faith."'58 For example, in In re Sullivan County
Regional Refuse Disposal District, the bankruptcy court dismissed a petition on
the basis of a lack of good faith where the municipality, despite being insolvent,
refused to exercise its authority to assess a tax on its tax base.'59 This stands in
very sharp conflict with the statutory rule that, once a jurisdiction has entered
Chapter 9, the court cannot order it to raise taxes.'60

To the extent that bankruptcy courts judge "good faith" based on the real
limitations on local ability to pay, a bankruptcy court could account for the issue
of overlapping jurisdictions by noting the extent to which a municipality's ability
to raise tax revenue may be practically constrained by the taxing choices of
overlapping jurisdictions. If this inquiry requires understanding the context in
which spending and taxing decisions are made, then courts should also consider
the external limitations on the decision-making of a government that files under
Chapter 9, including the interactions between local governments.

157. 11 U.S.C. § 109(cX5)(B) (2012). Under section 109(cX5), a debtor must show one of the
following: that the majority of the creditors in each class consent; that it has negotiated with creditors in
good faith and failed to come to an agreement; that it is unable to negotiate with creditors; or that a
creditor is trying to obtain a preferential transfer of some kind. This requirement is referred to as the
"good faith" requirement because the other three ways of meeting the section 109(cX5)(B) are not
relevant in most municipal bankruptcies. The section 109 good faith requirement is distinct from both
the statutory good faith plan confirmation requirement of section 1129(aX3) and the federal common
law good faith filing doctrine. See In re SGL Carbon Corp., 200 F.3d 154 (3d Cir. 1999) (discussing the
good faith filing doctrine); Solow v. PPI Enterprises (U.S.), Inc., (In re PPIEnterprises (U.S.), Inc.),
324 F.3d 197, 210-11 (3d Cir. 2003) (discussing the good faith filing doctrine).

158. 11 U.S.C. § 921(c) (2012).
159. In re Sullivan County Regional Refuse Disposal Dist, 165 B.R. 60, 82-83 (Bankr. DN.H.

1994).
160. See Picker & McConnell, supra note 31, at 474, (discussing whether Chapter 9 as written

might allow a court to order tax increases under its discretion).
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2. Exiting Bankruptcy

Between the filing of a municipal bankruptcy and plan confirmation, the

court plays a more limited role than it does during a corporate bankruptcy. There

is no "bankruptcy estate" created in Chapter 9, unlike in Chapter 11,161 so the

debtor's assets are not in a constructive trust for creditors. Thus, under section

904 of the Bankruptcy Code, "unless the debtor consents or the plan so provides,

the court may not ... interfere with .. . any of the political or governmental

powers of the debtor; any of the property or revenues of the debtor, or the

debtor's use or enjoyment of any income-producing property."l62 Similarly, the

municipality does not need the bankruptcy court to approve the use, sale, or lease

of assets outside of the ordinary course of business.` The municipal debtor,

however, still reaps the protections of the automatic stay,'" which prevents

creditors from suing the municipal debtor to collect on obligations without

permission of the bankruptcy court. Further, the protections for secured creditors

during municipal bankruptcy are different, and largely weaker, providing much

less of a constraint on municipal debtors during bankruptcy.16s Finally, only the

municipality can propose a plan of adjustment to exit bankruptcy.'" Unlike in a

corporate bankruptcy, creditors cannot propose competing plans.161

During the course of a Chapter 9 proceeding, the bankruptcy court's power

is in approving settlements, appointing mediators, and holding the threat of

kicking a municipality out of bankruptcy for unreasonable delay or failure to

161. Section 541 of the Bankruptcy Code creates a new juridical entity, the bankruptcy estate,
which accedes to all non-exempt property in which the debtor has an interest. 11 U.S.C. § 541 (2012).
Section 901 of the Bankruptcy Code does not make section 541 of the Bankruptcy Code applicable in
Chapter 9. 11 U.S.C. § 901 (2012).

162. 11 U.S.C. § 904 (2012).
163. See 11 U.S.C. § 901 (providing that section 363 of the Bankruptcy Code, 11 U.S.C. § 363,

does not apply in Chapter 9). See also Picker & McConnell, srupra note 31, at 462-63 (explaining why
municipalities have a greater degree of control in Chapter 9 cases than non-municipal corporate debtors
in Chapter 11 cases).

164. See 11 U.S.C. § 901 (incorporating 11 U.S.C. § 362; 11 U.S.C. § 922).
165. A secured creditor can request that the automatic stay be lifted if it is not provided with

adequate protection against the depreciation of its collateral. See 11 U.S.C. § 362(d)(1) (2012). In the
corporate bankruptcy context, the lifting of the stay would enable a secured creditor to foreclose on its

collateral. The lifting of the stay does little to help a secured creditor against a municipality, however,
because state law remedies against municipal debtors are highly limited. State courts generally do not
authorize the seizure of assets, the garnishment of bank accounts, or other traditional remedies for
collecting on a debt owed by a municipality. Picker & McConnell, supra note 31, at 427-450 (discussing
creditors' remedies in cases of municipal insolvency prior to the creation of municipal bankruptcy law).
The bankruptcy court's only instrument to protect secured creditors' power is to make the damages

resulting from the automatic stay payable as an administrative expense of the bankruptcy estate. See 11
U.S.C. § 922(c). But because state law remedies against municipal debtors may be highly limited, it
would not always be easy for a secured creditor to show that it could have protected the collateral absent
the automatic stay, which would limit the impact of this protection.

166. 11 U.S.C. § 941 (2012).
167. See 11 U.S.C. § 1121(b)-(c)(2012).
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propose or have a plan accepted within the time set by the court.16 The court can
also exercise influence less formally by delaying rulings or by encouraging
settlements through the threat of adverse rulings.6 In the Detroit bankruptcy,
for example, these powers allowed the court to influence how the city operated
during bankruptcy as well as the ultimate plan proposed by the city.17o The
bankruptcy court cannot, however, order the debtor to operate in a particular
way,17 ' and unlike in Chapter 11, there is no threat of an appointment of a trustee
to discipline the debtor's actions.

The role of the bankruptcy court waxes dramatically, however, during the
plan confirmation process. The confirmation process forces the court to make
judgments about the proper scope and capacity of municipal governments. The
plan confirmation allows courts to consider the problem of overlapping local
governments. In particular, courts must make findings about the plan being
"feasible" and in the "best interest" of creditors. Both analyses are inevitably
affected by the problem of overlapping municipal jurisdictions.

a. Best Interests

To confirm a Chapter 9 plan, the court must find that a plan is "in the best
interests" of creditors.17 2 This "best interests" test creates room yet again for
bankruptcy courts to consider the issue of overlapping jurisdictions. The "best
interests" test in Chapter 9 is different from what is often referred to as the "best
interests" test in Chapter 11. In Chapter 11, the phrase "best interests" does not
appear in the statute, but the phrase is nonetheless used to refer to a requirement
that a plan pay all impaired, non-accepting creditors at least as much value as
they would receive in a hypothetical Chapter 7 liquidation of the debtor.'73 The
Chapter 11 evaluation therefore requires determining, for each creditor, what a
recovery would have been in a hypothetical Chapter 7, and then comparing the
Chapter 11 plan to that baseline.

168. 11 U.S.C. §§ 327 (giving the court power to appoint qualified professionals, such as
mediators), 363(b) (requiring notice and a hearing before the trustee may use, sell, or lease the property
of the debtor outside of the ordinary course of busmes-a provision that covers settlements), 930
(discussing dismissal of a bankruptcy case); FED. R. BANKR. PROC. § 9019(a) (granting the court power
to approve settlements).

169. For example, a judge might announce from the bench that he is generally inclined to rule
one way on an issue, but wants to consider it further and is unlikely to produce a final opinion for a
week. Such an announcement is effectively a way oftelegraphing to parties the relative strengths oftheir
positions and encouraging a voluntary settlement that saves judicial resources and enhances certainty by
precluding the possibility of an appeal.

170. Melissa Jacoby, Federalism Form and Function in the Deroit Bankruptcy, 33 YALE J. REG.
55, 74-81 (2016).

171. 11 U.S.C. § 904 (2012). Cf 11 U.S.C. § 363(b) (requiring notice and a hearing before the
trustee may use, sell, or lease the property of the debtor outside of the ordinary course of business).

172. 11 U.S.C. § 943(bX7) (2012).
173. 11 U.S.C. § 1129(aX7)(AXii) (2012). See, e.g., In re Sierra-Cal, 210 BR 168 (Bankr. E.D.

Cal. 1997).
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Chapter 9 actually uses the "best interests" terminology, but in Chapter 9,
the evaluation is not done on a creditor-by-creditor basis. Instead, it is done for
the creditor community as a whole, which requires a judgment by the bankruptcy
court about the relative importance of each creditor class.74 Because there is no
liquidation alternative for municipalities, the Chapter 9 "best interests" test does
not compare how creditors fare in the plan to how they would fare in liquidation.
Instead, the Chapter 9 "best interests" test compares how creditors fare under the
proposed plan to how they would fare without any plan at all.' Given the
limited remedies available to creditors at state law, when a municipality decides
to simply stop paying its debts, this can be a very low bar.

The "best interests" test in Chapter 9 presents another opportunity for
bankruptcy courts to consider the issue of overlapping jurisdictions. For
example, if there is a shared creditor base (say, pension plans to which multiple
governmental entities are supposed to contribute), a plan that pushes an
overlapping jurisdiction into insolvency without any plan for reconciling the
obligations might be considered not in the "best interests" of the creditors.

b. Feasibility

The Bankruptcy Code also imposes a feasibility requirement on plans of
adjustment for municipal debtors.'76 Under Chapter 9, the Bankruptcy Code only
says that a plan must be "feasible" but does not further define the term. By
contrast, under Chapter 11, the provision that is generally termed the "feasibility"
standard requires only that "[c]onfirmation of the plan is not likely to be followed
by the liquidation, or the need for further financial reorganization, of the
debtor."177

Bankruptcy courts can interpret "feasibility" in a capacious way. For
example, courts do not have to look solely at a municipality's ability to pay debts,
but may also consider the municipality's ability to be a functioning government
delivering services at a sustainable level, with a sustainable governance
model.178 This is an overtly political judgment. Courts must determine what
services must be provided, for how long the government must show it will be
capable of meeting both its debt payments and service provision obligations, and
how credible its promises are.

Again, overlapping jurisdictions make this problem harder. What services
must be sustainable? Should only the services provided by the government that
files be taken into account? How do you address the problem of vertical tax
externalities when assessing the likelihood that a jurisdiction will be able to make
its payments going forward?

174. In re City of Stockton, California, 542 B.R. 261, 283 (B.A.P. 9th Cir. 2015).
175. See In re City of Detroit, 524 B.R. 147,213 (Bankr. E.D. Mich. 2014).
176. See 11 U.S.C. § 943(bX7) (2012).
177. See id.; 11 U.S.C. § 1129(aX1 1) (2012).
178. See Gillette & Skeel, spra note 31, at 1198-1202.
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The required Chapter 9 feasibility analysis presents the most obvious

opportunity for a bankruptcy court to address the problem of overlapping
jurisdictions. If another jurisdiction is financially unstable, a plan of adjustment

is unlikely to be feasible in light of the shocks that may come from tax increases

or service reductions from that jurisdiction.

While bankruptcy courts have not addressed the issue of overlapping

jurisdictions in the small number of Chapter 9 cases to date, the structure of

Chapter 9 affords them opportunities to do so throughout the bankruptcy process

both when entertaining a municipal debtor's petition for bankruptcy and in the

plan confirmation process. Yet, Chapter 9 still does not present a mechanism for

coordinated, much less consolidated, plans for overlapping municipalities.

III.
ADDRESSING THE PROBLEMS CREATED BY OVERLAPPING LOCAL

GOVERNMENTS

As discussed above, it is increasingly likely that we will see overlapping
local governments in fiscal distress."'9 Some local governments in these

situations will employ Chapter 9 municipal bankruptcy, either by actually filing

or by threatening a filing to convince debtors and contractors to renegotiate and

restructure their debt and contracts outside of bankruptcy. But as we have seen,

neither existing municipal bankruptcy doctrine nor corporate bankruptcy law

provide governments and courts with much guidance about how to resolve

conflicts that will inevitably emerge if overlapping local governments employ

Chapter 9.
Existing bankruptcy regimes are designed to address common pool

problems among creditors, but are not currently well suited to address a common

pool problem among debtors. New tools are necessary for Chapter 9 to be a

useful process for addressing the problems of debt crises in multiple, overlapping

jurisdictions.
This Part proposes several new tools for Chapter 9 and municipal

insolvency practice that can address some of the problems created by

overlapping jurisdictions. Some of these tools require new laws, but others can

be developed by courts using the existing statutory framework.

These tools should be built around three basic principles. First, when

insolvency problems occur in overlapping jurisdictions, it is essential to police

the inherent conflicts of interest among local governments. Access to bankruptcy

remedies should be premised on cooperation, rather than efforts to take

advantage of collective action problems. Courts and legislatures should develop

rules that counter the incentives of local governments to avoid bankruptcy or

retrenchment for as long as possible in hopes that other overlapping local

179. See supm Part L
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governments will file for bankruptcy first and, by deleveraging, free up tax base
resources to pay the non-filing jurisdictions debts."*

Second, as much debt and as many ongoing contractual obligations made
by a tax base or electorate should be combined into a single bankruptcy
proceeding as possible, regardless of how and through which local entity the
promises were made. By putting overlapping local governments into one "Big
Bankruptcy" proceeding, judges will be able to manage common pool problems
among them. Further, Big Bankruptcies will promote fairer treatment among
creditors across governments, as long as courts account for the various types of
security offered to lenders and the different sources of revenue relied upon by
different governments. Most importantly, Big Bankruptcies involving many
overlapping local governments will enable better outcomes for residents after
bankruptcy. Bankruptcy can only produce a clean slate if it addresses many or
all of their excessive debt problems.18'

Third, and relatedly, where multiple governments represent the same tax
base, losses should be spread among as many creditors as possible. After all,
bonds issued by overlapping local governments are just promises made by the
same principal-local voters and taxpayers-through different agents, or local
governments. Spreading the pain among creditors-a basic bankruptcy
principle-means lower losses for each creditor. It also means greater balance in

180. In all sorts of governmental insolvency situations, there is substantial evidence that
politicians wait too long to restructure or retrench. This is driven largely by agency problems from
leaders who do not want to be in office when the government goes bankrupt or takes unpopular actions.
See LEE BUCHHEIT Er AL., BROOKINGS INSTlUTION, REvISITING SOVEREIGN BANKRUFTY, 10-11
(Oct. 2013), https*//www.brookings.edu/research/revisiting-sovereign-bankruptcy
[https//perma.ccW7EE-GB39]. Waiting too long to file for bankruptcy makes the problem worse, as
the steps taken can harn the local economy, leading both to worse outcomes for residents and harsher
write-downs for creditors. Common pool problems among overlapping local governments provide yet
another reason why a government will take too long to attempt to access Chapter 9 protections. Chapter
9 doctrine and practice should be reformed to push back on this tendency to wait due to conflicts among
local governments. Id The authors also suggest that waiting to restructure destroys the political will to
adopt austerity measures, as long stretches ofbad times anger residents until they are unwilling to accept
more cuts and tax increases.

181. Relatedly, efforts by insolvent local governments to strategically shift assets and liabilities
among themselves in order to game the bankruptcy process should be policed and limited. Voters and
politicians have incentives to either transfer assets, tax streams, or liabilities between local governments
in anticipation of filing for bankruptcy. By so doing, one government can save the others, and together
they can effectively create priority rules among debtors in ways they cannot do absent such
manipulations. See Richard M. Hynes & Stephen D. Walt, Pensions and Property Rights in Municipal
Bankruptcy, 3 REV. BANKING & FIN. L. 609, 620 (2014) (describing limited capacity of municipalities
to create priority among debtors absent giving creditors property rights in municipal assets). This
problem is particularly severe in situations where one official or group directly controls several
government entities-where, say, the mayor of a city appoints a majority of the school board. If
resources or powers are going to be transferred between entities in anticipation of bankruptcy, the entity
that does so should be the state government, which has clear authority to do so and, as a fornal matter
at least, represents the interests overlapping all local authorities. See infra note 271 for a discussion
regarding the State's constitutional power to do this and whether these transfers would be prohibited as
fraudulent.
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whatever spending cuts are necessary, which allows for better provision of
municipal services.

There are a number of possible statutory or doctrinal changes that could be
used to attempt to achieve these goals. We will explore a few potential changes,
in part because they are good ideas, but also in part to make clear why these goals
are good ones.

A. Using Existing Law to Address Common Pool Problems among
Overlapping Jurisdictions in Chapter 9

The leading scholarship about Chapter 9 is premised on the idea that the
statutory language of Chapter 9 is sufficiently vague that courts have implicitly
been given discretion to make the legal regime more rational and useful. Courts
need to determine when a government is insolvent, whether a government has
engaged in good faith negotiation with creditors, and if a plan to exit bankruptcy
is feasible. The Bankruptcy Code, however, provides scant guidance about what
these terms mean.'" Michael McConnell and Randall Picker have argued that
courts should force local governments to cut services and raise taxes if possible,
despite clear statutory language that courts have no power to order changes in
how municipalities spend, tax, or use property."' More recently, Clayton Gillette
and David Skeel have argued that courts should use these same areas of
discretion to push for reforms in local governmental structure, even though doing
so would raise serious constitutional questions.'18

While courts have not gone as far as these scholars suggest,85 they have,
as discussed above, used areas of discretion in the statutory framework to
develop some new law in recent years.'" The Chapter 9 framework allows courts
to have the flexibility to develop tools for addressing a new generation of
municipal bankruptcy cases. As fiscal crises in overlapping municipalities
become more prevalent and make their way into the legal system, judges should
consider using their discretion to address common pool problems among debtors.
In this section, we highlight a number of ways courts can deal with the problem
of overlapping municipalities.

182. See supm notes 98-108 and accompanying text.
183. Picker& McConnell, sqm note 31, at, 472-74 (arguing that bankruptcy courts should be

able to force debtors to engage in "politically unpopular reforms," and suggesting that courts "may have
more authority than at first appears," despite substantial legal barriers).

184. Gillette & Skeel, supm note 31, at 1150.
185. For instance, in the Stockton, CA bankruptcy eligibility decision, the court found Stockton

insolvent even though city politicians did not ask voters to vote on an increase in taxes. In re City of
Stockton, 493 B.R 772, 790 (Bankr. ED. Cal. 2013). Instead, the court accepted testimony that voters
would not approve tax increases until the city's "fiscal house [was] in order." Id. The court did, however,
look to see whether the city had "untapped resources that would make a material difference," and
determining that it did not was essential to finding the city was insolvent. Id

186. See supra notes 145-150 and accompanying text.
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1. "Tax Base Insolvency "

Just as "service delivery insolvency" fleshed out what is meant by "unable
to pay its debts as they come due" in the Chapter 9 statute, so too might another
concept that we call "tax base insolvency."

To determine whether a local government can pay its debts as they come
due, a bankruptcy court should not look at that government in isolation, but rather
should look at the capacity of its tax base to bear further burdens and service
cuts. That is, the court should ask whether the tax base on which the government
relies is unable to pay its debts-all of its debts. Doing so would require
examining not only the finances of the local government that files, but also the
finances of all overlapping governments. Asking whether a tax base is too
stretched to pay its debts across all of its local governments can be an alternative
mechanism for determining whether any one government is insolvent."

A court taking this approach would ask the following questions: Will
taxpayers be able to meet debt obligations across all overlapping local
governments if the government that files under Chapter 9 is determined not to be
insolvent and then takes all necessary steps to meet its debt obligations?' Will
future actions taken by overlapping local governments negatively affect the
capacity of the filing government to meet its own obligations?'" Will services
provided by any overlapping local governments fall beneath the minimum
level-i.e. create "service delivery insolvency"-if the government that files
cannot restructure its debts and has to raise revenue that would otherwise be used
by other overlapping local governments? Just as debt payments that cause
jurisdictions to fall beneath the level of service delivery insolvency should not
be required, actions that would make another government insolvent should not
be required either. Further, actions that make service delivery insolvency likely
in other jurisdictions should not be required.

187. Importantly, this would not require the court to use its powers in the aggressive way
suggested by McConnell and Picker. Instead, the court could-as the court in the Stockton case did-
examine a city's existing taxing authority and revenue. See Stockton, 493 B.R at 790. But it would look
not only at the filing government, but also at all overlapping local governments. The court should ask if
decisions made to make debt payments and balance budgets by other governments will negatively affect
the filing government's capacity to pay its debts as they come due, and whether the filing governments
actions to pay its debts will cause defaults or service delivery insolvency elsewhere.

188. If a municipality in fiscal distress can make debt payments by raising revenue, cutting
spending, or selling assets, a court will ordinarily judge it solvent Cf Stockton, 493 B.R at 790 (detailing
how Stockton had no such remedies and was thus insolvent). But if doing so is costly enough, it may
generate exit or depress economic activity sufficiently to imperil an overlapping school district or
county.

189. Consider Chicago: if Cook County raises sales taxes to meet its debt payments, this will
drive some residents to buy goods in Wisconsin or Indiana, depriving the City of Chicago of some
revenue. (Anyone who doubts this should consider the effect of Chicago's strict gun sale laws and ban
on firework sales---buyers simply go to Indiana for their guns and fireworks.) As a result, a judge
examining the capacity of the City to pay its debts as they come due in a hypothetical bankruptcy case
would have to predict the future taxing behavior of the County, particularly if the County will need to
raise lots of revenue in the near future.
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Parts of such a doctrine already exist sub rosa. When economic experts or
political figures provide guidance about the capacity of a municipality to pay its
debts going forward as part of an insolvency standard, they must make
assumptions about the behavior of the state government and overlapping
municipalities in order to determine what revenues are or will be available. For
instance, Kevyn Orr, the Emergency Manager of Detroit during its bankruptcy,
argued that Detroit had "no ability to ameliorate cash losses by raising taxes," in
part because Detroit residents already paid high taxes when taxes to overlapping
jurisdictions were taken into account 19 In analyzing the feasibility of Detroit's
plan to leave bankruptcy, both courts and parties discussed the likelihood of state
aid and the quality of state oversight going forward.191 Given the reliance of
municipalities on state aid and competition for local resources among
overlapping local governments, it would be impossible to do otherwise.

Nevertheless, the focus of such analyses and judicial opinions is on the
filing municipality, and not on the tax base as a whole. This is a conceptual
mistake. In order to determine the insolvency of a government that has some
resources but faces severe structural medium- and longer-term fiscal problems,
a court must consider the predicted rates of exit by people and firms as a result
of new taxes or service cuts. People and firms do not respond to the actions of
one government, but rather to the actions of all governments that tax and provide
services to them. And each government will respond to actions taken by other
governments, including actions taken in bankruptcy.

Courts should be explicit in requiring the modeling of the behavior of all
overlapping local governments and the state. That is, courts and economic
experts should examine whether a tax base, and not just the filing local
government, cannot pay its debts as they come due.

190. See Declaration of Kevyn D. Orr in Support of City of Detroit, Michigan's State of
Qualifications Pursuant to Section 109(c) of the Bankruptcy Code at 20, In re City ofDeroit, Michigan,
Debtor (Bankr. E.D. Mich. 2013) (No. 13-53846), http://bit.ly/2ENNKvp [https*//perma.cc/CY9L-
VCMC].

191. See In re City of Detroit, 524 B.R. 147,224-25,245 (Bankr. E.D. Mich. 2014) (projecting
state revenue sharing numbers for the ten and forty years following the end of bankruptcy, and finding
that State's deal to pay $195 million in return for pensioners' release of claims against the State was "a
reasonable settlement.... History will judge the correctness ofthis finding. It will judge that this finding
was correct only ifwhat happened here in Detroit never happens again. The State can sustain that finding
in history only by fulfilling its constitutional, legal, and moral obligations to assure that the
municipalities in this state adequately fund their pension obligations. If the State fails, history will judge
that this Court's approval of that settlement was a massive mistake."); Expert Report of Martha EM.
Kopacz Regarding the Feasibility of the City of Detroit Plan of Adjustment at 49-51, In re City of
Detroit Michigan, Debtor (Bankr. ED. Mich. 2014) (No. 13-53846),
httpsJ/www.detroitmi.gov/PortalMs/docs/EM/Bankruptcy Information/M Kopacz Expert Report to
Judge Rhodes 071814.pdf [https*//perma.cc/4EMD-CJHQ] (expert opinion basing analysis of feasibility
of Detroit's plan of adjustment in part on assumptions about future state aid); Report of Caroline Sallee,
Expert Report and Affidavit at 11, In re City ofDetroi4 Michigan, Debtor (Bankr. ED. Mich. 2014)
(same).
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Courts should also ensure that the rejection of a Chapter 9 filing by one
local government does not cause another government to have to file under
Chapter 9. Doing so will systematically lower the standard for insolvency, as it
will remove from localities any responsibility to show that they have the capacity
to engage in acts that will help themselves at the expense of other overlapping
governments. This is a feature and not a bug.

Evidence from international debt restructuring shows that governments
frequently negotiate restructurings that are too small, seeking to reduce conflicts
with creditors and to exit restructuring as quickly as possible.1 This is a result
of agency problems between residents and politicians. Ending bankruptcy or
restructuring and returning to normalcy is attractive to politicians with short time
horizons. But a fast exit from bankruptcy that is not accompanied by a sufficient
reduction in debt may not be in the long-term fiscal interest of a jurisdiction.
Forcing local governments in bankruptcy to consider the sustainability of debt
loads across all overlapping local governments will fight this tendency among
insolvent local governments to seek debt restructurings that are too small.

In theory, the existence of overlapping local governments should
discourage Chapter 9 filings. One government may seek to save itself on the back
of the resources freed up by another government's debt restructuring. If the
government that files does not have to raise taxes to pay its debts, other
overlapping governments-if they have the legal authority-will be able to raise
their taxes and, potentially, save themselves.

Lowering the burden of proving insolvency by using "tax base insolvency"
should balance this effect somewhat, making access to Chapter 9 protections
easier if there are multiple fiscally distressed overlapping local governments.
This should make Chapter 9 filings more likely in exactly the situation when
common-pool problems make them less likely.

One caveat is worth mentioning. Using "tax base insolvency" as another
mechanism for determining whether a local government is unable to pay its debts
as they come due incorporates some of the same problems as "service delivery
insolvency." To start, it directly incorporates the doctrine of service delivery
insolvency, as it would ask courts to examine service delivery insolvency across
overlapping local governments. Further, it will be difficult for a court to
announce a clear rule for proving that a tax base, and not just a government, is
prospectively insolvent. All local taxing behavior impacts overlapping local
governments, imposing vertical and horizontal tax externalities on overlapping
governments. Figuring out the degree to which any revenue-related policy of a
filing municipality harms others and attempting to determine the future taxing
behaviors of non-parties will be a challenge.

192. Buchheit et al, supra note 180, at 13-14. But see Juan J. Cruces & Christoph Trebesch,
Sovereign Defaults: The Price of Haircuts, 85 AL ECON. J.: MACROECONOMICS 85 (2013) (finding
that larger haircuts when sovereigns default on debt lead to higher subsequent bond yields, which
spreads and lengthens periods of capital market exclusion).
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Nevertheless, it is a challenge worth facing. In situations like Chicago's, no
one government has a fiscal situation that is independent of the fiscal position of
other local governments. Courts should acknowledge the reality of the
interdependence of overlapping local governments.

Puerto Rico's current debt restructuring process offers a real-world test of
what a system built around the concept of tax-base insolvency might look like in
the context of overlapping jurisdictions. On June 30, 2016, Congress passed the
Puerto Rico Oversight, Management, and Economic Stability Act
("PROMESA"), in an effort to deal with the growing fiscal crisis in the
Commonwealth of Puerto Rico, America's largest territory.193 The statute was
enacted exactly a year after the then-governor of Puerto Rico announced that the
territory was not capable of paying its debts, and just days before Puerto Rico
was due to default on a major debt payment, which would have plunged the
territory into an even deeper fiscal crisis.194

Like Chicago and other cities, Puerto Rico's obligations are split between
several different entities. The $74 billion of debt obligations are owed by the
Commonwealth itself (18 percent); COFINA, a special-purpose public
corporation to which the Commonwealth transfers sales tax revenues and which
issues bonds backed by those tax revenues (24 percent); the Government
Development Bank and municipal-related debt (15 percent); PREPA, the public
utility (12 percent); PRASA, the sewer authority (6 percent); the Highway
Transit Authority (6 percent); the Public Building Authority (6 percent); and a
variety of other instrumentalities (14 percent).19' On top of those obligations,
Puerto Rico also faces $50 billion in unfunded pension obligations, split across
at least three distinct entities. 1 %

Under PROMESA, unlike under Chapter 9, Puerto Rico's territories face
no insolvency requirement to enter the bankruptcy-like process established by
the statute, termed "Title In." Instead, Congress established an entity to review
local budgets, the Fiscal Oversight and Management Board for Puerto Rico. 197

The Oversight Board may designate any territorial instrumentality as a "covered"
instrumentality and certify that it should go into a Title III proceeding, regardless

193. Pub. L. No. 114-187, codified at48 U.S.C. § 2101 (2016).
194. Mike DeBonis & Steven Mufson, Puerto Rico Rescue Bill Clears Congress Days Before

Debt Clff WASL POST (June 29, 2016), http-//wapo.st/2BaLk7R [https//perma.cc/MU3D-7X8E];
Mary Williams Walsh, The Bonds that Broke Puerto Rico, N.Y. TIMRs (June 30, 2015)
https*//www.nytimes.comt2Ol5/07/01/business/dealbook/the-bands-that-broke-puerto-ricohtml
[https*//perms.cdWD2U-9HJA].

195. Gov'T OF PUERTO RIco, CERTIFIED CoRRECIE COMMONWEALTH FISCAL PLAN27
(April 18, 2017), http/www.gdb.pr.gov/mvestors-resources/cofnahtml [https//perma.cc/5EWB-
ZP5Y] (hereinafter "Certified Corrected Commonwealth Fiscal Plan").

196. Nick Brown, Puerto Rico Budget to Protect Pension Payments: Governor, REUTERS (May
31, 2017), https*//www.rtem.com/articlefus-puertorico-debt-budget/uert-rico-budget-to-protect-
pension-payments-governor-idUSKBN18R3C8 [https//perma.cc/4AQP-XHAE].

197. 48 U.S.C. § 2121 (2016).
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of whether that particular instrumentality is capable of paying its debts.98 The

lack of an insolvency requirement allows the Board to send better-performing
instrumentalities into Title m alongside worse-performing ones.

For example, COFINA is a public corporation created by Puerto Rico in

2006 to issue bonds backed by a dedicated portion of sales tax revenue. It was
constructed to be better capitalized (and thus issue higher-rated debt) than the
Commonwealth as a whole, as its only material liabilities are the bonds it
issues.19 COFINA is essentially a mechanism for securitizing Puerto Rico's
sales tax revenue. COFINA's sales tax revenues are projected to exceed its debt

service payments over the next decade.200 Nevertheless, the Board certified

COFINA to enter Title 11, which means that its obligations are also subject to
restructuring under PROMESA,201 which allows for COFINA's obligations to
be addressed together with those of other Puerto Rican government entities.

There is ongoing litigation regarding the extent to which COFINA
bondholders have an enforceable security interest in the dedicated sales tax

revenue.202 The availability of the dedicated portion of the sales tax claimed by
COFINA to Puerto Rico is a critical component of the fiscal plan certified by the
Oversight Board. The revenue from the dedicated portion of the sales tax revenue
across the ten-year fiscal plan exceeds the total amount the Commonwealth
budgeted for debt service2 03 prior to Hurricanes Irma and Maria's devastating

impact on the island's economy.

Regardless of the ultimate resolution of the COFINA litigation, the
incorporation of all of the Commonwealth's relevant creditors into a single
proceeding wherein priority claims can be litigated enables a more orderly

198. 48 U.S.C. §§ 2121(dXl)(A), 2146(a) (2016).
199. See Walsh, supra note 194.
200. Compare COMMONWEALTH OF PUERTo Rico, REVISED BASEuNE PROJECTIONS 11 (Dec.

20,2016), https*//centropr.hunter.cuny.edu/events-news/puerto-rico-news/revised-baseline-projections-
govemment-puerto-rico (Row COFINA Portion of6% SUT), with Certified Corrected Commonwealth
Fiscal Plan, supra note 195, at 28 (Row: Total Debt Service: COFINA).

201. Press Release, Financial Oversight and Management Board for Puerto Rico, Oversight
Board Certifies COFINA Title m Filing (May 5, 2017),
https//drive.google.com/file/d/lQhPPkamlOXsUga7n331plg28m7xOWGd/view
[https-//perma.cc/P46U-2F8S].

202. Motion of Debtors Pursuant to PROMESA Section 315, In re the Fiscal Oversight and
Mgmt Bd for Puerto Rico (No. 17-BK-3283-LTS), Docket No. 139 (2017) (motion for relief from
automatic stay filed by COFINA bondholders seeking immediate certification regarding whether
COFINA revenue can be used for general-purpose expenditures if COFINA bondholders are not being
paid). While this Article was in the editorial process a settlement was reached in principle that would
grant COFINA an ownership interest in over 53 percent of the pledged sale tax revenue, with the residual
interest being held flee and clear by the Commonwealth of Puerto Rico. See Brian P. Guiney, Puerto
Rico: Commonwealth-COFINA Dispute Nearing Possible Resolution, PATrERSON BELKNAP BANKR.
UPDATE (Nov. 9, 20181 https://www.pbwtcom/bankruptcy-update-blog/erto-rico-commonwealth-
cofina-dispute-nearing-possible-resolution [https*//perma.cc/2H5Q-84RK1.

203. Compare Commonwealth of Puerto Rico, Revised Baseline Projections, spmz note 200, at
11, with Certified Corrected Commonwealth Fiscal Plan, supra note 195, at 29 (Row: Cash Flow
Available for Debt Service).
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process than might occur in a similar context under a strict interpretation of
Chapter 9's insolvency requirement. Indeed, this approach is in keeping with the
core nature of a bankruptcy proceeding in which all of the debtor's assets are
marshaled under the control of a single court and all collection activities are
channeled through that court, enabling a fair and orderly distribution among
creditors.

2. Collective "Feasibility"

Another central area of judicial discretion in Chapter 9 is the power of the
court to determine the feasibility of a Chapter 9 plan.'0 In making feasibility
determinations, courts should also adopt rules to address the problems of
fiscally-stressed overlapping local governments.

In order to exit bankruptcy, a local government must file a plan of
adjustment that addresses the locality's debt.205 Before it affirms the plan of
adjustment, the court must determine that it "is in the best interests of creditors
and feasible."206 Importantly for our purposes here, the statute does not clearly
define feasibility or specify which factors a court should consider.

Courts interpreting the term "feasible" in this context have looked both at
whether the filing local government is likely to be able to make the debt
payments suggested in the plan of adjustment, and whether the local government
will be able to provide essential municipal services going forward.20 Further,
courts have emphasized that the plan must not be a "visionary scheme," but
rather must be objectively workable.208 An expert opinion analyzing the
feasibility of the plan of adjustment in Detroit summarized the court's standard
this way:

Is it likely that the City of Detroit, after the confirmation of the Plan of
Adjustment, will be able to sustainably provide basic municipal services
to the citizens of Detroit and to meet the obligations contemplated in the
Plan without the significant probability of a default?20

But this leaves open as many questions as it answers, particularly for how many
years a government must show that it will be able to make its debt payments and

204. See supra notes 176-178 and accompanying text.
205. 11 U.S.C. § 941 (2012).
206. 11 U.S.C. § 943(bX7) (2012).
207. See In re Mount Carbon Metro. Dist., 242 B.R. 18,35 (Bankr. D. Colo. 1999) (stating that

feasibility requires "a practical analysis of whether the debtor can accomplish what the plan proposes
and provide governmental services.").

208. Id at 35 (quotation omitted).
209. Kopacz Report, supra note 191, at 203.
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provide services.210 Many jurisdictions have had substantial difficulty providing
services even after exiting Chapter 9, suggesting problems with the standard.211

Less consideration has gone into the feasibility of plans based on the filing
government's relationship to other state and local governments.212 In Detroit, the
court explicitly considered the likelihood that the city would receive expected
revenues from the state.213 But it did not ask whether other local governments
that provided services to Detroit residents would be in fiscal trouble going
forward, or how Detroit's plan of adjustment may affect them. And in fact,
Detroit Public Schools remained in a fiscally perilous and service-poor condition
after Detroit's bankruptcy, requiring both a state bailout and continued state
emergency financial management.214 And right after Detroit exited bankruptcy,
the State found Wayne County, in which Detroit is located, to be in "financial
emergency."215

Courts have not yet considered how to address overlapping jurisdictions.
However, courts have been creative in how they interpret the term "feasible."
For instance, the court in Detroit understood the feasibility requirement to
require (or at least allow) a substantial amount of money to be spent to improve
lives in Detroit, on issues like blight removal and improving transportation.2 16

There are clear reasons to believe that a plan of adjustment that fails to write
down debts sufficiently would negatively affect other local governments. After
all, if a local government's debts remain too high upon exit from bankruptcy, it
will have to skimp on services and raise as much revenue as possible to avoid
going into "Chapter 18"--that is, a second Chapter 9 filing.2 17 Raising taxes to
exorbitant levels and severely cutting services incentivizes taxpayers to move

210. For instance, Maria Kopacz, the feasibility expert in Detroit, judged feasibility over an
"indeterminate time period," examining issues with feasibility on a sliding scale based on how far away
in time those issues might occur. Id at 17-18.

211. See Laura Napoli Coordes, Restructuring Municipal Bankruptcy, 2016 UTAH L. REV. 307,
337-41 (2016) (discussing difficulties that Vallejo, CA, Jefferson County, AL, and Orange County, CA
had in providing services even after bankruptcy).

212. One recent law review piece examines the role(s) that states play in Chapter 9 and in
feasibility analyses particularly. Juliet Moringiello, Chapter 9 Plan Confirmation Standards and the
Role ofState Choices, 37 CAMPBEL L. REV. 72. Moringiello does not address the considerations below,
however.

213. See supra note 191.
214. See Jonathan Oosting & Sean D. Lewis, Snyder Signs S617MDPSbailout, DETROffNEWS

(June 21, 2016), httpi//detne.ws/28Mwp7Y [httpsJ/perma.cc/W7EP-7YG6] (discussing Detroit Schools
bailout).

215. Eric. D. Lawrence, Snyder Declares Wayne County Financial Emergency, DETROT FREE-
PREss (July 22,2015), http://onafreep.com/2mFY6Gg [https//perma.cc/QD9S-6MK9].

216. See In re City of Detroit, 524 B.R. 147, 165 (Bankr. E.D. Mich. 2014).
217. See John Knox & Marc Levinson, Municipal Bankruptcy: Avoiding and Using Chapter 9 in

77mes of Fiscal Stress (discussing "Chapter 18"),
https/www.oick.com/api/content/downloadattachment?id=3eabc58c-a078-4e66-9d80-
824c3ab8c9b (https://perma.cc/EGC2-Y339].
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out of those jurisdictions and imposes vertical tax externalities that would harm
other overlapping jurisdictions.2 18

Courts analyzing the feasibility of a plan of adjustment should look to how
plans of adjustment will affect public services and debt burdens in all
overlapping local governments. That is, plans should be "collectively feasible"
for all overlapping local governments. If, say, a plan requires that post-
bankruptcy property taxes for a municipality stay sky high, the court should
consider rejecting the plan as infeasible if it would reduce revenues for the local
school district and thus endanger the municipality's residents' capacity to pay
off debt or perform contracts made by other local governments. The effect of a
plan on the full spectrum of services and debt service paid by residents covered
by the plan should be considered, whether those services are provided by the
government seeking to exit Chapter 9 or by another.219

Analyzing plans for their collective effect would make municipal
bankruptcy work better for residents of the government that files. Providing
relief from excessive debt for residents with respect to only one set of
government obligations does not really address their problems if they continue
to receive bad services and face unsustainable debt burdens in other local
governments.

One potential complication that arises from considering the collective
feasibility of plans is that it would create incentives among overlapping local
governments to avoid restructuring for as long as possible. On one hand, this
reform would provide a benefit to the entity that went first. It could write down
more debt than any overlapping government that filed later, as it would have to
save enough to not cause trouble for the greatest number of other entities. This
would provide a benefit to filing first. Further, it would provide a hammer to
encourage creditors to negotiate outside of bankruptcy, because they would want

218. See supra notes 63-65 and accompanying discussion.
219. This broader conception of feasibility may expand the already significant role of the

bankruptcy court in making judgment calls-regarding, for example, the minimum required level of
service provision or the relative importance of various creditor groups-that are not typically made by
a court. To the extent that such an expanded role may raise concerns about the democratic legitimacy of
the bankruptcy court's feasibility determination, that concern is mitigated by the magnitude of the
problems raised by the proliferation of government by overlapping districts. As discussed above, supra
Part IB, government by overlapping districts challenges voters' ability to exercise their will through
elections. Elections for special purpose districts have lower tumout, less-informed voters, and may be
dominated by special interests. See Berry, supra note 5, at 64-68 (explaining that special district
elections have lower voter turnout and are not representative of general-purpose voters); Schleicher,
spra note 81, at 457-58 (explaining that party identification is based on national concerns rather than
local concems and that, with limited exceptions, voters generally only know the party identification of
candidates in many local elections). Further, it can be questioned whether incumbent officials who
allowed a government to fall into insolvency were serving as effective agents of voters' interests. See
genemly Clayton P. Gillette, Dictatorshps for Democacy Takeovers ofFinancialy Failed Cities, 114
COLUM. L. REV. 1373 (2014) (making this point). Additionally, as explained in Part I.C, infia,
bankruptcy courts may take cues from the elected officials (or emergency managers appointed by elected
officials) in making these judgment calls.
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to ensure that the government they lent to did not file first but instead could free-
ride on the concessions imposed upon creditors of other local governments in
Chapter 9.

On the other hand, providing more complete relief to the first filer among
overlapping local governments would reduce pressure on those that do not file.
This would make holding out until another government files a more attractive
option. That is, it makes holding out and trying to survive without bankruptcy
better; but if bankruptcy is inevitable, then it becomes attractive for a jurisdiction
to be the first to file.

This tradeoff is unavoidable if only one government at a time files for
Chapter 9. This highlights the benefits of forcing multiple overlapping local
governments into one proceeding. How that might be accomplished is the focus
of the next section.

B. State Legislative Changes to Encourage Coordination Among
Insolvent Overlapping Local Governments

Operating through the existing one-municipality-at-a-time Chapter 9
framework-however revised-has substantial limits in the context of
overlapping insolvent (or near insolvent) jurisdictions. If only one government
files, only that government's debt problems can be addressed. To address the
problems of overlapping jurisdictions in fiscal crisis, courts and states should
recreate and refashion some of the tools used in corporate bankruptcy to address
the problems of multiple-entity firms to the very different context of municipal
bankruptcy. Specifically, substantially revised versions of "joint administration"
and "deemed substantive consolidation" are necessary for resolving the complex
relations between overlapping jurisdictions, their tax bases, and their citizenry.
Doing so will require new state legislation or administrative actions.

1. Joint Administration for Overlapping Jurisdictions

As discussed in Section II, the first major tool courts have in dealing with
bankruptcies in multiple-entity firms is "joint administration." Under joint
administration, multiple affiliated cases are brought before one judge, with
shared hearings and a single docket.220 This is economical and furthers the
capacity of courts to engage in "deemed substantive consolidation," as will be
discussed below. On its own, joint administration does not do very much;
separate plans still must be confirmed for each corporate entity, and the rule that
one impaired class of debtors must approve a plan applies to each corporate
entity and not to the case as a whole.m2 But jointly considering related cases
forces a single judge to see the relationships between insolvent entities, and the

220. See supra Section II.B.2.
221. See 11 U.S.C. § 1129(a)(10) (2012).
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ways in which the municipal entities are in fact different agents for the same
principle: the voters or tax base.

In the Chapter 9 context, joint administration has not been tried, although
there is no obvious statutory reason why it could not be. There is no statutory
prohibition on joint administration; at most, the explicit authorization of joint
administration in consumer and business bankruptcy cases under Federal Rule
of Bankruptcy Procedure 1015 could be read as holding a negative implication
of forbidding joint administration in other situations.m Yet Rule 1015 is best
understood as merely clarifying the possibility ofjoint administration, rather than
precluding a court from otherwise administering its docket in the manner it finds
most efficient. Indeed, Rule 1015 says nothing about how joint administration is
to proceed, that is left to courts' discretion, which is in keeping with the origins
of joint administration in courts' de facto practice.

PROMESA provides an example of what joint administration might look
like.m Under that statute, the Financial Control and Oversight Board may send
any instrumentality of Puerto Rico into a Title III proceeding, and it can petition
the bankruptcy court to jointly administer the various Title m proceedings in
Puerto Rico.x4 So far, the Oversight Board has requested and been granted
permission to consolidate all of the Title m proceedings filed in Puerto Rico for
joint administration before Judge Swain.3 That joint administration allows
Judge Swain to make consistent decisions across cases about issues like timing
the certification of questions to state courts, exercising discretion in granting
motions for relief from the automatic stay, or timing the appointment and use of
mediators across the various disputes.

Chapter 9 cases already do something similar to joint administration.
Because cities sometimes have departments that sell their own revenue bonds,
courts can spend a lot of time thinking about the relationship between dependent
entities and local governments. For instance, in the Detroit bankruptcy, there was
a great deal of litigation surrounding the Detroit Water and Sewerage Authority
(DWSA).m DWSA bondholders were determined to be secured creditors, with

222. SeeFED.R.BANKR.P.§ 1015(b) (2017).
223. See Pub. L. No. 114-187, codified at 48 U.S.C. § 2101 (2016).
224. PROMESA defines a "territorial instrumentality" as "any political subdivision, public

agency, instrumentality-including any instrumentality that is also a bank-or public corporation of a
territory, and this term should be broadly construed to effectuate the purposes of this chapter." 48 U.S.C.
§ 2104(19) (2016). The statute also authorizes the Financial Oversight and Management Board to
designate any territorial instrumentality as a covered territorial instrumentality. 48 U.S.C.
§ 2121(d)(1XA) (2016). The Oversight Board may request joint administration of cases relating to the
same territory, which appears to have been granted for each of the separate Title Ell filings in Puerto
Rico. 48 U.S.C. § 2164(g) (2016).

225. Order (A) Pursuant To Promesa Section 304(G) at 1-2, In re The Financial Oversight and
Mgmt Bd. for Puerto Rico (No. 17-BK-3283-LTS) (D. P.R. Oct 10, 2017), http://bitly/2DdAUXO
[https//permacc/P8M8-6BDR].

226. See Lyda v. City ofDetroit (In re City ofDetroit), 841 F.3d 684 (6th Cir. 2016) (affirming
dismissal of customers' lawsuit that alleged breach of contract and violation of due process for
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an interest in the revenues of the department.2 The court still had to sort out the
relationship between the city and DWSA, however. It is this type of work we
might imagine joint administration achieving between overlapping jurisdictions.

But outside of PROMESA, with its powerful congressionally-created
financial control board, there are substantial problems with using even the
limited step of encouraging joint administration for cases in insolvent
overlapping local governments in Chapter 9. Because creditors cannot force
municipalities into bankruptcy, collective action problems among overlapping
municipalities can lead to one or multiple local governments "holding out" by
refusing to file on the ground that bankruptcies in overlapping local governments
will free up taxing capacity.

But the collective action problem among localities is a product of state law.
As discussed above, for a municipality to file for Chapter 9, there must be
specific authorization from the state government. States differ in how this
authorization is given, if at all. Some states simply allow municipalities to file,
while others require case-by-case sign-off from either an administrative agency
or the governor, sometimes with substantial conditions.228 For instance, in
Michigan, the governor must approve a municipality's filing and retains the
power to attach conditions to any local effort to file, including the power to
appoint a person to act on behalf of the local government throughout the Chapter
9 proceeding.29

State laws could create conditions on filing that are designed to overcome
the collective action problem among overlapping municipalities. A state could
authorize a municipality to file on the condition that other overlapping
jurisdictions also file and agree to joint administration. No jurisdiction could get
the benefit of an overlapping jurisdiction's filing without filing itself.

Absent substantive consolidation, joint administration can only go so far to
resolve the problems of overlapping jurisdictions in Chapter 9. But even without
substantive consolidation, joint administration could be an important step if
combined with the reforms discussed above-loosening the definition of
insolvency when overlapping local governments each face fiscal crises and
requiring plans to be feasible for all overlapping local governments. Joint
administration would allow courts to see and begin addressing the full set of
problems facing a tax base and voters. Overlapping local governments would be

terminating services after non-payment); In re City of Detroit, 2014 Bankr. LEXIS 5439 (ED. Mich.
Bank 2016) (holding that City may issue water supply system bands under Chapter 9).

227. See Mark N. Berman, What Municipal Bond Investors Can Learn from Detroit, LAW360

(Nov. 25, 2014), https//www.law360.com/articles/599587/what-municipal-bond-investors-can-leam-
from-detroit [https//perma.cc/J395-88CH] (describing payment in full of water and sewer bondholders
due to special revenue pledge.)

228. See M. Heith Frost, Comment States as Chapter 9 Bankruptcy Gatekeepers: Federalism,

Specafic Authorization, and Protection ofMunicipal Economic Health, 84 Miss. U. 817, 834-49 (2015)

(reviewing different types of authorization given).
229. Id. at 843-46.
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in the same court, in front of the same judge, and the court would have to consider
the effects of plans of adjustment on one another. States should facilitate this
with conditional authorizations, and courts should accommodate by approving
joint administration.

2. Substantive Coordination for Plans ofAdjustment in Overlapping
Jurisdictions and the "Big MAC Combo"

The biggest tool in the corporate bankruptcy arsenal for dealing with the
problems of multiple-entity firms is "deemed substantive consolidation." Under
this court-generated doctrine, related entities are effectively combined during
bankruptcy and their creditors treated equally. Once emerging from bankruptcy,
the entities become separate again, but during the bankruptcy and for the
purposes of a plan of adjustment, all related entities are, in effect, one.

Substantive consolidation as currently used is unlikely to work in the
Chapter 9 setting. But state legislatures could fashion strong or weak-form
substitutes that would force overlapping jurisdictions in bankruptcy to file plans
of adjustment that treat creditors of similar types across jurisdictions similarly.
This would facilitate municipal authorities in developing plans that are feasible
for all overlapping jurisdictions and that will provide acceptable levels of
services for residents.

The reasons why creditors accept substantive consolidation in the corporate
context do not exist in the municipal bankruptcy context. The assets and
liabilities of overlapping jurisdictions are clearly distinct-no one is really
confused about who owns what-so creditors in relatively more solvent
jurisdictions will oppose consolidation. Further, there is not much in the way of
joint operation of overlapping municipalities, making the need for substantive
consolidation as an evidentiary matter less important.

Creditors may thus fight against attempts to substantively consolidate
overlapping jurisdictions. The ongoing COFINA litigation in Puerto Rico offers
a glimpse into what that type of litigation might look like. Under PROMESA,
the Oversight Board is empowered not only to send any territorial instrumentality
into its own Title m proceeding with joint administration, but it can also choose
to include any territorial instrumentality into the fiscal plan for the
Commonwealth. This is akin to substantive consolidation in that the bankruptcy
court would approve a single plan of adjustment covering multiple entities.230 in
Puerto Rico, the Oversight Board chose to include COFINA within the fiscal
plan for the Commonwealth, and, in drafting the fiscal plan, allocated the
COFINA revenues into the general revenue stream, rather than specially
separating those revenues out for payment of COFINA obligations?1 The
COFINA bondholders, objecting to that treatment, filed a motion for relief from

230. See Section 101(dX)(D) of PROMESA.
231. See Certified Corrected Commonwealth Fiscal Plan, supm note 200, at 11.
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the automatic stay and requested that the bankruptcy court certify to the Supreme

Court of Puerto Rico the issue of whether they have an enforceable security

interest in COFINA revenue. That request explained that the fiscal plan's

inclusion of COFINA revenues into the general revenue pool creates the urgent

need for a rapid resolution of that question.232 The COFINA bondholders and the

Commonwealth have, as of the time this Article was in the editorial process,

reached a settlement agreement in principle to split the difference, with the

COFINA bondholders to receive over 53 percent of the future sales tax revenues

and the remainder going to the Commonwealth.233 The practical effect of the

settlement is not unlike substantive consolidation in that the COFINA

bondholders' recovery will be diminished and more assets will be made available

for other creditors.
In the Chapter 9 context, while creditors might fight against substantive

consolidation, the flexible and equitable nature of that doctrine indicates that

they might not always succeed. Creditors are far weaker in Chapter 9 than in

Chapter 11. If states wanted to, they could force overlapping jurisdictions in

bankruptcy to file plans of adjustment that treat creditors of similar types across

jurisdictions similarly, within some limits. And they could do so over the

objections of creditors.

What would result would not quite be consolidation but would share some

traits with that doctrine. Call it substantive coordination. Here are two

possibilities, one more straightforward, and the other more radical, for achieving

this end.

a. Legislatively Mandated Coordination in Developing Plans of

Adjustment

The relative weakness of creditors, and the role of states in Chapter 9, gives

space for state legislative efforts to force cities in overlapping jurisdictions to file

coordinated plans of adjustment.

As discussed above, creditors have no power to propose alternative plans

in Chapter 9; the debtor has unlimited plan exclusivity, unlike in Chapter 11.

Further, the "best interests" test for confirming a plan does not compare how

creditors fare in the plan to how they would fare in liquidation, because

liquidation is impossible. Instead, it compares how creditors as a whole fare in

the plan to how they would fare without any plan at all, a low bar given the weak

availability of state law claims against defaulting municipalities.234

232. See Application and Order for Admission Pro Hac Vice at 1-3, In re the Fiscal Oversight
and Management Board for Puerto Rico, No. 17-BK-3283-LTS (D.PIR May 15, 2017).

233. See Guiney, supra note 202.
234. See In re City of Detroit, 524 B.R. 147,213 (Bankr. E.D. Mich. 2014) (explaining that the

"best interests" test, which the court adopts, requires a proposed plan to provide a better alternative for

creditors than what they already have).
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As a result, creditors do not have much capacity to limit the scope of plans
of adjustment. There are constraints: plans of adjustment must be designed to
achieve the purposes of bankruptcy; must not "discriminate unfairly, and [be]
fair and equitable" in their treatment of creditors; and must be "feasible" going
forward.

But even these requirements have not been applied in the same strict way
as they are applied in Chapter 11, despite scholarly commentary that they
should.235 Instead, courts have engaged in somewhat free-form equitable
balancing, explicitly allowing municipalities to consider all sorts of policy
considerations in devising plans of adjustment.

Consider the relative treatment of pensioners and bondholders in municipal
bankruptcy. Plans of adjustment in Chapter 11 that seek to cram down some
debtors must not engage in unfair discrimination, which means "the plan should
not be able to treat one class of creditors substantially better than a similar class
of dissenting creditors, unless that treatment comports with pre-bankruptcy
expectations or reflects a new value contribution."236

This works very differently in Chapter 9, at least. Courts have found that,
absent the explicit creation of a statutory lien, neither general obligation
bondholders nor pensioners are secured creditors.23 7 Chapter 9 contains no
explicit priority rules, so if courts applied the Chapter 11 test, these two classes
should be treated equally unless doing so would violate pre-bankruptcy
expectations or new value contributions. But plans of adjustment have not treated
these classes of unsecured creditors equally for policy reasons.

In the Detroit Chapter 9 plan of adjustment, pensioners recovered at a
higher rate, by most measures, than most classes of unsecured creditors.238 in

upholding the plan, the court noted that fairness and unfairness are matters of
conscience and that "determining fairness is a matter of relying upon the
judgment of conscience."2 39 It went on to state that paying pensioners a higher
return was acceptable for two reasons.

First, doing so would help the city fulfill its "mission ... to provide
municipal services to its residents and visitors to promote their health, welfare
and safety," because "employees and retirees are and were the backbone of the

235. See, e.g., Andrew B. Dawson, Pensioners, Bondholders, and Unfair Discrimination in
Municial Bankruptcy, 17 U.PA. J.BUS. L. 1, 38 (2014) (stating that "there is no support for creating a
special Chapter 9 unfair discrimination rule").

236. Id. at 36.
237. See Randle B. Pollard, Feeling Insecm-A State View of Whether Investors in Municipal

General Obligation Bonds Have a Mere Promise to Pay or a Binding Obligation, 24 WIDENER LJ. 19,
32-35 (2015) (discussing cases).

238. See In re City of Detroit, 524 B.R at 257 (explaining why the higher recovery to pensioners
is not unfair). The court also allowed "Unlimited Taxation General Obligation Bonds" (and several other
classes) to recover at a higher rate than most other unsecured creditors, including "limited taxation
general obligation bonds," which "reflect[s] the strengths and weakness of the creditors' claims and the
City's defenses, the complexity and expense of possible litigation, and collectability issues." Id. at 258.

239. Id. at 256.
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structures by which the City fulfills its mission." It would also "preserv[e] its
relationships with its employees, in enhancing their motivation, and in attracting
skilled new employees, consistent with its financial resources."240

Second, Detroit was an "an agency of the State of Michigan," which has a
constitutional provision protecting public pensions.241 This constitutional clause
stopped the court from finding the city eligible for bankruptcy and from writing
down some pension debt. But the clause remained the "considered judgment of
the people of the State of Michigan" and was thus "entitled to substantial
consideration and deference."242

Detroit's plan did not create formal priority rights or ensure that pensioners
get paid in full before others get paid at all. Instead, the court simply accepted
the decision of the city to favor pensioners to some degree over other unsecured
creditors because it seemed sufficiently fair and a good enough idea not to
constitute "unfair discrimination" against other classes of creditors of the same
priority.

While the Detroit opinion has come under substantial criticism for its open
consideration of these factors in justifying unequal treatment among classes of
equal priority,243 other courts have largely followed suit. In Stockton, the court
accepted a plan of adjustment that did not impair pensions at all because the plan
reduced the pay and number of city workers (implicitly limiting future pensions)
and because new workers would have less generous pensions.244 The Stockton
court effectively understood the unfairness in terms of the interests of public
employees as whole-rather than in terms of the interests of existing
pensioners-presumably because it furthered the interests of the city in finding
workers and providing public services.

The likely explanation for courts' acceptance of these plans is an
underlying deference to state policy. While Chapter 9 does not require federal
bankruptcy courts to accept formal claims of priority created by state law, it does
allow cities (or state governments) to govern during the course of bankruptcy.
Thus, Juliet Moringiello has argued that there is a broad respect for the role of
the state in supervising a city during bankruptcy:245

240. Id. at 257. In theory, this could be understood as "reflecting a new value contribution,"
namely workers agreeing not to strike or work harder in return for a higher return See Dawson, supra
note 235, at 38. But the court did not explain itself in these terms, nor was the amount of new value
contribution weighed against the greater recovery. Further, it is not clear that helping retirees is a
particularly effective way to encourage current workers to exert greater effort (compared to just giving
them more money).

241. Inre City of Detroit, 524 B.R at257.
242. Id. The Court also noted that pensioners' expectations of recovery were higher due to the

constitutional protection, an echo of the Chapter 11 unfair discrimination test
243. See Dawson, supra note 235, at 36-39 (arguing that the unfair discrimination rule in

municipal bankruptcy law should mean the same as it does in Chapter 11, namely that the plan should
not treat one class of creditors substantially better).

244. See In re City of Stockton, California, 542 BR. 261,283 (BAP. 9th Cir. 2015).
245. See Moringiello, supra note 212, at 75.
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Chapter 9 leaves debtor governance to the states ... Perhaps the
omission of priorities from Chapter 9 means that a bankruptcy court
should defer to a state's choice in prioritizing creditors if the state makes
that choice in connection with the bankruptcy case after considering the
rehabilitation needs of the municipality.246

After all, Moringiello notes, state governments have incentives to care about the
treatment of bondholders because they want to ensure that other jurisdictions in
the state continue to be able to receive credit. Thus, states have the power to
make determinations about who should benefit or lose in plans of adjustment,
even if they cannot create formal priority rules.

As a result, Chapter 9 gives cities or states a great deal of leeway to propose
plans that discriminate between classes of creditors of equal priority based on
policy and the commitments of state law. Deference will likely be particularly
strong when state governments are directly involved, as in Detroit, when the state
of Michigan had appointed an emergency manager to govern the city directly.

State governments can and shouldtake advantage of this deference to shape
the behavior of overlapping jurisdictions in municipal bankruptcy. When a state
gives a municipality authority to file, it can attach substantive conditions.
Through legislation surrounding authorization, the state can order municipal
officials to coordinate their activities during bankruptcy.

If overlapping jurisdictions file under Chapter 9, the legislation should
order municipal authorities (or emergency managers) in these jurisdictions to
coordinate their plans of adjustment with experts from the state government
These committees of municipalities may be purely advisory, or the state could
require collective sign-off (or state governmental sign-off) before presenting a
plan to the court.27 If local officials have been replaced by state-appointed
emergency managers, coordination will be relatively straight-forward. The state
would simply be ordering state officials to work together towards a common
project. Even where local officials are allowed to remain in place, the state gives
overlapping jurisdictions a formal say in a local government's plan of adjustment
in order to limit intra-jurisdictional externalities. Further, municipal officials
could use these negotiations to coordinate their plans of adjustment and to try to
develop economies of scale through cooperation.28

246. Id. at 102.
247. Such a committee should not be able to force any individual city to present a plan of

adjustment That type of rule might lead to a majority of municipalities asking an official of one
municipality to do something that is not in that municipality's best interest or inconsistent with its legal
obligations in court. However, some voting rule should be created to allow officials of overlapping local
governments to stop any city from presenting a plan of adjustment that harms the other jurisdictions.

248. That is, presuming they want to stay independent The Civic Federation of Chicago has
called the consideration of a plan for Chicago Public Schools to be dissolved and merged with the City
of Chicago if it remains in fiscal distress, as doing so would give it access to the City's broader taxing
powers. See CIc FED'N, CHCAGO PUBLIC SCHOOLS FY2018 PROPOSED BUDGEr: ANALYSIS AND
RECOMMENDATION 5, 22-23 (2017), http://bit.ly2DGuH6K [https*//perma.cdR8NY-8S95]. Such
coordinated plans of adjustment would provide a mechanism for doing so.
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Beyond process, actual coordination in terms of plans of adjustment should
be encouraged. Municipal authorities should seek to develop plans that are
feasible for all overlapping jurisdictions, and that will provide acceptable levels
of services for residents. Statutory language should discourage plans that
increase costs for other jurisdictions in fiscal distress. Further, to the extent
allowed by law, municipal officials in overlapping jurisdictions should attempt
to come to common understandings with similar types of creditors,
acknowledging that overlapping governments are simply agents of the same
principal: the local tax base and electorate. This would not mean that all creditors
across all local governments should be treated the same-the sources of revenue
each government has at its disposal should be considered, as should their relative
economic position. But, plans of adjustment should recognize that treating
creditors of different, overlapping local governments separately would allow
local residents to create what amount to unjustifiable priority rules among
creditors.

States could also follow the approach set by PROMESA and appoint a
single emergency manager across entities, so that the single emergency manager
could make decisions and propose plans of adjustment with an eye toward the
collective, rather than individual, goals of the instrumentalities. The Oversight
Board in PROMESA is effectively a single emergency manager across all of the
territorial instrumentalities it seeks to exercise jurisdiction over; as such, it can
avoid decisions that would be individually optimal for a single instrumentality
but collectively suboptimal. For example, in 2015, before the Oversight Board
was appointed, PREPA, the public utility, negotiated a consensual deal with its
creditors wherein PREPA creditors would take a 15 percent haircut in exchange
for higher-rated bonds financed by an increase in electricity rates.249 In June
2017, however, the Oversight Board rejected the consensual deal that PREPA
had reached with its creditors and sent PREPA into Title rn. 250 The Board
rejected the deal because it reasoned that the rate increases called for by the deal
would harm the overall economic outlook for Puerto Rico-a territory with
higher electricity costs than the rest of the nation, and for which rate increases
might meaningfully suppress economic activity.251 The Board was specifically
concerned about a provision in the deal that would allow a surcharge to grow to
the level needed to guarantee repayment of the debt, without regard to the

249. Nick Brown, Puerto Rico Utility PREPA, Creditors Working on New Debt Deal, REUTERS
(Mar. 29, 2017), https//www.ruters.com/article/puertorico-debt-prepalpuerto-rico-wility-prepa-
creditors-working-on-new-debt-deal-idUSL2N1H621Z [https*//perma.cc/FX8R-ZSW5]; Nick Brown,
Puerto Rico's PREPA, Bondholders Agree to New Debt Deal, REUTERS (Apr. 6, 2017),
httpsJ//www.renters.com/artice/us-puertorico-<ebt-prepalpuerto-ricos-prepa-bondholders-agree-to-
new-debt-deal-idUSKBN1782CD [https/perma.cc/SI2T-W9SZ].

250. Cara Salvatore, Puerto Rico Board Rejects Utity Debt Restucturing Deal, LAW360 (June
28,2017), http://bitly/2DfyxCK [https//perma.cc/8PUY-8EEM].

251. See Andrew G. Biggs et al., Privatize Puerto Rico's Power, WALL ST. J. (June 29, 2017),
http-//bitIly/2BayBSC [https://perma.cc/NZU7-ALTS].
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surcharge on the overall economy.2 52 The sustainability of the governance of
Puerto Rico writ large was taken into account, and not simply PREPA's
sustainability. A single emergency manager appointed by the state across
jurisdictions could play a similar role in ensuring a coordinated approach to
adjusting debts in the framework of jointly administered Chapter 9 cases.

Localities should be ordered to coordinate, but not to consolidate.
Overlapping jurisdictions often do not represent identical tax bases and
electorates-counties are bigger than cities, school districts straddle across
multiple jurisdictional lines. Thus, combining their debts would involve shifting
obligations to groups of people who were not involved in incurring them.
Further, voters cannot fully decide which government should receive tax
revenues, as state laws limit which government can tax what and at what levels,
which creditors understand when making lending decisions. As a result, it would
not make sense to fully consolidate them for the purpose of bankruptcy.

That said, the range of policy considerations that municipal officials should
consider when figuring out what rates of recovery to offer to debtors should be
broader when multiple jurisdictions are in fiscal distress. Cities should be forced
to consider the interests of overlapping jurisdictions. Doing so would further the
purposes of Chapter 9, better protect the welfare of residents, and provide fairer
treatment for creditors across jurisdictions.

However, coordination among cities in Chapter 9 will not help address the
problem of overlapping jurisdictions that are not yet in bankruptcy. The next
section addresses this problem.

b. The "Big MAC Combo" Solution for Fiscal Crises in Overlapping
Jurisdictions

When New York City's fiscal crisis hit, one of the first steps New York
State took was to create a special borrowing entity, the Municipal Assistance
Corporation (known as the "Big MAC"). 25 3 The structure borrowed the approach
Richard Ravitch used when the New York State Urban Development
Corporation (UDC) ran aground a few years earlier.54

252. See id.
253. See RICHARD RAVHOI,- So MUCH To DO: A FULL LIFE OF BUSINESS, POLmCS, AND

CONFRONING FISCAL CRISES 85-100 (2014); ANNUAL REPORT OF THE MUNICIPAL ASSISTANCE
CORPORATION FOR THE CITY OF NEW YORK 34 (1976),
https/www.baruckcuny.edu/hbrary/alumni/online exhibits/amfl/nac/pdf files/AnmReports/1976.p
df [https://permacc/B9CT-Q6DG] [hereinafter MAC REPORT]; Jeff Nussbaum, The Night New York
Saved Itself from Bankruptcy, NEW YORKER (Oct. 16, 2015), http*//bit.1y/2EQ0PEn
(httpsJ/perma.cc/PA9M-F5L5] ("Governor Hugh Carey was willing to advance state funds to allow the
city to pay its bills under the condition that the city turn over its financial management to the state. This
led to the creation of the Municipal Assistance Corporation, which was authorized to sell bonds to meet
the city's borrowing needs. (Its detractors referred to it as "BIG MAC," because of its authority to overrule
city spending decisions.)").

254. See RAvTICH, supm note 253, at 46-84 (discussing the UDC and its relationship to the fiscal
crisis).
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The basic structure involves the creation of a new entity that receives some
of the revenue and assumes some of the responsibilities of the heavily indebted
government. In the case of the UDC, federal subsidies for building affordable
housing that were supposed to go to the UDC were instead transferred to a new
agency that then funded UDC projects.25 5 The new agency can issue debt, backed
by the revenue stream, while the indebted government loses access to the
revenues.256 Although the existing government loses access to some revenues,
the new entity bears some of the costs of governing. The structure is designed to
overcome a liquidity crisis. Investors, who had been unwilling to lend, receive
security that they will be paid back ahead of prior investors because they are
lending to a legally distinct entity.

When lenders refused to refinance New York City's short-term debt in
1975, New York State stepped in and created Big MAC. 2 5 7 Big MAC received
first claim on city sales and stock transfer taxes, as well as all per capita state aid
(and implicit state backing).` Big MAC then provided interim financing for the
city.259 Later, the state enacted a moratorium on claims for payment on short-
term city debt and gave bondholders the option to roll their bonds over into long-
term MAC debt, but the Court of Appeals of New York held that this violated
the state constitution.m

The idea behind Big MAC was that it could bridge the city's short-term
funding gap by giving new bondholders (many of them city unions) confidence
that they would be protected in the case of a default.261 And Big MAC would
keep the city running. Combined with other tools-federal and state loans, and
a state-dominated Emergency Financial Control Board that was given substantial
control over city spending-Big MAC helped New York City stay out of
bankruptcy.262

Recently, similar plans have been implemented without a higher level of
government creating a separate agency, and they have been used to reduce
borrowing costs, rather than to address short-term liquidity crises. In Puerto
Rico, as discussed above, the Commonwealth sold "COFINA" debt backed by a
putative security interest in a bank account into which the Commonwealth is
required to deposit part of its sales tax revenue. This revenue would otherwise

255. Id at 50 (discussing the structure of the UDC); MAC REPORT, supra note 253, at 11
(describing the structure of the MAC); Donna E. Shalala & Carol Bellamy, A State Saves a City: The
New York Case, 1976 DUKE LJ. 1119, 1127-31 (1976) (same).

256. See MAC REPORT, supra note 253, at 11-19; Shalala, supra note 253, at 1127-28.
257. See MAC REPORT, supra note 253, at 11-15.
258. See id
259. See id
260. See Flushing Nat7Bankv. Muni Assistance Corp., 40 N.Y. 2d 731,731-35 (1976).
261. Union officials were persuaded to support MAC bonds as a way of keeping the city afloat.

See RAVHCH, supra note 253, at 70.
262. See Shalala, supra note 255, at 1128-29; MAC REPORT, supra note 253, at 19, 32

(describing the Emergency Financial Control Board and loans from the federal government).
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have been used to pay back other obligations of the government.263 General
obligation bondholders have challenged this, arguing that the Commonwealth's
constitution requires general obligation bonds to be paid before any other debt.2"

Illinois recently gave cities the power to set up bankruptcy-remote, special
purpose issuance entities and to transfer the cities' tax revenues to those
entities.265 The special purpose issuance entities would then issue bonds backed
by those tax revenues, which is basically a securitization of the tax revenues. The
proceeds of the bond issuance are then given to the city. The idea is that the
special purpose entity has a better risk profile than the city, resulting in lower
financing costs. Chicago has issued these bonds (jokingly called "Chifinas") that
will carry a lower interest rate because they provide buyers with a secured
interest in the case of bankruptcy.2" Credit rating agency Fitch recently gave the
bond "AAA" rating, and Standard & Poor's gave it an "AA" rating.267 Chicago
will use the proceeds to pay off existing debt, reducing the city's interest
expenses.26

While these types of bonds theoretically protect investors in case of
bankruptcy, it is unclear how courts would treat them.269

That said, state governments could consider creating an even bigger version
of the Big MAC structure for situations involving fiscal distress in multiple
overlapping local governments. The goal would be very different, though, than
that in a plain Big MAC structure. Rather than using the structure to bridge a
liquidity crisis, this new version, which we term a "Big MAC Combo," would
be designed to stop localities from inefficient strategic interactions, and in
extremis to create such a crisis across all nearly-insolvent jurisdictions in a
metropolitan area while still maintaining essential services.

Faced with overlapping fiscal crises, the state could reassign the power to
tax certain things from a variety of governments to a new purpose-built agency
that would provide the governments with funding for essential government
services. Debt issued by this new cross-local jurisdictional structure-the Big

263. See Mary Williams Walsh, Puerto Rico's Second Cut to Junk Debt, N.Y. TIMES (Feb. 7,
2014), http//nytims/2DeHuME [https/perma.cc/DH34-J8YC]; Puerto Rico Sales Tax Refinancing
Corporation (COFNA), Gov'T OF PUERTO Rico (Dec. 26, 2017), http/bit1y2EPI4kr
[https-//perma.cct5EWB-ZP5Y].

264. See generallyNickBrown, Puerto Rico's Biggest Creditors Envsion ResolvingKeyDispute
This Year, REUTERS (Aug. 9,2017), http//reut.s/2FL1Q4v https//permccSR4Q-EZXR] (describing
the conflict).

265. See Karen Pierog, New Chicago Debt Structure Wins Initial Approwl, REUTERS (Oct. 5,
2017), http/reut.rs/2DJTBCo [https/4erma.cefl6GY-XY3P].

266. See Spielman, supra note 13; Martin Z. Braun, Bondholders Fret Over Alchemy that Turns
Chicago's Junk to Gold, BLOOMBERG (Nov. 10, 2017), https*//bloombg/2B9Hmwg
[httpsJ/penai.ccY2MH-Y3U9].

267. See Braun, supra note 266.
268. See Spielman, supra note 13.
269. For instance, the question of whether making payments on the COFINAs illegally removes

a source ofrevenue that had been pledged to general obligation bondholders will turn on the peculiarities
of the Puerto Rican constitution.
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MAC Combo-would presumably be rated well, because it would have the first

claim on a number of revenue sources. Although the existing creditors of the

underlying local governments may be harmed by the diversion of revenue

sources to the Big MAC Combo, the new entity will, in theory, borrow at cheaper

rates and be able to use the money to fund local services, leaving the underlying

municipalities no worse off.

But states are not bound by their municipalities' promises, and cities cannot

limit the power of state government to assign taxing power to different or new

local governments. In some states, the state legislature's ability to reassign taxing

and other powers may be constrained by state constitutions.2 70 But the general

American rule is that states can create, modify, and destroy local governments,
so such a structure would presumptively be legal.

The creation of a Big MAC Combo structure would allow the state to ensure

the provision of a set of essential services even while local governments face

fiscal crises. It would also allow the state legislature to police two types of abuses

of the bankruptcy process by insolvent overlapping local governments.

The first abuse is strategic assignment of revenues in advance of

bankruptcy. If, say, it becomes clear that both the City and Chicago Public

Schools cannot stay solvent, city officials have an incentive to do whatever they

can to plow revenues into one and not the other, keeping one local government

out of bankruptcy while making the other worse off. This does not make much

sense as a policy matter-spreading the harm across more debtors would be

better-but may be in the myopic interests of city officials.

Shifting revenues across local governments might also allow local officials

to pick winners and losers among similar classes of debtors for political reasons

(e.g., teacher pensions versus police pensions). Keeping revenues in the City or

even reducing any transfers from the City to the School District would not be a

fraudulent transfer; tax revenues are not assets. But it would be problematic
nonetheless. The Big MAC Combo structure would remove the capacity to do

this from local officials and voters by stripping the local government of revenues

to shift. Instead, the Big MAC Combo would directly fund local services.

Second, the Big MAC Combo could also police deviations from

cooperative solutions between municipalities. As discussed above, officials in

overlapping local governments have incentives to avoid bankruptcy for as long

as possible, hoping that other governments will go first and therefore free up

access to revenues. A Big MAC Combo could be designed to make all relevant

local governments eligible to file for bankruptcy, while also ensuring that

essential local services are provided.

Further, and most importantly, the Big MAC Combo would achieve the

ends of coordination across local government. Through the Big Mac Combo, the

270. See BAKER, supra note 16, at 256-364 (discussing the variety of types of limitations on the
ability of state governments to reorganize local governments under state constitutions).
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state would step in and take control not only over the operations of local
government, but also of their capacity to pay their existing debt. That is, a Big
Mac Combo could be designed to force all nearly-insolvent local governments
to become entirely insolvent, and thus to all file for bankruptcy.271 States would

271. This raises big questions about whether a state law that intentionally plunged a municipality
into bankruptcy would violate the Contracts Clause or whether the transfer of tax revenues to a new
entity would be treated as a fraudulent transfer. We do not think the answer to either of these questions
is yes, but they are open questions.

Most Contracts Clause cases involving public contracts are challenges to laws passed by the
government that entered into the contract or that offered "statutory covenants" which were then
incorporated into public contracts. See US. Trust Co. v. New Jersey, 431 U.S. 1 (1977) (finding that a
statutory covenant entered into and then renounced by the New Jersey state legislature violated the
Conitract Clause). The Supreme Court makes a sharp distinction between state laws that affect contracts
generally, and those that affect contracts the state itself enters into, with the former subject to much less
scrutiny. See id at 22 (comparing the Big MAC Combo would not change any contract that the state
government entered into. A city's contract can hardly be said to impair the ability of the state to transfer
revenues; otherwise all municipal bonds would contain clauses that protected all of the extant powers,
and state governments could never preempt local actions.); Hudson Water Co. v. McCarter, 209 U.S.
349, 357 (1908) ("One whose rights, such as they are, are subject to state restriction, cannot remove
them from the power of the State by making a contract about them."). And there is a quite clear
"legitimate public purpose" for transferring resources to the new entity: ensuring the continued provision
of those public services that matter to the region and state as a whole. Cf U.S. Trust 431 U.S. at 22
(describing required justification for regulations of private contracts).

The complication, though, is that the state law would be designed at least in part to open the
door for local governments to file for bankruptcy. Actions by states to create new municipalities
explicitly to avoid debt have been frustrated in the past. When Alabama dissolved the city of Mobile,
replacing it with a new municipal corporation of almost identical proportion and powers, the Supreme
Court found that the new government was liable for the debt of the old one. Port of Mobile v. Watson,
116 U.S. 289, 290-91 (1886). However, the basis for this decision is less than clear, the Court never
explained the legal basis for its decision and does not cite the Contract Clause-thus its current validity
as precedent is dubious. Further, a well-designed Big MAC Combo would only remove some revenue
raising capacity from each local government and would not be a "successor" in any meaningful sense.

Still, these are uncharted waters. The state would have a pretty strong argument, particularly
to the extent the new entity was designed largely to ensure the continued provision of services important
to the state as a whole.

Fraudulent transfer arguments would not help the city's creditors in this context, either.
Since Elizabethan times, fraudulent transfer statutes have enabled creditors to unwind the transfers of
assets or the incurrence of obligations that are either made with actual intent to hinder, delay, or defraud
creditors or made by insolvent debtors for less than reasonably equivalent value. 13 Eliz. 1, c 5.
Conceptually, the fraudulent transfer doctrine would seem to prevent states from stripping municipalities
of valuable taxation rights.

But fraudulent transfer law has only ever existed as a matter of statute, and statutory
language therefore controls the scope of fraudulent transfer law. Fraudulent transfer law is currently
codified in two primary places: the federal Bankruptcy Code and state law. The statutory provisions, as
they currently exist, are unlikely to apply to the transfer of taxation rights from a municipality.
Specifically, the Bankruptcy Code's fraudulent transfer provision requires a transfer "of an interest of
the debtor in property" or the incurrence of an obligation by the debtor. 11 U.S.C. § 548(aX 1).

State fraudulent transfer statutes, which are generally based on the Uniform Fraudulent
Transfer Act (UFTA), may be invoked by a debtor-in-possession. See 11 U.S.C. § 544(bXl). State
fraudulent transfer statutes too require a "transfer." Under the UFTA, "transfer" is defined as "disposing
or parting with an asset or an interest in an asset," which is in tum defined as "property of the debtor."
UFTA §§ 4, 5. Because fraudulent transfer law is keyed to concepts of "assets" or Interest... in
property," it does not cover transfers of valuable non-property interests, such as a right to levy a tax. See
UFTA § 1(16). To be sure, a right to tax could be conceived of as a type of license, but licenses are not

2019] 525



CALIFORNZA LAW REVIEW

be hesitant to use such a huge cudgel, as it would harm the state's reputation in
credit markets and increase borrowing costs in other jurisdictions. But desperate
times often call for desperate measures; this is the type of break-glass-in-case-
of-emergency tool that states might consider if there is a real insolvency crisis
across governments in a major metropolitan area.

By adjusting the services provided and the revenue sources assigned to the
new entity, the state could spread out the costs of local insolvency across the full
set of creditors and services. The state could provide money or loan guarantees
to the Big MAC Combo knowing that it would not simply be paying debtors or
financing inter-local conflict, but instead directly providing services. The state
could use the Big MAC Combo to facilitate the creation of a new larger
government after bankruptcy, but it need not.

The original Big MAC structure and its successors provided solutions to
several problems: short-term liquidity problems and a lack of resources available
to fund essential services during a crisis. Arguably, it has been abused in recent
years, as a way to cover up declining finances rather than to mitigate a short-
term crisis. But a Big MAC Combo could allow the same tool to serve a new
purpose: policing strategic conflicts among overlapping jurisdictions that delay
needed restructuring and that inappropriately favor certain creditors.

CONCLUSION

Several major metropolitan areas in the United States face the prospect of
simultaneous fiscal crises for overlapping local governments as part of the
broader problem of underfunded pension and retiree benefits. The existing legal
mechanisms for dealing with local governments' financial distresses lack the
tools to coordinate separate governmental entities' debt restructurings, yet such
coordination is essential because of the shared revenue base of overlapping
municipalities. This Article identifies this pending problem and proposes a
number of concrete solutions that would facilitate coordination among
financially distressed local governments.

consistently treated as property in bankruptcy. See, e.g., In re David Burgess, 234 BR. 793 (D. Nev.
1999). Licenses that are not transferred as a matter of common practice, such as medical licenses or law
licenses, are generally not treated as property for bankruptcy purposes, while licenses that are commonly
transferred, such as FAA gate licenses or cab medallions, are treated as property for bankruptcy
purposes. A right to tax would seem to clearly fall in the former category-it is not in the least bit
alienable by a municipality.

What this means is that current fraudulent transfer law is not up to the task of preventing
states from stipping away taxation rights.
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Fiscal Federalism: Theory and Practice 
The field of fiscal federalism studies how to divide responsibilities (including finances) 
among federal, state, and local governments to improve economic efficiency and 
achieve various public policy objectives. Determining the optimal division of 
responsibilities is difficult because of varying subjective views about what the role of 
government should be. As a result, fiscal federalism research generally renders no 
judgment on the proper level of total government intervention or what types of services 
governments should provide. The research focuses instead on how responsibilities are 
assigned across multiple layers of government once policymakers have decided to 
implement a given policy, and what trade-offs may be involved in administering it.  

For example, a more prominent federal government role may improve efficiency when taxpayers can easily move 
among localities and states to minimize taxes, or when there are substantial spillover effects from providing goods 
and services. A more active state and local role may be beneficial in other cases, such as when there is a high level 
of variation among constituents in the desired amount of government-provided services, or when obtaining 
enough information to effectively administer a program is difficult (e.g., public education or local housing 
initiatives). Theories of fiscal federalism can be useful to policymakers when analyzing policies that could involve 
several layers of government.  

General interest in fiscal federalism has increased following the economic downturn accompanying the 
Coronavirus Disease 2019 (COVID-19) crisis. Early evidence suggests there has been a significant shift in how 
fiscal responsibilities are divvied up among the federal government, and state and local governments. This shift 
has included $150 billion in direct federal assistance to state and local governments and the Federal Reserve’s 
support of up to $500 billion in state and local debt issuances.  

This report introduces a basic model of fiscal federalism. After developing the basic model and discussing its 
implications for governments’ roles, the analysis explores the effects of various extensions to incorporate more 
realistic assumptions. A real-world example is presented with each modification to the basic model’s assumptions 
to draw a connection between theory and practice. 

Variation in preferences across individuals and firms incentivizes more activity from state governments, which 
can respond to any differences in demand for government from their residents. Allowing mobility across 
jurisdictions, meanwhile, can exacerbate state-level variation but can also introduce market inefficiencies that 
benefit from federal intervention.  

Differences in the effectiveness of tax and spending programs across physical space allow for public benefits from 
state government activity so long as the variation is confined to the state. Introducing externalities, or program 
effects on anyone other than the government and program target, may warrant increased federal activity if 
externalities are present across multiple states. Allowing for differences in administrative costs and budget 
flexibility can also influence fiscal federalism choices. 

Practical examples with implications for fiscal federalism include relative federal, state, and local government 
activity during economic downturns, spending in policy areas like education and transportation, and the type and 
total level of taxation present across areas. 
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Introduction 
The field of fiscal federalism studies how to divide responsibilities (including finances) among 
federal, state, and local governments to improve economic efficiency and achieve various public 
policy objectives.1 This report develops a basic model (referred to henceforth as the basic model) 
of fiscal federalism to explore the economic rationales behind assigning responsibility for certain 
public policies to the various levels of government.2  

General interest in fiscal federalism has increased following the economic downturn 
accompanying the Coronavirus Disease 2019 (COVID-19) crisis. Early evidence is suggestive of 
a large shift in how fiscal responsibilities are divided among the federal government and state and 
local governments. This shift has included $150 billion in direct federal assistance to state and 
local governments and the Federal Reserve’s support of up to $500 billion in state and local debt 
issuances.3 

Under the basic model’s assumptions, the conclusion is rather straightforward: the federal and 
state governments only need to ensure that the total level of government services maximizes the 
collective well-being of all residents (often referred to as utility), and do not need to worry about 
which level of government provides those services. Subsequent sections of this report modify the 
basic model’s assumptions to be more realistic, and explore what those changes suggest about 
relative government activity levels. A number of these modifications have clear implications for 
the type of government that would produce the most benefit. Other modifications suggest that 
how governments divide responsibilities is highly dependent on context. A real-world example is 
presented with each modification to the basic model’s assumptions to draw a connection between 
theory and practice. 

Determining the optimal division of responsibilities is difficult because of varying subjective 
views about what the role of government should be. As a result, fiscal federalism research 
generally renders no judgment on the proper level of total government intervention or what types 
of services governments should provide. The research focuses instead on how responsibilities are 
assigned across multiple layers of government once policymakers have decided to implement a 
given policy, and what trade-offs may be involved in administering it.  

For example, a more prominent federal government role may improve efficiency—and increase 
collective well-being—when taxpayers can easily move across localities and states to minimize 
taxes, or when there are substantial spillover effects from the federal provision of goods and 
services. A more active state and local role may be beneficial in other cases, like when there is a 
high level of variation in the desired amount of government-provided services, or when obtaining 
enough information to effectively administer a program is difficult (e.g., public education or local 
housing initiatives). Theories of fiscal federalism can be useful to policymakers when analyzing 
policies that could involve several layers of government.  

Although this report focuses on the economic rationales for assigning certain responsibilities to 
the various levels of government, policymakers also consider many noneconomic factors when 

                                                 
1 For a basic introduction to fiscal federalism, see Richard A. Musgrave, The Theory of Public Finance (New York: 
McGraw Hill, 1959). 
2 Simplified formulas corresponding to the theoretical discussion are provided in Appendix A, along with relevant 
outside research where applicable. A summary of recent trends and levels in U.S. fiscal federalism can be found in 
Appendix B. 
3 Both provisions were created by the CARES Act (P.L. 116-136). For more information on the CARES Act, see CRS 
Report R46299, Coronavirus Aid, Relief, and Economic Security (CARES) Act: CRS Experts, by William L. Painter 
and Diane P. Horn. 
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weighing the merits of potential changes to government activity levels. For example, this report 
does not examine the role of federalism as a political system or as a protection against tyranny, 
nor does it evaluate the legal issues inherent in a federalist system relative to other political 
structures. For more on those subjects, see CRS Report R45323, Federalism-Based Limitations 
on Congressional Power: An Overview. 

The Basic Model  
This section presents a basic model to examine the economic incentives of assigning tax and 
spending activities to various levels of government. As with all models, it relies on a set of 
assumptions that may not always accurately reflect certain aspects of the real world. 
Acknowledging this, the basic model is extended in the sections that follow to account for a 
number of real-world observations and scenarios.  

In the basic model there are three different economic actors: governments, individuals, and firms. 
The assumptions about these parties are as follows: 

 Assumptions about government behavior: 
 Governments are equally effective in collecting taxes and carrying out 

spending programs. Potential cost differentials, including administrative 
costs and program targeting, are ignored.  

 Government budgets are balanced. Government spending is exactly equal to 
receipts. 

 Governments work to maximize the collective well-being of all residents.4 
The federal government chooses its tax and spending levels with the goal of 
maximizing the collective well-being of all national residents, while state and 
local governments (which for simplicity will be described as state 
governments) independently make their own tax and spending choices, with 
the goal of maximizing the well-being of all the residents in their 
jurisdiction.5  

 Governments have full information about the actions of other participants. 
The federal government makes its decisions with an understanding of how 
state governments will respond, and state governments similarly know how 
the federal government will operate. 

 Assumptions about individuals and firms: 
 All individuals and firms are identical. There is no variation in preferences 

across individuals for government activity, private goods, or leisure. (In 
economic jargon, all individuals have the same utility function.) Individuals 
supply capital and labor to firms. In exchange, each individual receives an 
identical wage and return on capital that are fixed shares of firm revenues. 
Individuals and firms have preferences for total government spending while 
being indifferent to what level of government provides those services. Firms 
are perfectly competitive and produce an aggregate good with identical 
endowments of labor and capital (nonlabor) resources. 

                                                 
4 Extensions of this basic model can prioritize the welfare maximization of certain segments of the population (e.g., 
low-income households or households with children, elderly, and/or disabled persons). 
5 Fiscal federalism models can also be constructed to allow for ordered choices (e.g., either the federal government or 
state governments choose first). A simultaneous structure is presented here for sake of simplicity. 



Fiscal Federalism: Theory and Practice 

 

Congressional Research Service 3 

 Individuals and firms cannot move across states. Individuals can only 
respond to public policy changes through changes in consumption, and firms 
can respond only through changes in production.  

To complete the basic model, assumptions about public goods and services (collectively called 
services for simplicity) and taxes are as follows: 

 Assumptions about public services and taxes: 
 Services are purely public and taxes are nondistorting. Pure public services 

are nonexcludable (anyone in the system has complete access to them) and 
nonrival (one individual’s program use does not affect its availability to 
others). A nondistorting tax does not influence the payer’s market choices. 

 Public services and taxes do not have spillover effects. Spillover effects, also 
called externalities, occur when someone other than the individual or firm 
that paid a tax to fund a public service receives value (positive or negative) 
from it.  

 Tax and benefit levels do not depend on individual or firm location within a 
jurisdiction. A state government produces an equal benefit for all individuals 
in a state, while a federal benefit does the same for all individuals 
nationwide. 

Under the basic model’s assumptions, the conclusion is that all governments only need to ensure 
that the optimal level of total government services—the level that maximizes total well-being—is 
provided, and do not need to worry about who provides those services. This result stems 
specifically from the assumption that individual preferences for public services are identical and 
not dependent on which government is providing them. This means that the split between federal, 
state, and local activity is indeterminate. Everyone would be just as happy with a system where 
the federal government spent $10 trillion and states (collectively) spent $5 trillion as they would 
in a situation where the federal government spent $5 trillion and the states spent $10 trillion. 

Extending the Basic Model 
Extending the basic model to accommodate more realistic assumptions reveals information about 
how various economic conditions influence the preferred distribution of government activity and 
how those choices translate to overall well-being. The following presents a number of extensions 
of the basic model in an attempt to gain some insight into how government responsibilities are 
divided among federal, state, and local governments. In many cases, there are a number of 
conflating factors, economic and noneconomic, that help explain observed outcomes. When 
possible, the discussions reference research that may be relevant.  

Varying Preferences 

Perhaps the simplest deviation from the basic model is to allow for differences in preferences 
among individuals and firms. Individuals who choose to live in New York City, rural Wyoming, 
or suburban Florida are likely to have variation in their demands for different types of goods, 
services, and leisure, which will translate into differences in what (and how much) government 
intervention they would like. This also generates differences among firms, which will vary their 
production of goods and service in response to individuals’ varying demands. The modification 
affects the decisions of state governments, which now face differences in the quantity of services 
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their residents demand. In turn, the federal government will respond with changes in the amount 
of services it provides (and taxes it levies).  

Varying preferences will tend to reduce the maximum level of federal government services that 
will be provided in equilibrium (i.e., when collective well-being is maximized). In the basic 
model, each state demanded the same amount of government activity, and the federal government 
could provide all of those services just as well as if state governments provided them. Because 
preferences across states now differ, in order to maximize general welfare, the federal 
government cannot intervene more than the minimum level of total government demanded by any 
state. Otherwise, total government provisions will be overprovided relative to demand in at least 
one area. For example, assume two identically sized states with total government demand of $10 
billion in the first state and $30 billion in the second state. The model will require the second state 
government to provide at least $20 billion in services, with the remainder provided by the federal 
government. State governments therefore need to tailor the level of total government involvement 
to meet whatever excess demand exists in their areas after accounting for federal government 
behavior. The greater the differences are in government preferences across states, the larger the 
state government role must be to maximize well-being. 

Practical Example: Effective Tax Rates 

To some degree, differences in individual taxation levels across states may indicate variation in 
the size of government preferred in different areas.6 Table 1 shows the five states with the highest 
effective tax rates and the five states with the lowest effective tax rates in 2017 (the most recent 
data year), along with the U.S. average effective tax rate. Effective tax rates are calculated as the 
amount of state and local tax revenue collected divided by the amount of state personal income. 
In 2017, state and local tax collections nationwide amounted to 9.8% of all personal income.  

Four of the five states with the highest effective tax rates shown in Table 1 have a top marginal 
tax rate on personal income that is higher than the national average. Likewise, the five states with 
the lowest effective tax rates all have top marginal income tax rates below the national average. 
Three of those states—Florida, Tennessee, and Alaska—have no state tax on personal earned 
income whatsoever. (Alabama and Oklahoma both have a top marginal tax rate of 5%.) 
Similarities between effective and marginal tax rates indicate that receipt levels are, at least to 
some degree, an intentional function of the state tax system. 

Table 1. Highest and Lowest Effective Tax States, 2017 

State 
State and Local Taxes 

($ billions) 

Personal Income 

($ billions) Effective Tax Rate 

New York 177.8 1,281.1 13.9% 

District of Columbia 7.5 55.5 13.4% 

North Dakota 5.0 39.5 12.7% 

Hawaii 9.5 75.4 12.6% 

Vermont 3.8 32.6 11.7% 

United States Total 1,652.8 16,820.3 9.8% 

Alabama 16.4 198.9 8.3% 

Oklahoma 13.9 174.4 8.0% 

                                                 
6 This does not mean that all residents in a state will agree on government’s role.  
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Florida 77.7 1,000.6 7.8% 

Tennessee 22.9 305.7 7.5% 

Alaska 3.0 42.3 7.2% 

Sources: Census Bureau, 2017 State & Local Government Finance Historical Datasets, and Bureau of Economic 

Analysis, Regional Economic Accounts. 

State variation in the types of taxes used may weaken the relationship between effective income 
tax rates and the amount of government preferred in an area. For example, Alaska collects a 
majority of its revenues from oil and natural gas production, including royalties, petroleum 
property taxes, and corporate income taxes. In some years, revenues from these resources exceed 
90% of the state’s discretionary funds.7 These revenue streams are not available to most state 
governments. North Dakota’s high income tax collections, meanwhile, are fueled by a recent 
surge in oil and natural gas production that may not necessarily reflect residents’ preferences 
regarding government.8  

Mobility 

Relaxing the basic model’s assumption that individuals and firms cannot move across states 
introduces another incentive with relevance to fiscal federalism. In practice, location choices are 
products of many different factors. For instance, an individual may move to take advantage of a 
job market that is better suited to her skills. A firm could similarly move its headquarters to take 
advantage of another state’s lower tax rates. The basic model did not give individuals and firms 
direct influence over how responsibilities are divided among federal and state governments. With 
this adjustment, it is still assumed that governments maximize their residents’ overall well-being, 
but now individuals are able to maximize their own well-being and firms are able to maximize 
their profits along another dimension by choosing where to locate. 

How much interstate movement occurs when the mobility restriction is lifted depends on how 
costly that movement is for individuals and firms. A key finding of early fiscal federalism 
research is that if it is costless to relocate (i.e., full mobility) and if there is preference variation, 
individuals with similar government preferences tend to cluster together in states, an outcome 
described as “Tiebout sorting” or “voting with your feet.”9 Making movement completely free 
increases the total level of desired mobility, whereas high movement costs will hamper state 
switches that would otherwise improve well-being. (If preferences are still identical, individuals 
and firms will have no incentive to move even if it is allowed.) Put another way, allowing 
individuals and firms to move across jurisdictions exacerbates the differences in government 
preferences among individuals across states. This gives state governments a bigger role as the 
difference in preferences between states grows. The costlier it is to relocate, the less motivation 
individuals and firms will have to move across states, and the smaller the increase will be in state 
government activity. 

                                                 
7 “Understanding Alaska’s Revenue,” Understanding Alaska’s Budget (website): http://www.alaskabudget.com/
revenue. 
8 Patrick Springer, “North Dakota tax collection grows since Great Recession tops all states,” Bismarck Tribune, April 
28, 2019, at https://bismarcktribune.com/news/state-and-regional/north-dakota-tax-collection-grows-since-great-
recession-tops-all/article_c09ae687-fe54-5976-bcc2-2ddfc75d83cb.html. 
9 Charles M. Tiebout, “An Economic Theory of Decentralization,” Public Finances: Needs, Sources, and Utilization, 
National Bureau of Economic Research, 1961, p. 79. 
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Research has also found, however, that allowing freedom of movement can introduce interstate 
inefficiencies that can be addressed with increased federal government activity.10 Governments 
may be interested in keeping people and firms in their jurisdictions for a number of reasons, 
including to minimize negative spillover effects (discussed later) or to maximize benefits from 
increasing returns to scale (meaning that additional inputs are increasingly productive) from 
firms. This can lead to equilibrium conditions characterized by a state’s “race to the bottom.” In a 
race to the bottom, states tax at levels lower than what is actually preferred to reduce individual 
and firm emigration that would otherwise reduce total well-being. Often in these tax-competition 
models, the federal government is the only entity that can compensate residents of jurisdictions 
with suboptimal state preference levels by adopting a more active approach.11 Additionally, 
allowing individuals and firms to move means that state governments are no longer assured of a 
given level of demand for services or of revenue. 

Practical Example: Tax Structure 

There is some evidence that governments consider the mobility of residents and firms when 
devising their tax structures. Changing tax jurisdictions may be easier in some cases than in 
others. For example, a large national corporation may find it relatively inexpensive to change the 
state where it locates its corporate headquarters, whereas a household may experience significant 
expense (e.g., moving costs and the costs of changing employment) to move to a jurisdiction with 
lower taxes.12 

Table 2 shows the composition of tax revenue across levels of government. Taxes other than 
income taxes, including property and sales taxes, comprise the majority of revenues at the state 
(58%) and local (94%) levels. States and localities may tax income less in part because income 
taxes are relatively easy to avoid, whereas property taxes and sales taxes often have points of sale 
that are easier to identify (e.g., where property and retail centers are located).  

Table 2. Percentage Composition of Tax Revenue by Government Level, 2017 

Type Federal State Local 

Individual income 51.8% 37.2% 4.7% 

Corporate income 6.9% 4.7% 1.1% 

Other taxes 41.2% 58.1% 94.2% 

Sources: Census Bureau, 2017 State & Local Government Finance Historical Datasets, and Office of Management 

and Budget, Historical Tables, Table 2.1. 

Notes: Federal “other taxes” includes social insurance and retirement receipts, excise taxes, and estate and gift 

taxes. State and local “other taxes” is calculated as total taxes less income taxes. 

Mobility may also play a role in explaining differences in tax structure within state and local 
government levels. Whereas most local governments in the United States have no local corporate 
income tax, New York City levies a corporate income tax of 8.85%, higher than most state 
governments. This may in part reflect New York City’s position as a center of national and 

                                                 
10 Michael J. Keen and Christos Kostogiannis, “Tax competition in federations and the welfare consequences of 
decentralization,” Journal of Urban Economics, vol. 56, no. 3 (November 2004), pp. 397-407. 
11 For an overview of these models, see John Douglas Wilson, “Theories of Tax Competition,” National Tax Journal, 
vol. 52, no. 2 (June 1999), pp. 269-304. 
12 For a general discussion of behaviors motivated by tax minimization, see Nadine Riedel, “Quantifying International 
Tax Avoidance: A Review of the Academic Literature,” Review of Economics, vol. 69, no. 2 (June 2018), pp. 169-181. 
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international commerce, home to the stock exchanges with the two largest market capitalizations 
in the world.  

Spatial Effects 

The basic model did not allow for what are known as spatial effects (i.e., how the geographic 
location of a household or firm can affect how much it is able to benefit from certain programs). 
Spatial effects may be a function of proximity; for instance, public parks tend to be utilized more 
intensely by those who can access them easily. In other cases, service effectiveness can depend on 
physical characteristics. A fire station that is five miles away from a household, for example, will 
be more effective if the household can be reached by a highway than if it is accessible only along 
a winding one-lane road. 

Allowing for spatial effects in the model means that the well-being of residents depends not only 
on the programs themselves, but also on their geographic location. Specifically, a public 
program’s impact on an individual’s well-being depends on the individual’s location relative to 
the program’s center. The precise nature of how an individual’s location affects the individual’s 
benefits from certain public services—including the way benefits taper off as an individual’s 
distance increases from the center, as well as the size of the total service area—is also important, 
because it will determine how a given proximity to a program’s center translates into individual 
benefits. 

The role that various levels of governments should have in providing certain public programs 
depends on the distribution of those benefits within and across states. In most cases, programs 
that produce benefits that are confined entirely within a state will maximize well-being when 
delivered by the state government. Because the federal government has limited ability to tailor 
program benefits or taxes to particular areas in the model, it is incapable of adjusting programs to 
accommodate spatial variation in the same manner as state governments. 

The federal government generally has a larger role to play, however, in cases where benefits may 
spread across state lines, as state governments would not factor the benefits of out-of-state 
residents in their program choices. Federal and state governments might choose different 
locations for benefit centers, such as hospitals near state borders that would serve both in-state 
and out-of-state patients. The practical implications of spatial effects can be quite complex, even 
when they are only introduced for a single service.13 

Practical Example: Education 

The structure of some spending across levels of government may reflect the proximity of service 
locations to the benefits they provide. Evidence of this effect can be found in spending on 
education, shown in Table 3. Elementary and secondary education primarily provides a highly 
localized benefit to the children and families in a particular school district. Although it is in a 
nation’s interest to have a well-educated citizenry (i.e., there may be positive externalities, 
discussed in the next section with public education), the direct benefit of elementary and 
secondary school spending is the knowledge bestowed on the individuals in those schools and 
their families. In contrast, higher education benefits are much more spatially diffuse. Although a 
locality may benefit from proximity to a large research university or teaching hospital, the 
primary service recipients are the students, who come from across the state and country. Table 3 

                                                 
13 More detail on how equilibrium outcomes vary with spatial characteristics can be found in Charles M. Tiebout, “An 
Economic Theory of Decentralization,” Public Finances: Needs, Sources, and Utilization, National Bureau of 
Economic Research, 1961. 
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highlights this dynamic, as spending on elementary and secondary education overwhelmingly 
takes place at the local level. Higher education spending, however, mostly takes place at the state 
level with assistance from the federal government.  

Table 3. Education Spending by Government Level, 2017 

(billions of dollars) 

 State and Local State Local Federal 

Elementary & secondary 660.4 7.0 653.5 40.6 

Higher education 296.5 253.1 43.4 71.8 

Sources: Census Bureau, 2017 State & Local Government Finance Historical Datasets, and Office of Management 

and Budget, Historical Tables, Table 3.2. 

Note: Federal elementary and secondary education includes vocational education. 

Externalities 

Another modification to the basic model is to allow public programs to generate externalities. 
Externalities occur when the production or consumption of a service (or good) imposes benefits 
or costs on a third party. Externalities (also known as spillovers) may be positive or negative. For 
example, a locally financed bridge generates benefits for out-of-town drivers who may also utilize 
the bridge (a positive externality). In contrast, second-hand smoke imposes health costs on 
individuals other than the smoker (a negative externality). In practice, externalities can be 
difficult to measure: what is the value to out-of-town drivers of a more direct route? How much is 
bystanders’ health impacted by allowing smoking in restaurants? 

In allowing for externalities, the model must reflect that the choices made by one actor can affect 
another’s well-being. In the basic model, state governments maximized the happiness of their 
residents, whose well-being depends on their own private consumption, their own state’s actions, 
and the actions of the federal government. With the presence of externalities, however, the well-
being of individuals in one state may also depend on the actions of other state governments. This 
modification may also change the federal government’s behavior, both because of externality 
effects on the demand for total government and due to changes in state government behavior.14 

How the presence of externalities affects the relative structure of governments’ roles depends on 
the way spillovers affect individuals and firms across state boundaries. Certain cases, like a local 
access road, may have spillover effects that do not extend beyond the state, and thus can be 
addressed by any level of government. In cases where externalities may spill over state lines, 
however, state governments may overprovide negative-externality goods and underprovide 
positive-externality goods. In these cases, a given state government does not consider the well-
being of individuals outside its jurisdiction. When this occurs, the federal government may be 
better suited to administer the program and increase total well-being because it considers the 
well-being of all residents in its decisions. In practice, there may also be a threshold of interstate 
spillover effects where state governments can be the primary administrators with relatively little 
consequence. 

                                                 
14 This ignores the presence of international economies, as discussed in the “Conclusion” section. 
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Practical Example: Excise Taxes 

Excise taxes are one of the main ways governments can address goods with negative externalities. 
By imposing taxes on such goods, the government may both discourage their use (because raising 
the price of the good will decrease its consumption) and raise revenue that can be used to address 
any fiscal ramifications of their use on outside parties.15 Some of the most prominent excise taxes 
in the United States are imposed on motor fuel, products containing tobacco and alcohol, aviation 
fuel, and firearms, though not all of these are intended to address externalities. Externalities 
represent only one motivation for excise taxes, of course, as the benefits of increased revenues are 
potentially attractive to governments regardless of their effect on demand for certain activities. 

Table 4 shows the distribution of excise tax receipts collected across levels of government in 
2017. Some negative externalities, such as damage from motor fuel consumption and drunk-
driving costs, may impose externalities that are confined to the immediate area around the good’s 
consumption, which could explain some of the state and local government use. In other cases, as 
with general health care system stress caused by tobacco and alcohol consumption or motor fuel’s 
contributions to pollution and global warming, the effects are more widespread, which could 
serve as justification for a federal excise tax levy. In total, Table 4 shows that 70% of all 2017 
excise tax receipts flowed to state and local governments with the remaining 30% going to the 
federal government. 

Table 4. Excise Tax Collections by Government Level, 2017 

(billions of dollars) 

 State and Local State Local Federal 

Excise taxes 191.3 157.1 34.2 83.8 

Sources: Census Bureau, 2017 State & Local Government Finance Historical Datasets, and Office of Management 

and Budget, Historical Tables, Table 2.1. 

Note: State and local excise tax collections include amounts reported as selective sales taxes. 

Government Effectiveness 

The basic model assumed that federal and state governments are equally effective in 
administering tax and spending programs. There are reasons this may not be true in all cases, in 
ways that lend advantages to either federal or state interventions. Governments may not always 
have perfect information: for spending programs, identifying the intended recipients can be 
difficult, whereas with certain taxes, the tax base may have incentives to avoid or evade levies. 
Without perfect information, governments may not be able to comprehensively target their entire 
jurisdictions, although the situation may be aided if some of the population that is difficult to 
identify participates in other activities coordinated by the government.  

Administrative costs may also differ across governments for certain programs, even when 
considering a model that otherwise conforms to the basic model. Certain programs that would 
lead to duplicative administrative costs if organized at the state level may lend themselves to 
more centralized coordination. Two cities with recycling that can be collected in one day per 
week, for instance, would save money on vehicle costs by pooling their resources and sharing a 
vehicle fleet—or simply having a higher level of government coordinate the service. 

                                                 
15 For more on excise taxes, see CRS Report R43189, Federal Excise Taxes: An Introduction and General Analysis, by 
Sean Lowry. 
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The model can incorporate differences in effectiveness across governments by treating activities 
as distinct goods, services, or taxes when administered by different governments. With this 
adjustment, services provided by federal and state governments can differ both in how they affect 
well-being and in their cost. In other words, the model acknowledges that federal and state 
governments do not provide identical goods and services, or provide them at identical costs, when 
tasked with a particular activity.  

The effect that these changes have on governments’ equilibrium behavior is generally intuitive. If 
changes incorporate information and administrative costs that are higher for the federal 
government, then the equilibrium condition will shift to reduce the federal role and increase state 
activity. If, instead, information and administration costs are higher for state governments, then 
federal activity in equilibrium will increase and state activity will decrease.  

Practical Example: Transportation 

Table 5 examines three different types of transportation spending across levels of government. 
Differences in the federal share of spending on these services may be a function of variations in 
efficiency across governments. The use of highway and ground transportation services mostly 
takes place at the local and regional level (e.g., school and work commutes and access to market 
for local firms), so local and state governments are better able to structure these services to fit 
users’ needs. 

Water and air transportation, however, often involve transportation across state or international 
lines. The use of these services is significantly more diffuse than highway and ground 
transportation. Given the difficulties in administering interstate or international service provision, 
the share of funds for these types of transportation is weighted more toward the federal 
government.  

Table 5. Transportation Spending by Government Level, 2017 

(billions of dollars) 

 State and Local State Local Federal 

Highways 182.0 109.8 72.2 45.8 

Air  26.0 2.3 23.6 16.8 

Water 6.4 2.1 4.3 4.4 

Source: Census Bureau, 2017 State & Local Government Finance Historical Datasets, and Congressional Budget 

Office Public Spending on Transportation and Water Infrastructure, 1956 to 2017. 

Budget Imbalances 

The final extension of the basic model considered in this report introduces budget imbalances, 
allowing tax and spending levels to differ. Governments may wish to generate short-term budget 
imbalances for any number of reasons. One reason is to smooth the effects of business cycles, 
which describe the pattern of expansion and contraction of the economy. With strict balanced-
budget requirements, adverse economic conditions that lead to a drop in individual wages and 
firm revenues may also require a cut in public spending to fall in line with decreased tax revenues 
collected from individuals and firms. Such austerity measures are generally not supported by the 
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economic literature, and reduce long-term well-being under most fiscal federalism model 
specifications.16 

Another potential cause for short-term budget imbalances is mismatches in the timing of public 
spending and revenues for certain programs. For example, a government may be interested in 
building a bridge paid for with a toll levied on future (automobile) users. That project is likely to 
generate most of its public costs earlier, as the bridge is constructed, and most of its revenues 
later, when the bridge is in use. Modifying the project’s tax and spending structure so that budgets 
are always balanced may sacrifice some of the public good principles discussed earlier, such as 
spillover minimization. 

One adjustment that can accommodate this change is to introduce multiple time periods to the 
model. Incorporating more than one time period would provide for multiple sets of decisions for 
each actor. It would also allow for short-term budget deficits and surpluses (if the requirement is 
also stretched over the course of multiple periods), which would allow governments to incur 
deficits (where spending exceeds revenues) in some periods, as long as they are balanced by 
surpluses (revenues exceeding spending) in others. Economic business cycle effects can then be 
included as determinants of some combination of firm productivity, wages, and government 
revenue. This modification would also allow for the inclusion of public projects with mismatched 
spending and revenue patterns.  

Another possible modification is to allow budget deficits up to a certain level. For example, 
raising permissible government spending from exactly the level of revenues to that level plus a 
particular percentage effectively sets an allowable deficit limitation similar to those that exist in 
the European Union and elsewhere.17 Regardless of the budget constraint’s duration or exact 
value, the model needs some form of a budget restriction in order to produce useful outcomes. 
Without a budget restriction in place, governments have no incentive to place any limit on the 
amounts they can spend, and thus the relative levels of federal and state spending cannot be 
identified.  

In general, the more overlap there is in economic conditions across states, or the greater the 
simultaneous spread of recession (or expansion) at once to all areas of the country, the greater the 
benefit there is to having the federal government take on borrowing responsibilities. The 
preference for relaxed federal budgeting is particularly strong in models that have free mobility of 
individuals and firms. The reasoning for this is similar to the incentives described earlier: states 
may “race to the bottom” in adjusting budgets to economic shocks to avoid individual and firm 
emigration. Coordination costs not accounted for in the model lend additional support to federal 
budget deficits.  

Practical Example: Government Spending in Recessions 

Figure 1 shows the share of total government spending attributable to the federal and combined 
state and local levels from FY2005 through FY2012. In the years prior to the Great Recession, the 
distribution of spending was roughly in line with historical trends (as shown in Figure B-1). The 
state and local share then took a precipitous drop during the Great Recession, averaging 38% 
between 2009 and 2012. The need for many state and local governments to balance budgets 

                                                 
16 For further discussion, see Alan S. Blinder, “Keynes, Lucas, and Scientific Progress,” American Economic Review, 
vol. 77, no. 2 (May 1987), pp. 130-136; and Alan J. Auerbach and Yuriy Gorodnichenko, “Effects of Fiscal Shocks in a 
Globalized World,” IMF Economic Review, vol. 64, no. 1 (2016), pp. 177-215. 
17 Details on the requirements in the European Union can be found in European Central Bank, “Five things you need to 
know about the Maastricht Treaty,” February 15, 2017, available at https://www.ecb.europa.eu/explainers/tell-me-
more/html/25_years_maastricht.en.html.  
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during this period contributed to the decline, stemming largely from reduced spending to offset a 
loss in tax revenues resulting from decreases in property values, lower consumer spending, and 
high unemployment. The federal government, meanwhile, enacted a number of countercyclical 
measures to increase spending during this time, including direct aid to state and local 
governments through the creation of a State Fiscal Stabilization Fund. Federal deficits averaged 
9.0% of GDP from FY2009 to FY2011, the largest recorded values since the end of World War II. 

Figure 1. Federal and Combined State and Local Expenditures FY2005-FY2012 

(as a percentage of combined expenditures) 

 
Source: Federal Reserve Bank of St. Louis. 

Note: Shaded area denotes period of the Great Recession, as identified by the National Bureau of Economic 

Research. 

Early evidence suggests that the federal government will record a similar uptick in the percentage 
of total expenditures in the period surrounding the COVID-19 crisis. That increase is partially 
attributable to several pieces of enacted legislation that increased short-term federal spending. 
Relevant provisions in those laws included the creation of the Coronavirus Relief Fund,18 which 
provided $150 billion in direct federal assistance to state and local governments, and the 
establishment of the Municipal Lending Facility,19 which provided the Federal Reserve with the 
capacity to support up to $500 billion in outstanding state and local government debt.  

Conclusion 
This report developed a basic model of fiscal federalism to explore the economic rationale behind 
assigning certain types of public activities to various levels of government, as summarized in 
Table 6. In certain cases, practical aspects of economic behavior (e.g., preference variation and 
budget imbalances) have clear implications for the type of government that would produce the 
most benefit: in other situations (e.g., mobility of businesses and individuals, externalities), the 
                                                 
18 For more information on the Coronavirus Relief Fund and a brief discussion of the State Fiscal Stabilization Fund, 
see CRS Report R46298, The Coronavirus Relief Fund (CARES Act, Title V): Background and State and Local 
Allocations, by Grant A. Driessen. 
19 For more information on the Municipal Lending Facility and policy issues related to state and local debt, see CRS In 
Focus IF11502, State and Local Government Debt and COVID-19, by Grant A. Driessen. 
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economic incentives for fiscal federalism are highly dependent on context. (In addition, the 
overall implications of fiscal federalism may depend on examining how some of the 
aforementioned model extensions interact with one another, which is beyond the scope of this 
report.) As shown in the practical examples, fiscal federalism choices may have ramifications 
across the policy spectrum.  

Table 6. Summary of Relative State or Federal Government Responsibilities from 

Extended Assumptions to the Basic Model of Fiscal Federalism 

Factor 

Implication of Relative Responsibility of Level of 

Government 

Varying Preferences State role increases (and federal role decreases) with 

level of variation across states. 

Mobility Depends on context. High mobility would exacerbate 

variation in preferences and result in a larger state role, 

or it may result in a “race to the bottom” implying a 

larger federal role. 

Spatial Effects Depends on context. Highly concentrated spatial effects 

tend to increase state role, while broadly dispersed 

effects tend to increase federal role. 

Externalities Depends on the level of these effects across state lines. 

The federal government may more efficiently address 

large spillover effects that spread far into other 

jurisdictions, whereas other cases are ambiguous.  

Government Effectiveness Increase in the role of the government with relatively 

smaller information and administration costs. 

Budget Imbalances Federal role increases as there is more variation in 

economic conditions across states. Federal role may also 

increase with relatively greater flexibility in budget 

outcomes (as is true in the United States). 

Source: CRS analysis. 

Several practical adjustments are not considered as part of the exercise extending the basic model, 
some of which are at least partly addressed in existing research. Although most fiscal federalism 
research assumes that federal, state, and local government operations are distinct, multilevel 
coordination can and often does occur for many programs.20 Such cooperation can include 
intergovernmental transfers, collaborations where each government type makes some sort of 
contribution or collection, or intergovernmental loans. Historically, fiscal cooperation efforts 
included the general revenue sharing (GRS) program that was active from 1972 through 1986.21 
Under GRS, state and local taxing authority was redirected to the federal government, which 
would then allocate tax revenues to state and local governments as unconditional grants using a 
formula based on population, tax effort, and total personal income. 

The model also omits the presence of foreign governments, which may affect domestic economic 
conditions and present competition to federal and state governments for resources. In a sense, 
                                                 
20 For more on how cooperation between the federal government and state and local governments operates in practice, 
see CRS Report R40638, Federal Grants to State and Local Governments: A Historical Perspective on Contemporary 
Issues, by Robert Jay Dilger and Michael H. Cecire. 
21 The GRS program was established by the Local Fiscal Assistance Act (P.L. 92-512). For more on the GRS program, 
see CRS Report RL31936, General Revenue Sharing: Background and Analysis, by Steven Maguire. 
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international actors may be thought of as potential competitors for the federal government, and 
thus may reduce the potential benefit of federal involvement in alleviating externalities and other 
inefficiencies. Finally, this basic framework adopts an approach that forgoes more sophisticated 
models of business activity, which can be found in the academic literature and which add 
complexity to equilibrium findings.22 Despite these limitations, fiscal federalism research 
provides a basis for evaluating the effectiveness of activity across levels of government that can 
be useful in designing and implementing public policy.  

                                                 
22 For example, see Rainald Borck and Michael Pfluger, “Agglomeration and tax competition,” European Economic 
Review, vol. 50, no. 3 (September 2006), pp. 647-668. 
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Appendix A. Theoretical Framework 

Basic Model 

A theoretical representation of the initial model is shown in Equations 1 through 4. Because 
individuals are identical across jurisdictions, these choices converge to the maximization 
constraint provided in Equation 1. Individuals derive utility (U) from their own private 
consumption and from the combination of any goods they receive from federal, state, and local 
governments, all purchased with their after-tax income. 

Sufficient federal and state taxes are levied to meet the balanced budget requirement (Equations 
2 through 4). The federal government chooses a level of spending (C) and taxes (T) that applies 
equally to all jurisdictions, while the spending and tax levels (c, t) of state governments—which, 
for the moment, combine to form one representative actor—apply exclusively to their residents.  

(1) Max U = f(G)  

(2) G = C + c = T+t 

(3) C = T 

(4) c = t 

As shown in Equations 5 and 6, equilibrium (denoted with asterisks) can be achieved with any 
level of federal and state activity that leads to total government activity at the optimum (G*), 
which is then consumed by the individual to maximize utility.  

(5) U* = f(G*) 

(6) C + c = G* 

Varying Preferences 

Accommodations for varied preferences in the model are provided in Equations 7 through 9. 
The decisions facing federal and state governments are now distinct. State governments 
(Equation 7), identified with j, are each tasked with choosing a level of spending (cj) that 
maximizes the utility of their unique set of individuals, subject to their budget constraint 
(Equation 8). The federal government chooses a level of spending applicable to all jurisdictions 
that maximizes total utility (Equation 9), while meeting its budget constraint (Equation 10). 

(7) Max Uj(cj) = fj(Gj) 

(8) cj = tj for all j states 

(9) Max ∑j Uj(C) = fj(Gj), where ∑j is the sum across all j states 

(10) C=T 

Allowing preferences to vary generates an equilibrium that places an upper limit on the level of 
federal government intervention that will maximize public well-being. Since individuals still only 
have preferences for total government services and not which government is acting, the federal 
government can contribute to utility optimization so long as it restricts its total activity to the 
minimum level of intervention desired when looking across all states (Equations 11 and 12).  

(11) C*< Minj(Gj) 

(12) Gj = C + cj 
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Mobility 

Allowing for public mobility across states introduces individual choice to the model, accounted 
for in Equation 13. Each individual (i) selects the state of jurisdiction with the combination of 
spending and taxes that maximizes individual utility (u). All else equal, those preferences tend to 
produce clustering of similarly dispositioned individuals, which exacerbates differences in 
preferences across states. 

(13) Max ui(j) = f(cj, tj) for all individuals 

Though the decision set facing state governments is unchanged, the lack of certainty over the 
number of residents in their jurisdiction can lead to modifications in government behavior. 
Research has found that, under most specifications, mobility can cause underprovision of 
government services (c below optimal levels) across competitors, in this case state governments.23 
In a model with a federal actor, such outcomes may be offset by increases in federal activity (C). 

Spatial Effects 

Cost differentials that are a function of spatial considerations (including proximity to a service 
center) require a different adjustment. In these cases, rather than the level of services provided or 
revenues collected depending on the level of government application, the nature of the services or 
revenues themselves changes with where the provisions are applied. In other words, the model 
considers the provision of one good by the federal government to be different from the provision 
of that same good by a state government. Formulaic representation of that shift is seen in 
Equations 14 and 15, with the utility function now separating federal and state goods and 
services to account for this distinction. Theoretical research has found the effects of spatial 
variation to be highly dependent on model specifications and the level and type of variation 
present.24 

(14) Max Uj(cj) = fj(cj, C) 

(15) Max ∑j Uj(C) = fj(cj, C) 

Externalities 

Accounting for externalities also involves a modification to the utility function that governments 
are seeking to maximize. The model now must account for the fact that the well-being of 
residents in one state is affected by the decisions made by other state governments. This shift is 
represented in Equations 16 and 17, which incorporate the addition of other state government 
outcomes (coth) on state and federal actors, respectively.  

(16) Max Uj(cj) = fj(cj, C, coth) 

(17) Max ∑j Uj(C) = fj(cj, C, coth) 

Government Effectiveness 

Administrative cost differentials are incorporated into the model by modifying the balanced 
budget conditions, as shown in Equations 18 and 19. Government spending is now the product of 

                                                 
23 John Douglas Wilson, “Theories of Tax Competition,” National Tax Journal, vol. 52, no. 2 (June 1999), 
pp. 269-304. 
24 Charles M. Tiebout, “An Economic Theory of Decentralization,” Public Finances: Needs, Sources, and Utilization, 
National Bureau of Economic Research, 1961, p. 79. 
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revenues collected and a multiplier (z for state governments, Z for the federal government) that 
accounts for frictional costs in the application of spending or collection of revenues. Situations 
where the state government has an efficiency advantage would be characterized by z<Z, while 
instances with a federal efficiency advantage would produce the opposite relationship, z>Z. 

(18) cj = ztj 

(19) C = ZT 

Budget Imbalances 

Equations 18 and 19 can also accommodate the introduction of government imbalances to the 
model. Cases where z, Z >1 may be taken to represent deficits, as government spending (c, C) is 
otherwise greater than taxes (t, T), while z, Z<1 would describe fiscal surpluses. 

Alternatively, short-term budget imbalances but a long-term binding constraint are accounted for 
through the introduction of multiple time periods, which provide governments with the 
opportunity to incur deficit spending in one period that is offset by matching surpluses in other 
periods. Equations 20 through 24 introduce two time periods to the initial model. 

(20) Max U1 + U2 = f(G1) + f(G2) 

(21) G1 = C1 + c1 

(22) G2 = C2 + c2 

(23) C1 + C2 = T1 + T2 

(24) c1 + c2 = t1 + t2 
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Appendix B. Recent Trends and Levels in Federal 

and State and Local Activity 
Figure B-1 shows the balance of spending across federal, state, and local levels since 1970. State 
and local spending has generally comprised 35%-45% of all government spending in the United 
States. The state and local share was at its lowest point during the 1970s and 1980s. After rising 
through the 1980s and 1990s, the state and local government share declined through much of the 
2000s. The state and local share then experienced a more significant drop after the Great 
Recession, averaging 38% between 2009 and 2012. This drop reflects the federal government’s 
stimulus spending during and immediately following the recession, as well as the loss in tax 
revenues to state and local governments resulting from decreases in property values, lower 
consumer spending, and high unemployment.  

Figure B-1. Federal and State and Local Expenditures, 1970-2019 

(as a percentage of combined annual expenditures) 

 
Sources: U.S. Bureau of Economic Analysis, State and Local Government Current Expenditures and Federal 

Government Current Expenditures retrieved from FRED, Federal Reserve Bank of St. Louis. Percentage 

calculation by Congressional Research Service.  

Note: Shaded areas denote years with an economic recession, as identified by the National Bureau of Economic 

Research. 

Table B-1 and Table B-2 offer more detail on the composition of revenues and spending across 
major categories for the federal government and the governments (state and local combined) in 
each state. As shown in Table B-1, state and local governments derive their revenues from a 
range of general sources, including federal transfers, whereas the federal government collected 
just over half of its receipts from taxes on individual and corporate income in 2017. Table B-2, 
meanwhile, shows a much greater spending focus on education among state and local 
governments, and on other expenditures (of which health expenditures are the most prominent) at 
the federal level. 
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Table B-1. Federal and State and Local Revenues by Source, 2017 

(as percentages of total revenue) 

State 
Property 

Tax 

General 

Sales Tax 

Income 

Taxes 

Federal 

Transfers 

Other 

Revenue 

Federal 0.0% 0.0% 52.6% n/a 47.4% 

All State and Local 13.4% 9.9% 11.2% 18.1% 47.4% 

Alabama 5.7% 10.2% 8.6% 22.0% 53.6% 

Alaska 11.0% 1.6% 0.6% 24.6% 62.1% 

Arizona 11.5% 15.4% 6.7% 23.6% 42.8% 

Arkansas 7.1% 14.5% 10.1% 26.1% 42.2% 

California 10.3% 8.0% 15.3% 16.4% 50.1% 

Colorado 14.0% 12.1% 11.8% 15.9% 46.2% 

Connecticut 21.8% 8.6% 17.9% 16.4% 35.4% 

Delaware 7.4% 0.0% 11.9% 20.5% 60.2% 

District of Columbia 16.2% 9.1% 16.7% 26.7% 31.3% 

Florida 14.5% 14.4% 1.2% 15.6% 54.2% 

Georgia 13.3% 10.2% 13.1% 17.9% 45.5% 

Hawaii 8.7% 17.0% 11.2% 15.2% 47.9% 

Idaho 11.3% 10.7% 12.1% 17.9% 48.1% 

Illinois 19.3% 9.7% 10.9% 15.6% 44.6% 

Indiana 11.0% 12.0% 11.3% 24.0% 41.6% 

Iowa 12.4% 8.6% 10.2% 14.9% 53.9% 

Kansas 14.0% 13.4% 8.5% 13.8% 50.3% 

Kentucky 8.2% 7.7% 14.4% 26.9% 42.8% 

Louisiana 8.1% 16.5% 6.2% 24.9% 44.3% 

Maine 19.8% 10.0% 11.8% 21.2% 37.2% 

Maryland 13.3% 6.3% 21.0% 19.2% 40.2% 

Massachusetts 17.5% 6.5% 17.7% 18.0% 40.2% 

Michigan 13.2% 8.6% 10.5% 21.4% 46.4% 

Minnesota 12.1% 8.3% 16.6% 16.0% 46.9% 

Mississippi 9.3% 10.6% 6.7% 26.0% 47.3% 

Missouri 10.4% 10.5% 11.4% 19.6% 48.2% 

Montana 14.1% 0.0% 11.0% 27.7% 47.2% 

Nebraska 15.3% 9.1% 10.1% 14.1% 51.4% 

Nevada 9.5% 17.4% 0.0% 17.7% 55.3% 

New Hampshire 31.6% 0.0% 4.5% 17.2% 46.6% 

New Jersey 25.0% 8.2% 13.8% 15.6% 37.4% 

New Mexico 6.4% 12.9% 5.5% 28.4% 46.8% 

New York 15.0% 8.0% 17.6% 17.6% 41.8% 
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State 
Property 

Tax 

General 

Sales Tax 

Income 

Taxes 

Federal 

Transfers 

Other 

Revenue 

North Carolina 9.7% 10.2% 12.4% 19.8% 48.0% 

North Dakota 11.7% 10.4% 3.6% 18.2% 56.2% 

Ohio 11.0% 10.8% 10.3% 18.7% 49.2% 

Oklahoma 7.7% 12.4% 8.8% 20.4% 50.7% 

Oregon 10.6% 0.0% 15.7% 18.5% 55.2% 

Pennsylvania 13.1% 7.7% 13.3% 21.6% 44.3% 

Rhode Island 19.3% 7.6% 10.4% 21.9% 40.8% 

South Carolina 11.4% 7.2% 8.5% 18.7% 54.1% 

South Dakota 15.6% 15.8% 0.3% 18.3% 50.0% 

Tennessee 9.4% 14.9% 3.1% 19.0% 53.6% 

Texas 19.2% 14.6% 0.0% 16.6% 49.6% 

Utah 10.0% 10.3% 12.3% 15.7% 51.7% 

Vermont 20.3% 4.8% 10.4% 24.9% 39.7% 

Virginia 15.2% 5.9% 15.1% 12.9% 50.9% 

Washington 11.1% 18.3% 0.0% 15.6% 55.0% 

West Virginia 8.7% 6.9% 9.7% 25.9% 48.8% 

Wisconsin 14.9% 8.7% 13.6% 19.5% 43.2% 

Wyoming 12.5% 6.7% 0.0% 31.8% 49.0% 

Sources: Census Bureau, 2017 State & Local Government Finance Historical Datasets and Tables, and Bureau of 

Economic Analysis, National Income and Product Accounts. 

Notes: CRS calculations. State and local government figures draw from Census data, while federal results draw 

from Bureau of Economic Analysis data. 

Table B-2. Federal and State and Local Expenditures by Function, 2017 

(as percentages of total expenditures) 

State Education Social Services Transportation 

Defense and 

Public safety 

Environment 

and Housing 

Other 

Expenditures 

Federal 3.1% 24.2% 2.4% 15.0% 2.3% 53.0% 

All State and 

Local 
27.9% 26.6% 5.9% 7.0% 5.8% 26.8% 

Alabama 29.1% 32.3% 5.7% 5.4% 4.3% 23.2% 

Alaska 22.2% 22.0% 13.0% 6.5% 6.9% 29.4% 

Arizona 26.1% 27.5% 5.2% 9.5% 5.0% 26.7% 

Arkansas 30.4% 32.7% 7.9% 5.7% 5.0% 18.4% 

California 23.4% 29.1% 3.9% 8.2% 6.1% 29.3% 

Colorado 29.1% 19.8% 6.8% 7.2% 7.1% 29.9% 

Connecticut 33.3% 15.5% 5.7% 6.2% 5.3% 34.0% 
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State Education Social Services Transportation 

Defense and 

Public safety 

Environment 

and Housing 

Other 

Expenditures 

Delaware 33.6% 25.8% 7.6% 6.8% 5.1% 21.1% 

District of 

Columbia 
16.2% 25.0% 2.6% 6.4% 9.6% 40.3% 

Florida 24.5% 24.7% 8.4% 10.1% 9.0% 23.4% 

Georgia 33.2% 22.6% 6.4% 7.3% 5.9% 24.6% 

Hawaii 20.5% 25.6% 7.2% 6.1% 8.6% 31.9% 

Idaho 27.5% 26.3% 7.2% 8.8% 8.2% 22.0% 

Illinois 26.3% 19.1% 7.4% 7.0% 5.6% 34.6% 

Indiana 31.0% 32.9% 4.6% 6.0% 4.9% 20.5% 

Iowa 31.9% 28.6% 8.2% 4.6% 5.4% 21.3% 

Kansas 32.5% 27.6% 6.7% 6.1% 5.0% 22.2% 

Kentucky 28.3% 32.6% 5.7% 5.0% 4.7% 23.7% 

Louisiana 25.6% 30.0% 6.3% 7.2% 7.2% 23.7% 

Maine 28.0% 29.0% 8.2% 6.1% 6.7% 21.9% 

Maryland 30.1% 22.1% 5.7% 8.7% 8.1% 25.2% 

Massachusetts 25.3% 27.7% 4.9% 5.5% 5.7% 30.9% 

Michigan 31.5% 27.0% 5.0% 6.5% 6.0% 23.9% 

Minnesota 29.3% 26.7% 7.9% 5.5% 6.8% 23.8% 

Mississippi 27.4% 36.0% 6.2% 5.5% 4.3% 20.5% 

Missouri 28.1% 28.8% 4.9% 6.7% 5.8% 25.6% 

Montana 27.4% 25.9% 8.6% 6.9% 7.0% 24.1% 

Nebraska 32.0% 18.2% 7.3% 5.6% 5.0% 31.9% 

Nevada 26.0% 20.9% 9.1% 10.6% 6.4% 27.0% 

New Hampshire 33.3% 20.9% 6.4% 7.6% 5.4% 26.4% 

New Jersey 33.6% 21.1% 4.6% 6.5% 4.8% 29.3% 

New Mexico 27.9% 32.0% 4.1% 7.4% 5.2% 23.5% 

New York 24.8% 27.2% 4.3% 6.3% 4.9% 32.6% 

North Carolina 29.6% 31.4% 5.9% 7.1% 5.5% 20.5% 

North Dakota 28.2% 16.9% 17.0% 5.8% 8.3% 23.8% 

Ohio 28.1% 28.9% 5.1% 6.3% 5.2% 26.4% 

Oklahoma 30.6% 26.4% 8.0% 7.1% 5.1% 22.7% 

Oregon 26.0% 27.9% 5.0% 7.2% 5.8% 28.2% 

Pennsylvania 28.8% 29.4% 7.1% 5.9% 4.9% 24.0% 

Rhode Island 27.2% 26.8% 4.3% 8.0% 5.5% 28.2% 

South Carolina 30.2% 32.1% 5.7% 5.5% 4.8% 21.7% 
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South Dakota 30.6% 18.9% 13.0% 6.2% 8.1% 23.3% 

Tennessee 24.7% 27.9% 4.6% 6.7% 5.3% 30.8% 

Texas 34.2% 24.0% 7.0% 7.1% 4.4% 23.3% 

Utah 33.1% 22.4% 7.4% 5.6% 5.4% 26.0% 

Vermont 35.3% 27.7% 8.3% 5.9% 5.5% 17.3% 

Virginia 32.5% 23.4% 7.5% 8.1% 5.8% 22.7% 

Washington 27.3% 25.2% 6.1% 6.5% 7.3% 27.7% 

West Virginia 29.5% 31.5% 6.9% 5.1% 5.3% 21.7% 

Wisconsin 29.3% 20.4% 8.8% 3.0% 1.1% 37.5% 

Wyoming 30.1% 8.5% 6.7% 2.2% 1.9% 50.6% 

Sources: Census Bureau, 2017 State & Local Government Finance Historical Datasets and Tables, and Office of 

Management and Budget, Historical Tables, Table 3.2. 

Notes: CRS calculations. State and local government figures draw from Census data, while federal results draw 

from Office of Management and Budget data. State and local figures taken from calendar year 2017, while federal 

figures are from fiscal year 2017. 
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Cities are once again on the rise and have become the site of major public debates, from income inequality and
immigration policy to where and how Americans should live. While municipal leaders are often eager to fill the
void in political leadership left by Congress and state elected officials, they are often hamstrung by state home
rule laws, which define the powers states grant to municipalities. These laws limit, among other things, municipal
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This Article considers in detail whether and how to expand city taxing authority. It argues that state law should
grant municipal governments “presumptive taxing authority.” This presumptive taxing authority would parallel
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*293 INTRODUCTION

Cities are once again on the rise and have become the site of major public debates, from income inequality and immigration
policy to where and how Americans should live. 1  Municipal leaders are often *294  eager to fill the void in political leadership
left by Congress and state-elected officials. 2

At the same time, rapidly rising rents in metropolitan centers like New York, San Francisco, and Washington, D.C. have
highlighted America's renewed interest in big-city living. 3  And urbanization is not just a coastal phenomenon. Between 2010
and 2011, nearly one-half of the country's largest metropolitan areas saw greater population growth in core cities than in suburbs,
including the metropolitan areas of Denver, Columbus, Memphis, and Phoenix. 4

Cities are increasingly centers of regional economic development and wealth, changes driven in part by changing preferences
for shorter commutes and proximity to the amenities of the city core (shopping, entertainment, restaurants, etc.). 5  Such
urban revitalization has prompted new thinking about the role of municipal government in fostering development in cities and
delivering municipal services. 6

*295  Of course, municipal success is not a universal trend. Detroit is the most obvious outlier, but other, mostly older, industrial
cities continue to lose population relative to their metropolitan areas. 7  Cities like Baltimore, St. Louis, and Indianapolis have
yet to experience a turnaround. 8  While many of the problems of cities like Baltimore differ substantially from those of cities
like San Francisco, the leaders of most cities share one challenge: municipalities are creatures of state law. 9  As a consequence,
their powers are limited to those enumerated in their state's constitution and laws. 10  A city's power to regulate behavior within
its borders 11  and to tax and borrow funds to support these regulatory activities and spending programs are all circumscribed
by state law. 12

*296  Traditionally, states have granted local governments 13  very limited revenue-generating authority, even as compared
to other home rule powers. 14  Moreover, as the tax literature has frequently observed, state laws of general applicability, like
California's Proposition 13 and Colorado's Taxpayer Bill of Rights (TABOR), also limit local taxing authority. 15

As a result, cities often lack the legal authority to enact meaningful tax reform, including to the most important local tax, the
property tax. In New Orleans, elected officials had to win statewide approval for a constitutional amendment simply to allow
its residents to take their own vote on property tax increases, and in Texas, mayors worry that proposed state-level cuts to their
property tax rates will hinder their ability to provide municipal services. 16

*297  But property taxation is not the only area where state authority has blocked municipal tax reform. The New York State
Legislature blocked both of New York City Mayor Michael Bloomberg's efforts to establish a congestion pricing system and
stalled Mayor Bill de Blasio's proposed municipal income tax reforms. 17  (Under New York law, the City can't even raise dog
licensing fees without state approval.) 18  Until recently, state legislation also blocked California municipalities from imposing
bag fees, despite their interest in doing so. 19  When Brookfield, Illinois tried to impose a tax on amusement activities, the
Brookfield Zoo lobbied the state legislature to prohibit the tax. 20  And in Connecticut, local officials have complained that
the legislature continues to foist increased costs on local governments without giving them the revenue sources to pay those
costs. 21  As more Americans seek to move back to inner cities, they will place increasing demands on public infrastructure,
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and municipalities will face new challenges, such as reviving public transportation, many of which will inevitably cost money
to solve.

Traditionally, scholars have assumed that such limits on municipal power are good. Concerns about the administrative costs
of municipal tax control coupled with concerns about municipal fiscal mismanagement justified these limitations on municipal
fiscal authority. 22 *298  Recently, local government scholars have wrestled with whether and how to grant municipalities more
taxing authority, 23  but this scholarship has not provided a unified theory of municipal taxing authority. 24

This Article argues that state law should grant municipal governments “presumptive taxing authority.” This presumptive taxing
authority would parallel municipal regulatory authority and be similarly subject to state preemption law. Under a presumptive
authority approach, a city would be free to establish a tax or regulation as long as the tax or regulation did not conflict with
state law. Such reform would open the door to more municipal revenue innovation, while ensuring that the state can vindicate
its weighty policy interests.

In arguing for more municipal authority over revenue, this proposal pushes back against the current conventional wisdom on
local tax policy and especially local sales tax design. State policymakers and scholars have increasingly sought more uniformity
in taxation between states and local governments and between states relative to each other. 25  In part, this effort reflects concerns
about the costs of administering separate tax rules in each jurisdiction, 26  along with the hope that, with greater uniformity,
Congress will be persuaded to expand state authority to tax internet sales. 27  This Article argues that a properly structured
grant of greater taxing authority would still leave room for state uniformity in the sales tax base while providing more revenue
options to municipalities.

*299  Part I provides background on the current powers granted to local governments over spending and revenue and gives
a brief description of current municipal revenue sources. Part II outlines the benefits to expanding municipal taxing authority,
examining the ways restricted taxing authority limits city economic development options and local accountability as well as the
ways that expanded authority could increase municipal revenue innovation and improve regulatory policy. Part III considers
state interests in municipal tax policy. Part IV discusses the presumptive taxation proposal in detail.

I

HOME RULE AUTHORITY

Municipal governments provide many of our most basic public goods and services, including much of our sanitation (water
treatment facilities and waste disposal); public safety (law enforcement, courts, and jails); infrastructure (sewage, electric, and
water lines, and roadway maintenance); and public spaces (parks, libraries, and swimming pools). 28  These are the sorts of
publically provided goods that are easily forgotten until problems arise. There is unlikely to be a headline about the sanitation
department unless sanitation employees strike. Similarly, while the opening of a new road or public space may garner media
attention, local politicians rarely campaign on a promise to efficiently maintain the city's current infrastructure. In addition,
today's municipalities also play important roles in public health, 29 *300  human services, 30  regional transportation policy, 31

and local economic development. 32

The American political tradition has long romanticized local government -- the New England town hall meeting remains the
civic discourse's ideal of grassroots, accountable democracy. 33  And yet, American political philosophy has remained deeply
skeptical of urban local government. These dual impulses understandably conflict and lead to the pendulum-swinging treatment
of local government powers.

At the turn of twentieth century, state law reform pushed by progressive-era activists gave municipalities much greater autonomy
in the form of “home rule.” 34  However, home rule has delivered less than promised, especially when it comes to municipal
tax authority. 35
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This Part offers a general description of the policymaking authority typically given to municipalities under state law. The first
section provides a general introduction to the legal framework of local government law. The second section provides some
background on municipal revenue. The third section examines specific state home rule provisions in detail. As this Part will
show, there is a considerable discrepancy between tax authority, which cities are restricted from *301  exercising, and spending
and regulatory authority, which are much more liberally granted to municipalities.

A. The Concept of Home Rule

Local governments have been termed mere creatures of the state; 36  as a consequence, their powers are limited to those
enumerated in their state's constitution and laws. 37  For much of the nineteenth century, states granted municipal governments
very little independent authority. 38  Progressive-era urban activists, fearing state legislatures would fail to respond to the
increasing problems faced by growing urbanization and industrialization, advocated for greater home rule authority, at least
over some policy decisions. 39  Home rule provisions are state laws that give some local governments independent lawmaking
authority over local affairs. 40  Without such provisions, much of the activity of local government required the explicit
authorization of its state government. 41

Although the specific powers conferred by the state to local governments via home rule laws and constitutional provisions
vary from state to state, 42  the National League of Cities identifies four categories of home rule authority that may be granted:
structural, personnel, *302  functional, and fiscal authority. 43  Structural authority allows a local government to design its own
form of government. 44  For example, structural authority gives a local government the ability to choose how to allocate power
between the mayor and members of the city council. Personnel authority gives a local government the ability to set employment
policies for their employees. 45  Functional authority gives a local government the ability to pass laws and, more generally, the
“power to exercise local self-government in a broad or limited manner.” 46  Functional authority would allow a city to pass an
ordinance regulating street vendors within city boundaries, for example. Fiscal authority gives a local government the ability
to raise revenue, either through taxation or borrowing. 47

Home rule municipalities have the greatest authority over structural and personnel decisions. 48  The degree of functional
authority varies considerably amongst states. 49  Generally speaking, home rule municipalities have less authority over fiscal
affairs than over other policy areas. 50  According to one summary of municipal home rule, only twelve states have laws that give
local governments any fiscal control. 51  Of those twelve, the survey classified five as granting only limited fiscal authority. 52

Even in states that grant more expansive fiscal authority to local governments, “state constitutional provisions . . . restrict the
set of fiscal policy choices and the set of fiscal tools [local governments] are able to employ.” 53

States differ in how they grant home rule authority. In most states, only “larger” cities are eligible for home rule, and these cities
must enact a home rule charter to legislate with home rule authority. For example, only Texas cities with populations over 5000
can elect to pass home rule charters in a general municipal election. 54  About a quarter of Texas cities have adopted home rule
charters, 55  including *303  all of the state's largest cities. In Minnesota, by contrast, any city (no matter the size) can adopt a
home rule charter, 56  but only about twelve percent of Minnesota cities have done so. 57

Section III.C will provide illustrative examples of different states' home rule provisions with a focus on the fiscal, and especially
taxing, authority granted to home rule municipalities. In thinking about how states provide these grants of authority, however,
it is useful to understand a bit more about municipal revenue sources. The next section provides some background on how
cities raise revenue.
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B. Municipal Revenues Generally

One of the challenges of discussing “local government” generally, and municipal finance in particular, is that states vary a great
deal in the revenue options they grant to municipalities. In addition, cities vary in the tax policy choices they make. However,
some general observations can be made about municipal “own-source revenue,” i.e. revenue the city receives from user fees
and taxes as opposed to money from intergovernmental grants or municipal borrowing.

First, the property tax provides municipalities with their largest source of own-source revenue. 58  This pattern of tax utilization
reflects state grants of municipal revenue authority. While virtually all municipalities are authorized to impose property taxes,
fewer have sales tax authority, and only a fraction of cities have income tax authority. 59  As a result, about half of municipal
governments receive sales tax revenue, while the National League of Cities estimates that only about *304  ten percent of
municipalities receive revenue from income or wage taxes. 60

Second, state regulation of the property tax has limited local control in many states. The debate over assessment limitations like
Proposition 13 in California often dominates criticism of property tax law. 61  These assessment limits prevent local authorities
from taxing the full market value of property. In addition to assessment limits however, the state restricts the local property tax
base in other ways, including liberally granting local property tax exemptions. 62

Third, since the 1980s, local governments have begun to rely more and more on user fees rather than general revenue taxes. 63

User fees are charges residents pay for services provided, as opposed to taxes levied to provide public services generally, whether
or not those particular public services are used by individual taxpayers. As Dick Netzer has noted, a portion of this increase
is attributable to increasing use of services traditionally associated with user fees. 64  But municipalities have also shifted to
user fees to supplement general tax revenue in the wake of property tax assessment limits and other restrictions on the local
property tax base. 65

One driving force in the shift to user fees is that local governments have a much greater authority to impose such charges
without explicit state authorization. 66  While user fees have increased *305  throughout the country, there are some regional
patterns. Western and southern states took the lead initially in creating user fees. 67  Robert Tannenwald has suggested that New
England lagged behind on this trend in part because local governments there spent less money on the types of services that
readily lend themselves to user fees. 68

Finally, a city's own-source revenue is only one component of municipal revenue. In addition to local taxes and user fees, cities
also receive funding through state grants-in-aid and federal grant programs. 69  And cities also use borrowed funds, ideally,
though not always, to make investments in capital infrastructure.

C. Specific Home Rule Provisions

Because every state home rule provision is different, it is worth exploring in detail specific states as examples of what authority is
granted to municipalities. This section looks at the home rule laws of Washington, Wisconsin, and Ohio. Of the three, Washington
offers an example of the typically limited powers of local government over revenue. Wisconsin offers an example of the ways
that even seemingly broad delegations of authority can end up being quite restrictive. Finally, Ohio offers an example of what
more expansive revenue authority for municipalities might look like.

In all three states, municipalities have greater authority over user fees than taxes. This is the general trend in municipal law.
Traditionally, municipalities were given greater control over user fees. Such fees were understood to provide their own checks
on excessive utilization, as they can typically only be charged for the cost of a service and *306  residents (and nonresidents)
can choose whether or not to utilize that service. 70
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1. Washington State

In Washington, the home rule provision of the state constitution provides that local government “may make and enforce within
its limits all such local police, sanitary and other regulations as are not in conflict with general laws.” 71  The constitution's
very next provision, however, makes clear that the state retains taxing authority, which it may grant to local governments by
general rule. 72  As a result, “[a] local government does not have the power to impose taxes without statutory or constitutional
authority.” 73

However, cities can impose user fees on services the city provides. They also can impose fines and other fees if the revenue
generated is incidental to a regulatory purpose. Thus, in Kimmel v. City of Spokane, the Washington Supreme Court upheld
Spokane's parking meter regulations, noting that “since the declared purpose of the ordinance is regulatory, the court will not
go behind the legislative declaration in the absence of evidence tending to show that the *307  declaration is sham, and that
the ordinance is, in reality, a revenue measure.” 74

While the default grant under Washington law is narrow, the state legislature has provided municipal governments with a number
of specific grants of taxing authority, including the property tax and a local option sales tax. A local option sales tax allows
localities to opt into the state sales tax base, in adding a municipal or county surcharge on top of the state-level sales tax.
Washington also has several smaller, local option taxes to raise municipal revenue for specific purposes authorized by the state.
For example, cities can enact local option transportation taxes to fund regional transportation infrastructure in excess of what
would be done via general revenue and state support alone. 75  The state, however, can also take away this municipal taxing
authority through legislation or the referendum process.

2. Wisconsin

Wisconsin's constitution grants cities the power to “determine their local affairs and government, subject only to this constitution
and to such enactments of the legislature of statewide concern as with uniformity shall affect every city or every village.” 76

The constitution further allows cities to issue direct taxes to cover interest and principal for any debts. 77  However, there are
strict limits on how much debt a city can take on. 78

The Wisconsin Supreme Court has found that state legislation unconstitutionally interferes with “local affairs and government”
when it seeks to regulate either matters that are purely of local concern or matters that are a “mixed bag” of local and state
concern, but where the local concern is predominant. 79  Despite this apparently broad authority granted to municipalities, the
court has only held a handful of legislative enactments to violate the local affairs delegation under the constitution.

Other constitutionally delegated powers are also subject to state control. Perhaps most significantly, the state legislature
has the exclusive authority to approve changes to charters. 80  Further, the *308  Wisconsin Supreme Court's public policy
doctrine limits municipalities' ability to spend tax-collected dollars outside its geographic confines. 81  This can affect or even
prohibit joint projects between municipalities or between other levels of government. 82  The Wisconsin constitution also
limits municipalities' taxing authority by delegating certain tax decisions to the state legislature. 83  For example, cities are not
permitted to designate tax exemptions, because the authority to do so is vested in the legislature. 84

As in Washington, cities are granted more authority to levy fees. The revenue generated by fees can only be used to cover the
enforcement costs of the regulation imposed by the fees and cannot be used as general revenue for the municipality, 85  though
enforcement of the regulation can encompass reasonably related activities to the purpose of the fee. 86

3. Ohio
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Washington and Wisconsin offer examples of the typical pattern of fiscal home rule, i.e., very limited fiscal home rule
power. Ohio, on the other hand, offers a model of much greater fiscal home rule. Ohio's home rule provision provides that
“municipalities shall have authority to . . . adopt and enforce within their limits such local police, sanitary and other similar
regulations as are not in conflict with general laws.” 87  Because Ohio courts have interpreted general law *309  narrowly, Ohio
municipalities have significant regulatory author- ity. 88

Further, Ohio courts have interpreted this grant of authority to include the power to tax. 89  As a result, Ohio municipalities
have general taxing authority, and under Ohio law, there is no conflict preemption of local taxing authority. 90  Instead, the Ohio
courts have held that the taxed entity may be taxed by both the state and the municipality. 91  Although this would appear to
give municipalities unchecked taxing power, the constitution also gives the General Assembly the power to limit municipal
taxing authority. 92

Because Ohio's statutory home rule regime is similar to the presumptive municipal taxing reform proposed in Part IV, it is worth
discussing in detail the state's experience with more expansive municipal taxing authority. This expansive taxing authority has
led to one major difference between Ohio's municipal revenue and other states: Ohio's municipalities impose municipal income
taxes. 93

*310  Ohio's local income taxes were enacted in the wake of the Great Depression, as declining property values shrunk
the property tax base. 94  In the postwar era, as white flight shrank the population of cities, municipal income taxes offered
municipalities an opportunity to capture some of the costs imposed on the city by suburban commuters by taxing the income
they earn within the municipality. 95

As a policy matter, economists are generally skeptical of municipal income taxes. 96  At the local level, opportunities for exit
and evasion are higher than they are at the national (or even state) level, leading to relatively inefficient revenue collection. 97  In
Ohio, local administration of the municipal income also increases the compliance burden on taxpayers, i.e., the cost above and
beyond the tax paid of complying with tax laws. 98  Research also suggests the municipal income tax may be partly capitalized
in property tax values, reducing property tax collection. 99

Despite these concerns, Ohio municipalities continue to vigorously defend their income tax base. 100  Over the years, state
regulation *311  of the property and sales tax bases have left Ohio municipalities dependent on income taxes as an important
stream of revenue. 101  Recently enacted state-level reforms have increased uniformity in municipal income tax law and should
reduce some compliance costs, especially for businesses. 102

Ohio's experience with municipal income tax suggests that providing cities with independent taxing authority can lead to some
revenue innovation, but it also highlights the fact that increased authority does not guarantee such innovation. Aside from the
municipal income tax, Ohio cities have not taken full advantage of their municipal taxing power to experiment with other
streams of revenue.

However, it seems hardly surprising that Ohio has not been at the center of municipal innovation in recent years. Ohio built its
prosperous, midcentury economy on a manufacturing industry that has been under tremendous pressure for decades. 103  Some
politicians blame local tax policy for inhibiting economic growth. 104  However, the structural economic issues the state faces
far outweigh its fiscal problems, at either the state or local level. 105

Ohio's experience also highlights both the opportunities and challenges of giving cities more power to choose their revenue
sources. Because Ohio law gave cities the ability to enact taxes presumptively (without seeking prior state approval), cities
developed a new tax base. Despite the fact that the state has the legal authority to regulate this base, however, municipal interest
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in defending the existing base has made reform challenging. Of course, state legislative action limiting other sources of revenue
has increased municipal interest in the income tax base. Had the state allowed greater municipal control over *312  property
and sales tax law, the politics of municipal income tax reform might be different.

In looking at the home rule provisions of a sample of specific states, a few patterns emerge. First, the language of the grants
of home rule authority bears some striking similarities to one another. Second, as the examples of Washington and Wisconsin
suggest, most states have significantly restricted municipalities' independent taxing authority. Third, Ohio's broad grant of
municipal revenue authority makes it an outlier with regards to typical home rule grants of authority across the country.

II

THE CASE FOR MORE EXPANSIVE MUNICIPAL TAXING AUTHORITY: FREEING POLICY SPACE

Limits on city revenue authority hamper city policymaking for a number of reasons. First, such limits encourage specific
types of development patterns in cities over other (perhaps preferable) options for growth. Second, limits on local revenue
authority hamper democratic accountability, as the state's role in limiting local fiscal options may be obscure to voters, or at
least less salient than the decisions local officials make within the parameters offered under state law. Third, limits on local
revenue authority stifle revenue innovation at the local level. Fourth, limits on municipal taxing authority also restrict municipal
regulatory choices in ways that may discourage cities from making optimal policy choices. This Part will consider each of these
arguments in turn.

A. Limits on Revenue Authority Distort City Development Choices

Limits on municipal revenue options distort cities' economic development choices because state-level restrictions on a city's
sources of revenue will encourage a city to develop those sources of economic activity from which it derives the most
revenue. 106  For example, state-based tax restrictions can distort local governments' zoning decisions, a development strategy
termed the “fiscalization” of land use law. Studies in California suggest that the state's constitutional limits on the property
tax have encouraged municipal governments to increase land zoned for retail development so as to increase local sales tax
revenue, at the expense of other kinds of development. *313 107  As longtime city planner Peter Pollock observes, “[Y]ou are
what you eat, but in local government you develop what you tax.” 108  Pollock decries the inevitable result of this maxim on
city planning in Colorado, as cities chase retail sales tax dollars with a “boom/bust cycle of mall developments and a general
overbuild of retail.” 109

As Richard Briffault and others have noted, nationally, the growth in tax increment financing (TIF) across the country reflects
the broader fiscalization trend. 110  Municipalities create tax increment financing districts to spur local economic development
and fund increased public services in those districts with the (hopefully forthcoming) increases in property tax revenue
created by rising property values there. 111  Critics of TIF note that such development is often zero-sum, shifting economic
investment that might have occurred elsewhere in the municipality to a location inside the TIF instead of encouraging new
economic development. 112  The fiscalization of land use creates economic development patterns that crowd out other kinds of
development, including development that residents (or prospective residents) might otherwise prefer, including more residential
development. 113

*314 B. Limits Make Lines of Accountability Unclear

When local voters are unhappy with the fiscal decisions of their elected officials, they naturally seek to hold them accountable.
Local voters may think a greater portion of the property tax should fall on commercial rather than residential property, for
example. Or they may not like city officials' decisions to cut the budget for local human services or the city police force.
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On some of these decisions, city officials have other policy options. They may be able to find alternate budget cuts or propose a
bond that would increase the city's borrowing capacity. However, if revenue drops precipitously, city officials in many states have
few options other than budget cuts. While many (though not all) states imposing property tax limits allow tax limit overrides,
state law often limits the amount of the override, may require the override to be time-limited, and may also require additional
votes for an override to continue, or may provide some combination of all three restrictions. For example, under Massachusetts's
Proposition 2 ½, levy overrides cannot exceed a set levy ceiling unless they are used for very limited purposes. 114  And in
many states, localities do not control the assessment limits or the assessment ratios of commercial-to-residential property. 115

Assessment limits reduce the value of property being taxed below its market value. Assessment ratios fix the relationship
between commercial and residential property valuations for purposes of applying property tax rates. Such decisions rest with
the state legislature and, in the case of constitutional tax limits, the statewide voting population.

Many of the limits placed upon local officials were imposed by constitutional reform at the ballot box. 116  Nevertheless, voters
may still hold local elected officials responsible for the limited set of policy *315  options, failing to recognize their own role
in limiting local fiscal options. Voters may also find their political choices further restricted as local candidates conform their
policy platforms to the limits of state law. (Of course, candidates could always campaign promising to enact policies the state has
prohibited, but those candidates would have little to show when up for reelection.) It would be quite difficult for public officials
and political candidates to educate the electorate about these different divisions of responsibility, especially on technical matters
such as assessment ratios, and such education would inevitably fall short. Moreover, local voters may fail to hold statewide
officials accountable for their role in limiting local policy options. 117

Further, even absent concerns about the salience of decisionmaking at different levels of government, there is reason to believe
that local elected officials may be better fiscal agents for local voters. Responding to traditional concerns that greater fiscal
authority might lead to greater municipal mismanagement, both Clayton Gillette and Richard Briffault have noted that local exit
may check these concerns. 118  As Briffault writes, “The ability of mobile residents and firms to flee a high-tax jurisdiction to a
low-tax neighbor, along with local electoral control, provides a significant check on local taxing decisions.” 119  It is therefore
“far from clear whether the extra constraint of state legislative and gubernatorial approval is necessary or desirable.” 120  In
other words, local market mechanisms -- including the exit concerns triggered by tax hikes -- may be a better way of regulating
municipal finance.

C. Limits Restrict City Policy Innovation

There are some good ideas (and some pretty bad ones) about how cities can improve their fiscal futures. The Center for American
Progress, for example, published a lengthy report detailing its ideas for “progressive local policies to rebuild the middle class,”
including municipal revenue options. 121  Unfortunately, one has to turn to the *316  endnotes to find a warning that “local tax
policy is an area more heavily circumscribed by federal and, especially, state law than many, so many of the approaches [we]
recommend[[ ] are subject to state authorization and may not be options in a given locality depending on the vagaries of state
tax law in that state.” 122  Whether or not one agrees with the recommendations in the report, it is clear that limited home rule
authority restricts municipal ability to pursue innovative revenue policies.

Innovations in municipal revenue are desirable for three reasons. First, many municipalities need new sources of revenue. In
most states, state aid to local governments is declining, while at the same time municipalities are confronting budget shortfalls
in their pension obligations. 123  At the same time, statewide electorates have shown only minimal interest in reforming property
tax limits which have weakened municipal control over a major source of local revenue. Providing additional revenue options
for cities will be important if the electorate prefers to sustain current municipal service levels (or even see them expanded).

Second, municipal revenue innovation may spur ideas for reform at the state level. Just as states can serve as laboratories of
democracy at the federal level, cities can experiment with policy (including tax policy) that may be appropriate for later adoption
at the state level or by other cities. 124  As Richard Briffault observes, “[I]f the fifty states are laboratories for public policy
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formation, then surely the 3,000 counties and 15,000 municipalities provide logarithmically more opportunities for innovation,
experimentation and reform.” 125

*317  Third, such innovations may discourage municipal innovation in borrowing. Recent experience with municipal finance
innovation has suggested that city officials (and the municipal electorate) lack the technical expertise to monitor more
sophisticated borrowing arrangements, and this has led to inefficient municipal borrowing practices. 126  Tax innovations are
likely to be easier to understand and encourage more successful monitoring by local voters who are directly and immediately
affected by new tax policies. Providing more revenue options for cities would lower the temptation to turn toward municipal
borrowing to balance the budget. 127

Expanded municipal taxing authority does not guarantee innovation. For example, Ohio's significant grant of revenue authority
to its municipalities has not created significant revenue innovation. 128  Such innovation requires other necessary conditions,
like innovative local leaders and interested in-state policymakers. However, absent expanded revenue authority, even with good
leadership, such innovation would not happen. And not all innovation is good. Certainly, expanded authority will also give
municipalities the power to make poor policy choices; not all municipal revenue polices are equal.

D. Expanding Municipal Taxation Improves Regulatory Policy

In addition to allowing municipalities greater authority over their fiscal affairs, expanding municipal taxing authority could
also improve municipal regulatory policy. By regulatory policy, I mean incentives and sanctions designed to change behavior,
in contrast to traditional revenue policies, which ought to be designed so as to raise revenue while minimizing impacts on
taxpayer behavior.

Current limits on municipal taxing authority distort local regulatory policy because they prevent local officials from pursuing
many tax-based regulatory policies. In a number of situations such tax-based solutions may be more effective and more efficient
than traditional *318  regulatory approaches. When taxation is the right tool, policymakers should be able to use it.

There are at least two situations where municipal policymakers should strongly consider implementing a regulatory policy
through tax tools. First, a tax solution makes sense when combating an externality. 129  Second, a tax often makes sense as a
policy to curb undesirable behavior that is not purely an externality. 130

When confronting an externality, cities should be able to decide whether cost internalization is better accomplished through
regulation or taxation. Governments can design taxes that address negative externalities, such as pollution and congestion. Such
taxes force agents to consider the “uncompensated cost[s] that [they] impose[ ] on others.” 131  Economists call such taxes
Pigovian taxes, after the English economist Arthur Pigou, who first developed the idea of imposing a tax equal to the magnitude
of the harm caused by the externality. 132

Congestion pricing is a good example of a Pigovian tax. Generally, public roads are nonrival goods; without congestion, one
car's enjoyment of a roadway is not hindered by additional cars. However, when the number of cars on a road exceeds capacity,
a road can become a “congestible public good[ ].” 133  Congestion impedes the normal flow of traffic, imposing costs on other
drivers measured in time delays and the increased wear-and-tear on vehicles in stop-start traffic. 134  While drivers experience
the costs congestion imposes on them directly, they do not internalize the cost of their presence on *319  others. 135  Raising
the costs of driving, by increasing or imposing tolls on congested roadways, or increasing parking costs, would counter this
problem. 136  The increased cost would require drivers to partially internalize the costs their driving imposes on others, which,
in turn, would decrease the number of cars on the streets.
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Of course, congestion, like other private market failures, can also be combated via regulation. For example, a government could
limit the types of cars that can enter congested areas or use congested roadways. Regulations, however, can create perverse
incentives that price-based solutions like Pigovian taxes can often avoid. 137

While current municipal authority may allow cities to combat congestion by increasing the cost of parking, cities rarely have
the authority to impose other price-based solutions to congestion. While *320  gas taxes and tolls may seem akin to user fees,
restrictive definitions of user fees at the state level limit municipal authority in this area. 138

In addition to their role in combating externalities, taxes can also serve as a policy tool to curb undesirable behaviors that are not
solely (or even primarily) externality problems. 139  Cigarette taxes, for example, have kept tobacco costs high and are thought
to have played a role in reducing teen smoking. 140  Soda and other “fat taxes” may play a similar role in combatting the obesity
epidemic. 141  Berkeley and Chicago both have municipal soda taxes. 142  If these taxes prove successful, other municipalities
may seek to adopt similar policies.

While these policies could also be adopted at the state or federal level, there are three reasons to give municipalities the
opportunity to act independently of state and federal actors. First, there may be majorities at the municipal level that support
policies that may lack statewide support, and such local majorities should be allowed to pursue their policy preferences absent
concerns about these preferences imposing external costs on nonresidents. Second, experimentation *321  at the local level
may encourage (and inform) state and federal reforms. Third, to the extent that the externalities are local, locally imposed
Pigovian taxes are the most efficient ways to price the cost and, even for externalities that are not purely local, the magnitude
of the externality may differ by city, so that the optimal level of the tax is different in different cities.

III

THE STATE'S ROLE IN MUNICIPAL TAX POLICY

Innovative cities need the authority to act independently of the state. In its most expansive form, greater municipal taxing
authority could resemble the state's sovereign taxing authority. Cities would have the power to tax subject only to the limits of
federal law. While such a law would be easy to craft, it is not a serious reform option because it does not provide a way for the
state to vindicate its myriad of interests in municipal tax policy. This Part considers these state interests: vertical tax competition,
horizontal tax competition, ultimate fiscal responsibility, and administrability of local taxation. Of these interests, the state
concerns about administrability present the most important limit on expanded municipal taxing authority. The subsequent
proposal is informed by the limits suggested by these state interests.

A. Vertical Tax Competition

Vertical tax competition is tax competition between two concurrent taxing jurisdictions (e.g., state and local governments)
that seek to tax the same, or an overlapping, revenue base. 143  Vertical tax competition reflects the fact that overlapping tax
jurisdictions create externalities. In other words, the tax rate of a locality will affect the revenue that can be collected by the
state, and the tax rate of the state will affect the tax revenue that can be collected by the locality. As a result, states have a direct
revenue interest in municipal taxing authority to the extent municipal taxes compete with the state base.

A simplified example illustrates the vertical tax competition concern. 144  Assume Illinois wants to levy a five percent tax on
retail sales. If Chicago decides to implement an additional local sales tax of three percent, the total tax rate on retail goods
becomes eight percent. This *322  increased tax means that for consumers, the cost of the good has gone up. For goods with
relatively elastic demand, purchases will decrease, resulting in lower revenue from the tax itself. 145  The higher tax rate may
also increase incentives for evasion. 146  Further, if combined state and local retail tax rates in Indiana or Wisconsin are only
six percent, consumers are going to shift some of their purchase of retail goods to these other states, thus depriving Illinois
(and Chicago) of revenue. If Illinois reduces its tax rate, some of this lost revenue stream may return, but it will not fully offset
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the revenue it would be able to collect if only a state sales tax was imposed. To the extent that the state wants to make use of
a specific tax base, it has an interest in minimizing local government's use of the same base. (The state, of course, also has a
corresponding interest in preventing the federal government from using that base.) 147

Much of the work on vertical tax competition has looked at competition in federal systems of government between the central
government and subnational governments. 148  More recently, theoretical and empirical economists have begun to think about
vertical tax competition between subnational and local governments. 149  As the *323  example above suggests, vertical tax
competition is likely to be a greater problem near state borders, and recent work by economist David Agrawal supports this
intuition. Agrawal explores the extent to which a municipality's proximity to a bordering county with a different tax rate accounts
for changes in the municipality's own tax rate. 150  Using local sales tax data, Agrawal models the ways municipal and county
sales taxes interact. His findings suggest that “[w]hen the neighboring county changes its tax rate, towns bordering it will react
to this change and adjust their tax rates accordingly.” 151  In other words, vertical tax competition limits municipal tax rates.

The economic literature on vertical tax competition has generally explored competition between overlapping jurisdictions
imposing taxes on the same base. However, cross-base vertical tax competition may also be a problem. 152  For example, local
property tax rates must act as a limit on state income tax revenue. To take a simple example, think about a small retailer who
owns her own retail location. In determining the prices she charges customers, she considers all of her costs, including the
property tax she pays on the retail location. If her property taxes go up, she will either increase her prices to reflect the increased
costs of selling the good or decrease her own profits. If she increases prices, her price increase will have an impact on consumer
demand, and, as a result, the state sales tax will collect less revenue. If she simply accepts lower profit margins, perhaps because
demand for her products is relatively elastic, she will earn less income and thus state income tax revenue shrinks. The lower
price may also reduce state sales tax collection.

Such cross-base tax competition suggests that the state has a direct revenue interest in the taxing decisions of municipalities
even when there are not overlapping tax bases at stake. Taken to its extreme, this vertical tax competition story suggests that
states have an interest in minimizing local revenue collection. 153  After all, local *324  governments would have no effect
on state revenue collection if local governments imposed no taxes. States could reduce vertical tax competition by increasing
intergovernmental grants or directly funding services currently administered by local governments. However, in the current
fiscal climate, states have moved in the opposite direction, decreasing grants. 154  These state policies have increased the need
for more local revenue options.

But it's not just shrinking state support that justifies local revenue autonomy. Providing municipal governments with their own
revenue authority ensures that some level of government can honor local spending and taxation preferences. As discussed in
Part II, expanded local revenue authority allows local governments to better reflect local demand for services and may also
encourage more efficient government administration.

While vertical tax competition does suggest a legitimate state interest in local tax policy, this concern should be balanced
with the recognition that there are competing values, especially local autonomy, that justify limits on the state's power to fully
vindicate this interest.

B. Horizontal Tax Competition

States may also have an interest in minimizing tax competition between local governments. Such competition is known as
horizontal tax competition. 155  Much of the concern about local government tax incentives focuses on economic development
tax incentive packages offered to businesses. Such packages can include reductions in property taxes and sales tax rates as well
as other subsidies designed to encourage business generally or specific businesses to relocate. To the extent these tax incentives
encourage out-of-state businesses to relocate in-state, such programs may be good for the state.
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*325  However, a number of scholars and policymakers have concluded that these programs often only encourage intrastate
business relocation, which does not benefit the state as a whole. 156  Further, some studies suggest that many businesses would
make the same location decisions even absent local tax incentives, turning these programs into windfalls for these businesses
to the detriment of local revenue and other taxpayers. 157

For these reasons, scholars have criticized local tax incentives as inefficient. 158  Because such tax incentive programs create
competition for local development, it becomes hard for local governments to resist offering tax incentives on their own, as
there is political pressure for politicians to encourage economic development and attract new businesses and jobs to the locality.
As a result, calls for state-level restrictions on local government authority to offer such programs are common. 159  In effect,
these proposals argue that it is local control over the property tax base that fuels this inefficient competition. (Of course, this is
local control authorized by state statute. In almost every state the incentive packages offered by localities are authorized under
state law.) Few states have adopted such restrictions, 160  in part because tax incentives are still incredibly popular among the
business community and elected officials at both the state and local level. 161

In the absence of state reform, some policymakers have argued that regional cooperation is the best way to curb the excesses of
such horizontal tax competition. Local governments in the Denver-metropolitan area, for example, have reached an agreement
between themselves to limit competition. 162  The seventy cities, counties, and economic development organizations that are
members of the Metro Denver Economic Development Corporation adopted a shared “Code of Ethics” in the mid-1980s. 163

Among other promises, the members *326  of the corporation pledged to notify a local community if a business is considering
relocating within the metropolitan area and to prevent solicitation of other localities' business prospects. 164  Programs like the
one implemented in the Denver-metropolitan area minimize the harms of horizontal tax competition.

Of course, local governments can also engage in other forms of horizontal tax competition, for example, by offering lower
sales tax rates. To the extent such tax cuts produce a race to the bottom, with local governments setting taxes below their
residents' preferences for taxes and spending programs, this competition is not good either. 165  On the other hand, this type of
tax competition may limit local officials' ability to increase tax rates to fuel unwanted government spending.

While state action could significantly reduce horizontal tax competition, so far it has failed to significantly address these issues.
Some states have tried to discourage local tax incentives by penalizing localities which offer such programs. Arizona, for
example, reduces its intergovernment aid to local government in proportion to tax revenue they lose due to the grant of tax
incentives. 166  Many states, however, actively facilitate such programs, often by increasing intergovernment aid to replace lost
tax revenue. 167

Granting greater municipal taxing authority poses the risk of exacerbating existing problems in local economic development.
On the other hand, the existing distribution of taxing authority has not curbed tax incentive programs, and in many cases state
policy actively facilitates this negative competition. States should retain the legislative power to curb horizontal tax competition
and should exercise that power more frequently than they do now. States considering granting municipalities greater taxing
authority should consider simultaneously restricting the ability of localities to offer tax incentives for business relocation.

C. The State's Fiscal Role in Municipal Affairs

In addition to its direct interest in minimizing vertical tax competition and its more indirect interest in limiting horizontal tax
competition, the state also has a broader interest in municipal finance decisions. State stewardship over municipal financial
conditions has *327  long been a key justification for limiting local taxing authority. Some of this concern has been fueled by
distrust of the “urban populace” that reflects the nativism and racism of the turn-of-the-century Progressive Movement. 168  But
part of this concern reflects the real state interests implicated in local financial affairs.
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State officials legitimately worry about “contagion.” Clayton Gillette describes the threat of contagion as “the possibility
that local distress is indicative of more general fiscal difficulties or that unresolved local distress will cause disruption in
other markets, because the risks of one are interconnected with risks elsewhere.” 169  Concerns about contagion have led state
lawmakers to ensure that the states' powers over municipal fiscal affairs often expand in times of fiscal crisis.

Nineteen states have laws allowing states to intervene in municipal governance in times of fiscal crisis, and other states have
intervened in a more ad hoc fashion. 170  For example, Pennsylvania's Act 47 allows the State's Department of Community
and Economic Development to appoint a private-firm recovery coordinator if a local government becomes “fiscally distressed”
according to any of eleven statutorily defined categories. 171  The coordinator then works with local officials to improve financial
governance, and the law provides additional authority to cities (including additional taxing authority) to help manage the
distress. 172

State interventions can also include direct financial aid to local governments, either by issuing state-backed bonds for the
benefit of *328  the local government, 173  providing loans directly, or accelerating or providing additional intergovernment
transfers. 174  One state, North Carolina, takes an even more hands-on approach to local financing even prior to distress. Its
localities must seek approval from the State's Local Government Commission before any general obligation debt is issued. 175

Other states are decidedly more hands-off. California, for example, provided very little in the way of oversight or aid to any of
the three California local governments (Stockton, San Bernardino, and Orange County) that filed for Chapter 9 bankruptcy in
the 1990s. 176  States worry that intervention may encourage fiscal mismanagement, as local decision makers (and possibly the
bond markets) may rely on potential state bailouts. Studies suggest, however, that well-designed state intervention can improve
the fiscal health of a state's local governments, and North Carolina's hands-on approach has led to some of the lowest state and
municipal bond rates in the country. 177

States have justified limiting municipal taxation and borrowing authority as an additional check on local finances. Recent
scholarship, however, has persuasively argued that the state may not reliably serve this accountability function. For example,
Clayton Gillette argues that market mechanisms better serve to check the potential excesses of local officials. State lawmakers
may not have the interest or ability to *329  appropriately judge the risk factors of municipal fiscal distress. 178  And reforms to
the municipal bond market could improve the market's ability to regulate by increasing transparency in municipal finance.179

State limits on municipal fiscal authority have also been justified by concerns about the potential for special interests to capture
local officials. Off-cycle municipal government elections have lower turnout than state elections, suggesting that state officials
may be accountable to a broader portion of the electorate, 180  and in some (especially rural) areas, there may be less media
coverage of local government decisions. On the other hand, local residents may find changes to local public service quality more
salient than changes to spending programs at other levels of government. Further, local residents have repeatedly demonstrated
that they are aware of their property tax burdens and willing to take political action should that burden become too great. 181

Indeed, in some respect it is the high salience of local government revenue that has created many of the limits imposed by state
law on property taxation. And state lawmakers have not shown themselves to be free of either capture or corruption. 182

Further, giving municipalities greater control over city revenues could improve municipal fiscal health. Studies suggest
that municipalities have become more reliant on bonds as their ability to control tax revenue has decreased, 183  and this
increased interest in borrowing has encouraged municipalities to issue more complex debt instruments. 184  These complex debt
instruments, which have interest rates tied to a variety of market mechanisms and ballooning interest payments, have *330
proven unsound for many municipal debtors. 185  Innovation on the revenue rather than the borrowing side of municipal finance
could improve municipal fiscal health. 186

States have a legitimate interest in reducing municipal fiscal distress. However, restricting local revenue authority is not
necessary to vindicating this interest. As the preceding discussion suggests, expanded revenue authority may, in fact, reduce
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municipal fiscal distress. (Of course, for cities already in the throes of fiscal problems, additional revenue authority may come
too late.) 187

D. Administrability of Local Tax Bases

In tax policy discussions, administrative concerns can sometimes get pushed aside as second-order concerns. 188  In the context
of federal tax policy debates, this decision may be reasonable. Even an underfunded IRS 189  has the budget for staff economists,
technical advisors, lawyers, and auditors, and the administrative costs of enforcing the federal tax code are spread out among all
U.S. taxpayers. Further, the United States imposes relatively high income tax rates as compared to state and local governments.
As a result, *331  enforcement costs are not that high, especially as a percentage of revenue collected. 190

Even at the state level, governments often lack the resources necessary to support compliance with, and enforce, complex tax
laws. 191  This is why many states choose to piggyback on the federal income tax system. 192

At the local level, these concerns are magnified; administrative concerns are of primary importance in evaluating local tax
systems. Local government tax rates are low as compared to the federal and state rates, meaning that administrative costs
will always represent a greater portion of revenue collected. As a result, local governments may lack the resources to provide
guidance to assist taxpayers in compliance with complex tax laws, let alone the funding necessary to detect noncompliance
and take enforcement action.

Further, as the Supreme Court has noted repeatedly in its Dormant Commerce Clause jurisprudence, 193  the sheer number of
local jurisdictions in the United States means that local taxation has significant compliance costs. The more the tax laws of these
jurisdictions differ from each other, the more costly it is for multijurisdictional taxpayers to comply.

As a result, the conventional wisdom is that both state and local governments should attempt to minimize tax base differences.
For example, Daniel Shaviro has suggested that state control over the tax rate structure should be sufficient to ensure policy
autonomy and has therefore advocated greater conformity of tax bases. 194

Because it is administrative costs, and not just pure efficiency concerns, that are animating this conventional wisdom, scholars
have been much less concerned about differential rates between jurisdictions with similar tax bases. 195  Rate differentials also
increase compliance *332  costs for taxpayers, as they encourage tax planning to take advantage of lower rates. Further, these
rate differentials (like economic development incentives) also encourage inefficient horizontal tax competition. 196  However,
it is much easier for taxpayers to keep track of rate differentials on a common base than to keep track of multiple bases.

This is true as long as the bases are fairly broad, a policy most scholars would favor even absent administrative concerns. 197

If jurisdictions adopt similar tax laws but rely on multiple, narrow bases subject to separate tax bases, the easy distinction
between rate and base complexity may prove harder to maintain. For example, if a state's municipalities imposed different tax
rates on different types of business activity (construction, auto sales, general retail sales, printing, etc.), the opportunities for tax
planning, record keeping, and compliance costs for businesses engaged in multiple business lines across multiple jurisdictions,
and enforcement costs within each jurisdiction, all rise.

Arizona, for example, has long allowed its municipalities significant autonomy in designing their local consumption tax bases.
Arizona is one of a handful of states that imposes a consumption tax that applies to more than simply retail sales transactions.
At the state level, Arizona's Transaction Privileges Tax 198  reaches not only retail sales but also restaurant and bar sales, hotel
stays, and advertising, among other activities. 199

Arizona law allows local governments to impose their own, separate transaction privilege taxes. 200  State law allows local
governments to impose transaction privilege taxes on the activities the state taxes as well as a state-created menu of additional
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activities. 201  Further, state *333  law allows Arizona municipalities to deviate from state base definitions as long as those
deviations are part of an approved menu of variations. 202

Businesses operating in the state have long complained that this patchwork system creates needless administrative
complexity. 203  In addition to requiring businesses to understand differences between localities' tax bases, Arizona also allowed
localities to separately administer their own transaction privileges tax (TPT). 204  The largest municipalities took advantage of
this flexibility, and businesses thus had to file separate TPT returns for sixteen different sales taxes (one for the state of Arizona
and the municipalities which relied on state enforcement and fifteen separate municipal tax forms). 205

As a result of recent reforms, the State will soon begin to administer all local consumption taxes. 206  This change was part of
an effort to simplify transaction privilege tax compliance and bring Arizona in compliance with the Streamlined Sales and Use
Tax Agreement (SSUTA). The SSUTA is a voluntary effort to provide more uniformity between state sales tax bases and thus
hopefully convince Congress to allow states to require out-of-state retailers to collect sales and use taxes on goods purchased
by state residents. 207  The proposed Marketplace Fairness Act, which would increase state authority to tax internet and catalog
sales, would provide this increased *334  authority only to those states which had adopted the SSUTA or similar reforms. 208

Arizona's simplified administration moves it one step closer to SSUTA compliance. While Arizona cities have attempted to
jealously guard their (now more limited) authority over the TPT base, this increased authority comes at the cost of significant
administrative costs for businesses operating within the state and the inability of the state to benefit from the SSUTA.

As the example of Arizona suggests, any proposal that grants local government greater taxing authority must be sensitive to the
competing demands on the state to create more uniform tax law in order to improve the administration of state taxes. Given this
important interest, states should maintain a role in defining the limits of municipal revenue options. As will be discussed in the
next section, cities can gain more autonomy while allowing the state to retain some role in regulating municipal fiscal affairs.

IV

PRESUMPTIVE MUNICIPAL TAXING AUTHORITY

A. The Proposal

One option for reform is what this Article terms “presumptive taxing authority.” Presumptive taxing authority would allow
cities to enact tax ordinances without prior state permission as long as the ordinances did not conflict with state law. Thus, if
state law expressly prohibited municipalities from imposing an income tax, a municipal ordinance authorizing a local income
tax would not be enforceable. But if state law were silent as to municipal income taxation, such an ordinance would be a valid
exercise of the municipality's home rule authority.

Such a grant of taxing authority would expand municipal taxing authority in almost every state. 209  For example, as discussed
above, Washington State's constitution grants local government the authority to “make and enforce within its limits all such
local police, sanitary and other regulations as are not in conflict with general laws” 210  but does not provide similar protection
for municipal taxing authority. 211

By granting only presumptive taxing authority, such a reform acknowledges the state's clear interests in municipal tax policy.
State lawmakers can still override local taxing authority to vindicate these *335  interests. Even under a presumptive taxation
system, if the state legislature thought that a city tax ordinance was encroaching on a state tax base, it could pass legislation
restricting the city's use of that base. Or, if the state wanted to harmonize the sales tax base across jurisdictions to minimize
horizontal tax competition or to reduce tax compliance costs, it could require cities to comply with the state sales tax base,
as is true currently.
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Presumptive municipal taxation would effectively change the default rule with regard to municipal taxing authority. This reform
shifts the onus onto the state to act to block municipal tax ordinances. Because it is always harder to pass legislation than it is
to block it, municipalities should find that the shift in the default rule expands their municipal taxing power.

Under the current distribution of power, cities may have trouble marshaling the political support to get needed legislative
approval through the state legislature. In some states, the city's interests are not directly represented in state houses because state
legislative districts cross municipal boundaries, 212  resulting in fewer lawmakers who represent only constituents in a single
municipality. And even when district lines do not cross municipal boundaries, state representatives will often represent only a
portion of the city, rather than a city at large. Thus, the policy views of the municipal electorate as a whole are unlikely to be
directly represented by any member of the state legislature.

Further compounding the problems of effective municipal representation in the state capital is the disproportionate influence
of rural interests. As a result of having more unified voting patterns than their colleagues from urban and suburban areas and
greater seniority, studies suggest that lawmakers from rural areas are more likely to be legislatively successful than their urban
counterparts. 213  Big city delegations seem to be especially ineffective at marshaling their size to further legislative success. 214

The mayor of New York City, Bill de Blasio, campaigned on a program to pay for preschool education *336  expansion by
raising income taxes on the city's wealthiest residents, but his tax program was a nonstarter in Albany, whose approval the
city would need to enact the mayor's proposal. 215  As a result of these political forces, it may be difficult for cities to get such
legislative authorization.

Presumptive taxing authority would flip this political economy. To restrict municipal taxing ordinances, a majority of the
legislature would have to decide that a potentially local issue was worth the expense of legislative capital and reach agreement on
the scope of such a restriction. Thus, the vetogates that right now could block municipal requests for expanding taxing authority
would instead block efforts to reduce municipal authority. Weak representation of municipal interests in state legislative bodies
matters less if, by default, municipalities have the power to decide for themselves whether to exercise taxing authority.

In addition to providing municipalities with better revenue options, presumptive taxation may also improve state lawmaking in
this area. If presumptive taxation gives local officials more taxing authority than state lawmakers find desirable, the reform gives
them an incentive to explicitly weigh the tradeoffs of state preemption and expanding municipal taxing authority. The current
scheme of state-municipal power discourages meaningful debate about municipal authority precisely because the legislature
does not have to act to prevent municipal taxation.

Of course, by flipping the presumption and requiring the state to act to block municipal taxation, the reform also makes it more
difficult for state lawmakers to block local tax reform successfully. Legislation blocking municipal taxing authority will be
subject to the same vetogates that currently face legislative efforts to expand municipal taxing authority. Further, by allowing
cities to be first movers with regard to revenue policy, presumptive taxing authority may make it more difficult to reach a
statewide agreement about municipal tax reform. The difficulties encountered by Ohio and Arizona lawmakers *337  as they
have sought to reform their respective municipal income and municipal sales tax regimes suggest that city policies can be
serious obstacles to reform. 216

Presumptive taxing authority would allow cities to impose taxes on bases untapped by the state without waiting for state
legislative approval. As a result, presumptive taxing authority would expand municipal revenue options, allowing cities to
explore new revenue sources and create more effective tax policy. For example, the reform would make it easier for cities
to experiment with soda and other “fat taxes.” The reforms would also make municipal Pigovian taxation more likely. Such
reforms would allow cities to explore more fundamental tax changes, like including services in their consumption tax base.
These possibilities are discussed in more detail below.

Presumptive taxation would make it easier for municipal governments to impose taxes on soda and other “fats.” New York
City's now-failed soda ban came in the wake of the state's refusal to consider a soda tax that might have been better targeted. 217

There is some evidence to suggest that such fat taxes might improve health outcomes, 218  and more municipal experimentation
with such taxes could provide valuable information about their effectiveness (or lack thereof). 219
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In many states, however, such a tax could not be imposed at the municipal level without state legislation. Connecticut law,
for example, does not provide the authority for municipal experimentation in this area. 220  Of course even under presumptive
taxation, the state would retain the right to ban local fat taxes or include the tax in *338  a statewide base, but cities would not
have to wait for a statewide majority to act before putting such a policy in place.

Other municipal tax reforms could have the potential to raise even greater revenue. For example, cities could experiment with
imposing municipal consumption taxes on services. Scholars have criticized the exemption of services from sales taxes on the
grounds that it is both inefficient (because it raises the cost of goods as opposed to services) 221  and regressive (because those
with higher incomes spend a greater proportion of their consumption dollars on services). 222  Estimates suggest that service
purchases account for almost sixty percent of total consumer expenditures. 223

Because most state sales tax bases do not tax services (or at least the majority of the services) sold in the state, such consumption
taxes would not directly compete with the state's sales tax base, and a plausible argument could be made that municipal taxation
of such services would not conflict with most existing state sales tax laws. 224  Such an attempt to impose a city-based service
tax would, of course, present significant administrative challenges for the municipality and for businesses subject to the tax. 225

Cities would have to enforce such consumption taxes without the help of state audits, and would have to craft potentially complex
sourcing rules to determine whether the service was sold within the relevant municipality. 226  Perhaps few cities *339  would
be interested in imposing such taxes given these challenges. But even a few cities experimenting with local service taxation
might spur interest among other municipalities or (as would be desirable from an administrative efficiency perspective), the
state itself.

B. Enacting Reform

In most states, presumptive taxing authority could be established as a matter of either statutory or constitutional law. Providing an
explicit grant of taxing authority in the state's constitutional home rule provisions would secure such a grant against a changing
legislative majority. A legislative grant of additional taxing authority could be overturned by a vote of the legislature, though
some states do require additional legislative action to revoke previously granted authority. For example, for New York to revoke
previously granted municipal authority, the state constitution requires two successive votes on the proposal in separate calendar
years. 227

Further, in states with a constitutional initiative process, it is possible that constitutional revision would be as easy as (or even
easier than) statutory reform. 228  Obviously in states that require constitutional conventions, such constitutional change would
be more difficult, though in such states a successful constitutional amendment is less likely to be later overturned. 229  While
a constitutional approach might be preferable, the choice between statutory reform and constitutional amendment is likely a
strategic choice about which pathway seems more promising, and as a result, the choice will differ depending on both state
law and state politics.

Before evaluating the strengths and weaknesses of this proposed reform, one additional detail deserves more attention: What
should be the scope of the state's preemptive authority?

Presumptive taxing authority, in effect, seeks to grant municipalities taxing authority that parallels their police powers. Municipal
regulatory *340  ordinances are routinely challenged as preempted by state law, and state courts have typically interpreted state
authority to preempt local regulation quite broadly. 230  States should not invent a new preemption doctrine for local government
tax powers. Instead, the judiciary should draw on existing state preemption doctrine to interpret the scope of municipal taxing
authority and the effect of state legislation on this authority. Under the preemption doctrine of many states, the existing, detailed
statutory enactments concerning local property and sales taxes would be given some preemptive effect. In an ideal world, a
reform expanding local revenue authority would be coupled with other state-level property tax reforms.
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C. Evaluating the Proposal

As a policy change, presumptive municipal taxation would give municipalities additional revenue flexibility while still
respecting the significant interests states have in municipal tax policy. The proposed reform strikes this balance by giving states
the ability to override municipal taxing authority through general state law. Such a reform, without additional legislative changes,
would have a limited effect on existing municipal tax bases, which are currently controlled by detailed state law provisions.

As a result, presumptive municipal taxation cannot, by itself, address the major challenges facing existing municipal revenue
sources. Presumptive municipal taxation would not repeal Proposition 13 in California or TABOR in Colorado, for example. 231

Nevertheless, presumptive municipal taxation would improve municipalities' ability to respond to changing fiscal conditions
with new sources of revenue. *341  As discussed above, municipalities could consider a variety of taxes that they currently
lack the authority to impose.

There is, of course, no guarantee that municipalities will take advantage of these new powers. City officials may be reluctant to
impose new local taxes, and they may lack the administrative and technical resources to implement such tax reforms. However,
even if only a handful of municipalities take advantage of their new legal authority, it would be a major change.

Perhaps the greatest challenge of the proposal is the possibility that cities (or at least city officials) would rather not have this
authority in the first place. There is some evidence that city officials are not particularly enamored of local option taxes (i.e.,
taxes the state authorizes localities to impose at their option). City officials often prefer increases in state intergovernmental
grants, which provide funds from the entire state tax base and therefore do not require them to take the potentially unpopular
step of proposing new taxes or tax increases on local residents or businesses. 232

Further, municipal revenue capacity varies widely. 233  As such, expanded revenue authority will assist some municipalities more
than others, and the additional revenues may flow to more resource-rich localities. If offering municipalities greater revenue
autonomy were to decrease state aid to local governments, the measure could leave some cities worse off. However, in the status
quo, states are already reducing their intergovernmental aid, and cities need additional revenue options to make up this shortfall.
While it is possible that giving cities more taxing authority could accelerate this trend, it is also possible that providing cities
with opportunities to create more own-source revenue will allow state aid to better target jurisdictions that are revenue poor.

In addition, a city's revenue capacity may not map neatly onto revenue need. Thus, in the Boston Federal Reserve's detailed
report on how the benefits of expanding a local option tax in Massachusetts would benefit the state's local governments, it noted
that the beneficiaries included not just wealthy suburbs, but also Boston and other commuting centers in the state. 234

*342  For the reasons discussed above, the cities most able to take advantage of this greater taxing authority are likely to be
larger cities in major metropolitan areas. These cities are more likely to have the capacity to both generate innovative ideas
for municipal revenue and to administer these programs. Presumptive taxing authority would not save Detroit -- or necessarily
even help it -- but it might offer a city like Seattle, St. Paul, or Phoenix a way to meet increasing pension obligations without
cutting social service budgets. And while problems of poverty certainly are not limited to core urban areas, these cities are
likely to have a greater share of regional poverty than the average municipality, and thus are more likely to need additional
sources of revenue. 235

Finally, as scholars like Richard Briffault have noted, local control is not an unmitigated good. Rather, it can contribute
to the “pervasive privatism that is the hallmark of contemporary American politics.” 236  For example, localities have used
zoning rules to restrict (or actually prohibit) homebuilders from developing residential real estate for lower and middle-
income households. 237  And greater local control may also hamper efforts to encourage more regional planning and economic
development.

In addition, scholars and policymakers may worry that municipal autonomy hampers efforts to encourage regional urban
planning and economic development. For at least a quarter of a century, scholars have suggested that both cities and suburbs
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would benefit from more regional cooperation. 238  Regional solutions are even suggested to address problems created by state
restrictions on local autonomy. For example, city planner Peter Pollock suggests that greater municipal revenue sharing might
help local governments address the distortions in local development decisions caused by Colorado's state-imposed *343  limits
on local taxation. 239  Such cooperation has not been common however, and it does not address the common need cities have
for stable, own-source revenues that they control.

Presumptive municipal taxation is not a panacea for the fiscal challenges facing municipal governments, and as the preceding
discussion suggests there are real risks and limits to this proposal. However, the current division of municipal taxing authority
rests too much authority with state legislatures, who are often unresponsive to the revenue needs of municipalities. Presumptive
taxation would open the door to more innovation in revenue sources at the local level and might offer a pathway to a more fiscally
sound future for municipalities, with more efficient revenue sources that better reflect the needs and strengths of the locality.

CONCLUSION

Cities currently lack the home rule authority to implement many changes to their revenue system. Such extreme limits on
municipal taxing authority are unjustified, and states can address their interest in municipal tax policy even while granting
municipalities more taxing authority. States should consider amending their home rule provisions to include taxation as a home
rule power. Presumptive taxation is not without its risks, but it is a reform worth serious consideration.
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22 See Clayton P. Gillette, Fiscal Home Rule, 86 DENV. U. L. REV. 1241, 1252-53 (2009) (discussing problems with local
officials' fiscal management decisions); John L. Mikesell, International Experiences with Administration of Local Taxes
9 (unpublished manuscript), http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.199.304&rep=rep1&type=pdf
(describing decision to allow local governments to administer taxes as decision between “indifference and
incompetence,” though generally suggesting local taxing authority does not have to include local administration (citation
omitted)).

23 See, e.g., FRUG & BARRON, supra note 9, at 75-87 (discussing various methods used by cities to raise tax revenue);
Richard Briffault, Home Rule for the Twenty-First Century, 36 URB. LAW. 253, 269-70 (2004) (arguing that giving
local governments power to tax strengthens home rule and thus improves democratic accountability); Clayton P. Gillette,
Who Should Authorize a Commuter Tax?, 77 U. CHI. L. REV. 223, 235-39 (2010) (arguing that local governments
are able to effectively represent the interests of both local residents and commuters in deciding whether and how to
implement commuter tax); Gillette, supra note 22, at 1246 (discussing increasing importance of fees as source of local
revenue and arguing that allowing local governments to charge fees can be economically efficient).

24 But see Darien Shanske, Local Fiscal Autonomy Requires Constraints: The Case for Fiscal Menus, 25 STAN. L. &
POL'Y REV. 9, 28-29 (2014) (suggesting some reforms of municipal taxing authority).

25 See, e.g., DAVID BRUNORI, STATE TAX POLICY: A POLITICAL PERSPECTIVE 125-26 (2d ed. 2006) (urging
state policymakers to coordinate to draft more uniform tax laws and discussing favorably the Multistate Tax Compact
for taxation of business activity).

26 See infra Section III.D for a more detailed discussion of these administrative issues.

27 See Marketplace Fairness Act, S. 698, 114th Cong. § 2 (2015) (conditioning greater sales tax authority on greater state
uniformity); Andrew J. Haile et al., A Potential Game Changer in E-Commerce Taxation, 67 ST. TAX NOTES 747,
748-49 (2013) (describing number of bills considered during 113th Congress to reform and coordinate collection of
state taxes on internet sales).

28 HOWARD CHERNICK & ANDREW RESCHOVSKY, LOST IN THE BALANCE: HOW STATE POLICIES AFFECT
THE FISCAL HEALTH OF CITIES 3 (2001), http://www.brookings.edu/~/media/research/files/reports/2001/3/cities-
chernick/chernick.pdf. Of course, this list excludes perhaps the most important public good provided at the local level:
elementary and secondary education. While some school systems are under the direct control of municipal government,
the majority of school systems are under the authority of independent school districts. There are 13,051 independent
school districts in the country, but only 1510 school systems that are part of other local or state governments. Local US
Governments, NAT'L LEAGUE OF CITIES, http://www.nlc.org/build-skills-and-networks/resources/cities-101/city-
structures/local-us-governments (last visited Mar. 12, 2016). Mayoral control of school districts has received significant
press and policy attention in recent years. See Frederick M. Hess, Looking for Leadership: Assessing the Case for
Mayoral Control of Urban School Systems, 114 AM. J. EDUC. 219, 221-23 (2008) (discussing attention paid to mayoral
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control as mechanism of education reform). Because only a handful of districts are subject to mayoral control, this
Article does not directly address the literature regarding school funding. See List of Mayor-Controlled Public Schools,
NAT'L LEAGUE OF CITIES, http://www.nlc.org/build-skills-and-networks/resources/cities-101/city-officials/list-of-
mayor-controlled-public-schools (last visited Feb. 20, 2015) (listing public school systems subject to mayoral control).
Recent research, however, suggests more centralized funding of public schools may have played an important role in
the recent growth of central cities. See Liscow, supra note 5, at 4.

29 See Betty Bekemeier et al., Local Health Department Food Safety and Sanitation Expenditures and Reductions in Enteric
Disease, 2000-2010, 105 AM. J. PUB. HEALTH (SUPPLEMENT 2) S345, S345 (2015) (discussing role of public
health and sanitation departments in preventing food-borne illness); Thomas R. Frieden et al., Public Health in New
York City, 2002-2007: Confronting Epidemics in the Modern Era, 37 INT'L J. EPIDEMIOLOGY 966, 968-74 (2008)
(discussing New York City's efforts to address chronic disease control); Robert H. Lustig et al., The Toxic Truth About
Sugar, 482 NATURE 27, 29 (2012) (discussing San Francisco's effort to ban toys from fast food meals as step toward
public health policies that prevent chronic disease).

30 See, e.g., Margaret Weir, Building the Local Social Safety Net in an Era of Fiscal Constraint, inMETROPOLITAN
RESILIENCE IN A TIME OF ECONOMIC TURMOIL 21, 24-27 (Michael A. Pagano ed., 2014) (discussing multitude
of roles local government takes in social welfare programs).

31 See Bev Perry & Christiana McFarland, Local Roles in Integrating Transportation and Land Use, NAT'L LEAGUE
OF CITIES 1 (Nov. 2008), http://www.nlc.org/documents/Find%20City%20Solutions/Research%20Innovation/
Infrastructure/local-roles-integrating-transportation-land-use-mag-nov08.pdf (discussing role of municipalities in
transportation policy).

32 See, e.g., Michael I. Luger, The Role of Local Government in Contemporary Economic Development 1 (Lincoln Inst.
Land Pol'y, Working Paper, 2007), https://www.lincolninst.edu/pubs/dl/1254_Luger%20Final.pdf (discussing role local
government plays via land use and other decisions).

33 See Amy Crawford, For the People, by the People, SLATE (May 22, 2013, 2:17 PM), http://www.slate.com/articles/
news_and_politics/politics/2013/05/
new_england_town_halls_these_experiments_in_direct_democracy_do_a_far_better.html (discussing history of New
England town meetings).

34 See David J. Barron, Reclaiming Home Rule, 116 HARV. L. REV. 2255, 2279, n.69 (2003) (providing citations to
historical literature on home rule).

35 See Goodnow, supra note 9, at 17 (noting that court decisions have not “fulfilled the expectations of those who advocated
for their [home rule] message”).

36 See 1 JOHN FORREST DILLON, COMMENTARIES ON THE LAW OF MUNICIPAL CORPORATIONS 448-49
(5th ed. 1911) (“It is a general and undisputed proposition of law that a municipal corporation possesses and can
exercise the following powers, and no others: First, those granted in express words; second, those necessarily or fairly
implied in or incident to the powers expressly granted; third, those essential to the accomplishment of the declared
objects and purposes of the corporation, not simply convenient, but indispensable,” quoted in Clayton P. Gillette, In
Partial Praise of Dillon's Rule, or, Can Public Choice Theory Justify Local Government Law?, 67 CHI.-KENT L. REV.
959, 963 n.12 (1991)); Local Government Authority, NAT'L LEAGUE OF CITIES, http://www.nlc.org/build-skills-and-
networks/resources/cities-101/city-powers/local-government-authority (last visited Mar. 12, 2016) (discussing Dillon's
Rule and which states still operate under it).

37 See generally Barron, supra note 34 (discussing history of home rule).

38 See Barron, supra note 34, at 2280-81 (discussing early approaches to municipal authority).

39 See id. at 2291 (discussing motives of early home rule advocates).
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40 See Home Rule, BLACK'S LAW DICTIONARY (10th ed. 2010) (defining home rule as “[a] state legislative provision
or action allocating a measure of autonomy to a local government, conditional on its acceptance of certain terms”).

41 While Dillon's Rule establishes a presumption that a municipality would need the state's explicit grant of authority, it has
often been interpreted to give local governments the necessary and proper powers to effect grants of explicit permissions.
See Gillette, supra note 36, at 963 (“As formulated by its author -- judge and treatise writer John F. Dillon -- the doctrine
limits localities to exercise of those powers expressly delegated to them by the state legislature or necessary to implement
or necessarily implied from express legislative grants.” (footnote omited)).

42 See generallyKRANE ET AL., supra note 12 (surveying home rule authority in fifty states).

43 Local Government Authority, supra note 36.

44 Id.

45 Id.

46 Id.

47 Erin Adele Scharff, Note, Taxes as Regulatory Tools: An Argument for Expanding New York City's Taxing Authority,
86 N.Y.U. L. REV. 1556, 1572 (2011).

48 SeeKRANE ET AL.,supra note 12 at 476-77 tbl.A1 (showing that majority of states grants deferential authority to local
governments on matters of structure and personnel).

49 See id. (showing regulatory authority of government varies considerably).

50 See id. (describing greater powers states grant in areas other than home rule).

51 Id. at 476-77 tbl.A1 (listing states with fiscal home rule authority).

52 Id. (listing extent of fiscal home rule authority in each state).

53 Gillette, supra note 22, at 1246.

54 TEX. CONST. art. XI, § 5; TEX. MUN. LEAGUE, LOCAL GOVERNMENT IN TEXAS 7, 10 (2015), https://
www.tml.org/pdftexts/HRHChapter1.pdf.

55 SeeTEX. MUN. LEAGUE, supra note 54, at 7, 10 (showing 329 of 1196 cities had adopted home rule charters); Cities
in Texas, BALLOTPEDIA, http://ballotpedia.org/Cities_in_Texas (last visited Mar. 12, 2016) (specifying number of
home rule cities in relation to total municipalities in Texas).

56
MINN. STAT. § 410.04 (2015); see alsoLEAGUE OF MINN. CITIES, HANDBOOK FOR MINNESOTA Cities 3

(2014), http://www.lmc.org/media/document/1/chapter04.pdf?inlinetrue (summarizing Minnesota home rule law).

57 SeeLEAGUE OF MINN. CITIES, supra note 56, at 4 (stating that only 107 of 852 cities have adopted home rule
charters).

58 State and Local Tax Policy: What Are the Sources of Revenue for Local Governments?, TAX POLICY CENTER, http://
www.taxpolicycenter.org/briefing-book/state-local/revenues/local_revenue.cfm (last visited Mar. 12, 2016). Mining
data on municipal revenue sources is a tricky business, however. There are some authorities who believe user
fees now eclipse property taxes. Michael A. Pagano, United States of America, inLOCAL GOVERNMENT AND
METROPOLITAN REGIONS IN FEDERAL COUNTRIES 363, 375 (Nico Steytier & John Kinkaid eds., 2009).
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59 SeeNAT'L LEAGUE OF CITIES, CITIES AND STATE FISCAL STRUCTURE
16 tbl.1A (2015), http://www.nlc.org/Documents/Find%20City%20Solutions/Research%20Innovation/Finance/
NLC_CSFS_Report_WEB.PDF (summarizing available municipal taxing authority).

60 MICHAEL A. PAGANO & CHRISTIANA MCFARLAND, CITY FISCAL CONDITIONS IN 2013,  t 3 (2013), http://
www.nlc.org/Documents/Find%20City%20Solutions/Research%20Innovation/Finance/Final_CFC2013.pdf.

61 See supra note 15 (providing citations to examples of this literature).

62 SeeDAVID BRUNORI, LOCAL TAX POLICY: A FEDERALIST PERSPECTIVE 66-67 (2d ed. 2007) (discussing
other state policies that also restrict property tax revenue authority).

63 ADVISORY COMM'N ON INTERGOVERNMENTAL RELATIONS, SR-6, LOCAL REVENUE
DIVERSIFICATION: USER CHARGES 10 (1987), http://www.library.unt.edu/gpo/acir/Reports/staff/SR6.pdf; see also
Laurie Reynolds, Taxes, Fees, Assessments, Dues, and the “Get What You Pay For” Model of Local Government, 56
FLA. L. REV. 373, 386 (2004) (noting that dues are becoming more popular among local governments since the early
twenty-first century).

64 ADVISORY COMM'N ON INTERGOVERNMENTAL RELATIONS,supra note 63, at 57 n.9.

65 Reynolds, supra note 63, at 392.

66 See, e.g., JOINT LEGISLATIVE AUDIT COMM., BEST PRACTICES REPORT: LOCAL GOVERNMENT
USER FEES 9-11 (2004), http://legis.wisconsin.gov/lab/reports/04-0userfeesfull.pdf (discussing ability of Wisconsin
municipalities to impose user fees more easily than taxes). At the local level, the benefits principle of taxation (i.e., the
idea that taxes represent a payment by a resident for a bundle of public goods) plays a much greater role in policy design
than it does at the state and federal levels, where the ability to pay principle has generally carried the day. SeeJOEL
SLEMROD & JON BAKIJA, TAXING OURSELVES: A CITIZEN'S GUIDE TO THE DEBATE OVER TAXES
227-29 (4th ed. 2008) (providing overview of both theories); see alsoAJAY K. MEHOTRA, MAKING THE MODERN
AMERICAN FISCAL STATE: LAW, POLITICS AND THE RISE OF PROGRESSIVE TAXATION, 1877-1929, at
193-96 (2013) (providing historical account of rise of “ability to pay” principle at state and federal levels). Nevertheless,
many scholars have criticized increasing reliance on user fees as taking the benefits principle too far. See Suellen
M. Wolfe, Municipal Finance and the Commerce Clause: Are User Fees the Next Target of the “Silver Bullet”?, 26
STETSON L. REV. 727, 785 (1997) (stating concern that user fees may be targeted for constitutional scrutiny).

67 SeeADVISORY COMM'N ON INTERGOVERNMENTAL RELATIONS, supra note 63, at 12-13 (depicting user-
charge intensity ratio by region in 1972 as compared to later years).

68 See Robert Tannenwald, Taking Charge: Should New England Increase Its Reliance on User Charges?, NEW
ENG. ECON. REV., Jan.-Feb. 1990, at 56, 56-66, https://www.bostonfed.org/economic/neer/neer1990/neer190d.pdf
(explaining that user charges are better to finance services that are private in nature, while New England spends more
on collective services).

69 See State Aid to Local Governments, NAT'L CONFERENCE OF STATE LEGISLATURES, http://www.ncsl.org/
research/fiscal-policy/state-aid-to-local-government-update.aspx (last visited Mar. 12, 2016) (discussing state aid
to local governments); CONG. BUDGET OFFICE, PUB. NO. 4472, FEDERAL GRANTS TO STATE AND
LOCAL GOVERNMENTS 1 (2013), https://www.cbo.gov/sites/default/files/43967_FederalGrants.pdf (describing
federal grants to local governments).

70 16 EUGENE MCQUILLIN, THE LAW OF MUNICIPAL CORPORATIONS § 44:24 (3d ed. 2013). For a discussion
of the trends that have encouraged municipalities to rely more significantly on user fees, see generally Reynolds, supra
note 63, at 407-15, 430.

71 WASH. CONST. art. XI, § 11. Such sweeping language granting broad police power has typically not been construed as
granting taxing power. This is likely the case for two reasons. First, as is the case in both New York and Washington, such
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sweeping language is sometimes followed by specific language explicitly granting taxing authority to the state and not
the municipalities except by delegation. See, e.g., N.Y. CONST. art. XVI, § 1; WASH. CONST. art. XI, § 12. Second, the
police power was generally understood to be regulatory in nature. See Police Power, BLACK'S LAW DICTIONARY
(10th ed. 2014) (defining “police power” as “inherent and plenary power of a sovereign to make all laws necessary and
proper to preserve the public security, order, health, morality, and justice”).

72 WASH. CONST. art. XI, § 12 (“The legislature shall have no power to impose taxes upon counties, cities, towns or
other municipal corporations, or upon the inhabitants or property... for county, city, town, or other municipal purposes,
but may... vest in the corporate authorities... the power to assess and collect taxes for such purposes.”). Similarly, New
York State's constitution specifically limits municipal taxing authority in its home rule provisions. The New York State
Constitution declares that “[t]he power of taxation shall never be surrendered, suspended or contracted away, except as to
securities issued for public purposes pursuant to law.” N.Y. CONST. art. XVI, § 1. The constitution allows the legislature
to delegate its taxing authority, but requires the legislature to specify in that delegation “the types of taxes which may be
imposed thereunder and provide for their review.” Id. In other words, the Municipal Home Rule Law reasserts that New
York State retains the power to review actions taken under the authority delegated to local government. In contrast, the

more general legislative authority over regulatory matters is considered to be primarily under local control. See N.Y.
MUN. HOME RULE LAW § 10 (Consol. 2011) (providing for review of authorized taxes by State where permitted).

73
Okeson v. City of Seattle, 78 P.3d 1279, 1285 (Wash. 2003).

74 109 P.2d 1069, 1070 (Wash. 1941).

75 SeeJOINT TRANSP. COMM., WASH. STATE, TRANSPORTATION RESOURCE MANUAL 132 (2013), http://
leg.wa.gov/JTC/trm/Documents/TRM_1315Update/Updated_TRM_AllFilesCombined.pdf (summarizing available
transportation taxes).

76 WIS. CONST. art. XI, § 3, cl. 1.

77 WIS. CONST. art. XI, § 3, cl. 3.

78 WIS. CONST. art. XI, § 3, cl. 2.

79 State ex rel. Michalek v. LeGrand, 253 N.W.2d 505, 506-07 (Wis. 1977).

80 SeeWIS. CONST. art. XIV, § 13 (“Such parts of the common law as are now in force in the territory of Wisconsin, not
inconsistent with this constitution, shall be and continue part of the law of this state until altered or suspended by the
legislature.”); State ex rel. Mueller v. Thompson, 137 N.W. 20, 23 (Wis. 1912) (describing power to grant, change, and
repeal corporate charters as “a legislative function at common law” and further stating that “[w]hile power, in general,
was reserved to the Legislature to change the common law it was withheld in case of reservation to the Legislature of
exclusive authority in a particular field, as that of granting, amending and repealing municipal charters”).

81 See Michael E. Libonati, ‘‘Neither Peace nor Uniformity”: Local Government in the Wisconsin Constitution, 90 MARQ.
L. REV. 593, 604 (2007) ( “[T]he doctrine has been an obstacle to legislation impacting on intergovernmental fiscal
arrangements.”).

82
Id. For example, in Buse v. Smith, 247 N.W.2d 141, 155 (Wis. 1976), the court struck down a school district revenue-
sharing plan.

83 See Libonati, supra note 81, at 603-07 (discussing the incorporation of precise fiscal policies into the Wisconsin
Constitution).

84 See Libonati, supra note 81, at 605. Thus, in University of Wisconsin La Crosse Foundation v. Town of Washington,
513 N.W.2d 417, 420 (Wis. Ct. App. 1994), the court found that the legislature's express grant of authority to cities to
determine tax exemptions was unconstitutional.
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85
See Rusk v. City of Milwaukee, 727 N.W.2d 358, 363 (Wis. Ct. App. 2006) (discussing cases where Wisconsin cities
were authorized to levy charges).

86
See id. at 362 (holding that registration fee does not become tax if revenue is used for purposes that are reasonably
related to fee (citing State v. Jackman, 211 N.W.2d 480, 487 (Wis. 1973))).

87 OHIO CONST. art. XVIII, § 3 (Home Rule Amendment).

88 See City of Canton v. Van Voorhis, 22 N.E.2d 651, 652 (Ohio Ct. App. 1939) (permitting city to prohibit private refuse
collections as not in conflict with general laws on refuse collection). Further, Ohio law construes “general law” narrowly.
For a state legislative enactment to constitute “general law,” it must meet a four-part test. First, the general law must
be part of a statewide and comprehensive legislative enactment. Second, the general law must apply to all parts of the
state alike and operate uniformly throughout the state. Third, the general law must set forth police, sanitary, or similar

regulations. Fourth, the general law must apply to citizens generally, and not to municipal bodies. See, e.g., Ohioans

for Concealed Carry, Inc. v. City of Clyde, 896 N.E.2d 967, 973 (Ohio 2008); Mendenhall v. City of Akron, 881
N.E.2d 255, 261 (Ohio 2008); City of Dublin v. State, 909 N.E.2d 152, 156-67 (Ohio Ct. App. 2009); 16 OHIO JUR.
3D Constitutional Law § 223, Westlaw (database updated Nov. 2015).

89 Cincinnati Bell Tel. Co. v. City of Cincinnati, 693 N.E.2d 212, 214 (Ohio 1998) (holding municipality's power to tax

valid); State ex rel. Zielonka v. Carrel, 124 N.E. 134, 136 (Ohio 1919) (“There can be no doubt that the grant of
authority to exercise all powers of local government includes the power of taxation.” (citation omitted)); see also C.
Emory Glander, The Uniform Municipal Income Tax Act, 18 OHIO ST. L.J. 489, 489-90 (1957) (discussing history of
Ohio's municipal income tax authority).

90 See Cincinnati Bell Tel. Co., 693 N.E.2d at 218 (holding that public utility excise tax does not impliedly preempt
municipalities from enacting tax on net profits of public utility company that can be attributed to business activity of
that company within that municipality).

91 See id. (“[T]he Constitution presumes that both the state and municipalities may exercise full taxing powers....”).

92 SeeOHIO CONST. art. XIII, § 6 (“The General Assembly shall provide for the organization of cities, and incorporated
villages, by general laws, and restrict their power of taxation... so as to prevent the abuse of such power.”); OHIO
CONST. art. XVIII, § 13 (“Laws may be passed to limit the power of municipalities to levy taxes and incur debts for
local purposes....”); City of Franklin v. Harrison, 170 N.E.2d 739, 742 (Ohio 1960) (finding that General Assembly has
authority to limit municipal taxing power under Ohio Constitution).

93 See Joseph Henchman & Jason Sapia, Local Income Taxes: City- and County-Level Income and Wage Taxes Continue
to Wane, TAX FOUND. (Aug. 31, 2011), http://taxfoundation.org/article/local-income-taxes-city-and-county-level-
income-and-wage-taxes-continue-wane (noting that although most U.S. cities do not impose local income tax, 593
municipalities in Ohio have such a tax).

94 See id. (explaining that declining property tax revenues caused by rising foreclosures during the Great Depression forced
local governments, including Ohio, to look for other ways to raise revenue); see also Elizabeth Deran, An Overview
of the Municipal Income Tax, 28 PROC. ACAD. POL. SCI. 19, 19-24 (1968) (discussing contemporaneous state of
municipal income tax).

95 Paul J. Hartman, Municipal Income Taxation, 31 ROCKY MTN. L. REV. 123, 123-24 (1958); Joe G. Davis, Jr. &
Arthur J. Ranson, III, Note, An Evaluation of Municipal Income Taxation, 22 VAND. L. REV. 1313, 1313 (1969);
see Deran, supra note 94, at 25 (“[T]he income tax has not been supplemental so much as substitutive, and has
taken some of the pressure off the property tax.”); Leonard Kirschner, The Municipal Income Tax, 20 U. CIN. L.
REV. 343, 348 (1951) (“The most convincing argument in favor of the tax is that it will reach the non-resident
using city facilities, who currently contributes nothing to the city government.”). See generallyADVISORY COMM'N
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ON INTERGOVERNMENTAL RELATIONS, SR-10, LOCAL REVENUE DIVERSIFICATION: LOCAL INCOME
TAXES (1988), http://www.library.unt.edu/gpo/acir/Reports/staff/SR-10.pdf (discussing municipal revenue sources);
Gary Sperling, Municipal Income Taxation and Home Rule, 1 URB. LAW. 281 (1969) (discussing municipal income
tax feasibility under current home rule provisions).

96 See, e.g., Richard M. Bird, Fiscal Federalism, inTHE ENCYCLOPEDIA OF TAXATION AND TAX POLICY 147,
147 (Joseph J. Cordes et al. eds., 2005) (discussing consensus).

97 Id.

98 See Lawmakers, Business Owners Demonstrate Need for Municipal Tax Reform, MUN. TAX REFORM
COAL. (Apr. 15, 2013), http://munitaxreform.org/new-blog/2013/4/15/lawmakers-business-owners-demonstrate-need-
for-municipal-tax-reform (discussing proposals to reduce compliance burdens on taxpayers in Ohio).

99 See generally William J. Stull & Judith C. Stull, Capitalization of Local Income Taxes, 29 J. URB. ECON. 182 (1991).

100 See, e.g., Letter from Susan J. Cave, Exec. Dir., Ohio Mun. League, http://www.omlohio.org/130th%20General
%20Assembly/HB5/OML%20Letter%C20of%C20Opposition%C2011%2012.pdf (summarizing Ohio municipal
opposition to reform subsequently passed by Ohio legislature due to concern for impact on municipal budgets).

101 See generallyMEGHAN SULLIVAN & MIKE SOBUL, PROPERTY TAX AND SCHOOL FUNDING 3-6 (2010)
(discussing current structure of Ohio property tax system including limits); Richard K. Desmond & Paul F. Sefcovic,
Municipal Debt and Tax Limitations, 33 OHIO ST. L.J. 606 (1972) (summarizing state-imposed debt and tax limits on
eve of “Tax Revolt”).

102 See Ohio Enacts Municipal Tax ReformDELOITTE (2014), http://www2.deloitte.com/content/dam/Deloitte/
us/Documents/Tax/us-tax-mts-alert-ohio-enacts-municipal-tax-reform-12222014.pdf (discussing recent legislation
imposing uniform standards on all Ohio municipalities).

103 NAT'L RESEARCH COUNCIL OF THE NAT'L ACADS., BEST PRACTICES IN STATE AND REGIONAL
INNOVATION INITIATIVES: COMPETING IN THE 21ST CENTURY 111-13 (Charles W. Wessner ed., 2013), http://
www.ncbi.nlm.nih.gov/books/NBK143000/pdf/Bookshelf_NBK143000.pdf.

104 See, e.g., id. at 113 (stating that local tax policy creates confusion for businesses).

105 See, e.g., Letter from Susan J. Cave, supra note 100 (summarizing Ohio municipal opposition to reform subsequently
passed by Ohio legislature due to concern for impact on municipal budgets).

106 FRUG & BARRON, supra note 9, at 98 (“[E]xisting rules about revenues and expenditures tend to push cities to favor
some ideas about their future over others, regardless of the desires of their citizens or their elected leaders.”).

107 SeePAUL G. LEWIS & ELISA BARBOUR, CALIFORNIA CITIES AND THE LOCAL SALES TAX iv (1999)
(analyzing effects of California's point-of-sale or situs-based sales tax on land-use decisions and evaluating how
California cities vary in benefits they receive from the tax).

108 Peter Pollock, A Comment on Making Sustainable Land-Use Planning Work, 80 U. COLO. L. REV. 999, 1011 (2009).

But see WYO. STAT. ANN. § 39-15-211 (West 2015) (providing example of revenue-sharing encouraging local
cooperation in retail development).

109 Pollock, supra note 108, at 1012.

110 See Richard Briffault, The Most Popular Tool: Tax Increment Financing and the Political Economy of Local Government,
77 U. CHI. L. REV. 65, 86 (2010) (“TIF also fits in well with the growing fiscalization of municipal land use decisions.”);
see also Paul Kantor, The Dual City as Political Choice, 15 J. URB. AFF. 231, 237 (1993) (considering fiscalization's
role on capital infrastructure development).
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111 See Richard F. Dye & David F. Merriman, Tax Increment Financing: A Tool for Local Economic Development, LAND
LINES, Jan. 2006, at 2, https://www.lincolninst.edu/pubs/dl/1076_Jan2006-Final.pdf (using empirical studies to rebut
argument that TIF benefits entire municipality). Every state but Arizona allows some form of TIF. COUNCIL OF DEV.
FIN. AGENCIES & INT'L COUNCIL OF SHOPPING CTRS., TAX INCREMENT FINANCE BEST PRACTICES
REFERENCE GUIDE 1 (2007), http://pipta.org/wp-content/uploads/2014/06/TIF-Best-Practices-Reference-Guide.pdf.

112 See Dye & Merriman, supra note 111, at 4-7 (arguing that “tax increment financing is an alluring tool”).

113 SeeFRUG & BARRON, supra note 9, at 108-10 (analyzing limits of fiscal tool adopted in urban land development).

114 DIV. OF LOCAL SERVS., MASS. DEP'T OF REVENUE, LEVY LIMITS: A PRIMER ON PROPOSITION 2 ½, at
12 (2007), http://www.mass.gov/dor/docs/dls/publ/misc/levylimits.pdf.

115 In states as different as New York and Arizona, it is the state legislature that sets the assessment ratios,
though in New York the state only provides the classifications for New York City, under a very arcane
system. SeeARIZ. REV. STAT. ANN. §§ 42-15001 to -15010 (2015) (providing assessment ratios for Arizona's
multiple property classifications); FURMAN CTR. FOR REAL ESTATE & URBAN POLICY, DISTRIBUTION
OF THE BURDEN OF NEW YORK CITY'S PROPERTY TAX 12-15 (2011), http://furmancenter.org/files/
sotc/Distribution_of_the_Burden_of_New_York_Citys_Property_Tax_11.pdf (discussing history of New York City's
property classification systems and role of state legislature in determining these classifications).

116 SeeFRUG & BARRON, supra note 9, at 75-80 (using Boston to illustrate how state law exerts control of local budget).
Of course, this may be a natural feature of multilevel governance, but the problems here may be exacerbated by the low
level of salience as to the responsible political actors. I address whether these state restrictions on local autonomy may
serve their own policy purpose in Section III.A.

117
Cf. New York v. United States, 505 U.S. 144, 169 (1992) ( “Accountability is thus diminished when, due to federal
coercion, elected state officials cannot regulate in accordance with the views of the local electorate in matters not pre-
empted by federal regulation.” (internal citations omitted)).

118 See Gillette, supra note 22, at 1254-55 (arguing that home rule will not encourage local officials to deviate from
taxpayers' preferences); Briffault, supra note 23, at 270 (arguing that home rule shall include “state fiscal support”).

119 Briffault, supra note 23, at 270.

120 Id.

121 SeeJOEL ROGERS & SATYA RHODES-CONWAY, CITIES AT WORK: PROGRESSIVE LOCAL POLICIES
TO REBUILD THE MIDDLE CLASS 1-4 (2014), https://cdn.americanprogress.org/wp-content/uploads/2014/01/
COW_00FullReport1.pdf.

122 Id. at 167 n.2.

123 See Alexis Stephens, Which Cities Should Be Most Worried About Pension Funds?, NEXT CITY (Sept. 3, 2014), http://
nextcity.org/daily/entry/cities-pension-funds-worries (discussing municipal pension-funding shortfalls and responses).

124 See New State Ice Co. v. Liebmann, 285U.S.262, 311(1932) (“It is one of the happy incidents of the federal system that a
single courageous State may, if its citizens choose, serve as a laboratory; and try novel social and economic experiments
without risk to the rest of the country.”). See generally Harriet Bulkeley & Vanesa Castán Broto, Government by
Experiment? Global Cities and the Governing of Climate Change, 38 TRANSACTIONS OF THE INST. OF BRITISH
GEOGRAPHERS 361, 368-72 (2013) (cataloging city innovation and experimentation in climate-change policy);
Charles R. Shipan & Craig Volden, Bottom-Up Federalism: The Diffusion of Antismoking Policies from U.S. Cities to
States, 50 AM. J. POL. SCI. 825 (2006) (discussing ways antismoking policies moved from local to state governments).
But see generally Brian Galle & Joseph Leahy, Laboratories of Democracy?: Policy Innovation in Decentralized
Governments, 58 EMORY L.J. 1333, 1339-40, 1346-60 (2009) (suggesting claims of laboratories are overstated); Susan
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Rose-Ackerman, Risk Taking and Reelection: Does Federalism Promote Innovation?, 9 J. LEGAL STUD. 593 (1980)
(same).

125 Briffault, supra note 23, at 259.

126 SeeANDREW ANG & RICHARD C. GREEN, LOWERING BORROWING COSTS FOR STATES
AND MUNICIPALITIES THROUGH COMMONMUNI 15-17 (2011), http://www.brookings.edu/~/media/
Research/Files/Papers/2011/2/municipal-bond-ang-green/02_municipal_bond_ang_green_paper.PDF (arguing for
using CommonMuni to establish “best practices for municipal bond issuers and to provide advice directly to
municipalities”).

127 See also James M. Poterba & Kim Rueben, State Fiscal Institutions and U.S. Municipal Bond Market, inFISCAL
INSTITUTIONS AND FISCAL PERFORMANCE 181, 204-05 (James M. Poterba ed., 1999) (finding that tax limits
also increase borrowing costs). See generally James C. Clingermayer & B. Dan Wood, Disentangling Patterns of State
Debt Financing, 89 AM. POL. SCI. REV. 108, 115-16 (1995) (discussing role of revenue limits in increasing borrowing).

128 See supra Section I.C.3 (discussing Ohio's municipal income tax).

129 See N. Gregory Mankiw, Smart Taxes: An Open Invitation to Join the Pigou Club, 35 E. ECON. J. 14, 19-20
(2009), http://scholar.harvard.edu/mankiw/publications/smart-taxes-open-invitation-join-pigou-club (discussing role of
Pigovian taxation in combating market failure due to externality problem).

130 Consider, for example, smoking. Sin taxes like cigarette taxes make the costs smokers bear more salient in addition to
requiring smokers to internalize the costs society bears because of their smoking. The costs to the smokers themselves is
likely higher than the cost to society as a whole. See Ted O'Donoghue & Matthew Rabin, Studying Optimal Paternalism,
Illustrated by a Model of Sin Taxes, 93 AM. ECON. REV. 186, 188-89 (2003); see also Kamhon Kan, Cigarette
Smoking and Self-Control, 26 J. HEALTH ECON. 61, 79 (2007) (providing evidence of time-inconsistent preferences
of smokers).

131 PAUL KRUGMAN & ROBIN WELLS, MICROECONOMICS 437 (2009).

132 Id. at 443-44.

133 Jonathan Remy Nash, Economic Efficiency Versus Public Choice: The Case of Property Rights in Road Traffic
Management, 49 B.C. L. REV. 673, 686 (2008) (quoting Clayton P. Gillette & Thomas D. Hopkins, Federal User Fees:
A Legal and Economic Analysis, 67 B.U. L. REV. 795, 802 n.23 (1987)).

134 P'SHIP FOR N.Y.C., GROWTH OR GRIDLOCK?: THE ECONOMIC CASE FOR TRAFFIC RELIEF AND TRANSIT
IMPROVEMENT FOR A GREATER NEW YORK 3-4 (2006), http://www.pfnyc.org/publications/Growth%20or
%20Gridlock.pdf (finding time-delay cost between $5 billion and $6.5 billion and that fuel and wear-and-tear costs
added additional $2 billion to cost of congestion).

135 Nash, supra note 133 (quoting Tirza S. Wahrman,Breaking the Logjam: The Peak Pricing of Congested Urban Roadways
Under the Clean Air Act to Improve Air Quality and Reduce Vehicle Miles Traveled,8 DUKE ENVTL. L. & POL'Y F.
181, 196 (1998)). The best way to understand this is to think about two drivers.One driver, Jane, is a plumber, and she
drives because her tools are too heavy for her to carry on the subway. Her customers prefer that she come before or after
work, so she makes more money going to their homes during rush hour. The more homes she visits during these peak
periods, the more money she earns. Not only does Jane have no easy substitute for driving, the delays cost her and her
clients. The other driver, Joe, is a Manhattan office worker who lives in the Bronx.In the mornings, he could take the
subway to Manhattan from the Bronx, or he can drive to work, which takes longer due to rush hour congestion. He likes
driving, however, and has his routine. The congestion certainly is an opportunity cost for Joe since he could be using
the extra time on the road to sleep for an extra hour or meet with clients. However, he does not lose any business as a
result of being on the road. When Joe chooses to drive during rush hour, he only considers his own costs (in terms of
time and gas) in the calculation; he does not take into account that his presence on the road costs Jane and her clients.
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136 As discussed below, the opportunity for drivers to avoid local gas taxes by purchasing their gas outside a municipality
may make such taxes an inefficient means of reducing congestion. I mention it here only to suggest the range of pricing-
based solutions to the congestion problem.

137 For example, primarily to reduce air pollution, Mexico City restricted access to a central business corridor to cars
with certain license plate numbers during peak travel hours each weekday. So, for example, license plate numbers
that end in two and five could not enter the corridor on Wednesdays. Policymakers implemented this restriction
to reduce the number of cars on the road. However, the plan backfired, as wealthier drivers responded to these
regulations by buying additional cars with alternate license plate numbers. SeeCAMBRIDGE SYSTEMATICS,
INC., CONGESTION MITIGATION COMMISSION TECHNICAL ANALYSIS: LICENSE PLATE RATIONING
EVALUATION, at ES-2 (2007), https://www.dot.ny.gov/programs/repository/Tech%20Memo%C20on%C20License
%C20Plate%20Rationing.pdf (“Mexico City became a net importer rather than net exporter of used vehicles from the
rest of the country, meaning that residents sought to evade the restrictions by becoming multi-vehicle households (with
variably coded license plates)....”). Many of these newly purchased cars are older models with significantly worse
emissions controls, exacerbating Mexico City's long-standing air pollution problems. Id.

138 State law generally requires user fees to be charged for a particular service and also requires the charge to relate to the
cost of providing such a service. Pigovian taxes are hard to conceptualize under this framework as the charge does not
relate to a service provided by the municipality but rather a cost a certain behavior imposes on the public generally.
In Florida, for example, user fees (as distinct from taxes) must be “charged in exchange for a particular governmental
service.” I-4 Commerce Ctr., Phase II, Unit I v. Orange Cty., 6 So. 3d 134, 136 (Fla. Dist. Ct. App. 2010). In Michigan,
“[f]ees charged by a municipality must be reasonably proportionate to the direct and indirect costs of providing the

service for which the fee is charged.” Kircher v. City of Ypsilanti, 712 N.W.2d 738, 744 (Mich. Ct. App. 2005).
While Michigan courts grant municipalities considerable deference in determining proportionality, see id. (describing
presumption of reasonableness of fees), congestion pricing fees are not based on the costs of providing a service at all.
For a discussion of the judicial confusion surrounding user fees in Washington, see Hugh D. Spitzer, Taxes vs. Fees: A
Curious Confusion, 38 GONZ. L. REV. 335, 343-45 (2003).

139 See N. Gregory Mankiw, Raise the Gas Tax, WALL STREET J. (Oct. 20, 2006, 12:01 AM), http://www.wsj.com/articles/
SB116131055641498552 (arguing for higher gas taxes in part on Pigovian tax grounds, pointing to externalities of road
congestion, environmental harm, and national security costs of foreign oil dependence); cf. Michael J. Licari & Kenneth
J. Meier, Regulation and Signaling: When a Tax Is Not Just a Tax, 62 J. POL. 875, 882-83 (2000) (showing that post-
tax reduction in cigarette consumption is explained partly by price changes and partly by tax's role in communicating
danger of cigarette use).

140 Christopher Carpenter & Phillip J. Cook, Cigarette Taxes and Youth Smoking: New Evidence from National, State, and
Local Youth Risk Behavior Surveys, 27 J . HEALTH ECON. 287, 288 (2008).

141 See, e.g., Kelly D. Brownell et al., The Public Health and Economic Benefits of Taxing Sugar-Sweetened
Beverages, 361 NEW ENG. J. MED. 1599, 1602-03 (2009); RUDD CTR. FOR FOOD POL'Y AND OBESITY,
SOFT DRINK TAXES: A POLICY BRIEF (2009), http://www.yaleruddcenter.org/resources/upload/docs/what/reports/
RuddReportSoftDrinkTaxFall2009.pdf (discussing role of soft drink taxes in promoting healthier eating).

142 CHI., ILL., MUN. CODE §§ 3-45-040, -060 (2015); Heather Knight, Why Berkeley Passed a Soda Tax and S.F. Didn't,
S.F. CHRON. (Nov. 7, 2014), http://www.sfgate.com/bayarea/article/Why-Berkeley-passed-a-soda-tax-and-S-F-didn-
t-5879757.php.

143 See Timothy J. Goodspeed, Tax Competition, Benefit Taxes, and Fiscal Federalism, 51 NAT'L TAX J. 579, 581 (1998)
(discussing difference between vertical and horizontal tax competition).

144 See also Gillette, supra note 23, at 244-45 (discussing vertical tax competition with respect to implementing commuter
tax).
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145 Even if some of the demand elasticity causes retailers to lower their prices, this will still result in less revenue collected
from the sales tax as the sales tax rate applies to the retail sales price.

146 Cf. Mark Stehr, Cigarette Tax Avoidance and Evasion, 24 J . HEALTH ECON. 277 (2005) (discussing opportunities and
incentives for evasion and avoidance of cigarette taxes and measuring cigarette tax avoidance and evasion).

147 See generally Harley Duncan & Jon Sedon, Coordinating a Federal VAT with State and Local Sales Taxes, inTHE
VAT READER 139 (2011), http://www.taxanalysts.com/www/freefiles.nsf/Files/VATReader.pdf/$file/VATReader.pdf
(discussing challenges of coordinating federal (VAT) and state (sales) consumption taxes); CHARLES E. MCLURE,
JR., COORDINATING STATE SALES TAXES WITH A FEDERAL VAT: OPPORTUNITIES, RISKS, AND
CHALLENGES (2005), http://www.taxadmin.org/FTA/FS_Symposium/mclure.pdf (discussing opportunities, risks,
and challenges for states with federal adoption of value added tax); William R. Brown, Is There a VAT in Your Future?,
J. ST. TAX'N, Winter 1991, at 1, 4-5 (discussing pros and cons of value added/single-business taxes).

148 See, e.g., Goodspeed, supra note 143, at 582 (referencing research describing government responses to vertical tax
competition); Michael Keen, Vertical Tax Externalities in the Theory of Fiscal Federalism, 45 IMF STAFF PAPERS 454,
459-60 (1998) (describing data detailing territories in which the central and subnational government have concurrent tax
authority); Michael J. Keen & Christos Kotsogiannis, Tax Competition in Federations and the Welfare Consequences
of Decentralization, 56 J. URB. ECON. 397 (2004) (analyzing impact of vertical tax externalities between state and
federal government); John Douglas Wilson & David E. Wildasin, Capital Tax Competition: Bane or Boon, 88 J. PUB.
ECON. 1065, 1067 (2004) (defining vertical tax competition).

149 See Rebecca Hendrick et al., Tax Competition Among Municipal Governments: Exit Versus Voice, 43 URB. AFF. REV.
221, 222 (2007) (referencing research measuring vertical tax competition between local and state government); Federico
Revelli, Reaction or Interaction? Spatial Process Identification in Multi-Tiered Government Structures, 53 J. URB.
ECON. 29, 30-31 (2003) (describing method for measuring vertical fiscal externalities at local level); Yonghong Wu
& Rebecca Hendrick, Horizontal and Vertical Tax Competition in Florida Local Governments, 27 PUB. FIN. REV.
289, 290 (2009) (discussing recent growth in empirical studies measuring vertical tax competition between state and
local government).

150 David R. Agrawal, Inter-Federation Competition: Sales Taxation with Multiple Federations, J. URB. ECON.
(forthcoming 2016), http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2212234.

151 Id. (manuscript at 13).

152 To the best of my knowledge, neither the economic nor the legal tax literature has considered this type of tax competition.
I will explore this type of competition in further work.

153 Recent work by David Gamage suggests that there may also be reasons that taxing authorities should consider using
multiple tax bases. Gamage suggests that the use of multiple bases can eliminate some tax gaming because many tax
gaming efforts can only reduce tax liability along one base. See David Gamage, The Case for Taxing (All of) Labor
Income, Consumption, Capital Income, and Wealth, 68 TAX L. REV. 355, 357-58 (2015). His argument does not directly
address concerns about the cross-base vertical tax competition because he argues that even a single government could
benefit from levying from multiple bases. See id.

154 I am generally critical of this trend of balancing state finances on the backs of local government, but as a practical
matter, I think we will see states continue to cut local government aid. On the trend of reducing state aid, see generally,
PEW CHARITABLE TRS., THE LOCAL SQUEEZE: FALLING REVENUES AND GROWING DEMAND FOR
SERVICES CHALLENGE CITIES, COUNTIES, AND SCHOOL DISTRICTS (2012), http://www.pewtrusts.org/~/
media/assets/2012/06/pew_cities_local-squeeze_report.pdf.

155 See John Douglas Wilson, Theories of Tax Competition, 52 NAT'L TAX J. 269, 289 (1999) (arguing that horizontal tax
competition occurs when “governments doing the competing are all at the same level”).
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156 SeeDAPHNE A. KENYON ET AL., RETHINKING PROPERTY TAX INCENTIVES FOR BUSINESS 29
(2012), https://www.lincolninst.edu/pubs/dl/2024_1423_Rethinking%20Property%C20Tax%C20Incentives%C20for
%20Business.pdf (noting evidence that such incentives encourage businesses to move around within state but do not
significantly increase new development within state).

157 Id. at 4-5.

158 See, e.g., id., at 29, 52; BRUNORI, supra note 25, at 28-37 (explaining inefficiency of targeted tax incentives); Peter D.
Enrich, Constraining State Business Tax Incentives: The Commerce Clause's Role, 46 STATE TAX NOTES 157, 157
(2007) (identifying dangers of “parochial” tax incentives for national economy).

159 See generally Enrich, supra note 158 (arguing that Dormant Commerce Clause should restrict such developments).

160 SeeKENYON ET AL., supra note 156, at 59 (finding property tax incentives are “widespread”).

161 Id. at 5-6.

162 Id. at 54.

163 Id.

164 Id.

165 See Wilson, supra note 155, at 288-89 (discussing modeling assumptions for such races to the bottom to occur).

166 SeeKENYON ET AL., supra note 156, at 59-60 (describing policy toward local governments in Phoenix area).

167 Id. at 59.

168 As David Barron has discussed, home rule was crafted to “restore the idealized small-scale, low-tax, low-debt, highly
privatized (and thus incorruptibly public) ideal of local government....” Barron, supra note 34, at 2294; see also Richard
Briffault, Local Government and the New York State Constitution, 1 HOFSTRA L. & POL'Y SYMP. 79, 90-96 (1996)
(discussing role of city fiscal mismanagement in the Tweed era on city fiscal limitations); Lewis A. Grossman, James
Coolidge Carter and Mugwump Jurisprudence, 20 L. & HIST. REV. 577, 595-601 (2002) (discussing concerns about
political corruption in New York City).

169 Clayton P. Gillette, Fiscal Federalism, Political Will, and Strategic Use of Municipal Bankruptcy,79 U. CHI. L.
REV.281, 302 (2012).

170 PEW CHARITABLE TRS., THE STATE ROLE IN LOCAL GOVERNMENT
FINANCIAL DISTRESS 4, 7 (2013), http://www.pewtrusts.org/~/media/Assets/2013/07/23/
Pew_State_Role_in_Local_Government_Financial_Distress.pdf. For a discussion of these laws from the perspective
of democratic accountability, see generally Clayton P. Gillette, Dictatorships for Democracy: Takeovers of Financially
Failed Cities, 114 COLUM. L. REV. 1373 (2014).

171 STEPHEN D. EIDE, DEFEATING FISCAL DISTRESS: A STATE RESPONSIBILITY 7 (2013), http://
www.manhattan-institute.org/pdf/cr_78.pdf.

172 Id.

173 For example, in response to New York City's near bankruptcy in the 1970s, New York State created the Municipal
Assistance Corporation for the City of New York (MAC), which was authorized to issue state-backed bonds as a form
of bridge financing for the City. See Donna E. Shalala & Carol Bellamy, A State Saves a City: The New York Case, 1976
DUKE L.J. 1119, 1127-28 (1976).
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174 Pennsylvania contributed $3.6 million to Harrisburg's budget ahead of schedule when it came close to defaulting in
September 2010. Michelle Kaske, Pennsylvania Gov. Steps into Harrisburg Political Standoff to Prevent Default,
BOND BUYER (Sept. 12, 2010), http://www.bondbuyer.com/news/-1017177-1.html; see alsoPEW CHARITABLE
TRS., supra note 170, at 19 (noting that emergency financing measures includes both loans and grants).

175 Stephen C. Fehr, North Carolina Agency Is Local Government Lifeline, PEW CHARITABLE TRS.: STATELINE
(June 6, 2012), http://www.pewtrusts.org/en/research-and-analysis/blogs/stateline/2012/06/06/north-carolina-agency-
is-local-government-lifeline; Local Government Commission, N.C. DEP'T OF STATE TREASURER, https://
www.nctreasurer.com/slg/Pages/Local-Government-Commission.aspx (last visited Mar. 12, 2016).

176 SeeEIDE, supra note 171, at 6 (attributing bankruptcies to states' “traditional disinclination to call for or
pursue intervention” in local finances); MOODY'S INVESTOR SERVICE, WHY SOME CALIFORNIA CITIES
ARE CHOOSING BANKRUPTCY 1 (2012), http://www.cacities.org/Resources-Documents/News/News/2012/
August/Moody-s-Report-Why-Some-California-Cities-Are-Choo.aspx (discussing reasons for California bankruptcies,
including “the state's hands off ‘home rule’ policy”).

177 See Fehr, supra note 175 (describing effects of North Carolina's interventions on the state's bonds).

178 See Gillette, supra note 22, at 1255, 1260-61 (arguing that market mechanisms are true checks on levels of municipal
debt).

179 SeeANG & GREEN, supra note 126, at 2, 5 (proposing that a not-for-profit advisory firm increase transparency and
information flow in municipal bond market).

180 See Zoltan L. Hajnal & Paul G. Lewis, Municipal Institutions and Voter Turnout in Local Elections, 38 URB. AFF.
REV. 645, 646 (2003) (discussing problems with low voter turnout in local elections).

181 The political salience of property taxes and the resulting “taxpayer revolt” in the 1970s is the subject of an extensive
literature. For a critical assessment of the lessons learned from this revolt, see generally ISAAC WILLIAM MARTIN,
THE PERMANENT TAX REVOLT: HOW THE PROPERTY TAX TRANSFORMED AMERICAN POLITICS 75-79,
98-100 (2008). Specifically, Martin suggests that accidents of timing led in part to the success of the conservative
property tax reform movement and the existence of the parallel progressive property tax movement. Id.

182 See, e.g., Edward L. Glaeser & Raven E. Saks, Corruption in America, 90 J. PUB. ECON. 1053, 1054-55 (2006)
(discussing reasons for state-level corruption).

183 See Clingermayer & Wood, supra note 127, at 116 (“Tax and expenditure limitations may actually increase growth
in state debt, as self-interested politicians evade formal constraints through alternative means of financing.”); see also
Poterba & Rueben, supra note 127, at 204 (finding that tax limits also increase borrowing costs).

184 SeeANG & GREEN, supra note 126, at 10 (highlighting downsides of complex municipal debt instruments).

185 See id. at 10, 16 (noting common practice of including derivatives in municipal bond transactions can flout accounting
rules to appear cheaper today but require higher interest payments in future).

186 See supra Section II.C.

187 Detroit's problem, for instance, is not that taxes are too low. In fact, because of declining property tax collection
and declining property values, tax rates were high relative to neighboring jurisdictions. See Gary Sands & Mark
Skidmore, Making Ends Meet: Options for Property Tax Reform in Detroit, 36 J . URB. AFF. 682, 697 (2013)
(analyzing challenges of property taxation in Detroit). Fewer and fewer residents, however, found the services provided
by the city justified the tax rates imposed, increasing out-migration, and creating a spiral that meant additional
taxation would not solve Detroit's problems. See Living in Detroit: Surprisingly Expensive, ECONOMIST (Feb.
4, 2015, 2:45 PM), http://www.economist.com/blogs/democracyinamerica/2015/02/living-detroit (exploring costs and
challenges of living in Detroit). A study by the Brookings Institution was similarly critical of a Pennsylvania program
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for fiscally distressed cities because it gave additional revenue authority only during periods of fiscal distress,
making it difficult to encourage cities to leave the program as they would forgo this extra source of revenue.
METRO. POLICY PROGRAM, BROOKINGS INST., COMMITTING TO PROSPERITY: MOVING FORWARD
ON THE AGENDA TO RENEW PENNSYLVANIA 29-30 (2007), http://www.brookings.edu/~/media/research/files/
reports/2007/3/pennsylvania-metro/committingtoprosperity.pdf.

188 See Michael A. Livingston, Radical Scholars, Conservative Field: Putting “Critical Tax Scholarship” in Perspective,
76 N.C. L. REV. 1791, 1796 (1998) (“A fourth area, simplicity, is perpetually on the back burner.”).

189 The problems of funding at the IRS have received widespread media attention. E.g., Michelle Singletary,
Don't Expect Help from the Underfunded IRS, WASH. POST (Jan. 16, 2015), http://www.washingtonpost.com/
business/2015/01/15/79d9ec8e-9d03-11e4-bcfb-059ec7a93ddc_story.html.

190 Erin Adele Scharff, Laboratories of Bureaucracy: Administrative Cooperation Between State and Federal Tax
Authorities, 68 TAX L. REV. 699, 708 (2015).

191 See id. (noting studies of compliance for states is between three and eight times greater than for federal government).

192 See id. at 703-04 (explaining piggybacking); see also id. at 708 (discussing advantage of piggybacking).

193
See, e.g., Quill Corp. v. North Dakota, 504 U.S. 298, 313 n.6 (1992) (“Thus, absent theBellas Hess rule... a corporation
whose telephone sales force made three calls into the State... would be subject to the collection duty. What is more
significant, similar obligations might be imposed by the Nation's 6,000-plus taxing jurisdictions.” (citation omitted)).

194 See Daniel Shaviro, An Economic and Political Look at Federalism in Taxation, 90 MICH. L. REV. 895, 979 (1992)
(“A more ambitious set of proposals -- plainly desirable under the analysis in this article, but politically less likely --
would involve prescribing the content of entire tax bases. States that levy income taxes could be required to use the
federal income tax base, possibly with... specified allowable variations.”).

195 See id. at 967-99 (arguing for smoothing of tax bases between jurisdictions).

196 See supra Section III.B.

197 See, e.g., JOHN F. DUE & JOHN L. MIKESELL, SALES TAXATION: STATE AND LOCAL STRUCTURE AND
ADMINISTRATION 15-16 (2d ed. 1994) (suggesting broad base for consumption taxes like retail sales taxes);
SLEMROD & BAKIJA, supra note 66, at 216-18 (discussing support for broad base in income tax context).

198 Arizona's Transaction Privilege Tax, unlike most state retail sales taxes, does not impose on the consumer the legal
obligation to pay. For the most part, this is a legal distinction without import. The main difference is that because
Arizona's tax is on the business and not the consumer, sales to the federal government are still taxable. SeeDUE &
MIKESELL, supra note 197, at 29 (surveying state sales taxes).

199 Transaction Privilege Tax (TPT)/Licensing (Commonly Referred to as a Sales, Resale, Wholesale, Vendor or Tax
License), STATE OF ARIZ. DEP'T OF REVENUE, http://www.azdor.gov/Business/TransactionPrivilegeTax.aspx (last
visited Mar. 12, 2016).

200 SeeMODEL CITY TAX CODE App. III (ARIZ. DEP'T OF REVENUE 2015), http://modelcitytaxcode.az.gov/models/
Appendix_III.htm (explaining transaction privilege tax options available to municipalities).

201 See id. § 400(a)-(b) (ARIZ. DEP'T OF REVENUE 2015), http://modelcitytaxcode.az.gov/Index/Article_IV.htm (laying
out provisions of code for Arizona municipalities).

202 See id. (noting that taxes imposed under local options are in addition to other state levies, while those that vary in base
are noted in model code).

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0109236672&pubNum=0001199&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=LR&fi=co_pp_sp_1199_1796&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_1199_1796
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0109236672&pubNum=0001199&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=LR&fi=co_pp_sp_1199_1796&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_1199_1796
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0436438219&pubNum=0001247&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=LR&fi=co_pp_sp_1247_708&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_1247_708
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0436438219&pubNum=0001247&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=LR&fi=co_pp_sp_1247_708&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_1247_708
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0436438219&pubNum=0001247&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=LR&fi=co_pp_sp_1247_703&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_1247_703
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0436438219&pubNum=0001247&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=LR&fi=co_pp_sp_1247_708&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_1247_708
https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=I72e8db249c9a11d991d0cc6b54f12d4d&transitionType=InlineKeyCiteFlags&originationContext=docHeaderFlag&Rank=2&contextData=(sc.Search) 
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1992095631&pubNum=0000780&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=RP&fi=co_pp_sp_780_313&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_780_313
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0101235938&pubNum=0001192&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=LR&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0101235938&pubNum=0001192&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=LR&fi=co_pp_sp_1192_967&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_1192_967


Hom, Gregory 9/25/2020
For Educational Use Only

POWERFUL CITIES?: LIMITS ON MUNICIPAL TAXING..., 91 N.Y.U. L. Rev. 292

 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 37

203 See Ariz. Gov. Exec. Order 2012-01 (May 11, 2012)Exec. Order 2012-01 (May 11, 2012), http://
azmemory.azlibrary.gov/cdm/ref/collection/execorders/id/714 (creating task force to simplify transaction privilege tax
regime); Glenn Hamer, It's Complicated, ARIZ. CHAMBER OF COMMERCE & INDUSTRY (Dec. 7, 2012), http://
www.azchamber.com/news-and-resources/bottom-line/2012/12-07-2012.html (noting business community complaints
concerning complexity).

204 See Arizona - Significant Transaction Privilege Tax Changes Enacted, PRICEWATERHOUSECOOPERS
1 (June 27, 2013), http://www.pwc.com/en_US/us/state-local-tax/newsletters/mysto/assets/pwc-arizona-significant-
transaction-privilege-tax-changes-enacted.pdf (explaining that prior to amendment certain cities collected their own
transaction privilege taxes).

205 See TPT Non-Program Cities, STATE OF ARIZ. DEP'T OF REVENUE, http://www.azdor.gov/Business/
TransactionPrivilegeTax/NonProgramCities.aspx (last visited Mar. 12, 2016) (listing “Non-Program Cities” that
administered their own transaction privilege taxes).

206 The state takeover of local TPT administration has been more complicated than anticipated. As of now, it has
been delayed two years. See TPT Simplification, STATE OF ARIZ. DEP'T OF REVENUE, http://www.azdor.gov/
TPTSimplification.aspx (last visited Mar. 12, 2016) (informing taxpayers that Non-Program Cities will continue to
administer their own taxes for calendar year 2016).

207 See John A. Swain & Walter Hellerstein, The Political Economy of the Streamlined Sales and Use Tax Agreement,
58 NAT'L TAX J. 605, 609-11 (2005) (providing background on SSUTA); see also Brian Galle, Designing Interstate
Institutions: The Example of the Streamlined Sales and Use Tax Agreement (“SSUTA”), 40 U.C. DAVIS L. REV. 1381,
1400-11 (2007) (discussing challenges of implementing SSUTA).

208 Marketplace Fairness Act, S. 698, 114th Cong. § 2 (2015).

209 Ohio is virtually the only state that truly treats taxation as a home rule power. See supra Section I.C.3.

210 WASH. CONST. art. XI, § 11.

211 Id. § 12.

212 While forty-two states require state legislative districts to follow political boundaries, in fourteen of those states, the
relevant political boundary is the county line, not the municipal boundary. Jason Levitt, Where the Lines Are Drawn
- State Legislative Districts, ALL ABOUT REDISTRICTING, http://redistricting.lls.edu/where-tablestate.php (last
visited Mar. 12, 2016).

213 See Alan Greenblatt, Rural Areas Lose People but Not Power, GOVERNING (Apr. 2014), http://www.governing.com/
topics/politics/gov-rural-areas-lose-people-not-power.html (explaining phenomenon).

214 See Gerald Gamm & Thad Kousser, No Strength in Numbers: The Failure of Big-City Bills in American State
Legislatures, 1880-2000, 107 AM. POL. SCI. REV. 663, 663-64 (2013) (exploring why big cities have had
disproportionately low legislative clout).

215 John Cassidy, Bill de Blasio's Pre-K Plan Is No Gimmick, NEW YORKER (Aug. 22, 2015), http://www.newyorker.com/
news/john-cassidy/bill-de-blasios-pre-k-plan-is-no-gimmick (describing plan); Jeanne Sahadi, De Blasio's Plan to Tax
the Rich, CNNMONEY (Jan. 8, 2014, 12:04 PM), http://money.cnn.com/2014/01/08/pf/taxes/new-york-tax-de-blasio/
(describing Albany's veto power over tax). De Blasio eventually moved forward on his early education proposal without
the tax increase, securing additional state education financing instead. SeeHALLEY POTTER, LESSONS FROM
NEW YORK CITY'S UNIVERSAL PRE-K EXPANSION: HOW A FOCUS ON DIVERSITY COULD MAKE IT
EVEN BETTER 7 (2015), http://www.tcf.org/assets/downloads/TCF_LessonsFromNYCUniversalPreK.pdf (sketching
out Governor Cuomo's opposition to raising taxes and eventual budget compromise).
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216 See supra Section I.C.3 (discussing Ohio's municipal income tax); Section III.D (discussing Arizona's municipal
Transaction Privileges Tax).

217 See Michael M. Grynbaum, Court of Appeals, Ruling 4-2, Ends City's Fight to Limit Size of Sugary Drinks, N.Y. TIMES,
June 27, 2014, at A24 (describing court ruling against ban); Alice Park, The New York City Soda Ban, and a Brief
History of Bloomberg's Nudges, TIME (May 31, 2012), http://healthland.time.com/2012/05/31/bloombergs-soda-ban-
and-other-sweeping-health-measures-in-new-york-city/ (describing New York City's actions on ban following State's
refusal to act).

218 See, e.g., Kelly D. Brownell & Thomas R. Frieden, Ounces of Prevention -- The Public Policy Case for Taxes on Sugared
Beverages, 360 NEW ENG. J. MED. 1805, 1806 (2009) (summarizing research suggesting that tax on sugared beverages
would improve health outcomes).

219 See Lisa M. Powell et al., Associations Between State-Level Soda Taxes and Adolescent Body Mass Index, 45 J.
ADOLESCENT HEALTH S57, S57 (2009) (suggesting that current soda tax levels are not changing adolescent
consumption of soda or health outcomes but that significantly higher taxes might).

220 See Rachel Chinapen, New Haven's Mayor Toni Harp Touts Tax on Soda, NEW HAVEN REG. (Feb. 8, 2014, 9:48
AM), http://www.nhregister.com/general-news/20140208/new-havens-mayor-toni-harp-touts-tax-on-soda;J.R. Reed &
Hannah Schwarz, Harp Proposes CT Soda Tax, YALE DAILY NEWS (Feb. 13, 2014), http://yaledailynews.com/
blog/2014/02/13/harp-proposes-ct-soda-tax/.

221 See Kirk J. Stark, The Uneasy Case for Extending the Sales Tax to Services, 30 FLA. ST. U. L. REV. 435, 448 (2003)
(discussing efficiency case for including services in base).

222 SeeDUE & MIKESELL, supra note 197, at 91; Stark, supra note 221, at 449-50.

223 William F. Fox, The Ongoing Evolution of State Revenue Systems, 88 MARQ. L. REV. 19, 41 (2004) (collecting data
as of 2002).

224 In a state where the courts have interpreted the legislature's preemptive authority quite broadly, it is possible that the
existence of a state sales tax that fails to tax services could be interpreted as a decision by the state not to tax services.

225 Many cities have the authority and have chosen to levy “business license fees” or “business activity taxes” that are
measured by gross receipts or gross payroll. See 16 MCQUILLIN, supra note 70, at § 44:248; TASK FORCE ON
BUS. ACTIVITY TAXES AND NEXUS, AM. BAR. ASS'N, Report of the Task Force on Business Activity Taxes
and the Nexus of the ABA Section of Taxation State and Local Taxes Committee, 62 TAX LAW. 935, 936 & n.2
(2009). These kinds of taxes often mimic the effect of a sales tax on services. And to the extent cities are able to
successfully implement these taxes, they suggest that administrative concerns may be surmountable. As implemented,
however, they still ensure that retail sales are taxed at higher rates (even at the local level) than the sale of services
because these types of local taxes are generally imposed in addition to (rather than in lieu of) retail sales taxes. See,
e.g., TREASURER & TAX COLLECTOR, CITY & CTY. OF S.F., SAN FRANCISCO'S NEW GROSS RECEIPTS
TAX AND BUSINESS REGISTRATION FEES 2-4 (2013), http://sftreasurer.org/sites/sftreasurer.org/files/migrated/
FileCenter/Documents/Business_Zone/GRP_Summary_7_15_13.pdf (laying out San Francisco's gross receipts tax).

226 One especially tricky issue would be how to coordinate with state sales tax exemptions for items “sold for resale,” which
typically exempt from retail sales taxes items that will be subject to the tax when resold to the ultimate consumer. Cities
could decide to impose a lower tax rate on services as a measure to alleviate potential double taxation. Such double
taxation, of course, is already endemic in the retail sales tax base.

227 N.Y. CONST. art . IX, § 2(b)(1).

228 For a useful summary of the initiative process, see David B. Magleby, Let the Voters Decide? An Assessment of the
Initiative and Referendum Process, 66 U. COLO. L. REV. 13, 13, 21-31 (1995). See also Timothy Besley & Stephen
Coate, Issue Unbundling via Citizens' Initiatives 2-3 (Nat'l Bureau of Econ. Research, Working Paper No. 8036, 2000),
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http://www.nber.org/papers/w8036 (theorizing why elected representatives' voting patterns may diverge from public
voting via ballot initiative).

229 See Initiative and Referendum States, NAT'L CONFERENCE OF STATE LEGISLATURES, http://www.ncsl.org/
research/elections-and-campaigns/chart-of-the-initiative-states.aspx (last updated Dec. 2015) (showing states that allow
constitutional amendment by initiative).

230 See supra Section I.C for a discussion of the preemptive authority of state law under Washington, Wisconsin, and
Ohio home rule provisions. The federal statutory presumption against preemption, after all, is based in the federal

judiciary's concerns about offending state sovereignty. See, e.g., Cipollone v. Liggett Group, Inc., 505 U.S. 504, 533
(1992) (Blackmun, J., concurring in part, concurring in the judgment in part, and dissenting in part) (“The principles
of federalism and respect for state sovereignty that underlie the Court's reluctance to find pre-emption where Congress
has not spoken directly to the issue apply with equal force where Congress has spoken, though ambiguously,” quoted
in Ernest A. Young, “The Ordinary Diet of the Law”: The Presumption Against Preemption in the Roberts Court, 2011
SUP. CT. REV. 254, 273 (2012)). Such sovereignty concerns are absent in the context of a state court interpreting the
state's grant of authority to municipalities that lack any claim to sovereign authority. Some state courts have nevertheless
applied something akin to the presumption against preemption in considering challenges to local laws under state law.
See Briffault, supra note 14, at 909 (“There is an enormous gap between the written provisions of state constitutions and
actual practice. State legislatures and local governments have repeatedly sought to expand the scope of ‘public purpose’
and to slip the restraints of the tax and debt limits.”).

231 See supra note 15 and accompanying text.

232 See Alvin D. Sokolow, The Changing Property Tax and State-Local Relations, 28 PUBLIUS 165, 185- 86 (1998)
(explaining this phenomenon).

233 See Bo Zhao, The Fiscal Impact of Potential Local-Option Taxes in Massachusetts 12 (New England Pub. Pol'y Ctr.,
Working Paper No. 10-2, 2010), https://www.bostonfed.org/economic/neppc/wp/2010/neppcwp102.pdf (describing
variability of local tax capacity in Massachusetts).

234 Id.

235 See Liscow, supra note 5, at 3-4 (identifying school financing as one area where this occurs).

236 Richard Briffault,Our Localism: Part I -- The Structure of Local Government Law, 90 COLUM. L. REV. 1, 1-2 (1990).

237 SeeJONATHAN ROTHWELL, HOUSING COSTS, ZONING, AND ACCESS TO HIGH-SCORING
SCHOOLSS 5 (2012), http://www.brookings.edu/~/media/research/files/papers/2012/4/19-school-inequality-
rothwell/0419_school_inequality_rothwell.pdf (relating history of exclusionary zoning litigation in recent decades);
William T. Bogart, ‘What Big Teeth You Have!’: Identifying the Motivations for Exclusionary Zoning, 30 URB. STUD.
1669, 1669-72 (1993) (discussing motivations for exclusionary zoning); Richard Briffault, The Local Government
Boundary Problem in Metropolitan Areas, 48 STAN. L. REV. 1115, 1134-35 (1996) (listing costs of exclusionary
regulation).

238 For more recent work in the area that surveys the history of calls for regional economic development, see generally
PETER DREIER ET AL., PLACE MATTERS: METROPOLITICS FOR THE TWENTY-FIRST CENTURY (3d ed.
2014); MYRON ORFIELD, METROPOLITICS: A REGIONAL AGENDA FOR COMMUNITY AND STABILITY
(1997).

239 See Pollock, supra note 108, at 1011-12 (noting incentives for retail sales development in Colorado and contrasting that
with Wyoming's experience). Pollock praises Wyoming's approach, where local sales tax funds are collected by the state
and then redistributed to cities, towns, and counties based on their respective populations, as opposed to the location of

the sale. Id. at 1012; see also WYO. STAT. ANN. § 39-15-211 (West 2015).

https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=I3a84f1e49c9d11d991d0cc6b54f12d4d&transitionType=InlineKeyCiteFlags&originationContext=docHeaderFlag&Rank=2&contextData=(sc.Search) 
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1992113982&pubNum=0000780&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=RP&fi=co_pp_sp_780_533&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_780_533
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1992113982&pubNum=0000780&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=RP&fi=co_pp_sp_780_533&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_780_533
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0101667185&pubNum=0003050&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=LR&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0107105736&pubNum=0001239&originatingDoc=I65e24d8a23ae11e698dc8b09b4f043e0&refType=LR&fi=co_pp_sp_1239_1134&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_1239_1134
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base generally and, if well- designed, a low- rate entity- level tax is not 
likely to spur much additional evasion.

The passage of the TCJA makes such a tax more appealing 
because this tax would be imposed on business entities, and businesses 
can still deduct state and local taxes. Thus, this proposal represents a 
response to the new SALT cap.

Two other complementary reforms are developed. First, states 
should tax the windfall given to certain unincorporated businesses by 
the TCJA. This too can be a form of SALT workaround, as the tax on 
the windfall can be reduced for those taxpayers hurt by the capping of 
the SALT deduction.

Finally, states should bolster their laws governing the appor-
tioning of the income of multistate corporations. These laws already 
govern the apportionment of the state corporate income and would also 
control the apportionment of the tax base for the two new taxes pro-
posed in this Article (namely, a new tax on consumption and on the fed-
eral windfall).
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introduction

It is a truth universally acknowledged1 that states do not have the fiscal 
capacity to take up the slack if the federal government dramatically cuts 
its support for healthcare or other safety net program.2 Alas, it is the case 
that not only is the current federal government attempting to— and suc-
ceeding in (to some extent)— cutting safety net programs, the federal 
government has already taken a big step toward undermining the abil-
ity of states to continue financing the level of social services they cur-
rently finance. The big blow here was the partial repeal of the state and 
local tax (SALT) deduction; this deduction was, to a considerable extent, 
a subsidy for states that chose to fund more generous safety net programs 
using progressive taxation.3

But perhaps matters are not as grim as they seem for a state 
looking to do more for its citizens than what is set by a lowering fed-
eral baseline. We know that states have less fiscal capacity than the 
federal government, but they still might have quite a lot. I argue that in 
a situation— our situation— where the federal government does not 
tax very much or very well, and the state governments also do not tax 
well (their primary taxes date to the 1930s or earlier), then states have 
quite a lot of fiscal capacity they can tap. This Article is the first in a 
series to explore how states that want to increase their fiscal capacity 
can proceed.

1. Apologies to Jane Austen. This is a play on the opening of Pride 
and Prejudice (1813).

2. See, e.g., Nicholas Bagley, Federalism and the End of Obamacare, 
127 Yale l.j.F. 1, 3, 10 (2017). By “fiscal capacity,” I mean the ability to raise 
a certain amount of revenue at a particular level of economic distortion.

3. Tracy Gordon, The Price We Pay for Capping the SALT Deduc-
tion, Tax Pol’Y cTr.: TaxVox (Feb. 15, 2018), http:// www . taxpolicycenter . org 
/ taxvox / price - we - pay - capping - salt - deduction.

http://www.taxpolicycenter.org/taxvox/price-we-pay-capping-salt-deduction
http://www.taxpolicycenter.org/taxvox/price-we-pay-capping-salt-deduction
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The capping of the SALT deduction has motivated states to 
think more about their tax systems, and it turns out that states have sev-
eral ways to restructure their revenue systems so as to at least mitigate 
the cost of the repeal of the SALT deduction.4 Yet, at first blush, all these 
mechanisms can achieve is to return states to where they were in 2017. 
No one thinks state tax systems were in great shape in 2017. Thus, 
returning to 2017 would not help state citizens in the face of sweeping 
federal cuts nor would it raise revenue so as to finance more social 
services.

The basic idea for expanding state fiscal capacity is this: the fed-
eral government is leaving money on the table that the states can and 
should pick up.5 Here is one relatively straightforward example created 
by the recent overhaul of the federal tax law: tax Qualified Business 
Income (QBI). As has been extensively discussed, the TCJA, for no par-
ticularly good reason, chose to tax one kind of business income at a 
lower rate than others— QBI.6 The states can and should simply impose 
a surcharge on QBI so that the revenue lost to this ill- conceived federal 
tax benefit can still be used for public purposes. The choice to advan-
tage QBI is, in fact, so misguided that it is arguable that a state that 
chooses to tax this benefit away is doing a favor to its economy by depriv-
ing its businesses of an incentive to engage in pointless restructurings 
so as to generate more QBI.

A tax on QBI would thus be a step towards picking up on a new 
unforced error committed by the federal tax system. But there is a still 
deeper flaw in the federal tax system. The flaw is that, alone among 
advanced economies, indeed among virtually all economies, the United 
States does not levy an advanced consumption tax, specifically a Value 
Added Tax (VAT).7 As a result, in 2014, the last year for which data is 

4. David Kamin et al., The Games They Will Play: Tax Games, 
Roadblocks, and Glitches Under the 2017 Tax Legislation, 103 Minn. l. reV. 
1439 (2019) (note that the author of this Article is one of five primary authors 
of the cited article).

5. Also, as will be explained in greater detail, the states can often 
take advantage of federal missteps while at the same time correcting their own.

6. Defined in I.R.C. § 199A. For further discussion, see Kamin 
et al., supra note 4, and Daniel Shaviro, Evaluating the New US Pass- Through 
Rules, 1 BriT. Tax reV. 49 (2018).

7. OECD, Consumption Tax Trends 2016: VAT/GST and Excise 
Rates, Trends and Policy Issues tbl.1A1.7 (11th ed. 2016), https:// www . oecd 
- ilibrary . org / taxation / consumption - tax - trends - 2016_ctt - 2016 - en.

https://www.oecd-ilibrary.org/taxation/consumption-tax-trends-2016_ctt-2016-en
https://www.oecd-ilibrary.org/taxation/consumption-tax-trends-2016_ctt-2016-en
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available, consumption taxes in the United States only amounted to 3.8% 
of GDP, compared to the OECD average of 10.3%.8

This is bad news for us as a nation, but good news of a sort for 
the states because the states can tax the consumption that the federal 
government does not. And 45 states do tax consumption through retail 
sales taxes;9 unfortunately, retail sales taxes are a far inferior way to tax 
consumption relative to a VAT. Worse news is that it is very unlikely 
that a subnational government can levy the most common and effective 
form of VAT— the credit- invoice method— without help from the 
national government.10 And so it looks like we just demonstrated the 
melancholy, universally acknowledged truth with which we began. 
States are doing the best they can with the imperfect tools that they have.

There are, however, more esoteric forms of the VAT that could 
be levied at the state level. The credit- invoice method VAT, the VAT in 
common use around the world, like the typical U.S. retail sales tax, is 
ultimately collected on a transaction- by- transaction basis from consum-
ers. The more esoteric forms of a VAT would be administered at the 
business entity level once a year, much like a corporate income tax, but 
the calculations would be different so that consumption, rather than 
income, would be taxed. The key insight as to why a VAT can be col-
lected from business entities is straightforward. All personal consump-
tion involves a buyer and seller; there is no reason you can’t tax the seller 
at the end of the year on all the sales she has made.

“Wait,” you say, “you are proposing to set up a whole new entity- 
level business tax that you acknowledge is suboptimal for taxing consump-
tion?” Yes. First, as will be explained below, these new taxes, along with 
the old state retail sales taxes, could end up together taxing consumption 
pretty efficiently and better than using state retail sales taxes alone.

Second, federal tax reform has made the creation of business 
entity taxes more appealing than ever. This is because federal tax reform 
has capped the ability of individuals to deduct state and local taxes; it 
has not capped the ability of businesses to deduct state and local taxes. 
Thus, a shift to the use of business entity taxes is a shift to the use of 
federally deductible dollars to fund state and local services.

 8. Id. tbl.1.A1.1.
 9. Janelle Cammenga, State and Local Sales Tax Rates, 2019, Tax 

Found. (Jan. 30, 2019), https:// taxfoundation . org / sales - tax - rates - 2019 / .
10. Charles E. McLure, Jr., The Business Net Receipts Tax: A Dog 

That Will Not Hunt, 37 HasTings consT. l.Q. 745, 772 (2010).

https://taxfoundation.org/sales-tax-rates-2019/
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Third, the proposal here is not to tax consumption through a 
new entity- level tax at a rate comparable to European VATs or even state 
retail sales taxes. Because of the structural flaws necessitated by the fact 
that this is a subnational VAT operating without central government sup-
port, a high rate of tax could likely spur a lot of inefficient tax gaming. 
But a small rate of tax, 2% at the maximum, ought not motivate large- 
scale evasion. Furthermore, the second part of this Article explains how 
a key component of this new tax can be strengthened to further prevent 
gaming.

Note that the inability to impose a high tax rate does not mean 
that such a tax would not raise substantial revenue because this would 
be a tax on a very broad base. When California considered a tax similar 
to the one proposed here in 2009, the proposed rate was 5% and the pro-
jected revenue was $39 billion.11 If a 2% version of this tax raised even 
$10 billion/year for California, that sum would have significantly inoc-
ulated California from the cost of the almost passed proposals to abol-
ish the Affordable Care Act.12

Indeed, as this article was going to press, Oregon passed an 
approximate version of the type of tax proposed here. The rate is low 
(0.57%) and the base is broad (gross receipts), though narrowed to pre-
vent too much pyramiding because of business- to- business sales.13 The 
tax is expected to raise about $1 billion per year for education,14 which 

11. cal. coMM’n on THe 21sT cenTurY econ., Final rePorT 
(2009), http:// www . cotce . ca . gov / documents / reports / documents / Commi ss 
ion _on _the_21st_Century_Economy - Final_Report . pdf [hereinafter cal. 
Final rePorT]; cal. legislaTiVe analYsT’s oFFice, lao analYsis oF coTce 
reVenue ProPosals (2010), https:// lao . ca . gov / handouts / Econ / 2010 / COTCE 
_01 _13 _10 . pdf.

12. The cumulative cost to California for the Better Care Reconcil-
iation Act, the Senate bill that John McCain thumbed down, was predicted to 
be around $114 billion cumulatively from 2020 through 2027, with Califor-
nia’s general fund taking a $90 billion dollar hit, or about $13 billion per year. 
Memorandum from Jennifer Kent, Dir., & Mari Cantwell, Chief Deputy Dir., 
Cal. Dep’t of Health Care Servs., to Diana S. Dooley, Sec’y (June 27, 2017), 
http:// www . dhcs . ca . gov / Documents / BCRA_Impact_Memo_062717 . pdf.

13. See Paul Jones, Oregon: Governor Signs New Gross Receipts 
Tax, 92 sT. Tax TodaY 798, (May 27, 2019). For more on pyramiding, see 
Part I.D infra. As discussed in that same Part, other states, such as Texas and 
New Hampshire, have versions of these taxes as well.

14. Jones, supra note 13.

http://www.cotce.ca.gov/documents/reports/documents/Commission_on_the_21st_Century_Economy-Final_Report.pdf
http://www.cotce.ca.gov/documents/reports/documents/Commission_on_the_21st_Century_Economy-Final_Report.pdf
https://lao.ca.gov/handouts/Econ/2010/COTCE_01_13_10.pdf
https://lao.ca.gov/handouts/Econ/2010/COTCE_01_13_10.pdf
http://www.dhcs.ca.gov/Documents/BCRA_Impact_Memo_062717.pdf
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is quite significant given that the State of Oregon currently spends about 
$12 billion per year for education.15

Even if one is convinced on policy grounds, one might wonder 
how such taxes work. If we tax a big multistate business once a year on 
its sales, then how are we to know which sales happened in a particular 
state? The location of a sale is potentially a nebulous thing. Consider a 
scenario where a national accounting firm is providing accounting ser-
vices to a national rental car firm. Can the taxpayer make a reasonable 
apportionment of its sales based on, say, where a car is rented?

Such a solution is called formulary apportionment, and the 
Supreme Court has blessed reasonable formulas since the nineteenth 
century and will, in all likelihood, continue to do so as any more search-
ing approach amounts to a significant assault on a key component of 
state sovereignty in the name of the dormant Commerce Clause.

A further question is how well this formulaic approach will 
work in the face of determined tax evasion. Again, this concern is par-
tially addressed through the use of a low rate, but given that taxpayers 
are already acting to game the same type of formulas in connection with 
the state corporate income tax, this is a real concern. Fortunately, there 
is good reason to believe that formulary apportionment can be improved 
so as to tamp down the gaming. As with the basic proposal— impose an 
entity- level consumption tax— this secondary reform, namely, improve 
formulary apportionment, should happen in any event because of its 
importance for the corporate income tax. I will discuss how this can be 
done with particular reference to the literature on tax compliance.

To return to the beginning, states have more fiscal capacity than 
they think, but accessing that capacity will require thoughtful reform. 
It made sense in 2016, indeed in 1996, for states to complement their 
existing retail sales taxes with entity- level consumption taxes. For all 
that time it also made sense for the states to improve how they applied 
formulary apportionment. With the advent of the Trump Administra-
tion and the TCJA, what was a good idea is now an urgent one. This is 
partially because the states need to buttress their fiscal capacity if they 
are to continue providing their citizens with the same level of social ser-
vices in the face of federal cutbacks, much less if they are to increase 
services. Now is also a good time because the deeply flawed TCJA 

15. 2019– 2021 Governor’s Budget, sT. oregon 11, https:// www 
. oregon . gov / das / Financial / Documents / 2019 - 21_gb . pdf (last visited June 6, 
2019).

https://www.oregon.gov/das/Financial/Documents/2019-21_gb.pdf
https://www.oregon.gov/das/Financial/Documents/2019-21_gb.pdf
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provides the states with numerous means by which they can efficiently 
raise revenue by exploiting the flawed choices made by the TCJA.

i. StatE tax policy optionS

This paper is focused on tax reforms that the states should have under-
taken anyway, but that the recent changes to federal tax law make more 
appealing and more urgent. We will begin with the new before we get 
to the old, namely with two reasons that state tax reform is more urgent 
and is actually under discussion— sort of.

A. SALT Restoration

The new federal tax caps the SALT deduction at $10,000.16 This change 
only impacts itemizers— of whom there will be far fewer post tax 
reform17— with relatively high state and local tax liability. Such individu-
als will likely be higher income and live in states with progressive 
income taxes. Many of these taxpayers were subject to the Alternative 
Minimum Tax (AMT) and thus already could not take the SALT deduc-
tion,18 but many more were not. Some of the taxpayers who lose out on 
the SALT deduction will still on balance gain from the recent tax cuts.

Thus, the California Franchise Tax Board has estimated that 
there will be 957,000 net losers in the state, and this number is large 
enough, but this might not be the key number as to the impact of the 
repeal of the deduction.19 After all, even the taxpayers who come out 

16. I.R.C. § 164(b)(6).
17. T18- 0001— Impact on the Number of Itemizers of H.R.1, The 

Tax Cuts and Jobs Act (TCJA), by Expanded Cash Income Level, 2018, Tax 
Pol’Y cTr.: Model esTiMaTes (Jan. 11, 2018), https:// www . taxpolicycenter . org 
/ model - estimates / impact - itemized - deductions - tax - cuts - and - jobs - act - jan 
- 2018 / t18 - 0001 - impact - number.

18. Though many of these taxpayers were subject to the AMT only 
because they received such a large SALT deduction.

19. cal. FrancHise Tax Bd., PreliMinarY rePorT on sPeciFic Pro-
Visions oF THe Federal Tax cuTs and joBs acT tbl.5 (Mar. 20, 2018), https:// 
www . ftb . ca . gov / law / legis / Federal - Tax - Changes / CAPreliminary Report 3 
Provisions - Revise . pdf [hereinafter cal. PreliMinarY rePorT] (estimating 
that approximately 957,000 taxpayers will be impacted by the SALT cap and 
will end up paying more than $100 overall in increased taxes as a result of the 
new tax law).

https://www.taxpolicycenter.org/model-estimates/impact-itemized-deductions-tax-cuts-and-jobs-act-jan-2018/t18-0001-impact-number
https://www.taxpolicycenter.org/model-estimates/impact-itemized-deductions-tax-cuts-and-jobs-act-jan-2018/t18-0001-impact-number
https://www.taxpolicycenter.org/model-estimates/impact-itemized-deductions-tax-cuts-and-jobs-act-jan-2018/t18-0001-impact-number
https://www.ftb.ca.gov/law/legis/Federal-Tax-Changes/CAPreliminaryReport3Provisions-Revise.pdf
https://www.ftb.ca.gov/law/legis/Federal-Tax-Changes/CAPreliminaryReport3Provisions-Revise.pdf
https://www.ftb.ca.gov/law/legis/Federal-Tax-Changes/CAPreliminaryReport3Provisions-Revise.pdf
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ahead in the end because of other tax cuts will experience the loss of 
the SALT deduction as a dramatic increase in the after- tax price of Cal-
ifornia taxes. For example, in 2017, a Californian in the top tax bracket 
of 13.3% paid about 8%20 after taking into account the federal deduc-
tion at 39.6%. Now it is the full 13.3%. The actual number of Califor-
nia taxpayers who will see their effective tax price rise (most by less 
than the highest marginal rate) is estimated to be 2.6 million.21

Not surprisingly, the capping of the SALT deduction has moved 
the states with large concentrations of taxpayers hurt by the change to 
act. I think this interest is justified. Leaving aside the fact that this tax 
change primarily impacts political opponents of the party that made the 
change, capping the deduction in this way makes little sense on income 
tax grounds or any other grounds22 and, in effect, simply makes it harder 
for state governments to fund services at just the moment when the fed-
eral government is retrenching.

Most of the attention has been focused on state attempts to 
use— still deductible— charitable deductions to fund certain state ser-
vices. I have argued— with others— at great length elsewhere about 
why these programs should pass muster under current law, but note 
that, at best, these programs return state tax systems to where they 
were, roughly, in 2017.23 Even worse, as to the charitable workarounds, 
the IRS has promulgated regulations that would change its interpreta-
tion of current law so that these workarounds would not be effective.24 
The regulations, when and if finalized, are likely to be challenged. Even 
if, eventually, the regulations are struck down and the workarounds 
proceed, these workarounds will still not improve current state tax 
systems.

There is one SALT workaround that holds the potential to make 
state revenue systems better: shift to a tax at the entity level.

20. 13.3%–  (39.6% * 13.3%) = 8.033%
21. cal. PreliMinarY rePorT, supra note 19, at 9.
22. David Gamage & Darien Shanske, The Future of SALT: A 

Broader Picture, 88 sT. Tax noTes 1275 (June 25, 2018).
23. See Joseph Bankman et al., Caveat IRS: Problems with Aban-

doning the Full Deduction Rule, 159 Tax noTes 807 (May 7, 2018); Joseph 
Bankman et al., State Responses to Federal Tax Reform: Charitable Tax Cred-
its, 159 Tax noTes 641 (Apr. 30, 2018).

24. Reg. §§ 1.170A– 1(h)(3), – 13(f)(7), 1.642(c)– 3(g).
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The SALT workaround rationale for shifting to a tax formally 
imposed on businesses is the same as the shift to charitable donations; 
businesses can still deduct their taxes as an ordinary and necessary busi-
ness expense under Code section 162. Thus, if states (and localities) 
want to continue to fund themselves with deductible dollars, then it is 
advisable to shift to taxes imposed on business entities. Connecticut has 
imposed such a tax25 and other states are considering it.

Yet the new Connecticut entity- level tax is wholly focused on 
mitigating the loss of the SALT deduction. As we will see starting in 
the next section, such entity- level taxes can accomplish much more.

B. Pickup Federal Revenue

As a strategic matter, it has always made sense for states to design their 
tax systems in ways that capture tax revenue left on the table by the fed-
eral tax system. A macro example of such an adjustment, already noted 
and about to be discussed in much greater detail, is for states to tax the 
consumption tax base not used by the federal government.

A narrower example would be for states not to offer a deduc-
tion for home mortgage interest. There are very good arguments that 
the federal deduction is not justified as an encouragement for home own-
ership, but even if it could be so justified, it seems very unlikely that a 
state- level deduction is justified as providing a useful additional subsidy. 
A state could therefore raise revenue by not conforming to the federal 
tax law— and all the while still enjoy whatever spur to homeownership 
the federal subsidy provides.

The recent changes to the federal tax law have left much more 
federal money on the table. Staying narrowly focused, consider the new 
depreciation rules, which permit 100% depreciation for investment in 
capital assets through 2023 (and are still generous after that).26 States 
are wisely not conforming with this rule, but why not slow down state- 
level depreciation so that it approximates real economic decline?27 After 

25. 2018 Conn. Legis. Serv. P.A. 18- 49 (S.B. 11) (West).
26. I.R.C. § 168(k).
27. For the proposal, see Lily L. Batchelder, Accounting for Behav-

ioral Considerations in Business Tax Reform: The Case of Expensing (N.Y.U. 
Law Sch. Working Paper, 2017), https:// papers . ssrn . com / sol3 / papers . cfm 
? abstract_id=2904885. Note that Batchelder’s overall argument for her pro-
posal is precisely that immediate expensing will provide much less stimulus 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2904885
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2904885
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all, even if, as is unlikely, the new depreciation rule is justified as spur-
ring capital investment, it is unlikely that the additional spur of a 
pumped- up state deduction for depreciation is justified. This is especially 
true if the state revenue raised would be used to address urgent infra-
structure concerns likely to be important to business.

Moving outward, the new tax bill reduces federal revenue 
through reducing the corporate tax rate and implementing a tax cut for 
businesses that are not corporations. I will address a response to the 
reduction in the corporate rate in a separate essay that addresses inter-
national issues.28 Here, I will focus on the tax breaks given by means of 
a special deduction for QBI found in new Code section 199A.

The new rules governing QBI are complicated, and many aspects 
of the rules will not be resolved for months and even years. The policy 
upshot is that this provision gives a tax break to businesses that operate 
in non- corporate form. The best reason I have seen given is that this 
keeps the overall rate on non- corporate income about 10% lower than 
the rate on income paid out of corporations (for taxpayers in the highest 
bracket). This was the spread before the TCJA. Because the TCJA 
slashed the corporate rate, the rate on non- corporate income needed to 
be similarly cut if the difference in tax rates between corporate and 
non- corporate income were to be maintained. Why this is a policy goal 
is completely opaque to me, as it seemed to be a failure of tax system 

relative to other reforms, such as an across- the- board reduction in the corpo-
rate income tax rate. The reason for this is that firms are more sensitive to 
accounting measures of income, which are more sensitive to tax rates, than to 
the actual marginal tax rate established, for instance, by the use of expensing. 
Taking into account managerial incentives will be important in considering 
implementing the reforms proposed in this Article.

28. If you just can’t wait, see Darien Shanske, White Paper on Elim-
inating the Water’s Edge Election and Moving to Mandatory Worldwide Com-
bined Reporting (Aug. 2, 2018), https:// ssrn . com / abstract=3225310; Darien 
Shanske, Once More on States and GILTI: States Should Conform to GILTI 
(and Why I Believe That They Will (Eventually)), MediuM: WHaTeVer source 
deriVed (Dec. 28, 2018), https:// medium . com / whatever - source - derived / once 
- more - on - states - and - gilti - 68cc8798a974; Darien Shanske, States Should Con-
form to — and Improve — the New Federal Tax Provisions Meant to Counter 
Base Erosion, MediuM: WHaTeVer source deriVed (July 2, 2018), https:// 
medium . com / whatever - source - derived / states - should - conform - to - and - improve 
- the - new - federal - tax - provisions - meant - to - counter - base - f6a12e0f5daf.

https://ssrn.com/abstract=3225310
https://medium.com/whatever-source-derived/once-more-on-states-and-gilti-68cc8798a974
https://medium.com/whatever-source-derived/once-more-on-states-and-gilti-68cc8798a974
https://medium.com/whatever-source-derived/states-should-conform-to-and-improve-the-new-federal-tax-provisions-meant-to-counter-base-f6a12e0f5daf
https://medium.com/whatever-source-derived/states-should-conform-to-and-improve-the-new-federal-tax-provisions-meant-to-counter-base-f6a12e0f5daf
https://medium.com/whatever-source-derived/states-should-conform-to-and-improve-the-new-federal-tax-provisions-meant-to-counter-base-f6a12e0f5daf
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design to tax two similar forms of business income in different ways to 
begin with.

Furthermore, the tax break provided by Code section 199A for 
non- corporate business income only goes to some non- corporate tax-
payers. In general, highly paid doctors and lawyers do not get the tax 
break, but a highly paid real estate developer would.

This choosing among businesses is expensively incoherent. By 
“expensively incoherent,” I mean that the distinctions make no sense and 
will be gamed so that many more businesses than expected get the tax 
break.29

And so, returning to our theme, why should states not tax away 
the QBI benefit? Unlike depreciation or even the mortgage interest 
deduction, there is not even a semi- reasonable story of what this tax 
break is meant to accomplish at the federal level other than spurring 
wasteful tax planning. The QBI benefit is also very regressive. The Joint 
Committee on Taxation has estimated that 76% of the benefit will go to 
those earning $200,000 and above (in 2018).30 Those earning over 
$1,000,000 will get 44%.31 Note as well that this benefit is expensive, 
expected to cost $40 billion in 2018.32 Taxing QBI would therefore be 
progressive, which is helpful not only in countering the TCJA but also 
in responding to the objection below that a new consumption tax would 
be somewhat regressive.

One other benefit of a special QBI tax is that it offers another 
SALT workaround tool. States should want to claw back the federal 
windfall, but they definitely want to mitigate the increase in state tax 
price created by the SALT cap. States can therefore impose a tax on QBI 
but reduce the tax somewhat in proportion to state and local taxes paid. 
This might seem like a shell game, but it is not. After all, such a tax-
payer would know that any future increase in state or local taxes would 
be mitigated somewhat by a reduction in the special QBI surcharge.

Accordingly, states should tax QBI, and I will outline a proposal 
for doing so in the following sections.

29. See Kamin et al., supra note 4.
30. joinT coMM. on TaxaTion, 115TH cong., JCX- 32- 18, TaBles 

relaTed To THe Federal Tax sYsTeM as in eFFecT 2017 THrougH 2026, at 4 
(2018) (Table 3 shows that $30.8 billion out of $40.2 billion benefit will go to 
those earning $200,000 and above in 2018).

31. Id.
32. Id.
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C. Expand State Fiscal Base with Entity- Level Consumption Taxes: 
Four Good Reasons

Thus far, we have reviewed one special reason for a state to impose an 
entity- level tax in light of the TCJA: this tax could function as a SALT 
workaround.33 But the argument of this Article is that an entity- level tax on 
consumption always made sense. In this section I will begin to present that 
argument. I have already indicated that an abstract comparison of the 
United States with other OECD countries indicates that there is some addi-
tional room for the United States to tax consumption, but this “left-
over” argument only goes so far. What are the positive reasons for any 
government— and in particular a state government— to tax consumption?

1. Consumption Taxes Encourage Investment

The most common— if controversial— set of arguments for a consump-
tion tax is that consumption taxes are superior to income taxes. The 
primary argument for this is that consumption taxes, unlike income 
taxes, do not tax the risk- free rate of return.34 To use an example, sup-
pose I earned $100,000 and spent all $100,000. It would not matter if I 
was subject to a 30% tax on my income once a year or a 30% tax on my 
consumption all year. In either case, the government gets $30,000, and 
I consume $70,000. So, if everyone spent every penny they earned, then 
income taxes and consumption taxes are no different.

But what if I save $10,000? In that case, the consumption tax 
would not tax that $10,000 until I spent it, but the income tax would. In 
general, the more we tax an activity, the less of it we will get. If we want 
more savings and investment, then we should not tax them— hence the 
argument for a consumption tax.

2. Consumption Is Less Mobile than Income

Even if one is not convinced of the general superiority of consumption 
taxes, one might believe that such taxes are a good idea for state and 

33. We will return to how taxing QBI is consistent with this pro-
posal infra.

34. See generally Joseph Bankman & David A. Weisbach, The 
Superiority of an Ideal Consumption Tax over an Ideal Income Tax, 58 sTan. 
l. reV. 1413 (2006).
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local governments in the context of U.S. federalism. There are several 
reasons for this. First, one might believe that consumption taxes are 
better than income taxes for a subnational government because con-
sumption is less mobile than income. That is, wealthy people are less 
flexible in where they consume than in where (or when or if), formally, 
they earn their income. Thus, states would do better to tax a less mobile 
base.35

A second reason for states qua states to favor the consumption 
tax is that the consumption tax base is less volatile than the income tax 
base, especially if the consumption tax base is well designed, i.e., broad.36 
The empirical findings make sense. Consider a major recession— 
suddenly virtually no one is earning capital gains on their assets, a big 
blow to the income tax base. People will consume less as well as, say, 
postpone the purchase of a car, but for the most part people will still 
need to consume the same goods and services they usually do. Put 
another way, the stability of consumption taxes is the corollary to their 
relative regressivity compared to income taxes.37 You still need to pay 
the sales tax when you consume even if you have just lost your job. This 
is certainly a limitation of a consumption tax, but it is also a virtue 
because this is what makes the tax a good way to finance social services 
that people need even more of in recessions.38

Stability is a virtue of any tax, but it is particularly important 
to subnational governments because states are generally required to bal-
ance their budgets annually. This is to say that during a recession a 
state cannot deficit spend in order to pay for social services, such as 

35. See, e.g., Charles E. McLure, Jr., The Tax Assignment Problem: 
Ruminations on How Theory and Practice Depend on History, 54 naT’l Tax 
j. 339, 344 & n.20 (2001).

36. See, e.g., John E. Anderson & Shafiun N. Shimul, State and 
Local Property, Income, and Sales Tax Elasticity: Estimates from Dynamic 
Heterogeneous Panels, 71 naT’l Tax j. 521, 544 (2018) (finding that sales taxes 
collections are less volatile than overall economy, while income tax collections 
are more volatile); Gary C. Cornia & Ray D. Nelson, State Tax Revenue Growth 
and Volatility, 6 Fed. res. Bank oF sT. louis regional econ. deV. 23, 57 (2010) 
(“The sales tax offers stability but at the cost of a lower growth rate. The indi-
vidual income tax offers growth but at the cost of increased volatility.”).

37. One reason to pair an entity- level tax with a QBI clawback is to 
mitigate the regressivity of the imposition of a new consumption tax.

38. See David Gamage, Preventing State Budget Crises: Managing 
the Fiscal Volatility Problem, 98 cal. l. reV. 749 (2010).
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unemployment benefits. There are good reasons for these balanced bud-
get rules,39 but they place more pressure on states to design robust rev-
enue systems in the first instance— hence, the extra appeal of 
well- designed consumption taxes.

3. A New Entity- Level Tax Can Tax Consumption Efficiently

The principle that states should tax bases not taxed by the federal gov-
ernment is, in fact, grounded on a theoretical insight that goes beyond 
the simple idea that the states should take advantage of federal missteps. 
The argument for the principle has two steps,40 and they point to a dif-
ferent efficiency reason41 for states to tax consumption.

First, a fundamental tenet of tax economics is that the amount 
of deadweight loss generated by a tax increases at the square of the tax 
rate. The jargon is convoluted, but the intuition is simple. Consider to 
how much trouble you would go to avoid a 5% tax. Now imagine to how 
much more trouble you would go to avoid a 20% tax. You might not do 
anything to avoid a 5% tax, but you would do a lot to avoid the 20% 
tax— hence the exponential growth in wasteful tax planning and lost 
government revenue.

The second step requires making the observation that different 
taxes can be evaded in different ways. I can avoid paying income tax by 
deferring the sale of appreciated assets, but this does not help me avoid 
paying sales tax on my new car. I used to be able to evade the sales tax 
by purchasing from a remote vendor online, but this never helped with 
the income tax. The fact that different taxes can be evaded along differ-
ent margins has the following implications in the federal system as 

39. See Darien Shanske, The (Now Urgent) Case for State- Level 
Monitoring of Local Government Finances: Protecting Localities from 
Trump’s “Potemkin Village of Nothing,” 20 n.Y.u. j. legis. & PuB. Pol’Y 773 
(2017).

40. Argument drawn from David Gamage, The Case for Taxing 
(All of) Labor Income, Consumption, Capital Income, and Wealth, 68 Tax l. 
reV. 355, 375– 81 (2015); David Gamage, How Should Governments Promote 
Distributive Justice?: A Framework for Analyzing the Optimal Choice of Tax 
Instruments, 68 Tax l. reV. 1, 56– 63 (2014).

41. The argument that consumption taxes are desirable because 
they do not tax savings is also an efficiency argument, as is the argument 
about the relative elasticity of the consumption tax base.
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currently in operation: when the states try to collect more revenue by 
piggybacking on the federal income tax, they are essentially increasing 
an already high tax rate and spurring additional evasion. By contrast, 
when states raise revenue with the sales tax, then they are raising money 
using relatively low tax rates that do not cause as much evasion.42

Here is a concrete example. Under the corporate income tax, 
firms can deduct expenses incurred in hiring either employees or inde-
pendent contractors. Thus, bracketing all else, the tax system is not influ-
encing firms to produce in- house or to outsource; the taxpayer can 
make the decision based on business reasons. A subtraction method 
VAT, as explained in the next Subpart, would permit a deduction only 
for purchases from other businesses. There is thus an incentive to shift 
to independent contractors.43 Note though that this is only an incentive 
under the new consumption tax and that tax will be levied at a low rate— 
not higher than 2%. The question is how many firms will make an 
important business decision about the location of its workforce for a ben-
efit of 2% or less. If such a change also helped with state corporate 
taxes, that would be another matter because then the benefit would be 
much greater— in California, for instance, the benefit would be 10.84% 
(2% + 8.84% corporate income tax).44 It would be more serious still if 
such a change also helped with the federal corporate income tax (21%), 
which makes the possible benefit 31.84%. For 10% or 30% tax savings, 
one can see a lot of businesses looking to outsource when they might 
not otherwise want to; at 2% or less, the incentive would be much less.

This line of thinking about taxes— use more lower rate taxes at 
different margins— indicates that states should consider still other types 
of taxes. Indeed, they should and that will be the subject of future work. 

42. David Gamage and I have recently argued that it is the federal 
government, rather than the states, that bears the brunt of the evasion caused 
by piggybacking on the income tax, which is one reason we believe states 
have been in no hurry to wean themselves off the income tax. David Gamage 
& Darien Shanske, Tax Cannibalization and Fiscal Federalism in the United 
States, 111 nW. u. l. reV. 295, 340– 41 (2017). This does not mean that it 
would not be better for the states to do so anyway. Furthermore, and as we 
argue, it certainly means that the federal government has an incentive to get 
states to rely more on consumption taxes.

43. McLure makes this point in criticizing California’s proposed 
Business Net Receipts Tax. McLure, supra note 10, at 763.

44. cal. Final rePorT, supra note 11, at 22.
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Strong additional choices for states would be to impose a carbon tax45 
and to make a standardized business activity tax available at the local 
level.46

It might be objected that our new entity- level state consump-
tion tax is increasing state- level taxes on consumption because most 
states already have retail sales taxes, and, indeed this is so, but the dif-
ferent structure of the new tax will mean that two distinct sets of tax-
payers will each be liable for a low- rate tax. Furthermore, taxpayers 
looking to reduce their tax liability will in some cases respond to the 
taxes in different ways. For example, the entities subject to the new tax 
will have the incentive to inflate the amount of payments they make to 
other businesses. Such a maneuver will not affect how much tax must 
be remitted by a vendor under the retail sales tax. It is true that some 
evasion strategies, such as using cash, can avoid both taxes because not 
reporting a cash transaction eliminates a gross receipt relevant to both 
taxes.

Note that a separate tax on QBI is especially desirable once 
one understands the theory here. Not only would the tax on QBI be a 
relatively low- rate tax on a windfall, but taxpayers actually have an 
incentive to increase their reported QBI at the federal level. Thus, tax-
payers have an incentive to reduce their higher federal taxes by increas-
ing their QBI, but this same activity will increase the QBI tax rate for 
the state.

4. The New Entity- Level Tax Can Tax Consumption  
Not Currently Taxed (but Should Be)

A well- designed consumption tax should tax all final consumption by 
consumers. It should not matter if a consumer is buying a book or e- book, 
buying a comb or purchasing a haircut. Alas, state retail sales taxes only 
reach a dwindling share, about one- third, of such transactions because 

45. For a discussion of how to structure a state- level carbon tax, 
see Darien Shanske, State- Level Carbon Taxes and the Dormant Commerce 
Clause: Can Formulary Apportionment Save the World?, 18 cHaP. l. reV. 
191 (2014).

46. Richard M. Bird, A Better Local Business Tax: The BVT (IMFG 
Papers on Mun. Fin. & Governance, No. 18, 2014), https:// munkschool 
. utoronto . ca / imfg / uploads / 282 / 1564_imfg_no_18_online_final . pdf.

https://munkschool.utoronto.ca/imfg/uploads/282/1564_imfg_no_18_online_final.pdf
https://munkschool.utoronto.ca/imfg/uploads/282/1564_imfg_no_18_online_final.pdf
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they typically only apply to the sale of tangible personal property.47 This 
is a well- known flaw that states have long tried to remedy.48

There have been, at least, two big issues with expanding state 
retail sales taxes. First, there is a political problem. State sales taxes have 
been levied only on tangible personal property since they were first insti-
tuted during the Great Depression; it has proven difficult to make the 
political argument in favor of a broader tax base.

Second, as will be further explained immediately below, not all 
services should be taxed— only those provided to consumers. Distin-
guishing which services should be subject to tax poses an administra-
tive challenge and also complicates the politics. For instance, the services 
a lawyer provides to an individual client should be taxed, but the ser-
vices a lawyer provides to a business client should not.

Our new entity- level tax will not require services businesses to 
collect and remit the sales tax on each transaction. However, the new 
entity- level tax will be imposed on all businesses. Thus, the new entity- 
level tax will be imposed on a broader consumption tax base. Further-
more, the design of the entity- level tax will permit deduction for 
business- to- business expenditures and, thus, will not tax those transac-
tions that should not be subject to tax under a consumption tax.

D. Into the Weeds with Entity- Level Consumption Taxes

I just claimed that an entity- level consumption tax could reach consump-
tion states do not tax but should, while properly excluding transactions 
that states should not tax as part of a consumption tax. This is clearly a 
reason to pursue this reform, but there needs to be some further unpack-
ing of why and how this can be so. That is the task of this Subpart.

All consumption taxes seek to tax final consumption by house-
holds just once; each type sets about its task in a different way. The typ-
ical U.S. retail sales tax attempts to do this by imposing a tax at the 
moment of final retail sale. But the sale must really be final— if the 
sale is not final then this will cause pyramiding (sometimes called 

47. See, e.g., cal. Final rePorT, supra note 11, at 19– 20; Iris J. Lav 
et al., Faulty Foundations: State Structural Budget Problems and How to Fix 
Them, 37 sT. Tax noTes 43, 47, 50– 51 (July 4, 2005).

48. See, e.g., Kirk J. Stark, The Uneasy Case for Extending the 
Sales Tax to Services, 30 Fla. sT. u. l. reV. 435, 436– 37 (2003).
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“ cascading”). Pyramiding is a fundamental problem with designing a 
consumption tax and one that constrains how much revenue it can effi-
ciently raise.

Pyramiding occurs when a sales tax is applied to business 
inputs; the more inputs a business happens to use that it must purchase 
from other businesses, the more tax is then built into the first business’s 
prices. Pyramiding is both unfair and inefficient. To see why, consider 
an example of a small boutique selling clothes. Suppose that the sales 
tax is applied to all goods and services, as an ideal consumption tax 
would be. This means that the small boutique would need to pay sales 
tax on its purchase of all business inputs, from inventory, to printer 
paper, to its lawyer and plumber. By comparison, a competing large 
retail chain, say Gap or J.Crew, would pay sales tax on fewer of these 
goods and services, because some would be produced in- house by 
employees.

This is the unfairness: advantage to large vertically integrated 
businesses over smaller competitors. The inefficiency is related: pursuit 
of this advantage incentivizes vertical integration so that more inputs 
are produced in- house and thereby made exempt from sales tax.

Pyramiding is pervasive in the context of typical state sales 
taxes— the most commonly cited estimate is that about 40% of sales tax 
revenue is collected on business inputs.49 Moreover, pyramiding would 
be even more ubiquitous, except that the states have warped the design 
of their sales tax bases so as to limit the damage from pyramiding. As 
explained above, state governments currently exempt most services from 
their sales tax bases. But exempting services then causes further prob-
lems by narrowing sales tax bases and distorting choices between pur-
chases of (taxed) goods and (untaxed) services.

VATs were developed largely as a way to resolve the pyramid-
ing problem. The standard credit- invoice method VAT has businesses 
along the value chain pay sales tax only on the increment of value that 
they add, assuming they have receipts for VAT paid for the value added 
by the earlier businesses in the chain.50 This elegant solution mitigates 
pyramiding and also functions as a form of third- party reporting that 
encourages compliance.

49. Raymond J. Ring, Jr., Consumers’ Share and Producers’ Share 
of the General Sales Tax, 52 naT’l Tax j. 79, 81– 92 (1999).

50. Sijbren Cnossen, A VAT Primer for Lawyers, Economists, and 
Accountants, 124 Tax noTes 687, 688– 89 (Aug. 17, 2009).
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In Canada over the last decades, several provinces moved from 
taxing consumption using retail sales taxes to taxing consumption using 
VATs. As a result, business- to- business purchases were taxed less and 
capital investment rose 12%.51 This result was attributed to the fact that 
the VAT was more effective at not taxing business- to- business sales.

Unfortunately, there are huge logistical and legal hurdles fac-
ing a single state trying to implement the standard credit- invoice VAT. 
Suppose California does implement such a tax; does it have the power 
to levy a tax on a sale between an Ohio firm and a Michigan firm that 
are part of a supply chain that ends in California? Very likely not. Even 
if California could, how could it do so administratively? Alternatively, 
say a product is imported into California and VAT has not been paid 
upon it, could California impose a border adjustment so that the prod-
uct’s final price has the VAT built in, just as a product built in California 
would? Again, even if California could do so under the dormant Com-
merce Clause, how could it do so given the absence of an international 
border?

But the VAT story is not over; there are two other forms of a 
VAT. A subtraction method VAT is built on the insight that a business 
has gross receipts from each sale for consumption.52 Thus,

Gross Receipts –  Business Purchases = Consumption Tax Base.

California’s proposed Business Net Receipts Tax was supposed to oper-
ate in this way,53 as was Texas’s actual Margin Tax,54 though the purity 
of the tax was lost to politics.

51. Michael Smart & Richard M. Bird, The Impact on Investment 
of Replacing a Retail Sales Tax with a Value- Added Tax: Evidence from 
Canadian Experience, 62 naT’l Tax j. 591, 592 (2009).

52. Daphne A. Kenyon, A New State VAT? Lessons from New 
Hampshire, 49 naT’l Tax j. 381, 381– 83 (1996); see also Trinova Corp. v. 
Mich. Dep’t of Treasury, 498 U.S. 358, 363– 65 (1991) (majority opinion by 
Justice Kennedy).

53. See cal. Final rePorT, supra note 11, at 44.
54. Tex. Tax code ann. § 171.0001 et seq. (West 2019). Specifi-

cally, a firm can choose total revenue minus cost of goods sold (i.e., close to 
subnational subtraction method VAT), total revenue minus compensation 
(i.e., an inversion of the correct calculation), or 70% of revenue or total reve-
nue minus $1 million (a boon to small business). Franchise Tax Overview, 
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There is also an addition method VAT. The idea here is to add 
up the components that are neither Gross Receipts nor Business Pur-
chases. The two big items typically are compensation and profits. One 
therefore has:

Gross Receipts –  Business Purchases = Compensation +  Profits  
= Consumption Tax Base.

New Hampshire has a tax that operates roughly as an addition method 
VAT.55

Before proceeding, we should note two interesting things about 
the relationship between a subtraction method VAT and a standard cor-
porate income tax. The corporate income tax base formula is pretty 
similar:

Gross receipts –  Ordinary Business Expenses –  Depreciation –  Labor  
= Corporate Income Tax Base.

The corporate income tax base is both narrower and broader than the 
consumption tax base in two ways. First, the income tax base is broader 
because it does not permit immediately deducting capital business 
inputs.56 Yet, the income tax base is narrower because it does permit 
deducting wages. Thus, depending on the business or the state, it is not 
clear how changing the base comes out. For the next few years at least, 
we know how it comes out— the corporate income tax base is likely nar-
rower than the consumption tax base, but this might change and in any 
event indicates that one can already conceive of the federal income tax 
as a narrowly imposed consumption tax.

There are still other variations for entity- level VAT- type taxes. 
At the federal level, there was much interest in 2017 in something called 
the Destination Based Cash Flow Tax (DBCFT).57 The key insight 

Tex. coMPTroller (Jan. 2016), https:// www . comptroller . texas . gov / taxes / publi 
cations / 98 - 806 . php.

55. n.H. reV. sTaT. ann. Ch. 77– E (2019).
56. Formally, though note that the TCJA essentially allows just that 

for many business inputs.
57. David A. Weisbach, A Guide to the GOP Tax Plan— The Way to 

a Better Way, 8 coluM. j. Tax l. 171, 171 (2017); Alan Auerbach et al., 

https://www.comptroller.texas.gov/taxes/publications/98-806.php
https://www.comptroller.texas.gov/taxes/publications/98-806.php
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leveraged by the designers of the DBCFT— and introduced before— is 
that most income of most people is consumed. For someone who con-
sumes all they earn, an income tax and a consumption tax are equiva-
lent. Yet, taxing consumption at the individual level allows for progressive 
rates— that is one can pay a lower rate of tax if one consumes less. Sup-
pose that one then taxed the wage portion of consumption separately— at 
progressive rates through an “income” tax— and taxed entities only on 
the remaining part of the consumption base.58 In such a scenario, a firm 
would be able to deduct labor expenses and the formula would be:

Gross Receipts –  Business Purchases –  Labor = Profits  
=  DBCFT tax base.

Note that this base is narrowest of all, at least considered on its own. It 
is no narrower at all if one views state tax systems holistically. Given 
that most states currently have a progressive income tax, a consumption 
tax using something like the DBCFT formula, i.e., allowing a deduction 
for labor, is defensible.

“What is the significance of all of this manipulating of formu-
las again?” one might reasonably ask. First, understanding the formu-
las allows us to see why an entity- level consumption tax could actually 
be theoretically preferable to a retail sales tax, at least as currently imple-
mented. Second, we have learned that many states have already exper-
imented with— or are currently using— such taxes. Third, as we are 
about to see, understanding the formulas will help us design our new 
consumption tax in light of the issues raised by the TCJA.

E. Sidebar on State Corporate Income Taxes

The additional context on formulas also explains how corporate income 
taxes (CITs) are already a narrow form of consumption tax; CITs allow 
a generous deduction for most business inputs (like a consumption tax) 
and then an additional deduction for labor expenses (unlike a consump-
tion tax).

Destination- Based Cash Flow Taxation (Oxford Legal Studies Research 
Paper No. 14/2017, 2017), https:// papers . ssrn . com / sol3 / papers . cfm ? abstract 
_ id=2908158.

58. Weisbach, supra note 57.

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2908158
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2908158
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It turns out that state corporate income taxes tax consumption 
for another reason as well. The key additional piece of background, 
developed further below, is that when a state taxes the income of a mul-
tistate corporation, it must apportion the income of the corporation to 
the state. Most states currently apportion income by means of a formula 
that looks to the relative amount of a taxpayer’s sales within the state; 
this is called single sales factor apportionment (SSF). Put simply, if a 
multistate corporation makes 10% of its sales into a state, then 10% of 
its income is apportioned to that state.

Building upon a seminal argument made by Charles McLure,59 
I have argued at length elsewhere that there is an important way in which 
a corporate income tax that uses SSF is, in effect, a consumption tax 
beyond the reasons having to do with the CIT base.60 The argument is 
as follows. The more a corporation, say Amazon, sells in a given state, 
the more of its income will be taxable in that state because of SSF. Say 
the state is California and the CIT rate is 10%, then Amazon is paying 
a 10% tax on the net income from its sales into California.

To be sure, matters are not so simple. 61 For those readers unwill-
ing to go farther without elaboration of my earlier argument, here is its 
analytic core. The argument is that, based on reasonable assumptions, 
corporations experience increased CIT liability at the margin as a prod-
uct of increased sales rather than profits.

Here is an example to illustrate the point: Corporation Z has a 
10% SSF in California and earns $20,000,000 on $100,000,000 in sales 
nationally. Assuming that California has a 10% CIT rate, then Corpo-
ration Z’s tax liability in California is $200,000. Now suppose that Cor-
poration Z makes $1,000,000 in new sales in California, on which it 
will earn $100,000 in net income (a return of 10%). What happens to 
Corporation Z’s CIT liability to California? It is now $218,911 (10.89% 
[higher sales factor] * $20,100,000 [higher net income] * 10%). If not 
for SSF, how much would Corporation Z owe California? Only $201,000 

59. Charles E. McLure, Jr., The State Corporate Income Tax: Lambs 
in Wolves’ Clothing, in THe econoMics oF TaxaTion 327, 327– 46 (Henry J. 
Aaron & Michael J. Boskin eds., 1980).

60. Darien Shanske, A New Theory of the State Corporate Income 
Tax: The State Corporate Income Tax as Retail Sales Tax Complement, 66 
Tax l. reV. 305, 321– 22 (2013).

61. I go into the various complexities in greater depth here. Id. at 
344– 48.
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or (10% * 10% * $20,100,000). And so almost 95% of Corporation Z’s 
higher liability to California is attributed to its new sales in California and 
not to its higher profits. This makes sense because the full value of its new 
sales went into the sales factor relative to the net income from the sale.

So, current state CITs operate as a kind of consumption tax; 
what does this mean for our proposal? Certainly it suggests that it would 
not be unreasonable to pair the imposition of the new entity- level tax 
with a reduction in the CIT rate. But the argument here is not that states 
should replace their CITs with a new tax. Rather, as explained below, 
the CIT should be retained as a tax that is reaching consumption in a 
manner slightly different from the retail sales taxes and our new entity- 
level tax.

F. Back to the TCJA

So where are we? States should (1) implement entity- level consumption 
taxes at a low rate, and they should have done so long ago. Now, with 
the advent of the TCJA, the states should use a state- level tax in order 
to (2) continue to fund state services with federally deductible dollars. 
Also, as a response to the flaws in the federal system, I am arguing that 
states should (3) tax QBI. And, of course, I am proposing that the new 
state- level tax that states need to mitigate the TCJA is also the consump-
tion tax that states already needed. But is it? Also, what is the connec-
tion between taxing QBI and imposing a new consumption tax? To be 
sure, as a matter of politics it makes sense to pair a progressive tax (QBI) 
with a somewhat regressive one (new consumption tax), but is there a 
deeper connection?

I will start with the larger question of whether it makes sense 
to merge the long- time need for a state- level consumption tax with the 
new need to mitigate the impact of the capping of the SALT deduction. 
As a matter of strategy, this is an easy question because of course states 
should use federally deductible dollars if they can. If one assumes that 
the new state tax is deducted by a corporation, then the federal govern-
ment is in effect picking up to 21% of the tab.62

62. Likely less. There is a tension between the new tax functioning 
as a consumption tax and as a SALT workaround. Suppose a business taxpayer 
subject to the tax moves the entire incidence of the tax onto the consumer— 
say the tax is 2% and now the consumer has to pay $102 rather than $100. In 
that case, the consumer is really paying the tax, which is good for the tax as a 
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As a matter of fiscal federalism theory, this is a desirable out-
come. Remember, a state that aims to tax a consumption tax base more 
is, in effect, trying to mimic the revenue structure of social democracies 
throughout the world, where the central government is using broad and 
stable consumption taxes to fund social insurance programs. The cen-
tral government is traditionally seen as the most appropriate level of 
government to fund redistributive services because this is the level of 
government that mobile citizens and governments have the least ability 
to shift away from.63 A subnational government— like a state— looking 
to maintain or increase funding for social services through higher taxes 
is thus, in effect, forcing the federal government to do a bit more of its job.

There is also a favorable political economy story here. After all, 
the federal government was able to pass a bill, barely, that systemati-
cally took away much of the SALT deduction for individuals. Taking 
away the ability of businesses to deduct taxes imposed upon them is 
going to be a lot harder than, in effect, targeting well- off residents of 
blue states. Not only do red states impose corporate income taxes, but 
all states tax business property. And it is Texas that already has a ver-
sion of the tax that I am proposing.

There is also a doctrinal reason to adopt a tax base other than a 
straight income tax base. I have discussed this issue in greater length 
elsewhere,64 but the upshot is that the provision of new Code section 164 
that caps the SALT deduction does so in such a way that it suggests that 
all income taxes— whether imposed on an individual or not— are now 
no longer deductible (above the $10,000 cap for individuals). This inter-
pretation of the law will not, I believe, have any impact on a non- income 
tax imposed on businesses in general. This language could theoretically 
cause a problem for an income tax that is imposed on a passthrough 
entity, especially if the individual investor then gets an income credit 

consumption tax, but the consumer cannot deduct the additional $2, which is 
bad for the tax as a SALT workaround. How much of the tax is passed forward 
cannot be known a priori and is likely to be different for different firms and for 
different times. That the new tax will be levied at a low rate and is deductible 
at the firm level suggests that the full price won’t always be passed forward. 
And so we can say that the new tax will likely, in the aggregate, be somewhat 
subsidized by the federal government and will be somewhat borne by consum-
ers like any consumption tax.

63. McLure, supra note 35.
64. Kamin et al., supra note 4.
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for the tax paid at the entity level. Though I am not suggesting that there 
is necessarily a problem here for an entity- level income tax, it is worth 
noting that there is no problem if the tax at the entity level is not an 
income tax.

So there are good reasons to use an entity- level consumption 
tax as a SALT workaround, but what is the connection with clawing back 
the QBI benefit? It turns out that a state looking to tax the consumption 
tax base broadly should tax the QBI benefit.

To see why this is so, let’s return to our formula for an addition 
method VAT. The value added by each firm in the production chain can 
be represented as the sum of labor costs and profits. The DBCFT was a 
form of consumption tax that sought to tax only economic rents (prof-
its), leaving out labor. The QBI benefit is nothing if not an economic 
rent (at least in most cases).65 It rewards profitable businesses with more 
profit for no sensible reason. A consumption tax therefore should seek 
to claw back the QBI benefit as part of the consumption tax base.

G. The Proposal, Finally

Consistent with the theory of using complementary low- rate taxes, the 
proposal is to impose a new entity- level consumption tax and QBI tax 
while also retaining the retail sales tax and the corporate income tax, 
though it would certainly be reasonable to consider lowering the rate 
on either of these existing taxes somewhat. Remember, it is the last incre-
ment of the tax rate of these taxes that is raising the least revenue and 
causing the most distortion. Given the breadth of the new consumption 
tax base and generosity of the QBI deduction, it should be possible for 
a state to reduce their RSTs and CITs and still raise substantial new 
revenue.

65. It is particularly perverse for the TCJA to create more economic 
rents when sound tax policy indicates that it is particularly efficient to tax eco-
nomic rents; if an activity is producing a super- normal return, then a taxpayer 
will not do less of it if it is taxed so long as the tax is not so high that the tax-
payer does not even retain normal returns. See generally Joseph Bankman 
et al., Collecting the Rent: The Global Battle to Capture MNE Profits, Tax l. 
reV. (forthcoming) https:// papers . ssrn . com / sol3 / papers . cfm ? abstract_id=327 
3112. And, adding to the perversity, there is a strong argument that economic 
rents are on the rise. Laura Power & Austin Frerick, Have Excess Returns to 
Corporations Been Increasing over Time?, 69 naT’l Tax j. 831 (2016).

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3273112
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3273112
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States would then end up with three taxes66 on consumption, all 
with low rates and game- able in different ways and, hence, hopefully 
not evaded much at all.

1. Consumption Tax

Here is a rough blueprint of how the mechanics of the new consump-
tion tax would work.

The basic formula for the tax would be a subtraction method 
VAT, that is: gross receipts –  business inputs. The location of the con-
sumption would be apportioned by formula, which is to say that simply 
subtracting business inputs from gross receipts results in a tax on con-
sumption facilitated by the business all across the country. Each state 
can only tax consumption within the state, and so the resulting consump-
tion base would need to be multiplied by that fraction of the taxpayer’s 
sales that occur within the state. Stay tuned for more on apportionment 
in the next section. The tax on the base would then be imposed at a low 
rate, say 2%. Because of the broad base of the tax, the revenue raised 
will be substantial.

By its very nature as a tax imposed on businesses, the new tax 
would function as a SALT workaround because it would allow states to 
increase their reliance on taxes deductible at the federal level.

2. Tax on QBI

Remember that 76% of the QBI benefit goes to those earning $200,000 
or more,67 and so we might start taxing QBI only at this relatively high 
level of income. The rate of tax is a little tricky because, as a deduction, 
the value of the QBI deduction is based on a taxpayer’s marginal tax 
rate. Still, we know the maximum value of the QBI benefit, 7.4% 
(20% * 37%), and so one can imagine a simple rate schedule based on 
a taxpayer’s Adjusted Gross Income, with 7% used for taxpayers with 
income in the highest bracket, with the tax rate decreasing to 4% 
(24% * 20% = 4.8%), corresponding to the lowest marginal rate a tax-
payer might pay who earns $200,000.

66. Four, if one includes the tax on QBI as a consumption tax, per 
the argument infra.

67. See supra note 30 and accompanying text.
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Suppose a taxpayer earns $100,000 in QBI. That benefit saved 
the taxpayer $7,400 at the federal level if the taxpayer is in the highest 
bracket; a 7% tax at the state level would raise $7,000 and largely elim-
inate the benefit if all the income were earned in a state taxing QBI. As 
with the new consumption tax, the tax on QBI will need to be appor-
tioned so that each state only taxes a share reasonably related to busi-
ness activity within the state. The formula will be based on the relative 
number of sales that the underlying unincorporated business that gen-
erated the income made into the state. Because it is hard for a taxpayer 
to move the location of its sales, there will be limited ability for taxpay-
ers to avoid the QBI tax.68

The revenue potential of the QBI tax is substantial. Remember 
that the tax is expected to cost the federal government $40 billion in 
2018, which is likely an underestimate. Suppose that the real cost is $45 
billion and 15% (slightly more than its GDP) is apportioned to Califor-
nia; that’s $6.75 billion if California taxes the benefit away.

Note that if a state did pursue this option, it would be increas-
ing taxes on many of the same taxpayers most impacted by the capping 
of the SALT deduction. There is therefore a good argument that the QBI 
tax be used as a mechanism to mitigate the capping of the deduction. 
How might this work? A state could permit a 100% credit69 against the 
QBI tax for the value of the SALT deduction that is lost. To return to 
our example. Suppose that our taxpayer with $100,000 of QBI also has 
$20,000 in state and local tax liability (other than QBI liability). $10,000 
of the state and local tax liability is no longer deductible, which costs 
the taxpayer $3,700 more in federal taxes, assuming the same 37% rate. 
The QBI deduction gave this taxpayer $7,400 in federal savings that the 
state is going to tax at a 7% rate, for a QBI tax liability of $7,000. That 
liability will be reduced to $3,300 on account of the credit for the loss 
of the SALT deduction.

One might ask why would any of this matter to the taxpayer? 
In the end, the taxpayer only mitigates her losses to the extent the state 
has imposed a new tax on her, and the new credit cannot exceed the 
value of this new tax. Indeed, but consider the political economy going 
forward. Suppose the taxpayer is considering whether or not to vote for 

68. For important caveats, see Part II immediately below.
69. The credit is 100% to simplify matters, but a 90% credit would 

have a similar impact on tax price and allow the state to raise additional reve-
nue in a progressive manner.
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a tax increase of $10,000. If the taxpayer is in California and subject to 
the highest rate, then that taxpayer is now going to be taxed at a 13.3% 
rate rather than a roughly 8% rate once one takes the old unlimited SALT 
deduction into account. A certain number of taxpayers might balk at that 
tax price. However, assuming the taxpayer still has “excess” QBI tax 
liability, then the tax price for the new tax returns to 8% under this 
structure.

There is a deeper elegance to the QBI- SALT credit structure. 
With the QBI tax break, the federal government reduced its own reve-
nues for no good reason. With the SALT cap, the federal government 
made it harder for the states to act, again for no good reason. Linking 
the two allows states to recoup the one loss (QBI) in order to mitigate 
the political economy effects of another (SALT cap).

It is important to note that the projected cost of Code sec-
tion 199A is substantial relative to the projected cost to the change to 
Code section 164. This means that the SALT cap mitigation could be 
substantial. To return to California, our back- of- the- envelope calculation 
indicated that California could raise as much as $6.75 billion from a QBI 
tax. The total cost to all California taxpayers for the loss of the SALT cap 
has been estimated to be about $19 billion.70 Of course, many of these 2.6 
million taxpayers with state and local taxes over $10,000 will not earn 
QBI, and therefore, for the ones that do, the QBI tax is likely to be an 
effective mechanism to mitigate the impact of the SALT cap.

ii. Formulary apportionmEnt: thE WEak link?

As has now been noted several times, states cannot tax consumption out-
side of their states. Yet locating the increment of consumption facili-
tated by a large multistate business will often be a fraught enterprise. 
The traditional solution to this problem among the states is to use for-
mulary apportionment. Formulary apportionment is a method of approx-
imating the location of income or a sale by use of a formula that uses 
some kind of proxy. For a typical multistate corporation, for example, 
we would not try to assess where it produces income, we use a formula 
based on the location of its assets (payroll, property) and customers 
(sales) to assign where income is produced. As will be discussed below, 
the states have been using formulary apportionment for a long time, and 

70. cal. PreliMinarY rePorT, supra note 19, at 13.
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this solution is sufficiently attractive (relative to other options) that the 
European Union has been considering adopting it.71

On the other hand, apportionment by formula was deemed so 
problematic that the authors of the DBCFT proposal dismissed it. And 
there is evidence to support this skepticism, particularly as to apportion-
ment by location of sales only, which is the proposal here. Kimberly 
Clausing has recently found that the shift to a greater use of the sales 
factor, the current trend, results in reduced revenues generally, a find-
ing that is consistent with that of other researchers who conducted sim-
ilar studies.72 Elliott Dubin of the Multistate Tax Commission (MTC) 
found similar results when he modeled state tax capacity after a state 
switched to use of the sales factor.73 California’s Franchise Tax Board 
has reported that the shift to SSF has cost the state a bit more than 5% 
of its corporate tax revenue.74

But why should this be the case? I have found two states that 
actually publish data on apportionment factors. This information also 
indicates that the sales factor is typically the lowest factor, potentially 
much lower.

Chart 1 shows the story from California. Note that not only is 
the sales factor the lowest factor, but it is far lower than what one would 

71. See Proposal for a Council Directive on a Common Consoli-
dated Corporate Tax Base (CCCTB), SWD (2016) 342 final (Oct. 25, 2016); 
see also Joann Martens Weiner, Practical Aspects of Implementing Formu-
lary Apportionment in the European Union, 8 Fla. Tax reV. 629, 647– 48 
(2007); Matthias Petutschnig, Common Consolidated Corporate Tax Base: 
Effects of Formulary Apportionment on Corporate Group Entities (WU Int’l 
Tax’n Research Paper Series no. 2012- 04, 2012), https:// papers . ssrn . com / sol3 
/ papers . cfm ? abstract_id=2178004.

72. See Kimberly A. Clausing, The U.S. State Experience Under 
Formulary Apportionment: Are There Lessons for International Reform?, 69 
naT’l Tax j. 353, 376 (2016) (“Higher sales weights are associated with lower 
revenues in specifications 1, 4, 5, and 6 with 95 percent confidence, in specifi-
cation 2 with 89 percent confidence, and always have a negative sign. Taking 
the average sales weight coefficient from this table, this implies that moving 
from an equal- weighted formula to one that double- weights sales is associated 
with a share of corporate tax revenue in GSP that is about 2.5 percent lower.”).

73. Elliott Dubin, Changes in State Corporate Tax Apportionment 
Formulas and Tax Bases, 55 sT. Tax noTes 563, 563 & nn.3– 4 (Feb. 22, 2010).

74. Allen Prohofsky, Revenue Estimates of California’s Apportion-
ment Formula Changes, 89 sT. Tax noTes 661, 661 (Aug. 13, 2018).

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2178004
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2178004
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*Every year the FTB publishes an annual report, and at the end of each annual report 
is a statistical appendix that presents the last year’s apportionment factors. See State 
of Cal. Franchise Tax Bd., Reports, Plans, and Statistics, https:// www . ftb . ca . gov 
/ Archive / aboutftb / plans_reports . shtml (last updated Jan. 23, 2019). For the past sev-
eral years this data was presented in Table C- 5. Note that Shackelford and Slemrod 
use international data to make similar estimates based on economic fundamentals for 
the United States should it shift to formulary apportionment. Douglas Shackelford & 
Joel Slemrod, The Revenue Consequences of Using Formula Apportionment to Cal-
culate U.S. and Foreign- Source Income: A Firm- Level Analysis, 5 inT’l Tax & PuB. 
Fin. 41, 41 (1998). State data and economists’ evidence suggests that projections based 
on economic fundamentals are likely to be optimistic, especially as concerns the 
sales factor.

Chart 1: The Sales Factor in California*

https://www.ftb.ca.gov/Archive/aboutftb/plans_reports.shtml
https://www.ftb.ca.gov/Archive/aboutftb/plans_reports.shtml
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expect it to be either considering California’s share of national GDP or 
the more complicated model used by Dubin.75

The data from Pennsylvania, in Chart 2, tell a similar, though 
not identical, story.

What can explain the sales factor’s relative underperformance? 
No explanation strikes me as convincing other than that taxpayers have 
an easier time planning to reduce the sales factor as compared to the 
property or payroll factors. As we will see from the history of the sales 
factor, this has always been the concern.

75. See discussion infra.

*Pennsylvania also publishes data on apportionment annually. I have included data for 
all the years available. See, e.g., Tax Year 2010 Statistics on Capital Stock / Foreign 
Franchise Tax Corporate Net Income Tax, Pa. deP’T oF reV., Bureau oF researcH tbl. 7 
(Sept. 2015), https:// www . revenue . pa . gov / General Tax Information / News%20and%20
Statistics / ReportsStats / CT / Documents / 2010_ct_stats . pdf.

Chart 2: The Sales Factor in Pennsylvania*

https://www.revenue.pa.gov/GeneralTaxInformation/News%20and%20Statistics/ReportsStats/CT/Documents/2010_ct_stats.pdf
https://www.revenue.pa.gov/GeneralTaxInformation/News%20and%20Statistics/ReportsStats/CT/Documents/2010_ct_stats.pdf
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The sales factor is crucial for current calculations of state cor-
porate income tax and for calculations of a new entity- level consump-
tion tax and a new tax on QBI. Gaming the sales factor thus allows a 
taxpayer to reduce three different taxes by making one set of strategic 
decisions. This is the opposite of having three taxes at different mar-
gins. Even worse, current state corporate income taxes are already 
apparently providing taxpayers with enough incentive to game the sales 
factor. If we provide more incentive by instituting two new taxes that 
rely on this factor, then we will get more gaming and less revenue than 
expected. Because the sales factor was already underperforming as part 
of corporate income taxes, states should act to correct it regardless. How-
ever, given the theoretical arguments made above to use an entity- level 
consumption tax and QBI tax that relies on SSF, the need to shore up 
the sales factor is more urgent. Fortunately, SSF has recently been 
improved through reforms, and there are a series of further reforms that 
could make it function better still. To see where we are and might go, 
we must first understand where we have been.

A. Introducing Formulary Apportionment

In the very beginning there were not many businesses that did business 
across state lines. As with so much in U.S. law, the law of multistate 
taxation really begins with the railroads. Railroads did business across 
state lines, and states attempted to tax them. At the time, the primary 
state and local tax was the property tax. The railroads, as one might 
expect, were inclined to value their property within a state rather con-
servatively, focusing on the cost of the trains and tracks and stations 
independently. Of course, a train track on its own is not worth very 
much; it is only valuable as part of a network— or so the states quite 
reasonably argued and the Supreme Court agreed.76

Once the Court accepted the proposition that the entire railroad 
had a unitary value as a business, the next question became how could 
any one state impose a tax on its share of the interstate business. Here 

76. See, e.g., Adams Express Co. v. Ohio State Auditor, 165 U.S. 
194, 220– 29 (1897); State R.R. Tax Cases, 92 U.S. 575, 608– 611 (1875); The 
Del. R.R. Tax Case, 85 U.S. (18 Wall.) 206, 231– 32 (1873).
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again, the Court was pragmatic and accepted very approximate formu-
las, such as using the ratio of track miles within a state.77

By the early twentieth century, the states were experimenting 
with other forms of taxes and other methods of apportionment. For 
instance, states began to impose taxes on the net income of corpora-
tions and began using other kinds of formulas, such as the ratio of 
property a corporation owns within a state.78 The Supreme Court there-
fore had to answer the question whether the flexible rule it had estab-
lished for railroads under the property tax would carry over to other 
kinds of taxes and taxpayers. The Court decided, again quite reason-
ably, that its prior reasoning held good. Thus, for instance, in Butler 
Brothers,79 the Supreme Court rejected the argument that a dry goods 
business with offices in different states could evade being treated as a 
unit with other offices.

Over the ensuing decades, as more and more states began to tax 
corporate income, they also adopted a wide variety of apportionment 
formulas. There were family resemblances, of course, but there was con-
siderable variety nonetheless.80 From the perspective of the taxpayers, 
this diversity in tax structure was somewhat mitigated by two factors. 
First, the Supreme Court’s interpretation of the dormant Commerce 
Clause had generally held that states could not tax interstate commerce 
directly. Second, there was a belief that states only had sufficient nexus 
to impose their corporate income taxes on taxpayers with substantial 
physical presence within a state.

Both of these assumptions were shattered in 1959 when the 
Supreme Court decided Northwestern States Portland Cement Co.81 In 
that case, the taxpayer cement company was exclusively engaged in 
interstate commerce but, nevertheless, the Court held that an income 
tax could be levied so long as “the levy is not discriminatory and is 

77. See Adams Express Co., 165 U.S. at 221; State R.R. Tax Cases, 
92 U.S., at 611; Del. R.R. Tax Case, 85 U.S. at 231.

78. Hans Rees’ Sons, Inc. v. North Carolina, 283 U.S. 123, 128– 29 
(1931).

79. Butler Bros. v. McColgan, 315 U.S. 501, 508– 09 (1942).
80. John A. Swain, A Brief History of UDITPA and the Corporate 

Income Tax Uniformity Movement, 49 sT. Tax noTes 759, 760 (2008).
81. Nw. States Portland Cement Co. v. Minnesota, 358 U.S. 450 

(1959).
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properly apportioned to local activities within the taxing State forming 
sufficient nexus to support the same.”82

Northwestern States Portland Cement Co. moved the business 
community to action. Congress passed legislation in response to this 
decision in only a few months. The legislation did two unprecedented 
things. First, Congress acted to limit the ability of the states to impose 
income taxes on out- of- state corporations.83 Roughly, a state is not per-
mitted to impose an income tax on a corporation that only engages in 
solicitation within a state. The idea behind what was supposed to be a 
temporary law was to create breathing room for corporations while Con-
gress studied a broader, permanent solution. To this end, the second 
remarkable thing that Congress did was to commission a report on state 
and local taxation.

The resulting Willis Committee report collected extremely 
valuable information about how state tax systems were currently oper-
ating and in particular noted the lack of uniformity.84 The Committee 
also arrived at a very sensible solution, namely, to impose a uniform sys-
tem of apportionment on the states. As to what the formula should be, 
the Committee also made a reasonable choice: a two factor formula, 
property and payroll. A sales factor was omitted because the commit-
tee believed it was the most difficult to implement.85

The states were not keen to have a federal solution imposed 
upon them.86 In order to forestall legislation, states adopted the Uniform 
Division of Income for Tax Purposes Act (UDITPA).87 UDITPA was the 

82. Id. at 452; Charles E. McClure, Jr., The Difficulty of Getting 
Serious About State Corporate Tax Reform, 67 WasH. & lee l. reV. 327, 
336– 37 (2010) (recounting history).

83. This is Public Law 86- 272, 73 Stat. 555 (1959), which is still 
with us.

84. sTaTe TaxaTion oF inTersTaTe coMMerce: rePorT oF THe sPe-
cial suBcoMMiTTee on sTaTe TaxaTion oF inTersTaTe coMMerce oF THe coM-
MiTTee on THe judiciarY House oF rePresenTaTiVes, H.r. reP. nos. 88- 1480 
(1964), H.r. reP. nos. 89- 565 & 89- 952 (1965) (four- volume report).

85. H.R. Rep. No. 89- 952, at 1135, 1144– 50 (fourth volume of sTaTe 
TaxaTion oF inTersTaTe coMMerce: rePorT, supra note 84); see also McLure, 
supra note 82.

86. History in this paragraph is drawn from Swain, supra note 80.
87. uniForM diVision oF incoMe For Tax PurPoses acT § 16(a) 

(uniF. laW coMM’n 1957). Many of these same states went a step further and 
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result of a project undertaken by the National Conference of Commis-
sioners on Uniform State Law Commission in the 1950s and completed 
in 1957. The model law synthesized and revised current state practice 
but, most of all, offered uniformity. “[B]y 1967, 19 states and the Dis-
trict of Columbia had adopted UDITPA.”88 This was sufficient to head 
off congressional action.

B. UDITPA and the Sales Factor

Unlike the proposal from the Willis Committee, UDITPA used three 
factors to apportion income— the third factor being sales. Despite its dif-
ficulty, this was a sensible decision. After all, the property and payroll 
factors are likely to be similar for most businesses and act to apportion 
income to the states that are producing a good or a service. This is fair 
enough, as surely the state providing the governmental services to sus-
tain, say, a factory, should receive a share of the income that that fac-
tory generates. At the same time, the state that is the market for the 
factory’s products also has a claim since it is providing the governmen-
tal services that help maintain the market that is generating the income. 
Without a sales factor, the producing states would essentially get all of 
a multistate corporation’s income apportioned to them. If productive 
assets, and net income from those assets, were evenly distributed across 
states, then this might not matter much, but they are not— hence, the 
import of the sales factor.

Unfortunately, UDITPA’s approach to the sales factor con-
tained a deep, if understandable flaw. As to sales of tangible personal 
property, UDITPA had the simple rule that the sales were to be included 
in the numerator of a state if “the property is delivered or shipped to a 
 purchaser . . .  within this state.”89 This is the right rule and gives credit 
to the market states. Alas, as to sales of anything other than tangible 
personal property, UDITPA Section 17 established a rule that often 
locates the sales of intangibles and services in the producing states. To 

entered into the Multistate Tax Compact, which included UDITPA. MulTi-
sTaTe Tax coMPacT art. IV, http:// www . mtc . gov / The - Commission / Multistate 
- Tax - Compact (last visited May 5, 2019).

88. Swain, supra note 80, at 763.
89. uniForM diVision oF incoMe For Tax PurPoses acT § 16(a) 

(uniF. laW coMM’n 1957).

http://www.mtc.gov/The-Commission/Multistate-Tax-Compact
http://www.mtc.gov/The-Commission/Multistate-Tax-Compact
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be charitable, this decision should be seen against the backdrop of an 
economy where such sales were less important. Furthermore, this deci-
sion should be seen as Solomonic vis- à- vis the choice of the Willis 
Committee not to have the sales factor at all. UDITPA essentially 
grants the market states something, but only as to sales of tangible 
personal property which, presumably, are easier to track.

Though understandable, shifts in the economy have made this 
flaw in the design of the sales factor more serious. Sales of intangibles 
and of services are a larger part of the economy relative to sales of tan-
gible personal property. Fortunately, there is now a strong trend in the 
states to adopt market- based sourcing for locating the sale of a service 
or intangible. The MTC has promulgated a model statute and regula-
tions,90 which many states are adopting.91

The shift to market- based sourcing has followed a strong trend 
to favor the sales factor and indeed to use only the sales factor to appor-
tion corporate income.92 States have chosen to use SSF because they 
believe it will spur economic development.

Here is an extended example of why this could be so. Suppose 
California has the traditional three- factor formula and, Orange, a corpo-
ration with which California has nexus, has $1 billion in profits. Orange 
owns 20% of its total property in California, has 30% of its employees in 
California, and makes 10% of its sales in California. Since each factor 
is weighted equally, the blended ratio ((10% +  20% +  30%) / 3) is 20%, 
meaning that Orange is taxable on $200 million in profits in California. 
Remember, this is not what Orange owes, just what California can tax. 
If California has a 10% CIT rate, then Orange owes $20 million.

Now suppose California switches to SSF, as it indeed has. Since 
Orange only has 10% of its sales in California, under an SSF regime 
California can only tax $100 million of Orange’s income (as compared 
to $200 million under the traditional 3- factor formula). Now consider 
another corporation, call it OnlineDepot. It has 5% of its employees in 

90. Model general allocaTion & aPPorTionMenT regulaTions 
(Multistate Tax Comm’n 2017), http:// www . mtc . gov / getattachment / Events - Trai 
ning / 2017 / Special - Meeting / FINAL - APPROVED - 2017 - Proposed - Amen dme 
nts - to - General - Allocation - and - Apportionment - Regulat . pdf . aspx.

91. See, e.g., Chris Bailey, New Jersey Enacts Combined Reporting 
and Updates Federal Conformity in Sweeping Tax Overhaul, salT Talk Blog 
(July 9, 2018), https:// www . bna . com / new - jersey - enacts - b73014477166 / .

92. Shanske, supra note 60, at 312– 13.

http://www.mtc.gov/getattachment/Events-Training/2017/Special-Meeting/FINAL-APPROVED-2017-Proposed-Amendments-to-General-Allocation-and-Apportionment-Regulat.pdf.aspx
http://www.mtc.gov/getattachment/Events-Training/2017/Special-Meeting/FINAL-APPROVED-2017-Proposed-Amendments-to-General-Allocation-and-Apportionment-Regulat.pdf.aspx
http://www.mtc.gov/getattachment/Events-Training/2017/Special-Meeting/FINAL-APPROVED-2017-Proposed-Amendments-to-General-Allocation-and-Apportionment-Regulat.pdf.aspx
https://www.bna.com/new-jersey-enacts-b73014477166/
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California, 5% of its property in California, but 20% of its sales in Cal-
ifornia. Under the traditional system, California could only reach 10% 
of OnlineDepot’s income ((5% +  5% +  20%) / 3), but now California 
can tax 20%, i.e., just its sales factor. Hence, California is shifting the 
weight of its CIT to importers versus exporters.

At least that is what this shift is supposed to do in theory and 
thereby, also in theory, encourage in- state job creation. Whether SSF 
leads to economic development in practice is another matter. I am skep-
tical if for no other reason than the trend to SSF among the states means 
that no state is getting an advantage.93 For our purposes, it does not mat-
ter whether or not SSF is actually a spur for economic development 
because it is an apt measure for the location of consumption and that is 
what we would like the states to tax.

C. The Constitution and the Single Sales Factor

Once one understands its rationale as a tool for economic develop-
ment, at least as a matter of state politics, one might then ask if SSF is 
permissible. The primary argument against it is that it is improperly 
advancing in- state business interests. To return to our example, the shift 
to SSF increases taxes on out- of- state firms and reduces taxes on in- 
state firms.

The Supreme Court rejected this argument in Moorman in 
1978.94 The Court reasoned that ruling against the SSF would constitu-
tionalize a defensible state tax policy decision. If SSF were unconstitu-
tional, what about double weighting the sales factor? Or what about 
interpreting the sales factor in a way that advantaged local businesses? 
The Court eschewed this path. Our deeper understanding of entity- level 
taxes can make it even more clear why this was a sound decision.

Let’s return to New Hampshire and suppose that the state opted 
just to use the sales factor for its VAT on the theory that this factor best 
locates where consumption is happening?95 This is what California had 
proposed to do with its subtraction method VAT.96 Texas’s Margin Tax, 
which is an odd approximation of a subtraction method VAT, also uses 

93. For more, see id. at 314– 15.
94. Moorman Mfg. Co. v. Bair, 437 U.S. 267, 281– 82 (1978).
95. It currently uses the traditional three- factor formula. N.H. ReV. 

sTaT. ann. § 77- E:4 (LexisNexis 2019).
96. See Stark, supra note 48.
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SSF.97 Or take the DBCFT; it would have allowed a deduction of labor 
expenses,98 just like a CIT, as well as immediate expensing, which is 
different from a CIT, but not that different from a CIT with accelerated 
depreciation, which is to say the current federal CIT.

Returning to our problem, if a state adopted the DBCFT with 
SSF as part of a larger move to a progressive consumption tax, why 
should that option be foreclosed just because the DBCFT itself resem-
bles the CIT and is, in fact, a tax on (some) of the profit of corporations 
(and other firms)? Assuming that such an expedient should not be fore-
closed as a matter of constitutional law and supposing for the sake of 
argument that the DBCFT is the baseline, then the CIT in its current 
form is just an imperfect DBCFT- type consumption tax because it does 
not permit complete expensing.

As a matter of doctrine, one could argue that this conclusion fol-
lows a fortiori from the Court’s most recent (1991) pronouncements in the 
area. In Trinova, the Supreme Court considered Michigan’s Single Busi-
ness Tax (SBT), which was an addition method VAT. The tax used the 
traditional three- factor apportionment formula. Taxpayers objected that 
for this kind of tax there was not sufficient uncertainty to justify using the 
three- factor formula. The Court responded that locating “value added” is 
no more certain than income and thus the state could use a formula.

The Court also held that using the sales factor was fair. The tax-
payer had argued that it was one thing to use property and payroll to 
calculate the location of its profits and wages, but its sales into Michi-
gan were not relevant.99 About this, the Court stated:

We have . . .  already concluded that sales (as a measure 
of market demand) do have a profound impact upon 
the amount of an enterprise’s value added, and there-
fore reject the complete exclusion of sales as somehow 
resulting in more accurate apportionment. We further 
reject this critique because it cannot distinguish appli-
cation of the three- factor formula to a VAT from appli-
cation to an income tax. . . .  [A]s we responded to a 
similar argument in Moorman Mfg. Co., whatever the 
merit of Trinova’s argument that sales do not contribute 

97. Tex. Tax code ann. § 171.106(a) (West 2019).
98. Auerbach et al., supra note 57.
99. Note that the sales factor was by far the largest.
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to value added “from the standpoint of economic the-
ory or legislative policy, it cannot support a claim in 
this litigation that [the State] in fact taxed profits not 
attributable to activities within the State during the 
yea[r 1980].” 437 U.S., at 272.100

Given that the Court has permitted the use of three factors for 
a VAT- type tax in part because it cannot be distinguished from an 
income tax as a matter of constitutional law, it is hard to see why the 
holding of Moorman, which permits a SSF for purposes of the corpo-
rate income tax, should be disturbed if a state takes the position that only 
taxing sales is all it wants to do. Using SSF for a VAT- type tax is actu-
ally more consonant with the theory of a VAT.

D. Improving the Single Sales Factor

Using the sales factor is theoretically desirable if we want to tax con-
sumption and legally permissible, but, as we saw, it might not be very 
effective. The shift of the states to market- based sourcing of sales is a 
big improvement, one that has perhaps not yet shown up in the data. In 
addition to market- based sourcing, there are three specific related 
reforms that I propose, all grounded in recent work on tax compliance, 
and so that is where we will begin.

1. Background: Theories of Tax Compliance

An intuitive line of thinking about tax compliance asserts that uncer-
tainty is good for the tax collector. Consider the secrecy surrounding 
the method the IRS uses for choosing which taxpayer to audit.101 In fact, 
there is general evidence that taxpayers have an aversion to uncertainty, 
and this suggests that taxpayers might overcorrect to avoid an uncertain 
outcome.102

There is also a specific reason that the corporate taxpayers we 
are concerned with should be uncertainty averse. As of July 2006, there 

100. Trinova Corp. v. Mich. Dep’t of Treas., 498 U.S. 358, 382– 83 
(1991) (second and third alterations in original).

101. Sarah B. Lawsky, Modeling Uncertainty in Tax Law, 65 sTan. 
l. reV. 241, 270– 73 (2013).

102. Id. at 271.
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is Financial Accounting Standards Board Interpretation No. 48 (FIN 48). 
FIN 48 requires all public companies and some private companies to 
take into account tax uncertainty by holding reserves. For positions 
more likely than not to pass muster (over 50%), the taxpayer must 
assign some probability to the chance of failure (say 40%) and multiply 
that percentage by the maximum tax benefit. The resulting number 
must be recorded as a FIN 48 liability. Any tax benefit less likely than 
not to succeed is to be recorded as entirely a liability.103 Thus, as one 
leading practitioner put it: “FIN 48 creates a new model: Unless the 
planning yields a highly certain result, there can be no financial state-
ment recognition for the uncertain planning.”104 One might expect that 
FIN 48 has therefore reduced the incentive for taxpayers to engage in 
tax planning, and there is some evidence, anecdotal and otherwise, to 
that effect.105 There is also significant evidence that managers are more 
sensitive to accounting measures of their performance relative to tax 
measures.106

There is evidence on the other side concerning the continued 
significant use of planning by corporate taxpayers. This makes sense 
for many reasons, including that taxpayers can still enjoy some of the 
benefit of an uncertain position so long as it is more likely than not, 
and even unlikely positions can be enjoyed once the statute of limita-
tions expires.107 In any event, given the difficulty of defining one’s 
terms or of hypothesizing what tax would have been collected if not 
for tax planning, the point is not that we know for sure that there are 

103. Elliott Dubin & Ann Boyd Davis, Could FIN 48 Have Con-
tributed to an Increase in Nonfilers’ Compliance?, 53 sT. Tax Notes 819, 823 
(Sept. 21, 2009); see also FasB inTerPreTaTion no. 48 (Fin. Accounting Stan-
dards Bd. 2006).

104. Charles F. Barnwell, Jr., State Tax Planning— What’s Left?, 54 
sT. Tax noTes 857, 861 (2009).

105. Dubin & Davis, supra note 103, at 826 (“Although the over-
riding goal of FIN 48 was to increase transparency and promote more accu-
rate financial reporting, it seems as though it has also increased state tax 
compliance because the number of businesses entering income tax voluntary 
disclosure agreements in the NNP doubled from 2003 to 2006.”)

106. See Batchelder, supra note 27 (summarizing evidence).
107. Barnwell, supra note 104, at 861– 862. For another list of plan-

ning possibilities, see list at Donald Bruce et al., On the Extent, Growth, and 
Efficiency Consequences of State Business Tax Planning, in Taxing corPoraTe 
incoMe in THe 21sT cenTurY 226, 232– 34 (Alan J. Auerbach et al. eds., 2007).
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risk averse corporate taxpayers,108 just that it is likely that some tax-
payers are more risk averse.

The traditional line of thinking about tax and uncertainty, along 
with the limited evidence about FIN 48, indicates that governments have 
fallen into a very advantageous position relative to taxpayers on account 
of the uncertainty surrounding SSF and formulary apportionment. The 
last thing the government should do now is offer more guidance that 
reduces the uncertainty. This conclusion does not actually follow from 
careful thinking about tax compliance.

The first reason that uncertainty is not to be simply espoused is 
grounded in principles of fairness, rule of law and tax morale.109

The second reason is that uncertainty can only nudge taxpay-
ers towards compliance if a proper result is more certain.110

The third reason is that this uncertainty is making it necessary 
for all taxpayers to engage in more tax planning, which is socially 
wasteful.111

The fourth reason is that the uncertainty is a blunt object and 
does not screen out compliant taxpayers from non- compliant ones.112 
Again, this is because there is no easier route.

So the compliance literature counsels towards states explaining 
what a proper sales factor calculation should look like, which brings us 
to the first proposed reform.

2. Reform One: Craft a More Certain Route  
Amidst Uncertainty

Take Corporation X, which is uncertainty averse and eager to be com-
pliant with the least possible cost. The outside accountants report to the 

108. Jennifer Blouin, Defining and Measuring Tax Planning Aggres-
siveness, 67 naT’l Tax j. 875, 876– 77 (2014); see also Charles E. McLure, Jr., 
Comments, in Taxing corPoraTe incoMe, supra note 107, at 262, 262– 67 (criti-
cal comments on Bruce et al., supra note 107).

109. See, e.g., Dominic de Cogan, Tax, Discretion and the Rule of 
Law, in THe delicaTe Balance: Tax, discreTion and THe rule oF laW 1 (Chris 
Evans et al. eds., 2011).

110. Lawsky, supra note 101, at 270– 71.
111. Leigh Osofsky, The Case Against Strategic Tax Law Uncer-

tainty, 64 Tax l. reV. 489, 501 (2011).
112. Leigh Osofsky, Who’s Naughty and Who’s Nice? Frictions, 

Screening, and Tax Law Design, 61 BuFF. l. reV. 1057, 1059 (2013).
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tax director that the apportionment factor for a particular state is 10%. 
How should the tax director respond? If the question were about fed-
eral taxes and the accountants reported an effective tax rate of 15%, 
then the tax director would know that this rate is lower than the nomi-
nal rate (21%). The director would want to know, and could perhaps 
find out, the more specific rate of other firms in the same business. This 
would also provide some context. The director could then ask about the 
analytic steps that reduced the effective rate and query the soundness 
of each.

In the apportionment context, the situation is much murkier. 
There is no formal benchmark for sales into a state for a given firm, and 
it is doubtful that other firms in the industry will share their apportion-
ment factors. But perhaps we can make a little progress towards giving 
the tax director some guidance. Return to Chart 1 showing California’s 
experience with the factors.

There are two lines that are meant to show what we might expect 
California’s overall apportionment factor to be. One is a simple ratio of 
California’s GDP to U.S. GDP. The other is a number derived by Elliott 
Dubin of the MTC. The number Dubin arrived at for California’s total 
corporate income tax capacity is actually a sum of industry shares cal-
culated by the federal government, which means that much more refined 
estimates of sales into a state are possible. Wait, so the federal govern-
ment calculates the state of sales by industry? Alas, not exactly, but there 
is data, along with a methodology, that can bring us closer at least to an 
industry benchmark.

The Economic Census provides data on the value of sales 
by industry and state every five years.113 Alas, as Dubin explains, these 
sales are by origin of the sale and not destination. However, this data 
can be broken down by very small industry subsector, such as 
“Hotels.”114 Hotels provide a service that, by definition, is not likely to 
cross state lines, and so the Economic Census could provide a reason-
able approximation of a sales factor for a multistate corporation such 
as Hilton.

113. Data Set EC1200A1: All Sectors: Geographic Area Series: 
Economy- Wide Key Statistics: 2012, u.s. census Bureau, (Apr. 19, 2018), 
https:// factfinder . census . gov / faces / tableservices / jsf / pages / productview 
. xhtml ? pid=ECN_2012_US_00A1 & prodType=table.

114. Note that this is not part of the ACIR/TPC/Dubin methodol-
ogy, but the author’s own observation/contribution.

https://factfinder.census.gov/faces/tableservices/jsf/pages/productview.xhtml?pid=ECN_2012_US_00A1&prodType=table
https://factfinder.census.gov/faces/tableservices/jsf/pages/productview.xhtml?pid=ECN_2012_US_00A1&prodType=table
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For instance, relying on the Economic Census, California had 
14.73% of all hotel sales in 2012,115 as compared to its 13.23% share of 
GDP.116 Using the same procedure, Alabama accounts for 0.76% of sales 
in hotels, while it accounts for 1.17% of GDP. Clearly 15% is not neces-
sarily a better benchmark than 13%, but it does suggest that it would be 
odd for the hotel sector in general to come in with a California sales 
factor that is well below California’s share of GDP. Suppose there were 
two— and only two— national chains of hotels, Hilton and Marriott. 
Suppose as well that Hilton knows that it has 75% of the California mar-
ket. Suppose that the two hotel chains otherwise split the rest of the 
national market 50- 50. In this situation, one can reverse engineer what 
Hilton’s California sales factor should be so that the total sales factor 
for the state should be 15% (see Table 1).

No doubt this is a very simplified example. A taxpayer is 
unlikely to have such a precise number for market share. Furthermore, 
at least some hotels are wholly in- state enterprises, which means they 

115. Using Census Bureau Data, supra note 113, to compare 2012 
NAICS code 72111 (“hotels (except casino hotels) and motels”) for California 
with that of the United States as a whole.

116. GDP by State, Bureau oF econ. analYsis, https:// www . bea 
. gov / data / gdp / gdp - state (last modified Apr. 9, 2019).

Table 1: An Example of Approximating a Sales Factor

Hotel Industry Notes

Total CA Sales $1,500,000.00 15% per Economic Census
Total U.S. Sales $10,000,000.00

Hilton
Total CA Sales $1,125,000.00 75% of $1.5m
Total U.S. Sales $5,375,000.00 CA sales plus half of 

remaining sales
Hilton’s CA Sales Factor 20.93%

Marriott
Total CA Sales $375,000.00 25% of $1.5m
Total U.S. Sales $4,625,000.00 CA sales plus half of 

remaining sales
Marriott’s CA Sales Factor 8.11%

https://www.bea.gov/data/gdp/gdp-state
https://www.bea.gov/data/gdp/gdp-state
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do not apportion at all. If such businesses are a large share of the mar-
ket then this weakens the argument that the sales of interstate firms 
should approximate the Census results. These are good points and it is 
certainly why this methodology does not produce results that should 
bind taxpayers. Rather, taxpayers, who possess knowledge of their 
market share can back out a benchmark number from publically avail-
able data and assess where they are. On the other side, tax administra-
tors can look at the sales factors for a given industry and compare it to 
the Census and wonder if further analysis should be undertaken if the 
deviation appears unaccountably large.

The procedure just outlined above will only go so far because 
most of the sales we are interested in will be interstate, and so Dubin 
uses a more involved procedure for all industries. This procedure was 
first developed by the U.S. Advisory Commission on Intergovernmen-
tal Relations, then used again by the Tax Policy Center.117

The Bureau of Economic Analysis (BEA) tracks the input and 
output of industries. For some industries the output is the end user. For 
other industries, the output is to some other industry. In order to come 
up with an apportionment percentage, one needs to assess how many 
end users are in a given state if the product is consumed. Alternatively, 
one needs to assess how much industry is in a state if an input is to be 
used in business. As for final users, this methodology assumes that the 
final users track the share of that state’s GDP. Note that this measure 
can be refined insofar as we have some data on particular consumption 
patterns per state. As for intermediate users, we have data from the BEA 
on the state by state distribution of various industries.118

Two examples will hopefully make this procedure clearer. First, 
take food and beverage purchases. According to the BEA, over 99% of 
purchases from food and beverage stores are for final consumption.119 
This is a category for which we do not need to worry about intermedi-
aries. We could just say that consumption for this industry should track 

117. Dubin, supra note 73, at 563 nn.3– 4 (Feb. 22, 2010) (noting 
sources).

118. Rather than rely on where industries are located in the input- 
output tables, one could instead use where an industry’s payroll is located, as 
was done by the ACIR.

119. Use of Commodities by Industries/Before Redefinitions/ 
Producer Value, Bureau econ. analYsis, 2012: IOCode 445, https:// www 
. bea. gov / industry / input - output - accounts - data (last visited May 5, 2019).

https://www.bea.gov/industry/input-output-accounts-data
https://www.bea.gov/industry/input-output-accounts-data
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state GDP, which seems sensible and so California’s factor should be 
13.23% and Alabama’s 1.17%. However, using the BEA’s personal 
expenditure data for 2012,120 we get a 1.40% factor for Alabama and an 
11.92% factor for California.

What about an intermediate good, like fabricated metal? 
According to the BEA, 16.52% of fabricated metal is used in the con-
struction industry.121 Going back to the 2012 Economic Census, con-
struction materials consumed in Alabama were 1.33% of the national 
total, while such costs in California were 9.92% of the national total.122 
Note that this percentage of total sales to California is significantly less 
than California’s share of GDP (13.23%). By contrast, Texas, with just 
under 9% of GDP, accounted for 10.54% of construction materials cost 
in 2012. So, as to an interstate manufacturer of fabricated metal, we can 
say that we would expect about 10% of the 16.52% of its sales to the 
construction industry to be apportioned to California. The BEA Input- 
Output tables of course account for all 100% of the output of an indus-
try, and so what would be required would be to repeat this procedure 
and add the percentages to get an estimate of what the total sales factor 
for a state should be.

Though imperfect, how could this information be operational-
ized? Suppose the department of revenue of a state explained this meth-
odology and stated that it would expect that the sales factor for a given 
industry should come within 50% of the benchmarks it generated.123 (If 
50% seems too generous, note the results of Chart 1 above, which indi-
cate that currently, at least in California, there is over a 100% discrep-
ancy between what the overall economic data suggest and the actual 

120. Personal Consumption Expenditures by State, Bureau econ. 
analYsis, 2012, https:// apps . bea . gov / regional / histdata / releases / 1215pce / index 
. cfm (last visited May 5, 2019).

121. Use of Commodities by Industries/Before Redefinitions/Pro-
ducer Value, Bureau econ. analYsis, 2012: IOCode 332, https:// www . bea 
. gov / industry / input - output - accounts - data (last visited May 5, 2019).

122. Data Set EC0723A1, Construction: Geographic Area Series: 
Detailed Statistics for Establishments, Cost of Materials, Components and 
Supplies, 2007, u.s. census Bureau, https:// factfinder . census . gov / faces / table 
services / jsf / pages / productview . xhtml ? pid=ECN_2007_US_23A1 & prod 
Type =table.

123. The 50% fudge factor is taken from Daniel Shaviro, The Opti-
mal Relationship Between Taxable Income and Financial Accounting Income: 
Analysis and a Proposal, 97 geo. l.j. 423, 475 (2009).

https://apps.bea.gov/regional/histdata/releases/1215pce/index.cfm
https://apps.bea.gov/regional/histdata/releases/1215pce/index.cfm
https://www.bea.gov/industry/input-output-accounts-data
https://www.bea.gov/industry/input-output-accounts-data
https://factfinder.census.gov/faces/tableservices/jsf/pages/productview.xhtml?pid=ECN_2007_US_23A1&prodType=table
https://factfinder.census.gov/faces/tableservices/jsf/pages/productview.xhtml?pid=ECN_2007_US_23A1&prodType=table
https://factfinder.census.gov/faces/tableservices/jsf/pages/productview.xhtml?pid=ECN_2007_US_23A1&prodType=table
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results.) The department of revenue would explain that it would consider 
petitioning for equitable apportionment should the discrepancy be 
inexplicable— and even if the calculations that result in the lower appor-
tionment were themselves correct.

Assuming that a state has so acted, then the tax director can com-
pare the benchmark sales factor for an industry with the sales factor that 
she is about to use for her corporation’s taxes. Suppose the factor her 
accountants have arrived at is substantially lower than what the bench-
mark would indicate. As with her effective tax rate, she can ask why. 
Perhaps the Census or BEA category is a poor fit for her firm.124 Perhaps 
there is a lot of wholly in- state businesses in the industry and so this 
makes the national data inapposite. Perhaps it can be demonstrated that 
the sales factor calculation was wholly straightforward, with no signif-
icant assumptions, which could be possible for many businesses. These 
would all be very good reasons, and even a risk averse tax director could 
embrace a low sales factor.

Yet other scenarios are possible. Perhaps further discussions 
reveal that the key reason for the divergence was a decision made about 
the nature of the corporation’s primary product. As to the new sourcing 
regulations for services and intangibles, there is lots of room for rea-
sonable disagreement. The director could choose to embrace the rea-
sonable interpretation that reaches the best tax result. On the other hand, 
the director might observe that if every firm in the industry were to 
embrace this interpretation, then the industry- wide sales factor would 
fall far below the benchmark. Such a result would attract the attention 
of the revenue authority and this discrepancy, if sufficiently large in indi-
vidual cases, could be grounds for equitable apportionment, even if a 
court were to agree with the taxpayer about the best construal of the 
sourcing regulation.

The benchmark would not be operating like a safe harbor 
because there is no assurance that it provides the right result in a given 
case. The benchmark would also not provide a “sure shipwreck” because 
we have canvassed the many reasons why even a substantial deviation 

124. Though note that the BEA data gets pretty granular, at least at 
five year intervals, which gets down to “over 425 industries and commodities 
and 13 final use categories.” Measuring the Nation’s Economy: An Industry 
Perspective, Bureau econ. analYsis 14 (2011), https:// www . bea . gov / resources 
/ methodologies / industry - primer.

https://www.bea.gov/resources/methodologies/industry-primer
https://www.bea.gov/resources/methodologies/industry-primer
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from the benchmark is acceptable. A sure shipwreck is a result that is 
explicitly rejected by the government.125 In general taxpayers will clus-
ter in a safe harbor and sail away from a sure shipwreck, though the 
range of where they will flee will be much broader. At the risk of tor-
turing the analogy, it seems to me that the proposed benchmark serves 
the role of lighthouse amidst the fog. It provides orientation in a murky 
situation; it will not lead to the clustering of a safe harbor but will lead 
to some more channeling than a sure shipwreck. Specifically, those tax-
payers most interested in safety have been provided with some addi-
tional rough guidance.

There are numerous objections one might lodge against this 
approach. For instance, one might doubt that a significant percentage of 
taxpayers would respond to this vague guidance. Yet, as explained above, 
there is evidence of risk aversion both among taxpayers in general and 
corporations in particular. If the empirical proposition is wrong, it does 
not seem like this proposal would have cost the states very much.

Another objection could emphasize just how many assumptions 
have gone into these benchmarks, and thus taxpayers must be given large 
leeway in the results they arrive at. Because this is so, they cannot pro-
vide meaningful guidance. Yet, at least based on the information and 
analysis from California, the discrepancy between the benchmarks and 
actual sales factor might be as large as 100%. Again, it will be an empir-
ical matter whether or not the benchmarks channel risk averse taxpay-
ers in a meaningful way, but reducing the deviation by 50% would be 
significant based on the California data.

The point can be put another way. Currently, there are regula-
tions that guide corporations on sourcing their sales for purpose of the 
sales factor. For instance, the California regulations use a cascade of 
different presumptions depending on the type of item sold. At the bot-
tom of some of these waterfalls is the ability to use the percentage of 
California’s population if nothing else will work.126 Clearly, the use of 

125. Susan C. Morse, Safe Harbors, Sure Shipwrecks, 49 u.c. 
daVis l. reV. 1385, 1387 (2016).

126. cal. code regs. tit. 18, § 25136– 2(b)(7) (Barclays 2019) 
(definition of reasonably approximated); cal. code reg. tit. 18, § 25136– 2(c)
(1)(B) (Barclays 2019) (use of reasonably approximated at bottom of waterfall 
for services). The current version of the proposed model sourcing regulations 
from the MTC also incorporates relative population calculation in limited 
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population stems from the same intuition as the one outlined here as to 
what a rough benchmark should be. Yet the methodology outlined here 
is a bit more precise and should, at the very least, be the method that 
corporations use to arrive at a “reasonable approximation” when more 
direct methods are unavailing.

Another objection worries about the integrity of the national 
data if it were to be employed in this way. This claim is particularly 
strong as to concentrated industries and those results that would rely 
directly on Economic Census data. The problem is more severe in con-
centrated industries because they are more likely to overcome the coor-
dination problem and/or the stakes for each firm to direct activities to 
lower tax states could be significant. In a more diversified industry, each 
corporation would have less incentive and ability to distort the data.

It is an empirical question how big a problem this might turn 
out to be. I believe that the answer is that it is not likely to turn into a 
big problem. Most business taxpayers do not need to apportion under a 
state corporate income tax. Of those that do, many will present relatively 
straightforward calculations. For the handful of large firms in concen-
trated industries for which such a strategy is even conceivable, it would 
require a lot of forethought to manipulate the input- output tables, as 
those are not by geography but by function. It is hard to imagine a memo 
coming out of the tax department asking the department that responds 
to the Census to shave off some sales made to other businesses that tend 
to be located in high tax states— hard to imagine, but not impossible. 
Certainly if the taxes under consideration were to be much higher than 
they currently are or are planned to be, it would seem a great deal more 
imaginable. Though note that even then the lack of uniformity among 
the states might make divining a winning distortion pattern difficult. A 
further complication is that any beneficially skewed Census results will 
not be available until many years in the future. In short, we would have 

circumstances. See also Attachment to Uniformity Committee Minutes of 
August 9, 2016 Meeting, Reg. IV.17.(d).(3)(B)3.c.i– iii (July 28, 2016), http:// 
www . mtc . gov / getattachment / Uniformity / Project - Teams / Section - 17 - Model 
- Market - Sourcing - Regulations / Sec - 1 - 17 - Draft - Regulations - as - of - 7 - 28 - 16 
- with - 8 - 10 - 16 - modifications - v2 . pdf . aspx. Appropriately, the General Counsel 
of the MTC, Helen Hecht, has flagged the use of population as one issue to con-
sider in revising Section 18. See Amy Hamilton, Hecht Lists Alternative Appor-
tionment Issues for MTC to Revisit, 78 sT. Tax noTes 813 (Dec. 14, 2015).

http://www.mtc.gov/getattachment/Uniformity/Project-Teams/Section-17-Model-Market-Sourcing-Regulations/Sec-1-17-Draft-Regulations-as-of-7-28-16-with-8-10-16-modifications-v2.pdf.aspx
http://www.mtc.gov/getattachment/Uniformity/Project-Teams/Section-17-Model-Market-Sourcing-Regulations/Sec-1-17-Draft-Regulations-as-of-7-28-16-with-8-10-16-modifications-v2.pdf.aspx
http://www.mtc.gov/getattachment/Uniformity/Project-Teams/Section-17-Model-Market-Sourcing-Regulations/Sec-1-17-Draft-Regulations-as-of-7-28-16-with-8-10-16-modifications-v2.pdf.aspx
http://www.mtc.gov/getattachment/Uniformity/Project-Teams/Section-17-Model-Market-Sourcing-Regulations/Sec-1-17-Draft-Regulations-as-of-7-28-16-with-8-10-16-modifications-v2.pdf.aspx
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to see, but this does not seem like a problem so severe and certain that 
this expedient should not be considered.

In any event, there is little question that this methodology is 
essentially reactive, i.e., taking bits of data already collected rather than 
collecting data specifically for this purpose. This could be done, espe-
cially if there were perceived manipulations by taxpayers, but such a 
project would also clearly be worthwhile as a means of getting more pre-
cise estimates that can be made public. Again, we want to make compli-
ance easy. Canada uses a similar system to calculate “estimated taxable 
consumption” in order, roughly speaking, to allocate the revenue raised 
by a subnational VAT to the provinces that levy the VAT.127 That system 
is administered by the central government (along with a third party). It 
seems unlikely that our federal government is going to play the same role 
in this country, but one can imagine a number of states partnering with a 
third- party firm to provide state- by- state industry estimates based on 
publically available and specially collected data.

3. Reform Two: Focus on the Ends

In addition to providing a clearer baseline, states should consider whether 
the new rules for sourcing the sales of a service or intangible property 
should also apply to tangible personal property. A peculiar inversion 
has occurred in terms of the sourcing rules for sales of intangibles 
property versus tangible property. As discussed above, the original 
UDITPA rules required that a taxpayer source a sale of tangible per-
sonal property to its destination but, in many cases, sources the sale of 
intangible property to its production. The new MTC Model rules— and 
many actual state laws— now require that sales of intangibles be sourced 
to their destination.

These new rules, as noted above, allow for reasonable estima-
tions when there is no clear fact of the matter. To return to our example, 
there is no clear location of where an accounting service is received by 
a business operating nationally. I think the new laws and regulations do 
a good job, though, of course, my first proposal seeks to improve them 
further.

But now let’s return to sales of tangible personal property. In 
the usual case, a sale is sourced to the ultimate destination, but not if the 

127. Richard M. Bird & Pierre- Pascal Gendron, Sales Taxes in 
Canada: The GST- HST- QST- RST “System,” 63 Tax l. reV. 517, 557– 59 (2010).
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sale is to an independent intermediate entity that is going to warehouse 
the good. In such a case, the rule still is, as it always was, that the sale is 
sourced to the location of the warehouse.128 This rule, like the original 
rule for intangibles, has the merit of simplicity, but opens up the possi-
bility of significant abuse. Of particular concern is that a taxpayer can 
avoid both the corporate income tax and the new tax on business entities 
through taking advantage of this provision. Here is the strategy:

Under a formulary apportionment system, a highly 
profitable company could sell its products in a fully 
arms- length transaction to a much less profitable retail 
company in a low- tax jurisdiction. As a result, only the 
low rate of tax would be applied to the company’s high 
profits. The retail company could sell on the goods into 
a high tax jurisdiction and face tax at a higher rate, but 
this would only apply to its relatively low profit. The 
overall tax liability may then be considerably lower than 
if the original company had sold directly into the high 
tax jurisdiction.129

Note that this summary of this approach is from the authors of the DBCFT, 
a proposal that does not use formulary apportionment— apparently 
largely because of a concern with this particular gaming strategy.

Fortunately, the new market sourcing regulations for intangi-
ble property provide models for how the rule for tangible personal prop-
erty can be refined so at to apportion a sale to its ultimate destination. 
For example, a corporation would first look to information it retains in 
the usual course of business because surely businesses generally want 
to know where their customers are. If the corporation does not have this 
information and cannot obtain it from its wholesalers, then it could use 
any reasonable method, including the method proposed above as a way 
to fill in the gaps.

128. See, e.g., uniForM diVision oF incoMe For Tax PurPoses acT 
§ 16(a) (uniF. laW coMM’n 1957); Model general allocaTion & aPPorTion-
MenT regulaTions, supra note 90, Reg. IV.16.(a)(3).

129. Auerbach et al., supra note 57, at 28– 29; see also McLure, 
supra note 10, at 763– 64.



2019] Expanding State Fiscal Capacity, Part I 499

4. Reform Three: More Information Please

A third update to the sales factor would be for corporations to be required 
to submit an accounting of where they would locate all their sales using 
the methodology they have used for the state in question. It might not 
seem odd to a California auditor, for instance, if the California’s sales 
factor for a particular multistate business was only 8%, so a bit below 
the state’s share of U.S. GDP, but it would rightfully raise alarm bells if 
the disclosure of the results of the methodology revealed a 10% sales 
factor for Nevada. Such a result would alert the auditor to the likelihood 
of an intermediate entity that is absorbing sales. Of course, having this 
knowledge would not help the auditor unless a state adopted the second 
reform and moved to sourcing all sales on an ultimate destination basis.

concluSion

The capping of the SALT deduction by the TCJA has created something 
of a state tax policy moment. So far, most of that moment has been spent 
trying to restore the not- so- great status quo of 2017. There are many 
reform ideas that made sense in 2017 and only make more sense in 2019. 
Imposing a low- rate subtraction method VAT is an example of just such 
a reform. By means of such a tax, states can raise additional revenue in 
a relatively efficient manner while also mitigating some of the most prob-
lematic elements of the TCJA.

Taxing QBI is an example of a newly possible reform that will 
increase state fiscal capacity. Such a tax would be a low- rate tax on a 
federal windfall; it would not only be efficient (and theoretically con-
sistent with imposing a consumption tax) but also would be a means to 
mitigate the impact of the capping of the SALT deduction.

Finally, as a matter of federal constitutional law, the states must 
use reasonable formulas to apportion a multistate tax base. The states 
have slowly been improving these formulas, but much remains to be 
done. Improving these formulas always made sense, but doing so is far 
more important if states follow the prescription of this Article and 
impose two new taxes that also rely upon formulary apportionment.



Copyright of Florida Tax Review is the property of University of Florida, Board of Trustees
and its content may not be copied or emailed to multiple sites or posted to a listserv without
the copyright holder's express written permission. However, users may print, download, or
email articles for individual use.



Article

Unpacking the Local
Resource Curse: How
Externalities and
Governance Shape
Social Conflict

Renard Sexton1

Abstract
Natural resource extraction is economically important in many developing coun-
tries, but social conflict can threaten the viability of the sector. This article examines
why polluting extractive industries sometimes generate social mobilization but often
do not. First, I distinguish acute, highly visible environmental externalities from
chronic, less observable pollution, showing that only the former generate social
mobilization. Second, I explore how high-quality local governance can mitigate the
local resource curse dynamic by both reducing pollution and improving compen-
sation in mining-intensive areas. The analysis uses microlevel data on extractive
commodities, water pollution, children’s and livestock health, local government
quality, and mining-related social conflict in Peru to demonstrate the full causal
pathway of the local resource curse.

Keywords
political economy, conflict, conflict management, democratic institutions

Extractive industries—including mining, oil, and gas—are an increasingly important

part of developing economies worldwide, providing employment, tax revenue, and

1Department of Political Science, Emory University, Atlanta, GA, USA

Corresponding Author:

Renard Sexton, Department of Political Science, Emory University, 1555 Dickey Drive, Atlanta, GA

30322, USA.

Email: rsexton@princeton.edu

Journal of Conflict Resolution
2020, Vol. 64(4) 640-673

ª The Author(s) 2019
Article reuse guidelines:

sagepub.com/journals-permissions
DOI: 10.1177/0022002719873044

journals.sagepub.com/home/jcr

https://orcid.org/0000-0003-1876-7923
https://orcid.org/0000-0003-1876-7923
mailto:rsexton@princeton.edu
https://sagepub.com/journals-permissions
https://doi.org/10.1177/0022002719873044
http://journals.sagepub.com/home/jcr
http://crossmark.crossref.org/dialog/?doi=10.1177%2F0022002719873044&domain=pdf&date_stamp=2019-09-12


access to infrastructure (Loayza, Mier y Teran, and Rigolini 2013; Cust and Rusli

2014; Cust and Poelhekke 2015). Despite contributing vital economic activity for

impoverished peripheral regions, extractives have become associated with growing

levels of violent social conflict that undermines the livelihoods of local commu-

nities, threatens long-term economic growth, and contributes to political instability

(Haslam and Tanimoune 2016; Berman et al. 2017; Christensen 2019). One well-

studied hypothesis argues that this is due to a “local resource curse”—a dynamic

where highly concentrated costs generate grievances that are not offset by broader

societal benefits of economic expansion (e.g., Paler 2011; Aragón, Chuhan-Pole,

and Land 2015; Arce 2016).

Although nearly all mining operations generate local-level externalities, not all of

them generate violence. In Peru, the subject of this study, only about 20 percent of

mining regions experience social conflict in the average year.1 What explains why

the local resource curse takes hold at some times, in some places, while not others?

This article lays out and empirically substantiates two important dynamics for the

local resource curse. First, I distinguish highly visible environmental externalities

from chronic, less observable externalities, arguing that only the former generate

social mobilization.2 Second, I explore how high-quality local governance can miti-

gate the local resource curse dynamic by both reducing pollution and improving

compensation in mining-intensive areas.

Using fine-grained data on nine extractive commodities in Peru, I find that a

boom in prices generates significant negative spillovers for local communities.

However, only externalities that are highly visible to the local population increase

the incidence of social conflict. Specifically, rising commodity prices for minerals

that generate acute and observable pollution greatly increase violence, whereas for

minerals with less observable externalities, the effect is close to zero.3

The conflict-increasing effect of rising commodity prices is strongest where local

governments have low administrative capacity and low political competition. In

contrast, commodity prices do not increase the incidence of violence where local

government has high capacity and/or high electoral competition.4

The ameliorating effects of good local governance function both by limiting the

level of externalities from mining sites as prices increase and by redistributing

resources to those affected by pollution. Specifically, I find that higher commodity

prices for acutely polluting minerals are on average associated with higher levels of

water contamination in rivers near mines, but this effect disappears where there is

high bureaucratic capacity in local government. Similarly, increased department-

level public spending to offset the negative externalities of higher commodity prices

only occurs in areas with high bureaucratic capacity.

This study exploits exogenous variation in international prices, pretreatment

mining facility locations, and conditionally independent variation in department-

level governance capacity. I verify the baseline empirical results, which employ a

two-way fixed effects estimator, with a series of robustness tests and alternative

specifications, including placebo and selection tests, in the Online Appendix. In
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addition, I show a number of supplementary results, including evidence that (1)

preexisting capacity for collective action increases the intensity of protest responses

to pollution,5 (2) domestic firms appear to drive more protest than multinationals

(due to the types of commodities they invest in), and (3) improved information due

to disclosures from the Extractive Industries Transparency Initiative (EITI) does not

diminish the effects found in the study.

This work contributes to the growing literature on the local or subnational

resource curse. Previous research in the social sciences has alluded to externalities

as a contributor to mining sector violence (e.g., Arellano-Yanguas 2008; Aragón and

Rud 2015, ; Steinberg 2016); yet, the specific causal pathway and conditions under

which we would expect this mechanism to operate have not been fully explored.

Furthermore, although the literature suggests broadly that “institutions matter” for

resolving this type of resource curse, there has been limited examination of how this

may work in detail (Orihuela 2018).

The analysis has important implications for resource-extracting developing

nations, many of which experience riots or protests related to extractives. Among

developing countries in Latin America, Africa, and South Asia, extractives consti-

tute on average 22 percent of total merchandise exports and 7 percent of gross

domestic potential (GDP).6 For comparison, agricultural export earnings contribute

on average just 4 percent of total exports and 1 percent of GDP in those same

countries. At the same time, 73 percent (fifty-four of seventy-four) of these countries

experienced riots or violent protests associated with extractive industries during the

2013 to 2015 period as shown in Figure 1. Among the top twenty extractives

exporting countries in the sample the rate was even higher, with 80 percent experi-

encing riots related to extractives.

Figure 1. Incidence of extractives-related riots and protest from 2013 to 2015. Source:
Armed Conflict Location and Event Data Project and McGill Research Group Investigating
Canadian Mining in Latin America (MICLA 2016).
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The Peruvian experience illustrates both the opportunities and risks of extractives

exploitation: when governance capacity is sufficiently high, Peruvian regions have

been able to reap the economic rewards of mining with relatively few of the down-

side risks. On the other hand, when local government capacity is not adequate,

serious social conflict ensues. These results exist, however, within the context of

fairly strong, decentralized political institutions in Peru, something that is not guar-

anteed across lower and middle-income countries.

Indeed, when looking across developing world commodity-exporting countries,

only 13percent (including Peru) have the combination of (i) subnational revenue

sharing, (ii) strong policies to limit environmental impacts, and (iii) strong overall

regulatory quality.7 About 57 percent do not have subnational revenue redistribu-

tion, 49 percent lack strong policies to limit local impacts, and 62 percent have

insufficient overall regulatory effectiveness in the resources sector. This suggests

that many countries are likely to experience the dynamics found in the lowest

capacity regions in Peru—namely that high prices drive externalities and conflict,

unaddressed by governance structures.

The upshot for policy makers and future research is that building governance

capacity to manage the negative spillovers and expectations from mining, oil, and

gas is imperative. This likely consists of both top-down policy change on revenue

sharing and environmental regulation as well as increased bottom-up accountability on

the part of citizens (Shackleton et al. 2002; Paler 2013). The private sector is likely to

support governance reform, given that companies already prefer better institutions

(Cust and Harding 2019) and can find themselves responsible for public goods pro-

vision when governments are not capable (Steinberg 2018; Amengual 2018). Unfor-

tunately, the vast majority of developing countries where mining takes place—and

where the economic returns to extraction are highly valuable—do not have local

governance institutions that can handle these externalities. It will be critical for future

research to determine how to improve these institutions in a timely fashion.

Beyond the subnational resource curse literature, this article speaks to cross-

national work on natural resource, economic growth, and conflict. Previous formu-

lations of the resource curse hypothesis argue that national-level fiscal and trade

considerations are the primary drivers of negative outcomes (e.g., Mehlum, Moene,

and Torvik 2006; Ross 1999; Robinson, Torvik, and Verdier 2006; Haber and

Menaldo 2011); however, this study builds the evidence base that negative extern-

alities and poor governance are a crucial driver of conflict and underdevelopment in

mining regions. In addition, the results contribute to the ongoing debate on globa-

lization (e.g., Rodrik 1997), indicating that international export pressure without

sufficient local governance capacity can be detrimental.

The article begins with a theoretical discussion of extractive industries, extern-

alities, and conflict, followed by a section orienting the topic within the global and

Peruvian context. Next, the data for the study and the empirical approach employed

are discussed. I then present and interpret the results and test them for robustness

before concluding.
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Externalities and the “Local Resource Curse”

In its original formulation, the resource curse is characterized as a “paradox of

plenty” where large natural resource endowments can generate negative outcomes

at the national level via a range of mechanisms—Dutch disease, rebel rapacity,

rentier state, or revenues for authoritarian repression (Sachs and Warner 1995; Karl

1997; Ross 1999, 2001; Dube and Vargas 2013). The scholarly literature has debated

whether such a curse exists (e.g., Humphreys M. 2005; Haber and Menaldo 2011;

Cotet and Tsui 2013; Nillesen and Bulte 2014; Bazzi and Blattman 2014) and under

what institutional conditions it may occur (e.g., Mehlum, Moene, and Torvik 2006;

Robinson, Torvik, and Verdier 2006). However, in the past two decades, a distinctly

local resource curse has emerged: social conflict concentrated in natural resource–

extracting regions that is not associated with the mechanisms of the traditional

macro-level resource curse hypothesis (as reviewed by Paler 2011; Aragón,

Chuhan-Pole, and Land 2015).

For example, on May 28, 2012, the eighth day of ferocious demonstrations at the

Xstrata mining site in Espinar province, Peru, a violent encounter took place

between police and protesters. As demonstrators attempted to force their way into

the mining site, police fired live rounds, killing two and injuring many more (de la

Cruz 2012). At least seventy-six police officers and forty-five protesters suffered

severe injuries over the course of several days of violence, which precipitated a

declaration of a state of emergency in the province by the central government (La

Republica 2012). Rioters said the demonstrations were intended to pressure the

Xstrata company and the government of Peru on the mine’s environmental record,

demanding dramatic action to reduce water pollution from the mine and a greater

share of the mine’s financial benefits (Salcedo 2012).

This kind of incident has become common across the developing world. In

November 2017, hundreds of protesters in Sudan burned local government offices

to protest the use of cyanide by gold mining companies, resulting in at least one

fatality (Dabanga Radio 2017). Anti-mining protests in the Philippines are frequent,

citing environmental degradation and displacement (Dela Cruz 2017). Social mobi-

lization against mining projects is common across India, pitting activists, local

communities, and indigenous groups against the pro-growth agenda of government

officials (Bhalla 2014).8

These events have occurred as natural resource investments in emerging econo-

mies have soared since the turn of the century, with both multinational and domestic

firms getting involved.9 Driven by high prices as a result of surging demand from

China (Humphreys D. 2010), natural resource extraction now represents just under

10 percent of GDP on average among developing countries, which is about 40

percent higher than it was during the 1990s (World Bank 2016).

This boom in resource extraction has fueled job creation and infrastructure

investments, especially in rural areas that otherwise may be neglected in terms of

investment and public goods provision (Loayza, Mier y Teran, and Rigolini 2013;
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Cust and Rusli 2014; Cust and Poelhekke 2015).10 Natural resource–dependent low-

and middle-income countries have had income growth since 2000 that is well above

average and have experienced improved health and education improvements that

outstrip their neighbors and peers (McMahon and Moreira 2014).

Not in My Backyard

Resource extraction generates a great deal of negative externalities, including envi-

ronmental damage, displacement of communities, and unwelcome social changes

(Aragón and Rud 2015; Arce 2014). Environmental degradation has become a

primary grievance for local communities who contend that the benefits from extrac-

tives have been too few and the costs too many (Bebbington and Williams 2008;

Bebbington and Bury 2009). These externalities tend to be concentrated and visible

in the geographic zones near mines, while the benefits are more diffuse or are

repatriated to big cities or abroad.

Although nearly all mining operations generate externalities, not all sites

generate social conflict. Why is this? Survey evidence suggests that the visibility

of externalities is important to local community attitudes toward mining (Ponce

and McClintock 2014). Highly observable pollution, for example, provides a

coordinating device for organizing as well as coherent and compelling narrative.

Acute pollution also has substantial immediate costs to communities; cyanide (a

product of some gold mining techniques), for example, in ground or irrigation

water is very poisonous for humans and livestock, even in small concentrations

(von der Goltz and Barnwal 2014). Oil spills similarly impact local residents in

highly visible ways (Lilley and Firestone 2013). When externalities are highly

visible to communities, citizens are also likely become acutely aware of any

shortfalls in compensation.

In contrast, less visible pollution from minerals like lead or copper is much harder

for local communities to coordinate around. Although lead concentration in soils or

increased air pollution from iron ore or copper concentration processes can be quite

damaging in the long run, the immediate impacts are more difficult to detect.

As a result, we would expect to see much greater social mobilization around

rising production of highly visible “acute” polluters—for example, gold, tin, and

oil—as compared to less visible “chronic” polluters—for example, zinc, silver, lead,

iron, copper, or natural gas.11 Specifically, higher international prices for acutely

polluting commodities should drive greater visible pollution (e.g., acidification and

cyanide concentration), leading to greater social conflict.12

Governance Challenges

Governments, in negotiation with communities and extracting firms, must manage

the countervailing costs and benefits of mining, mitigating the externalities of pro-

duction through regulation and compensation. The strength and comportment of
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government, therefore, are important for whether the costs of externalities are appro-

priately addressed (Libman 2013; also see related cross-national work, e.g., Ross

1999; Acemoglu, Johnson, and Robinson 2002; Mehlum, Moene, and Torvik 2006;

Robinson, Torvik, and Verdier 2006): poor quality governance in the face of rising

externalities can leave communities aggrieved as the present and expected costs

from externalities exceed their current and expected compensation (Bebbington and

Williams 2008; Bebbington and Bury 2009).

Unfortunately, local and national governments are often unable or unwilling to

reign in the externalities produced by a growing extractives sector. Among low- and

middle-income natural resource exporters, 79 percent (fifty-five of seventy) receive

failing marks on the Natural Resource Governance Institute’s (NRGI 2017) regula-

tory review of governance for the oil, gas, and mining sectors. At the same time,

local governments in developing countries regularly underspend their allocated

budgets for local public goods, meaning they often fail to compensate communities

even though they have the resources to do so (World Bank/BOOST 2015).

The administrative capacity of government influences how much enforcement

(limiting externalities) and redistribution (compensating communities) governments

carry out. When bureaucratic capacity is low, the government is less efficient at

carrying out externalities-mitigating tasks and thus can fail to meet the level of

enforcement and redistribution required to avoid accumulating community grie-

vances. Furthermore, as shown formally by Huber and McCarty (2004), low tech-

nical capacity makes it more difficult to convince bureaucrats to exert effort in their

jobs because “their incompetence diminishes their incentives to implement the

policies politicians” choose, such as holding firms to pollution limits or carrying

out compensatory projects. This problem is compounded by the fact that resource

boom windfalls can often deter the state from making investments in bureaucratic

capacity (Jones Luong and Weinthal 2006).

At the same time, local politicians facing limited electoral accountability may

choose not to carry out compensatory projects in the manner designed, deciding

instead to direct spending to clientelistic networks or engaging in rent-seeking.13

Besley (2006, 126) shows that electoral accountability more effectively shapes

leaders’ behavior—in this case toward following through with the compensation

and redistribution scheme—when there is high political competition for the relevant

office. This dynamic is magnified under decentralization, which relies on heightened

electoral accountability to offset efficiency losses with respect to managing extern-

alities, as compared to centralized government (Besley 2006, 167; Besley and Coate

2003; Tommasi and Weinschelbaum 2007). Moreover, high political competition

makes it reasonable for opposition politicians to exert effort to expose corruption

and malfeasance on the part of the incumbent, which can have criminal conse-

quences as well as political ones.

We would therefore expect variation in local governance quality and political

competitiveness to be highly influential on the degree to which the local resource

curse takes hold in a given context. With strong governance, we would expect fewer
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externalities and more public goods provision in mining areas during a mining boom

than when there is weak governance. This should result in substantially less social

conflict when there is strong governance, even as social mobilization rises where

there is poor governance.

Expectations

Grievances about observable externalities undoubtedly drive greater expectations

for compensation, employment, and so on the part of communities. At the same time,

communities may believe that firms are highly profitable and should be sharing a

larger proportion of their earnings with the locals, irrespective of externalities.

Because local communities have the ability to paralyze the sector with protests and

riots, they can threaten the sector and demand more resources even if environmental

externalities are not so severe or observable—although not only in that case (e.g.,

Arellano-Yanguas 2008).14 For example, Christensen (2019) argues and finds evi-

dence in the context of sub-Saharan Africa that new investments in extractive

industries can drive conflict by provoking unrealistic expectations of benefits for

communities and that companies cannot credibly dispel this misinformation.

In the empirical analyses that follow, I endeavor to distinguish between an

“expectations-only” mechanism and “externalities plus expectations” mechanism

for the Peru case. We would expect both observable and less observable minerals

to trigger an “expectations-only” conflict dynamic, but only observably polluting

commodities should trigger the “externalities plus expectations” mechanism.

Peru Context

To test these hypotheses, I focus on the case of Peru, which has substantive and

methodological advantages. Analyzing one country that is a price-taker on interna-

tional commodity market allows us to take advantage of exogenous variation in

international prices. Peru produces nine major extractive commodities for export,

which provides variation across the country. There have been nearly 200 incidents of

serious riots and protests related to mining in recent years, occurring over a wide

range of geography. Peru’s aggressive decentralization program enacted in 2000

means that there is meaningful variation in governance across the country as well

as variation over time. Lastly, Peru in many regard looks like the modal developing

country in the twenty-first century: middle income developing democracy with

intermittent growth, high variation in governance quality, great efforts to decentra-

lize since 2000, and a mix of domestic and foreign resource-extracting firms.

Mining in Peru has a long and checkered history, winding back to the Spanish

colonial period when forced indigenous labor extracted silver, resulting in long-term

negative political and economic effects (Dell 2010). In more recent times, Peru’s

extractives sector has boomed following series of liberalizing reforms in the 1990s

under the controversial Alberto Fujimori government as well as the end of the
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Shining Path conflict and return to democracy in 2001. Taking advantage of above

average mineral prices—due primarily to accelerating growth in China and India—

mining has again grown to represent a major part of the nation’s economy. Extrac-

tives now make up about 58 percent of Peruvian exports and just over 14 percent of

GDP, with new mines opening and old mines increasing production (Ministry of

Energy and Mines 2012). Peru exports nine major extractive commodities including

copper, gold, silver, oil, and gas. The geographic distribution of the commodities is

shown in Figure 2, with oil and gas primarily in the Amazonian region and metal

mining in the Andes Mountains. Figure 3 indicates the contribution of mining to the

local GDP from 2007 to 2014.

Not surprisingly, a growing sense of unease among the population with respect to

the distribution of costs and benefits has accompanied the increase in mining activ-

ities (Arellano-Yanguas 2011; Caceres and Rojas 2013; Muradian, Martinez-Alier,

and Correa 2003). From 2007 to 2014, there were eighty-eight riots and protests

explicitly responding to the environmental externalities of mining as well as ninety-

eight incidents denouncing or rejecting the extractives industry more generally

(Defensorı́a del Pueblo 2016). Today, Peru’s ombudsman for social–environmental

Figure 2. Map of extractive facilities (2001).

648 Journal of Conflict Resolution 64(4)



conflicts reports 150 active and latent “social–environmental” conflicts with the

potential to produce violence, representing more than 70 percent of all local conflicts

in the country (Defensorı́a del Pueblo 2016).

Governance

Responding to activism regarding externalities and benefits sharing, the Peruvian

government developed environmental regulations and a tax revenue sharing scheme

that redistributes money from mining duties to the areas where extraction takes

place. This includes empowering multiple levels of government to carry out envi-

ronmental oversight and building up a decentralized mining revenue system known

as the mining canon.15

Although Peru’s mining canon and the environmental regulatory scheme appear

impressive on paper, the implementation relies to a substantial degree on local

governments’ willingness and capacity. Departmental governments in particular

have an outsize role in the efficient functioning of the mining canon and environ-

mental auditing and have discretion in how they carry out their duties. The central

Ministry of Finance’s oversight role is restricted to procurement and accounting

concerns, rather than allocation or political accountability concerns. Thus, as long

as departmental authorities make a reasonable effort to spend the funds on approved

project categories and implement a bidding process that is not obviously corrupt,

projects can easily be steered by departmental presidents and municipal mayors to

political supporters, friends, and associates (Maldonado 2014).

Holding departments accountable is thus left primarily to voters. The nation has

been nominally democratic since 1980, when civilian elections ended a twelve-

year military regime that began with a coup in 1968. Since then, however,

personality-based politics and patronage have dominated the scene, with only a

token role for political parties. As a result, the competitiveness of elections at the

departmental level is much more a function of the idiosyncratic quality of oppo-

sition politicians and their own personal networks (Doyle 2011). Thus even within

a departmental or district, the competitiveness of elections to the local executive

can vary greatly over time.

At the same time, the technical and administrative capacity of departmental

governments varies widely across the country; executed departmental budget

share, a key measure of government capacity, ranges from 64 to 97 percent during

the period of study (see additional details in Online Appendix G). As a relatively

new level of government with an evolving set of responsibilities and sourcing of

revenue, departmental governments are expected to carry out a broad mandate with

a shifting workforce.16 Although administrators gain experience over time, if and

when they depart, project implementation can suffer dramatically in the short

term.17
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Research Design

In this section, I describe the identification strategy, data, and estimation approach.

In the ideal experiment, we would be able to directly manipulate the intensity of

mining activities at a given site as well as the institutional moderators of interest:

government capacity, political competition, and level of transparency. In practice,

however, we must rely on observational data, locating variation in the treatment and

moderators that is independent of conflict dynamics (including anticipation effects).

Fortunately, we can take advantage of exogenous variation in international prices for

Peru’s nine major mining exports and the pretreatment locations of deposits as well

as independent variation in governance quality. In this subsection, I will discuss the

threats to causal inference for each key variable and describe how I address them in

the estimation strategy. A key part of the identification strategy is the use of time and

department fixed effects, which remove variation that is common across units in a

given year, and across years for a given unit.

International prices for the nine major extractive commodities produced in Peru

are set by factors far beyond the local political economy of a single Peruvian

department. As shown in Figure 3, all commodities but tin are produced in two or

more departments, and most departments produce more than one commodity, which

means that a reverse causality story would have to account for simultaneous

increases in conflict in multiple departments that is not already accounted for by

time fixed effects. In addition, Peru is not a controlling producer. The highest global

market share for the country is for silver, at 13.5%; however, silver is produced in

four nonneighboring departments, each generating less than 4 percentage points. In

the Online Appendix D, I show that international prices during the period of study is

primarily driven by imports from China, ruling out a reverse causality story, where

conflict in Peru raises international prices.18

A second identifying assumption is that the location of mining sites around Peru

is independent of the conflict process I am exploring. This would be violated, for

example, if companies strategically selected locations for opening or closing mines

based on expectations regarding prices and conflict. In order to avoid this, I measure

mines in 2001, six years before the start of the conflict-prices time series

(2007�2014), well before the mining boom, financial crisis, and expansion of

conflict in the extractives sector of Peru.

To characterize departmental government administrative capacity, I employ a metric

used by the World Bank and OECD to evaluate government performance: share of

annual budget executed. Budget execution is highly dependent on skilled administrative

staff in the departmental office and thus is subject to random variation from staff hires,

on-the-job experience, and departures. In the Online Appendix, I show that, conditional

on time and unit fixed effects, departmental government budget execution is orthogonal

to international commodity prices, electoral competitiveness, and conflict.

I use the level of competitiveness in the most recent elections for the department

presidency to measure political accountability. The intuition is that departmental
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presidents and citizens observe the most recent election as a reasonable proxy for the

viability of the political opposition, including probability that the next election will

be competitive. Even if incumbents themselves are not concerned about reelection

(choosing, e.g., a one-and-done with maximum corruption approach), the political

opposition can challenge the departmental president in the departmental assembly,

make corruption reports to the national authorities, or use the media to criticize the

administration. The more viable the political opposition, the easier it is to believe

that a departmental government will follow through with commitments to improve

conditions for communities affected by mining externalities.19

Within the extractives sector, not all minerals contribute to negative externalities

in the same way. Some commodities require highly toxic chemical washes that if not

managed can quickly and observably damage the nearby environment. In the case of

Peru, gold and tin are the most prominent examples, with gold utilizing a cyanide

wash to extract the mineral from the ore, and tin requiring a strong acid wash. When

production increases rapidly, containment ponds and remediation processes can be

quickly overwhelmed, resulting in leaks and spills that nearby and downstream

communities easily observe. Crude oil production also often generates obvious

environmental pollution, mainly due to spills in and around mines, and occasionally

along pipelines. I call these minerals “acute” or “observable” polluters.

In contrast, Peru’s other six minerals—lead, zinc, silver, natural gas, copper, and

iron—do not produce intense, acute environmental damage in the way that the three

aforementioned commodities do. Zinc, copper, and iron are mined using flotation

and concentration, techniques that require grinding up the ore, mixing it with water,

and then blasting at high temperatures to remove impurities. Silver mining once also

done using chemical amalgamation using mercury, but today, it is usually separated

from copper using electrolysis. These methods still do produce environmental pollu-

tion, including dust and dumping of leftovers, but the negative effects are more

diffuse. Leaching from flotation of lead or the other metals may cause chronic

problems, but in the short run, these issues are hard to observe. Accordingly, I call

these minerals the “chronic” or “less observable” polluters.

By comparing the effects of acute versus chronic mineral prices on social con-

flict, we can adjudicate whether the violence effects of higher international prices is

indeed being driven by negative externalities or simply by heightened expectations

regarding benefits to local communities. I use two specifications to be sure, first

comparing the two types of minerals in a regression that includes both and then

interacting the price indices with the number of mining sites of the relevant type.

Data

In this study, the unit of analysis is a department, an administrative unit of which

Peru has twenty-four, during a given year; the time series extends from 2007 to 2014,

for a total of 192 observations.20 The average department has about a million

residents, with extractive industries contributing around 18 percent of departmental
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GDP from four production facilities that between them extract two different

commodities.

The primary outcome of interest is environmentally focused extractive industries

conflict, namely riots and protests by communities against the mining industry that

specifically mention environmental concerns. A secondary outcome, which I report

in the Appendix, is riots and protests by communities against the mining industry

that do not specifically mention the environment, generally denouncing or rejecting

the sector. To measure these outcomes, I employ a new data set of environmental

and rejectionist mining conflict incidents in Peru. These data are obtained from

eighty-four issues of the Peruvian Defensorı́a del Pueblo’s monthly report on social

conflicts in the country from August 2007 to August 2014. The data are obtained and

verified by departmental offices of the Defensorı́a. According to the Defensorı́a

officials in Lima in charge of the report preparation, only “fully verified” incidents

are included in the reports; they are sourced from local media reports, nongovern-

mental organization partners, government reports, and direct reports from citizens

seeking Defensorı́a assistance.

Using the descriptions of the incidents, I use human and machine coding to

identify the two types of conflict. First, two Peruvian research assistants indepen-

dently coded the events; second, I use regular expressions to machine code the

incidents.21 In the coding scheme, “environmental” incidents are those that were

explicitly linked to environmental externalities from mining or related concerns,

while “rejectionist” incidents do not mention a specific grievance but generally

denounce the conduct of companies, often demanding them to cease operations.

Lastly, “demanding benefits” incidents are those that focus only on additional shar-

ing of benefits or revenues. In addition to the human coding, I use a regular expres-

sion search algorithm on the descriptions of the events and actors involved (in

Spanish) to identify environmentally related conflict incidents and show in the

Online Appendix that the results are robust to this alternative method.22

Below is an example environmental conflict incident:

Date: July 2012

Location: Cajamarca Department

Incident Description (translated from Spanish): Violent confrontation

between protesters and state security forces; [the protesters] demand that the

Conga mining project be declared null for its environmental impacts, especially

the effects on four lagunas considered to be the basis of five river basins.

I also code nonmining-related protest events as well as Defensorı́a-reported

insurgent clashes related to the ongoing conflict between the Peruvian government

and remaining Shining Path guerrillas. These outcomes are used for placebo tests in

Results section, showing that the effects demonstrated in the results are not simply

reflecting changes in overall conflict in Peru but instead are extractives specific.
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Mineral prices are taken from the World Bank’s “Pink Sheet” database, which

tracks monthly world prices of commodities. Peru is the world’s fifth largest mineral

producer, with nine important commodities that have significant economic contri-

butions in at least one department. The nine included commodities—gold, iron,

copper, silver, lead, tin, zinc, oil, and gas—are those for which the Peruvian Ministry

of Energy and Mines have detailed production data, which excludes molybdenum,

due to incomplete price and production data. Online Appendix Figure 15 shows that

Peru is not a large-enough producer of any mineral to control prices (see Online

Appendix I). Indeed, by pooling across minerals in the mineral price index, we are

able to further hedge against any price influences that may be taking place. Annual

production quantities, employment figures, and the economic contribution of mining

to department economies come from the Peruvian National Institute of Statistics.

Since each department is exposed to nine different mineral prices in a given year,

I aggregate them into a single price index that takes into account price changes in all

minerals. To construct the department-specific price index, I first standardize each

mineral price (y�m
s ) before aggregating the prices into a weighted average based on

the share each commodity represents of a department’s basket of commodities. For

example, if a department had three copper mines, one tin mine, and one gold mine,

the department-specific price would be made up of 60 percent copper, 20 percent tin,

and 20 percent gold. Because contemporaneous production may be endogenous to

price and conflict, I use production facilities reported by the Peruvian Ministry of

Mines in 2001, six years before the start of the study period. The index is defined as:

Iit ¼
X9

j¼1

pjt � rij;

where index price I in department i in year t is defined in terms of standardized price

p of commodity j, and preperiod production weight rij, which is defined as the

number of mines of mineral j in department i divided by the total of mines in

department i. In addition to the aggregate index, in Online Appendix A, I report

results from each mineral separately in a series of difference-in-difference

estimations.

The data on transfers from the central government to local governments under the

mining canon, as well as from royalties and concession maintenance and penalty

payments, are sourced from the Ministry of Energy and Mining annual mining sector

reports, with annual data by departmental from 2006 to 2014. These transfer

amounts are adjusted for inflation using the World Bank figures for Peru and are

thus in constant 2006 Peruvian Soles.

In addition, I employ new project-level data on departmental government infra-

structure projects; government revenues sourced from the mining taxes are legally

required to be spent exclusively on infrastructure investments. Sourced from the

Peruvian government’s transparency portal, these data tell us when projects broke

ground in the field and where they were located within the department. With these
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data, we can learn which projects were targeted to mining provinces (the adminis-

trative unit within departments). Based on maps from the Peruvian Ministry of

Energy and Mines, I employ new georeferenced data on the location of active (in

production) mining sites, with information for each of Peru’s 194 provinces.

Since 2006, the Peruvian Ministry of Mines has collected water pollution data

from the rivers adjacent to eleven large mining projects, publishing annual average

figures for pH, total suspended solids, arsenic, cyanide, and commodity effluent with

the National Institute of Statistics. Using the names and locations of the mining sites,

I code each site with the relevant commodities the site is capable of producing, based

on the underlying geology as reported in the Mindat database of the Hudson Institute

of Mineralogy of the State University of New York. To determine which of the

commodities should be coded as “acute” polluters and “chronic” polluters, I use

information from the American Geological Institute’s “Environmental Awareness”

series, along with information published on the Metal Mining Environment and

Health Alliance at Harvard School of Public Health. To measure the health impacts

of mining, I use annual data from Peru’s Ministry of Environment on the number of

children in each department under the age of five who are admitted to health clinics

with acute respiratory problems.

Information regarding direct employment in the mining sector is collected from

annual disclosures by mining companies to the Ministry of Energy and Mining.

Employment is distinguished between local (to the department) employees and

employees brought from elsewhere (including abroad). GDP data by department

is sourced from the Peruvian national statistics office. Electoral data from the

departmental elections of 2006, 2010, and 2014 are from the official reports of

Peru’s National Office on Electoral Procedures (ONPE).

In order to measure electoral competitiveness in departmental elections, I

use the margin of victory between the top two candidates for the top office in

the 2006 and 2010 departmental presidential elections. Using margin of vic-

tory to measure competitiveness is an approach that has been commonly

employed in research on electoral politics (e.g., Cleary 2007; Holbrook and

Van Dunk 1993). In the highly personalized elections at the departmental

level in Peru, using party-based measures is not feasible. Unlike more con-

solidated Western democracies, party systems at the subnational level often do

not play a robust role.

For the main specifications, I define high competitiveness as a margin of

victory of less than 5 percentage points and show in the Online Appendix that

the results are consistent when using a 4 or 6 percentage point cutoff or a 8.1

percentage point cutoff (the median winning margin). The political competitive-

ness dummy is then carried forward as a covariate until the next election. Thus,

the 2006 election rating is applied for 2007 to 2010, and then 2010 electoral

results determine the measure for 2011 to 2014. In each case then, competitive-

ness is a pretreatment covariate that approximates the level of political
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opposition, upon which departmental presidents condition their behavior when

distributing mining revenues throughout the department.

To measure departmental government administrative capacity, I employ

data on budget allocations and execution disaggregated by department col-

lected by the World Bank under the auspices of the BOOST initiative, part of

the Open Budgets Portal. Unfortunately, the (twice-lagged) data cover only

through 2013, meaning that for the specifications that use this covariate, we

have only seven years (2007�2013) as compared to eight years (2007–2014)

for the main sample.

Summary statistics are displayed in Online Appendix I.

Estimation

To motivate the estimation approach employed below, I first recapitulate the

sequence of events in the causal pathway this study explores. In year t, the global

economy determines international prices for extractive commodities. In particular,

demand from China for mineral imports in t � 1 is an important factor in interna-

tional prices during the period of study. Companies respond to prices with an

intensity of mining-related activities in t and t þ 1, which produce employment

and production-related pollution and earn profits. The Peruvian government taxes

mining companies on their profits and redirects 50 percent of the revenue to depart-

mental and local governments. The taxes charged for year t determine the redis-

tributed resources, via the “mining canon” and “mining regalia,” in year t þ 1. In

t þ 1, departmental presidents site new projects based on the quantity of funds they

have received from the central government; they will have known since the closing

months of year t an estimate of what to expect in t þ 1. Together, the effects of

exogenous changes in international commodity prices on conflict via pollution and

rents are not fully realized until t þ 1.

Accordingly, the following model estimates the effect of standardized mineral

prices on mining conflict in Peru:

yiðtþ1Þ ¼ ai þ b1Iit þ b2Giðt�1Þ þ b3Iit � Giðt�1Þ þ gt þ eit;

where y is the occurrence of environmental extractives conflict in Peruvian depart-

ment i during year t, I is the standardized mineral price index in the previous year, G

is the relevant political moderator (electoral competition or government capacity,

lagged appropriately to t � 1 or further), ai is the department fixed effects, and gt is

the time fixed effects, followed by the error e.

In addition, I estimate how the effect of prices on conflict varies by the intensity

of mining in a given department. To do, I interact the commodity price index with

the intensity of mining activities in the department, using the following

specification:23

yiðtþ1Þ ¼ ai þ b1Iit þ b2Mi þ b3Iit �Mi þ gt þ eit;
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where M is the logged count of mining production facilities in the department (all

nine commodities), as measured in 2001. In practice, b2 drops out of the regression

and is accounted for in the department fixed effects.

The main conflict outcomes are measured as logged event counts (natural loga-

rithm transformation with a constant of 1 added to account for zeros, which are

undefined when logged) in the main regression specifications; Online Appendix B

includes alternative specifications where the outcomes are treated in levels, as

binary, with a constant of 1, and where a Poisson regression is used. In addition,

recognizing the relatively modest sample size of the study, I include in the Online

Appendix two robustness checks that show that the results are robust to carrying out

small sample corrections for the standard errors: clustered bootstrap as recom-

mended by Cameron, Gelbach, and Miller (2008) and the Bell–McCaffrey correc-

tion as recommended by Imbens and Kolesar (2012).24

Results

In this section, I present the main results of the analysis—showing that higher

international prices drive social conflict related to extractives—before providing

evidence that environmental harm and associated health and livelihood impacts

drive the effect. I then show that the quality of local government appears to

moderate the effect, with high budget execution and political competition reducing

the relationship between prices and conflict. I verify the results are robust to

various specifications and alternative outcome variables and survive placebo and

selection tests.25

Because the outcome variable is inverse hyperbolic sine-transformed,26 the coef-

ficients and marginal effects reported in the regression output and marginal effects

tables and plots are interpreted roughly as percentage changes in the outcome per

one unit change in the independent variable (Burbidge, Magee, and Robb 1988;

Zhang et al. 2000).

Table 1 shows the effect of international commodity prices on three kinds of

community-based conflict in the mining sector. Column 1 shows the effect of the

price index on the number of conflict incidents that are explicitly linked to environ-

mental pollution, indicating that a one standard deviation increase in mineral prices

causes a 20 percent increase in the number of conflict incidents. In contrast, columns

2 and 3 show that prices have a substantively less and statistically insignificant effect

on the incidence of conflict that is related to general rejection of the mining sector or

for incidents where protestors demand benefits from the sector but do not mention

environmental harm.

The results in Table 2 show how these effects scale with the intensity of the

mining sector (as measured by number of production facilities in 2001). Column 1

indicates that the effect of higher commodity prices sharply rises with the intensity

of the mining industry in a given department. When there is just one mine, for

example, prices have no effect on conflict. When there are ten mines, however,
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a one standard deviation increase in prices drives a nearly 50 percent increase in

the number of environmental conflict incidents, and for 20 mines, it is a 69

percent increase.27 Considering general rejection incidents or protests demand-

ing benefits, the effect of a price increase is not significantly different from

zero, nor from each other.

Environmental Harm

The results presented in this subsection test the hypothesis that it is primarily envi-

ronmental harm that is driving the conflict-increasing effects of resource prices. I

first examine whether the most acute polluting minerals (gold, tin, and oil) generate

Table 1. Commodity Prices Increase Environmental Conflict, Not Other Mining Violence.

(1) (2) (3)
Environmental General Rejection Demanding Benefits

Price index (t � 1) .20* .04 .09
(.08) (.11) (.08)

Departments 24 24 24
N 192 192 192

Note: Standard errors clustered at the department level. Department and year fixed effects included.
Outcomes are inverse hyperbolic sign (IHS-transformed) incident counts.
*p < .05.

Table 2. Marginal Effects of Commodity Price Index on Conflict by Mining Intensity.

Number of Mines
(1) (2) (3)

Environmental General Rejection Demanding Benefits

1 �0.01 �0.07 �0.01
(0.14) (0.10) (0.08)

5 0.32** 0.10 0.14
(0.08) (0.13) (0.11)

10 0.48 *** 0.19 0.21
(0.13) (0.18) (0.17)

20 0.64*** 0.28 0.28
(0.18) (0.24) (0.23)

Departments 24 24 24
N 192 192 192

Note: Standard errors clustered at the department level. Department and year fixed effects included.
Outcomes are IHS-transformed incident counts.
**p < .01.
***p < .001.
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environmentally focused conflict incidents in a distinct way from chronic polluters

(zinc, silver, lead, iron, copper, and natural gas). I then use data collected by the

Peruvian government to see whether commodity prices for acute and chronic pol-

luters increase key measures of water pollution near mines.

The marginal effects shown in Table 3 operationalize the acute versus chronic

question by including two distinct price indices for each department–year observa-

tion, scaled by the number of relevant mines in the department. The “acute polluters”

index includes gold, tin, and oil facilities, while the “chronic polluters” index is

derived from zinc, silver, lead, iron, copper, and natural gas facilities. With just two

acute polluting mines, a standard deviation increase in prices raises the level of

social conflict by 20 percent, whereas for chronic polluters, the effect is a statisti-

cally insignificant 6 percent. With a greater number of acute polluting mines, the

effects are even greater—for a department with ten mines, the price effect is a

doubling of social conflict incidents, an effect more than six times greater than that

for chronic polluters.

This suggests that observable environmental pollution has a crucial role in

motivating incidents of conflict that target the mining sector. If it were simply

expectations of payoffs from the sector, invoking potential environmental pollu-

tion as leverage, we would expect chronic polluters to produce a comparable level

of conflict.

Furthermore, Table 4 illustrates how rising commodity prices for acute and

chronic polluting mines impact water pollution near major mining sites, based on

Table 3. Marginal Effects for Acute Versus Chronic Polluters.

Number of Mines
(1) (2)

Acute Polluters Chronic Polluters

2 0.20*** 0.06
(0.04) (0.07)

4 0.50*** 0.09
(0.05) (0.06)

7 0.75*** 0.12þ

(0.07) (0.06)
10 0.91*** 0.14þ

(0.08) (0.08)

Departments 24 24
N 192 192

Note: Standard errors clustered at the department level. Department and year fixed effects included.
Outcomes are IHS-transformed incident counts. Number of mines inverse hyperbolic transformed in the
regression specification, included in the Online Appendix. Acute polluters are tin, gold, and oil. Chronic
are zinc, silver, lead, iron, copper, and natural gas.
þp < .1.
***p < .001.
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river water monitoring data from eleven of Peru’s largest mines. The commodity

basket used to compute the relevant price index for each site is based on the set of

mineral deposits at the mining site. For example, the Andaychagua mine in Junı́n

department is capable of producing zinc, copper, lead, and silver. The two outcomes

presented are pH and cyanide concentration. In the context of mining, a reduction in

pH is harmful, representing an acidification of the water that hurts fish and amphi-

bians and make river water unsuitable for irrigation. Higher cyanide concentration is

worse for both humans and the environment.

A one standard deviation increase in prices drives a 0.23 (on the pH scale)

acidification effect in rivers near acute polluting mines, while having not effect for

chronic polluters. For cyanide concentration, both acute and chronic polluters have a

significant impact, though the effect is twice as large for acute polluters. This

suggests that for local communities, acute polluting mining industries have an

observably different impact in terms of environmental pollution.

Health and Livelihood Impacts

We have seen that rising mining prices, especially for acutely polluting commodi-

ties, generate higher levels of environmental externalities. Does this translate into

observably negative outcomes for local communities? The results from this section

show that the environmental externalities of mining are not just theoretical; as

mineral prices rise, we see greatly increased levels of acute respiratory problems

in children and decreased livestock production, two critical measures of community

health and well-being. We see in Table 5 that for a department that has four acutely

polluting mines, a standard deviation increase in prices raises the number of children

under five years of age admitted to health facilities with acute respiratory problems

Table 4. Prices for Acute Polluters Greatly Increase Levels of Water Pollution.

(1) (2)
pH Cyanide Concentration

Price index (t � 1): Acute polluters �0.23* 0.72**
(0.12) (0.24)

Price index (t � 1): Chronic polluters �0.02 0.38*
(0.15) (0.21)

Departments 24 24
N 192 192

Note: Standard errors clustered at the department level. Department and year fixed effects included.
Outcomes are pH (negative is more acidic) and log cyanide concentration. Acute polluters are gold, tin,
and oil; chronic are lead, zinc, copper iron, silver, and natural gas. The difference between acute and
chronic polluters for outcomes 1 and 2 are significant at the p < .09 level.
*p < .05.
**p < .01.
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by 47 per 1,000 population or about 37 percent. For highly intensive mining areas,

the effect is even larger. We also see that higher negative prices impact livestock

production. With higher mining prices, we see that the number of adult chickens

produced per 1,000 population drops dramatically. At the mean number of acutely

polluting mines (4), we see there are 300 fewer surviving adult chickens per 1,000

population, a drop of 22 percent from the mean.

Quality of Governance

In this subsection, I test the proposition that good local governance can ameliorate

the localized negative effects of natural resource extraction. First, I show how the

effect of natural resource prices on social conflict depend on the quality of local

government, before looking at the implications of local government on the relation-

ship between prices and pollution near mines.

At the 25th percentile of government capacity (84 percent budget execution), a

one standard deviation increase in prices drives a 28 percent increase in the number

of conflict incidents. At the 75th percentile (92 percent budget execution), however,

Table 5. Negative Effects on Child Health and Livestock.

Number of Mines

Acute Respiratory Cases
(Children Under 5) Adult Chickens (Per Capita)

(1) (2) (3) (4)
Acute Polluters Chronic Polluters Acute Polluters Chronic Polluters

2 �8 �13 �280þ 68
(26) (16) (200) (223)

4 47* �2 �300þ �95
(23) (18) (213) (93)

7 94** 6 �317þ �233
(35) (21) (230) (174)

10 123** 12 �328þ �322
(45) (24) (244) (268)

Mean rate 278 per 1,000 1,359 per 1,000
Departments 24 24 24 24
N 168 168 168 168

Note: Standard errors clustered at the department level. Department and year fixed effects included.
Outcomes are counts of under-five children (per 1,000 population) admitted to health facilities for acute
respiratory problems and number of adult chickens (per 1,000 population). Number of mines inverse
hyperbolic transformed in the regression specification, included in the Online Appendix. Acute polluters
are tin, gold, and oil. Chronic are zinc, silver, lead, iron, copper, and natural gas.
þp < .1.
*p < .05.
**p < .01.
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the effect is statistically indistinguishable from zero. These average marginal treat-

ment effects are illustrated in Figure 3, with low and high government capacity

defined by the 25th and 75th percentiles of government budget execution percent-

age.28 With low electoral competition, or medium or low capacity, higher interna-

tional commodity prices drive an increase in violence, whereas high political

competition and high government capacity mitigate that effect.29
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Figure 3. Treatment effects of commodity prices on conflict, by electoral competitiveness,
and government capacity. Panels 1 and 2 report the marginal effects of price on conflict,
computed from the regressions shown in Table 1 columns 2 and 3, respectively. A one-tailed
test of a significant difference in the effect between high and low competition in panel 1 rejects
the null with p ¼ .04. For panel 2, a one-tailed test of significant differences of the effect
between high and low capacity rejects the null with p ¼ .01.
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The estimates in Figure 4 show that only mines in departments with high-

capacity governments do not increase pollution with higher prices. With low-

capacity government, pH drops by 0.4 and a more than doubling of cyanide

concentration. In the Online Appendix, I show that price increases affect environ-

mental contamination in the contemporaneous year, in addition to the aforemen-

tioned results on the subsequent year. Taken together, the evidence indicates that

local government quality is a crucial factor for ameliorating the local,

externalities-driven resource curse.
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Figure 4. Good local governance mitigates the pollution from price increases for acute
polluters. Panels 1 and 2 report the marginal effects of price on pollution at the level of the
mine. The regression outputs are reported in the Online Appendix. For panel 1, a one-tailed
test of significant differences between effects at low and high capacity marginally rejects the
null with p < .001. For panel 2, a one-tailed test marginally rejects the null of no differences in
effects between high and low capacity with p ¼ .09.
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Panels 1 and 2 report the marginal effects of price on pollution at the level of the

mine. The regression outputs are reported in the Online Appendix. For panel 1, a

one-tailed test of significant differences between effects at low and high capacity

marginally rejects the null with p < .001. For panel 2, a one-tailed test marginally

rejects the null of no differences in effects between high and low capacity with

p ¼ .09.

Compensation

On the other side of the ledger from negative externalities, the economic benefits of

natural resource extraction can be pivotal to avoiding social conflict. First, I look at

how prices impact mining revenue transfers to local government, who are respon-

sible to providing compensation to areas affected by mining via public spending.

Next, I examine whether spending is going to the local areas (within departments)

where mining activities are ongoing. Then, I look at direct employment in the sector

and overall GDP growth.

Results in Appendix Table A. 12 show that higher prices drive an increase in tax

transfers to regional governments, but unless there is high bureaucratic capacity,

these increased resources do not translate into greater spending in mining-affected

provinces. When government capacity is in the top quartile (92 percent implemen-

tation), mining areas receive about 842,000 additional Soles (about US$250,000) per

province in public spending for a one standard deviation increase in prices.30 Higher

prices also cause an increase in local employment and wages, regardless of govern-

ment quality.

Additional Evidence

In addition to the primary mechanisms discussed earlier, the Online Appendix

contains a range of empirical regularities that add additional depth and robustness.

Examining the potential for information asymmetry between communities and com-

panies, I find that increased information from EITI disclosures does not mitigate the

conflict-increasing effects of international prices. Furthermore, it turns out that

domestic firms, rather than international extractive companies, tend to be responsi-

ble for most of the conflict effects, in part because they are more likely to invest in

observably polluting commodities.31 The ambient level of protest and collective

action over other issues (e.g., political candidates, public sector strikes), although

not directly correlated with prices or pollution, appear to increase the propensity of

social conflict over externalities. In addition, price shocks that occur during election

years have a much smaller effect than those outside of election years, hinting at the

democratic accountability mechanism for local government. Finally, I find no spatial

in extractives-related conflict relationship across departments, further indicating that

the resource curse dynamics identified here are very local in nature.
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Conclusion

This article theoretically and empirically unpacks a critical mechanism of the local

resource curse—environmental externalities from mining—and demonstrates how

good local governance can overcome this problem by restricting externalities and

provided targeted public goods provision. Unfortunately, few developing world

governments have the requisite institutions to achieve, thus, just 13 percent of low-

and middle-income resource exporters have subnational revenue sharing, strong

policies to limit environmental impacts, and strong overall regulatory quality

(NRGI 2017).

When weak, local governments do not sufficiently enforce limits on externalities

or adequately compensate communities, especially as international prices for

resources rise. Data from Peru indicate that acute, observable environmental pollu-

tion and associated negative health and livelihoods impacts are important drivers of

social conflict near extractive sites.

These findings shed new light on the dynamics of a rapidly expanding sector of

the economy in numerous low- and middle-income countries around the world:

large-scale natural resource extraction in rural areas. Even as resource production

generates a major economic boost to the country, as well as to some local workers,

substantial negative externalities saddle the local areas around extractive sites with a

disproportionate share of the costs. When those costs are insufficiently managed or

offset with benefits, social conflict ensues.

The results have important policy implications for addressing mining sector

conflicts, first and foremost identifying the central position that local government

has in mediating the externalities of mining and cushioning communities from

international demand for commodities. Second, the results indicate that the EITI

may not have the welfare-increasing effects that many assume it has. In the case of

Peru, EITI transparency was associated with higher conflict in weak governance

areas by revealing to some communities that they have low-capacity local govern-

ments that cannot be trusted to carry out their commitments to reduce pollution and

increase benefits.

Although policy report and media coverage often depict resource conflicts as

showdowns between communities and private mining firms, in most developing

countries, it is government, whether local or national, that is the primary conduit

for distributing the financial benefits of mining and which is responsible for enfor-

cing environmental regulations. Building capacity in local and national government

and insuring that accountability for elected officials that have discretion over spend-

ing decisions are two key policy takeaway messages from the study. At the same

time, it is important to note that while advocacy organizations and journalists typi-

cally focus on conflict related to large multinationals, the evidence indicates that

domestic mining firms, rather than foreign companies, are the primary drivers for the

effects we see in this study. This is large part because they tend to invest in mineral
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industries that produce less observable and acute environmental pollution, with the

exception of the oil and gas industry.

Next steps in this research agenda for social scientists should focus on capacity

building and alternative grievance reduction approaches where government is insuf-

ficiently strong. The World Bank and regional development banks, for example,

increasingly use “grievance redress mechanisms,” where local communities may

make formal complaints regarding development projects. Similar efforts from the

private sector, such as the Canadian Mining Association’s “Towards Sustainable

Mining” program or global standards for transparency, labor regulations, and sus-

tainable mining techniques also are also worth scientific study.

While the study focuses on a single country, and on extractive industries, the

implications travel beyond Peru. The results on this topic are very relevant for the

fifty-three other commodity-exporting developing countries that have experienced

violence related to extractives in the last several years. Many of the dynamics

observed in mining are relevant to other industries with externalities, such as

commercial agriculture or basic manufacturing. Given that developing nations

around the world will continue to exploit natural resources to finance develop-

ment activities, it will be critical to understand how to structure the political

incentives and governmental institutions so that the risk of this emerging

resource curse is minimized.

Author’s Note

Fieldwork comes under IPA IRB Protocol no. 13696 and NYU IRB Protocol 15-10490.

Replication files can be found at doi.org/10.7910/DVN/VRIO76.

Acknowledgments

Thanks to Julia Bader; Neal Beck; Graeme Blair; Darin Christensen; Drew Dimmery; Oein-

drila Dube; Tarek Ghani; Mike Gilligan; Stephan Haggard; Antoine Heuty; Juan Hernandez-

Agramonte; Adam Kemmis-Betty; John Marshall; Victoria Murillo; Mai Nguyen; Andrew

Peterson; Pablo Querubı́n; Benjamı́n Quijandrı́a; Cyrus Samii; Jake Shapiro; David Stasa-

vage; Cameron Thies; Johannes Urpelainen; Rachel Wellhausen; Maria Luisa Zeta; seminar

participants at Columbia, Harvard, NYU, and UT Austin; and feedback from two ESOC

working paper series reviewers.

Declaration of Conflicting Interests

The author(s) declared no potential conflicts of interest with respect to the research, author-

ship, and/or publication of this article.

Funding

The author(s) received no financial support for the research, authorship, and/or publication of

this article.

ORCID iD

Renard Sexton https://orcid.org/0000-0003-1876-7923

Sexton 665

https://orcid.org/0000-0003-1876-7923
https://orcid.org/0000-0003-1876-7923
https://orcid.org/0000-0003-1876-7923


Supplemental Material

Supplemental material for this article is available online.

Notes

1. Defensoria del Pueblo data from 2007 to 2014.

2. I use observable/acute and nonobservable/chronic as synonyms in the article.

3. As prices for acutely polluting minerals rise, increasing levels of cyanide concentration

and acidification are found in waterways near major mines. Hospitalization rates for acute

respiratory problems in children under five years go up as does the mortality rate for

livestock. The same effects are not observed for “chronic” (less observable) polluters.

4. This comports with related work by Libman (2013) showing that natural resources only

drive economic growth in regions in Russia that have efficient bureaucracy.

5. As shown in Online Appendix A.8, where there were very few nonmining protests in

the previous year (<5), a mining price upsurge results in an 8 percent increase in

mining conflict incidents. Where there were a large number of nonmining protest

actions (thirty to fifty), however, the same price increase drives a nearly 40 percent

increase in mining conflict.

6. Extractives information is sourced from the World Bank (2014). The sample of seventy-

four countries is those with extractives exports data and conflict monitoring available

from Armed Conflict Location and Event Data and McGill Research Group Investigating

Canadian Mining in Latin America. Online Appendix F contains details.

7. Based on the Natural Resource Governance Institute’s Resource Governance Index 2017

and a “developing world” definition of less than US$20,000 GNI per capita (PPP) and

average resource rents of greater than 5 percent of gross domestic product (GDP) from

2005 to 2014. See more details in Online Appendix E.

8. Social unrest of this sort has major costs, in human and economic terms. In addition to

the personal costs suffered by individuals injured or killed in incidents of violence,

social unrest negatively affects investment and employment as firms react to uncer-

tainty (Fielding 2003). Delayed or forgone production by extractive firms affected by

conflict-related stoppages is estimated to generate losses reaching US$20 million per

week (Franks et al. 2014).

9. There are forty-five middle- and low-income countries where earnings from natural

resource extraction made up more than 10 percent of GDP over the last decade (World

Bank 2016).

10. Rural areas, in developing countries in particular, lag dramatically behind urban areas in

terms of economic growth, education, health outcomes, and reported life satisfaction

(Easterlin, Angelescu, and Zweig 2011). Survey data indicate that rural respondents in

Latin America, for example, are very concerned about the economic opportunities in their

areas and are on average more pessimistic about their future economic situation as

compared to urbanites (“AmericasBarometer” 2016).

11. This division of commodities into acute and chronic is based on field discussions with

CSR staff across three large mining companies in Peru and a review of the environmental
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sciences literature (especially Young and Jordan 1995; Salomons 1995; Dudka and

Adriano 1997; von der Goltz and Barnwal 2014).

12. For example, the predominant gold production technique is “cyanide leaching,” where

firms use a sodium cyanide solution to separate gold from ore. The leftover ore and

cyanide solution form a “slurry” that must be set aside in protected tailings ponds to

avoid contaminating rivers and groundwater while it is treated with chemical or physical

remediation technologies (Young and Jordan 1995). With lower grade (less concentrated)

gold ores, greater amounts of cyanide solution and ore must be employed to recover a

given quantity of gold. As international prices increase, lower quality ores become

profitable to produce, depending on the cost of remediation. If firms can avoid holding

and/or treating cyanide and ore tailings by dumping them, such as in nearby rivers, they

can save money and make marginal ore deposits profitable. Other externalities from

increased production include greater dust pollution and risk to livestock from mining

trucks and more workers (typically young men) from outside the local area.

13. Similarly, they may use scarce bureaucratic resources to address complaints from clients

rather than carry out costly enforcement with extractives firms.

14. This hearkens back to the literature on “greedy rebels” (e.g., Collier and Hoeffler 1998,

2004; Fearon 2005; Ross 2006; Dube and Vargas 2013).

15. The 2005 General Environmental Law (Ley General del Ambiente, Ley No. 28611) sets

forward a general structure for environmental regulation in the country, splitting respon-

sibilities between the central, departmental, and local governments. Department and local

governments are empowered as Environmental Inspection Entities and can carry out

environmental inspections under the auspices of the Ministry of Environment. Under the

General Law of Canon (Ley No. 27506 of 2001, later amended), 50 percent of income

taxes paid by mining companies are devolved to departmental and municipal govern-

ments where the associated mining exploitation took place. Redistributed mining reven-

ues from the canon must be spent on the implementation of infrastructure projects by

departmental and local governments, with administrative oversight from the Ministry of

Economy and Finance (MEF) in Lima. Resources from the mining canon have been

especially targeted to departmental governments, which were established in 2001, with

25 percent of the mining canon earmarked for the departmental government in the region

where extraction takes place.

16. In a series of field interviews, senior departmental government officials in Arequipa and

Cusco noted that project development and administrative management with the MEF

often depend on just a few key individuals in the office. Senior official in Arequipa: “If I

left this office there would be no more new football fields, and no more little buildings for

beauty pageants. The project would sit, waiting for attention, in the computer.”

17. Civil service at the departmental level is often seen as a stepping stone to more prestigious

and lucrative positions in the central government and the private sector, and highly

competent administrative staff are regularly hired away.

18. Scholars and practitioners note that the large mineral price changes during this period

were largely driven by changes in demand from China and other large emerging econo-

mies, rather than from changes in production by mineral exporters (Humphreys D. 2010).
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19. In the Online Appendix I show that, conditional on time and unit fixed effects, the level of

competitiveness in a given department–year is orthogonal to international commodity

prices, conflict, and the administrative capacity of the government.

20. The special administrative region of Callao is combined with Lima. I use departments

rather than districts because the outcome data are not sufficiently precise over time to

consistently code to districts. Furthermore, the type of conflict we observe, while often

starting locally, regularly expand beyond the immediate area around a mine or mining

district such as main roads and the department capital.

21. The results for the latter in the Online Appendix show nearly identical results.

22. The main inferential threat would be from measurement error that is for some reason

correlated with international prices—that is, if the Ombudsman’s office in a given depart-

ment consistently were more accurate when the department-specific prices were high and

missed a lot more when prices were low. During field interviews, I did not observe this kind

of dynamic, in fact, if anything there is greater concern and attention if prices decline, as the

Defensoria often gets inquiries concerned with job losses and tax revenue reductions.

23. Thanks to John Marshall for the suggestion.

24. Fixed effects estimators are unbiased and consistent (with respect to the main parameter)

for any number of fixed effects, irrespective of sample size, as shown by Wooldridge

(2010, 303).

25. Additional regression specifications, alternative outcome variables, and robustness

checks are reported in the Online Appendix and noted throughout the Results section.

I show that the results are not sensitive to the choice of a win margin cutoff for competi-

tiveness and remain strong after additional small sample size corrections.

26. This is almost identical to a log transformation but has the advantage of being defined

at zero.

27. These marginal effects are statistically different from zero, and from each other, in a two-

tailed test with p < .01.

28. Twenty-fifth percentile: 0.84, 50th percentile: 0.88, and 75th percentile: 0.92; high com-

petition is defined in this specification by a 5 percentage point or smaller margin of victory.

29. The panels in Figures 3 and 4 use one-tailed tests for differences in coefficients because

the hypotheses are directional. I include the results with both moderators in a triple

interaction in Online Appendix A.13.

30. On average, for each mining site, spending increases about 129,000 Soles (US$38,000).

31. Overall, extractive sites owned by domestic firms make up 63 percent of the sample,

while multinationals compose 37 percent. Field interview indicates that multinational

companies are (i) more sensitive to media backlash around conflict, (ii) more likely to

invest in high-volume commodities that have less acute pollution, and (iii) sensitive to the

law being applied stringently.
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RETHINKING CREDIT AS SOCIAL PROVISION

Abstract. Credit has become a significant institution within the American social safety net. Accordingly, “access to credit”
talk pervades the current discourse of financial rights and equality for low-income communities. Indeed, in a rare point of
convergence, both progressive and conservative accounts of optimal credit regulation for the working poor rest on the shared
conviction that credit is an important tool of “social provision,” the range of state policies implemented to improve general
welfare.

The notion that credit is a valid form of social provision for low-income Americans, however, is deeply flawed. The difficulty
with credit as a form of social provision for low-income Americans is that there is an essential mismatch between the problem
and the solution. At its best, credit is a mechanism of intertemporal and intrapersonal redistribution. However, low-income
Americans often struggle with persistent financial instability, and decades of data show that they can reasonably expect to be
in worse economic shape as time progresses. As an essential matter, then, the problem of entrenched and enduring poverty that
leaves people consistently unable to afford basic necessities cannot be addressed by a device that requires future prosperity
and economic growth.

Moreover, the resulting debt burden transforms credit as social provision from a form of mere intertemporal redistribution into
a form of regressive redistribution, in which wealth flows out of already economically vulnerable communities. This reality
has *1094  broader consequences for the middle class given its own government-sanctioned, heavy reliance on credit in the
broader, persistently stagnant economic environment. Thus, our increasingly unfounded dependence on a policy of access to
credit as social provision must be set aside in order to begin the difficult task of surfacing and centralizing the more pressing
extent of deepening economic, and thus social, inequality.
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*1096  Introduction

“The poor stay poor, the rich get rich. That's how it goes. Everybody knows.”

--Leonard Cohen 1

Credit has become an important source of American social provision. 2  Consequently, access to credit has come to rest at the
center of the discourse on economic well-being, particularly with respect to low-income communities. 3  *1097  For example,
this discourse has focused on the relative risks and benefits of subprime small-dollar lending--particularly payday lending--
in low-income communities. 4  Increased access to credit forms the premise on which rest varying approaches of how best to
regulate this subprime credit market. 5  Although these approaches may diverge in perspective and prescription, they converge
on the notion that credit is important for low-income Americans, 6  whether as a viable mechanism of smoothing consumption 7

or as a catalyst for social mobility. 8

*1098  For example, the legislative debates that have emerged in the wake of the Second Circuit's 2015 decision in Madden
v. Midland Funding, LLC 9  and the 2017 “Payday Lending Rule” promulgated by the Consumer Financial Protection Bureau
(CFPB) 10  center merely around the optimal regulation of credit for high-risk, low-income borrowers. 11  There is otherwise
minimal engagement with the essential threshold question whether credit is a viable component of social provision for low-
income Americans. Even the fiercest proponents of low-income financial rights and equality regard credit as a second-best
playing field on which to engage questions of economic equality for the working poor. 12  Thus, even as these advocates fight
for economically disenfranchised communities, they do so in inherently market-based terms.

This notion of credit as social provision for the working poor is deeply flawed. The logical problem with credit as a form of
social provision for low-income Americans is that there is an essential “mismatch” between the problem and the solution. 13  At
its best, credit is a form of intertemporal and intrapersonal redistribution--credit shifts an individual's future capital to facilitate
present consumption. 14  This means that for credit to be “productive,” *1099  the resulting debt must be “repaid by a much
richer borrower to whom that amount of debt is worth less.” 15  Put another way, for credit to work as social provision, it must
be extended on terms that are likely to result in an overall improvement in welfare. Consequently, credit as meaningful social
provision for low-income borrowers implies an expectation that notwithstanding their present condition, low-income borrowers
will be better off in the future and able to repay their debts without hardship. This is an unduly optimistic expectation given
both the high interest rates that low-income borrowers tend to pay and the fact that decades of data suggest that low-income
Americans can consistently expect to be in worse economic shape as time passes. 16  Credit is fundamentally incompatible with
the entrenched intergenerational poverty that plagues low-income Americans.

How then did credit come to enjoy such seemingly universal support as a source of meaningful social provision for the working
poor? One answer is that credit has been a tool of social provision since at least the Progressive Era, deployed at the margins
by poverty advocates and policymakers to address the needs of newly urbanized and vulnerable Americans. 17  Successful New
Deal innovations transformed credit from a marginal welfare device into a central means of broad social provision. The National
Housing Act ushered in advances in state-backed, private credit subsidies, which worked to smooth unpopular distributional
dilemmas during the recovery from the Great Depression. 18  Thus, by one account: “The real innovation of New Deal policy
was neither direct state investment nor planning ... but more the practical harnessing of private capital for social ends.”19
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President Franklin D. Roosevelt's embrace of this credit-based mortgage Keynesianism established government-subsidized
consumer credit (specifically to facilitate the consumption of homes) as central to broader economic well- *1100  being. 20  The
United States was on the cusp of the “Golden Age of Capitalism”--the approximately thirty-year period of unmatched economic
growth after World War II. 21  Accordingly, the Americans (largely white) who took advantage of government-sponsored credit
were able simultaneously to borrow and save because their real wages were rising each year and their property values were ever
increasing. 22  Hence, government-subsidized, private credit became a catalyst for building the white middle class, engendering
in this new cohort a level of personal wealth not previously experienced in American history. 23

Credit during the New Deal and at midcentury was successful as social provision because it coexisted with consistent economic
growth and opportunity. This view reflects the notion that credit and debt often amplify the underlying set of circumstances
into which they are introduced. 24  Thus, where credit and its amplifying qualities are concerned, what is good gets better, and
what is bad gets worse. 25  Decades of credit policy in the midst of decades of economic stagnation and decline for low- and
middle-income Americans underscores this notion. 26

*1101  Because persistent privation is common among the working poor, 27  even credit extended on good terms is unlikely to
have positive welfare effects. 28  Indeed, against the backdrop of decades of entrenched and vice-like poverty that leaves low-
income Americans consistently in economic distress without reasonable hope for improvement, the notion that low-income
people can borrow their way to economic stability or even out of poverty is “passing strange.” 29  As an essential matter, their
problems cannot be productively addressed by a device that requires future growth. If anything, such a device is likely to make
their economic existence appreciably worse.

Without expressly acknowledging this essential mismatch between problem and solution, the access to credit discourse at best
evinces a form of optimism bias normally attributed to low-income borrowers themselves. 30  At worst, the discourse is a
politically convenient way to avoid difficult and unpopular conversations about economic inequality. 31

In either case, policymakers have left low-income Americans in a terrible position by decimating public-assistance forms
of social provision--for example, by limiting direct assistance to just sixty months' worth of benefits over an individual's
lifetime 32 --yet failing to solve the threshold problems of persistent wage stagnation and other entrenched social pathologies.
Thus, high-risk, low-income borrowers must provide for their own welfare in the credit marketplace, 33  where lenders build
their business models on the *1102  expected transfer of wealth out of economically vulnerable communities. 34  In this light,
credit does not make sense as a form of social provision where economic growth is intractably arrested. 35

Moreover, the limited value of credit as social provision has implications beyond low-income Americans. Credit as social
provision is a similarly delimited device for the middle class who, although continuing to struggle through decades of stagnant
real wages, 36  are currently fed a steady diet of more and more credit to ease the reality of a bleak financial future. 37  Against
these persistently poor economic prospects for the middle class, the regressively redistributive consequences of credit are likely
to be similar.

*1103  Accordingly, this Article makes two contributions. First, it situates credit squarely within the frame of social provision
and welfare, a perspective that is largely missing from the legal literature. 38  Second, it reframes the current legal discourse of
access to credit against this construction of credit as an institution of social provision for low-income Americans. In so doing, it
aims to unsettle the premise that credit, as an essential matter, can function as a mechanism of meaningful social provision. 39

Thus, it proposes that it is time to grasp the nettle and critically rethink whether credit should continue to be shoehorned into
the discourse of social provision for low-income Americans.

This Article proceeds in three Parts. Part I describes recent legislative debates about access to credit that have followed the
CFPB's 2017 Payday Lending Rule and Madden v. Midland Funding, LLC. 40  What is most surprising about this access to credit
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talk is that the same fundamental premise, namely, that credit is a functional means of social provision, underpins the otherwise
divergent motivations and approaches of both progressive and conservative voices in addressing the needs of low-income
Americans. Part II provides historical context for this surprising convergence. It marshals existing, largely multidisciplinary
accounts of credit at work in the American economy to show how credit as social provision not only has deep roots in the
Progressive Era, but has also persisted as a well-kept device in the toolbox of social welfare provision.

Credit reached a high point in the New Deal and postwar eras, during which policymakers gambled on centralized credit as
social provision by pinning national economic recovery and social welfare to innovations in government-subsidized mortgage
lending. These policies proved to be successful--in light of, importantly, a sustained period of national economic prosperity.
By comparison, later social provision policies that relied on access to credit as a means of addressing a range of social issues--
including civil rights, the economic downturn of the 1970s, social mobility, and the public assistance retrenchment during the
1980s and 1990s--failed to make meaningful change *1104  in light of the persistent economic stagnation and decline that
has plagued low- and middle-class Americans since the 1970s. Thus, Part II highlights that economic progress and growth are
essential elements of credit as productive social policy.

Against this backdrop, Part III argues that the access to credit debate is flawed insofar as it is premised on the idea that credit can
function as social provision for low-income Americans. In other words, credit is beneficial only to the extent that a borrower
can expect to have future cash flow to service the resulting debt. The economic condition of low-income Americans, however,
is persistently impaired, and they can only expect their economic position to worsen as time passes. As a result, even credit that
is extended at a low, or even zero, rate of interest is unlikely to be a meaningful form of social provision. This mismatch has
broader implications because debt--even borne of credit terms that are deemed safe and fair--is particularly dangerous for low-
income borrowers. The debt burden becomes a means of reverse interpersonal redistribution in which wealth is funneled out
of already vulnerable economic spaces and into the coffers of lenders, their investors, and the various other third parties in the
secondary debt market whose fortunes rest on the misfortune of these borrowers. 41

Because the benefit of credit is contingent on the underlying circumstances of its user, credit is not suited to animate policies of
social provision for the working poor who, for structural reasons, can scarcely hope for a brighter economic future. If anything,
they are likely to pass on their problems to their children. 42  Moreover, this concern implicates the welfare of the middle class
in light of its own persistently grim economic prognosis. 43

This Article then concludes by suggesting that in light of the significant limits of credit as social provision, policymakers,
legislators, scholars, and advocates of all stripes should carefully and critically rethink their collective acceptance of credit as a
viable form of social provision. To the extent that policymakers, legislators, and scholars continue to consider accessible credit
as a means of social provision in the face of broader and intractable economic *1105  pathologies, they either fall prey to
their own optimism or else indirectly endorse continued regressive redistribution. Credit, as currently conceived, cannot work
for everyone, and as broader economic circumstances remain in decline, the range of individuals for whom it can function as
productive social provision will shrink. Thus, it is time to redirect our energies toward the more important issues of worsening
economic instability and inequality that plague not only low-income families but middle-class families as well.

I. Access to Credit Debates

Both proponents and opponents of increased regulation of consumer credit for high-risk, low-income borrowers often base their
arguments on a shared ambition of making credit available to individuals across the socioeconomic spectrum. 44  These two
groups share a common baseline for their arguments, notwithstanding any differences in motivation or methodology. They each
take the position that credit can benefit the working poor, thus implicitly framing credit as a valid device of social provision.
Recent debates involving the CFPB's Payday Lending Rule 45  and the Second Circuit's ruling in Madden v. Midland Funding,
LLC 46  provide greater context for this curious alignment. Arguments on each side of these ongoing debates implicitly normalize
the idea that credit should be a significant component of government policies directed toward social provision for the working
poor.
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*1106  A. The CFPB's Payday Lending Rule: Regulating Fringe Credit

The debates over how best to provide credit to high-risk, low-income borrowers and, relatedly, how best to regulate the fringe
lenders who are most likely to lend to such borrowers, have been particularly vociferous with regard to payday lending. 47

Nevertheless, underpinning both sides of these debates is a shared assumption that high-risk, low-income borrowers need credit
to survive, and, consequently, that the state must act (or not act) in order to facilitate and preserve access.

1. A primer on payday lending

As defined by the CFPB, a payday loan is “a short-term, high cost loan, generally for $500 or less, that is typically due on [the
borrower's] next payday.” 48  Most payday loans are due within two weeks. 49  Generally, the borrower must have a job and a
bank account in order to qualify for a loan. 50  The borrower writes a postdated check to the lender in the amount of the principal
loan plus an associated fixed fee of approximately 15%. 51  The lender holds the check until the borrower's next payday, at
which time the lender will deposit the check. 52  However, borrowers who do not have the capital to repay the loan on the due
date can “roll[] over” the loan by paying an additional fee. 53  The lender will then hold the check until the next payday. 54

Approximately half of payday loan borrowers roll over their loans multiple times, causing the relatively benign 15% interest
rate to balloon into a triple-digit or even  *1107  quadruple-digit annual percentage rate. 55  For instance, based on one study,
the average payday loan customer borrower “takes out eight loans of $375 each per year,” spends an additional $520 on interest
per year, and “is indebted about five months of the year.” 56

Nevertheless, payday loans are often branded as important short-term options that meet the urgent needs of borrowers who
otherwise do not have access to emergency capital. 57  In other words, they are limited solutions to “unexpected expenses, like
a car repair or emergency medical need.” 58  Usage statistics tell a different story about payday loan use, however, or at least
require a different conception of the nature of emergencies that low-income borrowers experience. For these borrowers, daily
life is replete with chronic, financial emergencies like past-due rent and utility bills. 59  Accordingly, research shows that “[m]ost
borrowers use payday loans to cover ordinary living expenses over the course of months, not unexpected emergencies over the
course of weeks.” 60  Moreover, this study found that 69% of first-time borrowers used a payday loan “to cover a recurring
expense, such as utilities, credit card bills, rent or mortgage payments, or food.” 61  Thus, high-risk, low-income (and often
minority) borrowers disproportionately use payday loans to fill in the gaps left by the difference between their cost of living
and income, *1108  and consistently roll over these loans. 62  This phenomenon makes payday lending profitable to lenders
and lethal to borrowers. 63

2. Debating the Payday Lending Rule

It is this “mismatch” between the “packag[ing] and promot[ion]” of payday loans as short-term emergency products and the
reality that low-income people regularly use payday loans to fill in the gaps left by insufficient and uncertain income that
underpins much of the debate about how to regulate payday loans. 64  In other words, the problem is not providing for one-time,
unexpected shocks; the problem is that low-income Americans cannot make ends meet as a general rule. A payday loan can
address the former, helping the borrower recover from the one-time emergency, but it can do little to address the latter.

Opponents of increased regulation of payday lenders focus their views on the emergency scenario. They argue that payday loans
are not inherently harmful products when used correctly--that is, to address a short-term shortage of capital. 65  For example,
noting a drop in overdraft revenue where there is an increase in payday credit, researchers argue that “[a]t $50 per returned
check ($25 to the merchant and $25 to the bank), a $100 payday loan *1109  for $15 is cheaper than overdrafting, so using
payday loans to avoid overdrafts could save households money.” 66  In that sense, payday loans are an important resource to
cash-strapped individuals, especially in times of emergency. 67  Without a legislative environment that encourages competitive



Hom, Gregory 9/29/2020
For Educational Use Only

RETHINKING CREDIT AS SOCIAL PROVISION, 71 Stan. L. Rev. 1093

 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 6

and profitable payday lending, payday loans would dry up. 68  With fewer choices, low-income borrowers would then be forced
to seek credit in from unseemly credit providers. 69  Meanwhile, proponents of increased regulation of payday loans argue that
the unduly high interest rates that accompany payday loans push already vulnerable borrowers into a constant cycle of debt
as they try to pay back their loans. 70

Amid a vacuum of federal attention to fringe lenders, the CFPB proposed a rule in July 2016 that would address concerns about
the harmful effects of unrestricted payday lending, along with other forms of fringe lending. 71  The final “Payday Lending
Rule” was issued in October 2017. 72  According to then-CFPB Director Richard Cordray, the Rule was intended to “stop [] debt
traps on payday and auto title loans” and “bring needed reform to a market where far *1110  too often lenders have succeeded
by setting up borrowers to fail.” 73  The Rule applies principally to short-term loans under forty-five days and longer-term loans
that require a balloon payment. 74  Significant to payday loans, the Rule requires lenders of covered loans to determine whether a
prospective customer has the “ability to repay” before making a loan. 75  Proponents of consumer protection, rights, and equality
as facilitated by increased regulation have lauded the Rule. For example, Senator Elizabeth Warren commented:

Payday lenders don't make their high profits on ordinary small-dollar loans. The big bucks come from trapping
a portion of the borrowers in a cycle of debt that crushes families and sucks money out of communities that can
least afford it. The CFPB's new rule will stop these abuses and, once again, help level the playing field for all
families. 76

Nevertheless, in January 2018, after Richard Cordray resigned as CFPB Director, then-Acting Director Mick Mulvaney
indefinitely suspended the Rule. 77  Mulvaney announced that the Bureau would be reconsidering the Rule and that entities who
would otherwise have been subject to the April 2018 effective date of certain provisions of the Rule could seek a waiver from the
CFPB. 78  In response to these reconsideration efforts, forty-three Democratic senators signed and sent a letter to Mulvaney in
March 2018, urging the CFPB to end the reconsideration process. 79  In doing so, the group of senators displayed their focus on
access to safe credit for families in need. The senators opined that “[w]hile short-term loans may help families facing unexpected
*1111  expenses, predatory short-term loans with interest rates exceeding 300 percent often leave consumers with a difficult

decision: defaulting on the loan or repeated borrowing.” 80

Consumer advocates similarly expressed their concern about the Rule's suspension. For example, the National Consumer Law
Center praised the Rule as a significant advancement in consumer protection, observing:

At the heart of the rule is the common sense principle of ability to repay based on a borrower's income and
expenses .... An affordable loan is one a borrower can reasonably be expected to pay back without re-borrowing
or going without the basic necessities of life--like food or rent money. 81

Opponents of the Rule lauded Mulvaney's action in market-focused tones. 82  For example, Jeb Hensarling, then-Chairman of
the U.S. House Committee on Financial Services, opined:

The CFPB's rule on payday loans was yet another example of powerful Washington elites using the guise
of “consumer protection” to actually harm consumers and make life harder for lower and moderate income
Americans. Americans should be able to choose ... the short-term loan they want and no unelected Washington
bureaucrat should be able to take that away from them. 83
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Other opponents of the Rule have also registered their objections to the Rule's purported negative consequences on credit
access for low-income Americans in terms of market independence and consumer choice. The Community Financial Services
Association of America (CFSA), “the leading national association representing nonbank lenders that offer small-dollar credit
products and other financial services,” 84  filed a complaint in the U.S. District Court for the Western District of Texas asking
the court to set the Rule aside on various grounds, including that it violates the Administrative Procedure Act. 85  The CFSA
challenged the CFPB's conclusions about the nature *1112  of payday credit in low-income communities, arguing that “[b]y
effectively eliminating a critical form of credit for millions of borrowers who are in dire need of it, the ... Rule severely injures
the very consumers the Bureau is charged with protecting.” 86

In line with the CFSA's critique, in February 2019, the CFPB--under newly confirmed Director Kathy Kraninger--proposed
to rescind in their entirety the Rule's mandatory underwriting provisions including, for example, the requirement that lenders
analyze borrowers' ability to repay before issuing certain loans. 87  Unsurprisingly, the CFPB's rationale for its proposed changes
centers on continued credit access for those “[c]onsumers living paycheck to paycheck,” who “with little to no savings to fall
back on face challenging financial lives.” 88  Thus, the CFPB opined that the underwriting provisions included in the original
Rule were faulty because they unnecessarily “would have the effect of restricting access to credit and reducing competition.” 89

In response to the CFPB's proposal, Representative Maxine Waters stated that it “essentially sends a message to predatory
payday lenders that they may continue to harm vulnerable communities without penalty.” 90

Ultimately, the views of each side of the Payday Lending Rule debate begin at the same point of origin. They start with the
premise that credit is essential, whether normatively or positively, for low-income borrowers. Accordingly, both sides appear
to agree that the state must regulate (or not regulate) credit so that people can use it to meet their basic needs.

*1113  B. Madden v. Midland Funding, LLC

The Second Circuit's 2015 decision in Madden v. Midland Funding, LLC 91  exemplifies the ongoing debate about the optimal
balance between strict state interest rate caps and federal regulation that preempts the application of these state laws. Proponents
of strict regulation support the application of state usury laws, while proponents of relaxed regulation support preemption.
Nevertheless, both sides begin with the premise that access to credit is vital for high-risk, low-income borrowers.

According to the debt buyer, Midland Funding, New York resident Saliha Madden owed it approximately $5,000 on a credit
card with a 27% interest rate. 92  She had opened the account with Bank of America in 2005, and shortly thereafter, in 2006,
Bank of America sold her account to another national bank entity, FIA Card Services. 93  Madden stopped making her payments,
and FIA decided to cut its losses by selling the debt to Midland. 94  As “one of the nation's largest buyers of unpaid debt,”
Midland buys “accounts with an unpaid balance when: [a]n account has gone at least 180 days without making a payment, or
[s]omeone paid less than the minimum monthly payment for at least 180 days, and [t]he original creditor wishes to sell the
right to collect on the account balance.” 95

The transfer from FIA to Midland vested Midland “with full authority to perform all acts necessary for collection, settlement,
adjustment, compromise, or satisfaction of the claim.” 96  So Midland sued Madden in New York for the unpaid balance which
was still accruing interest at the original 27% interest rate. Madden countersued under the Fair Debt Collection Practices Act,
arguing that the 27% interest violated New York State's civil and criminal usury laws, which cap interest rates at 16% and 25%
respectively. 97

*1114  When Madden first received the card from Bank of America and when Bank of America sold her account to FIA,
Madden could make no legal claim based in usury as to the 27% interest rate. The National Bank Act (NBA) preempts any
state's attempts to legislate usury. 98  Thus, New York's usury rate did not apply to Bank of America or FIA because they are
national banks. 99  But because neither Bank of America nor FIA held any rights to Madden's account once it was transferred to
Midland, Madden sued under the theory that once a “non-national bank” entity held her debt, she would be subject to New York
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State's usury protections. 100  Ultimately, the Second Circuit agreed with Madden. 101  The court ruled that NBA preemption
of state usury laws did not apply to Midland because, rather than acting on behalf of a national bank, Midland was merely a
state-sanctioned, “third-party debt buyer [,] distinct from agents or subsidiaries of a national bank,” acting on its own behalf
to collect Madden's debt. 102

Although only binding within the Second Circuit, “Madden stunned markets” more generally by unsettling the practice of third-
party debt purchasing in the secondary market. 103  Up to that point, this practice had largely relied on the presumption that
“there is ‘no such thing as a state-law claim of usury against a national bank,”’ 104  which in turn meant that debt buyers could
rest assured that original interest rates would stick to the debts they purchased in the secondary market. 105

In 1978, attendant to the deregulation of credit markets more generally, the U.S. Supreme Court decided in Marquette National
Bank of Minneapolis v. First of Omaha Service Corp. that a national bank regulated by the NBA is “‘located’ for purposes
of the [statute] in the state named in its organization certificate.” 106  Thus, the “plain language” of the NBA permitted banks
located within a given state to “charge ‘on any loan’ the rate ‘allowed”’ by that state. 107  The Court's decision functionally
deregulated interest rates across the country, *1115  because under the protection of the NBA, a national bank could charge
all of its customers the interest rate authorized by the state in which the bank is located, regardless of the state in which any
given customer lived. 108  Congress further extended NBA preemption to federally insured, state-chartered banks, extending
the range of lenders who could export favorable state usury limits (if any) to other states. 109  Thus, many major banks moved
their headquarters to states like South Dakota in order to take advantage of favorable state usury laws. 110  As a consequence,
state usury laws have had limited effect on mainstream lending markets. 111

Madden has since created uncertainty in the secondary debt market. 112  Following Marquette National Bank, courts had applied
the “valid-when-made” doctrine to loans sold to third-party buyers if those loans were originated by entities covered by the
NBA. 113  Under this doctrine, buyers in the secondary market could continue to charge the interest rate on loans as originated,
even if the buyer would not usually enjoy the protections of federal preemption. 114  Madden, however, introduced the notion
that third-party loan buyers can find themselves subject to state usury law. Thus, Madden has “cast[] a shadow on debt markets
in which originators do not hold loans to maturity but rather follow an originate-to-distribute business model,” and it has raised
significant concern about the effects it will have on access to credit for high-risk borrowers. 115

Colleen Honigsberg and colleagues' research in New York and Connecticut suggests that this uncertainty in the secondary market
had the consequence of “restrict[ing] credit availability[,] measured by loan size and volume ..., with *1116  the largest impact
being on higher-risk borrowers.” 116  In the wake of Madden, Honigsberg and colleagues studied “marketplace lending,” in
which online platforms such as LendingTree 117  and SoFi 118  connect borrowers with investors willing to lend. 119  “[U]s[ing]
a proprietary algorithm to assign a risk grade to the proposed loan,” these platforms match prospective borrowers with investors
who are willing to lend at the level of risk assigned to any given borrower. 120  Importantly, however, the investors do not
originate the loan. Instead, “[w]hen one investor or more has offered to fund a proposed loan in full, the loan is issued by an
affiliated bank pursuant to an agreement between that bank and the marketplace platform.” 121  Many marketplace platforms
use WebBank, a Utah-based national banking entity, to originate the loans. 122  As Utah has no usury cap, WebBank is able to
assign any interest rate to a given loan that reflects the borrower's relative risk of default; WebBank then assigns the loan to
those investors who have agreed to fund it. 123

In the pre-Madden legal landscape, these investors could comfortably expect that state usury law would not apply to any loan
originated by WebBank and transferred to them, since the valid-when-made doctrine would bring such loans within the ambit
of NBA preemption. Hence, a state with relatively restrictive state usury laws--like New York--could not have imposed its laws
on such a loan even if the borrowers or investors were otherwise subject to New York law. After Madden, however, marketplace
*1117  lending investors must now contend with the uncertainty as to whether state usury caps will interfere with their business

models. 124
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Honigsberg and colleagues found that Madden in fact had the effect of reducing access to credit to “higher-risk borrowers whom
lenders normally charge above-usury rates.” 125  Their study revealed that debt buyers in Connecticut and New York responded
to Madden by paying less for loans made to high-risk borrowers. 126  Moreover, marketplace lenders offered these borrowers
fewer loans and less money per loan. 127  These findings are consistent with the standard neoclassical account of the effects of
usury restrictions on credit availability, in which “usury laws are inefficient, resulting in high-risk borrowers being cut off from
credit.” 128  In other words, in order to provide credit to high-risk borrowers, lenders--as a matter of economic survival--need
to charge higher interest rates to account for the relative increase in risk.

For opponents of consumer credit regulation, a market-based ideal has motivated support of access to credit in this context.
From this perspective, the Madden decision was terrible for high-risk borrowers because it would push lenders out of the high-
risk, subprime market, which is disproportionally populated by low-income Americans and racial minorities. 129  For example,
according to the CFPB, 45 million Americans have limited credit histories as recorded by the three major credit reporting
agencies. 130  For this reason, the potential borrowers--who tend to live in low-income neighborhoods, and are disproportionately
African American and Hispanic--are deemed “credit invisible.” 131  Lenders consider credit-invisible borrowers to be high-risk
*1118  because there is not enough information to assess their true credit risk. 132  Madden thus causes third-party debt buyers,

who are integral to the business model of high-risk lending, to balk at buying any loan with an interest rate that is above the
usury limit of the applicable state. But if the lenders could account for the increased default risk associated with purportedly
high-risk borrowers by charging a commensurately high interest rate, high-risk borrowers would gain access to and choice in
the credit they purportedly need.

Thus, arguments in favor of a legislative “Madden fix” have rested on the notion that the principal folly of Madden is that it
will cause credit for high-risk borrowers to dry up. Accordingly, Madden inspired Congress to contemplate “bills that would
‘fix’ the 2015 appellate court decision.” 133  The House of Representatives recently passed the Protecting Consumers' Access to
Credit Act of 2017. 134  This bill aimed to protect “households in the United States with the fewest resources” by allowing the
high interest rates attached to loans originating from national banks to remain attached to those loans as they move through the
secondary market. 135  Accordingly, the legislation predicted that if Congress did not correct the Second Circuit's interpretation
of federal law, the ensuing “lack of access to safe and affordable financial services will force households in the United States
with the fewest resources to seek financial products that are nontransparent, fail to inform consumers about the terms of credit
available, and do not comply with State and Federal laws (including regulations).” 136

The Madden-fix legislation's proponents, on both sides of the aisle, explicitly expressed their support for the legislation in terms
of the benefits of credit to high-risk, low-income borrowers. For example, Representative Jeb Hensarling, then Chairman of
the House Financial Services Committee, invoked the study by Honigsberg and colleagues, arguing on the House floor that
“[b]orrowers with less than stellar credit scores have seen their credit cut in half” and that it was “just vital” that “families who
are trying to make ends meet ... be able to access credit.” 137  Similarly, Representative Robert Pittenger opined: “[I]t is the
low-income, minority people who have suffered the most in the last decade as a result of the misguided regulations that were
put upon the American people.” 138

*1119  Supporters of consumer rights and economic equality also embraced the Madden-fix legislation. For instance,
Representative Patrick McHenry argued that “[b]y codifying long-standing legal precedent with the valid-when-made doctrine,
we ensure that low and middle-income Americans can access our financial markets.” 139  Senator Mark Warner introduced the
Senate version of the Madden-fix legislation which, like the House version, relied on the study by Honigsberg and colleagues
for the proposition that Madden “has already disproportionately affected low- and moderate-income individuals.” 140

Curiously enough, opponents of the legislation have argued in a similar register against any federal legislative correction of
the Second Circuit's decision, with consumer protection motivating their discourse. Access to safe credit is implicitly their
end game, and thus they have cautioned that the legislation would cause safe credit to dry up. For example, Representative
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Waters endorsed the Madden decision, arguing that state usury laws--with their capacity to regulate payday lenders and other
state-sanctioned lending entities that commonly lend to high-risk, low-income borrowers--are important shields against lending
abuses. 141  In her view, the Madden-fix legislation would permit state-regulated nonbanks, like payday lenders, to “rent-a-
bank” in order to circumvent state usury laws. 142  Similarly, Representative Carolyn Maloney argued that the legislation would
be tantamount to authorizing state-regulated lenders to “goug[e] low-income consumers with outrageous interest rates.” 143

*1120  Some academics and state attorneys general who are strong advocates for consumer rights and equality have also
adopted this view of the Madden-fix legislation. For example, Adam Levitin has counseled that “the Madden fix bills are
actually facilitating predatory lending through ... schemes that have no purpose other than the evasion of state usury laws and
other consumer protections.” 144  Similarly, in June 2018, a group including nineteen state attorneys general wrote to Senate
leaders to register their own opposition to the Madden-fix legislation. 145  They argued that “[t]he states have long held primary
responsibility for protecting American consumers from abuse in the marketplace,” and admonished Congress not to permit
predatory, state-authorized lenders to avoid state usury limits by “cloak[ing] themselves with the banks' rights to preempt state
usury limits.” 146

Ultimately, these opposing viewpoints about the Madden decision converge in their assumption that low-income people need
access to credit for their own well-being. Although agreement on any point is rare in this time of extreme political polarization,
the broad agreement on credit as a mechanism of social provision may best be understood through historical context. The
unlikely convergence of views on credit is less surprising in light of the significant role that credit has consistently played in
American social provision.

II. The Rise of Credit as Social Provision

Within the sphere of the American public-private welfare state, policymakers and legislators have repeatedly invoked credit as
a viable form of social provision. 147  The beginnings of credit as social provision for the poor were a piecemeal and ultimately
unsuccessful attempt to address meaningfully the perpetual lack of economic stability that, even then, marked the existence
of low-income families. The New Deal, however, brought nationalized social provision to the mainstream. A central part of
*1121  President Roosevelt's New Deal plan was to harness the power of private capital to work in favor of the public good. 148

Thus, the New Deal ushered in significant innovations in government-subsidized credit. 149  As social provision policy, credit
worked well because the innovations were followed by an extended period of economic prosperity in which white Americans,
who were the main beneficiaries of government-subsidized credit, could expect that their future selves would be much richer
than their present selves. This expectation proved more than reasonable as white wealth ballooned with the unmatched economic
growth that characterized the so-called “Golden Age of Capitalism.” 150

A. The Beginnings of Credit as American Social Provision

The view that credit is necessary to the well-being of low-income Americans implicitly places credit within the realm of social
provision, a position it has occupied in varying degrees since the Progressive Era. This reflects the United States's enduring
policy of engaging market forces and private actors to provide for social need, 151  a feature that continues to distinguish the
American welfare regime from those in other developed nations. 152  Accordingly, social scientists have described the United
States as a liberal welfare state. 153  Its *1122  welfare apparatus is characteristically dominated by market-based solutions and
pervasive administration of social provision by private institutions and individuals. 154  Accordingly, “citizens are constituted
primarily as individual market actors” who must generally “seek their [own] welfare in the market.” 155  It is in this context that
credit has developed as a means of social provision.

The implicit assumption that credit is a useful form of social provision for low-income Americans reflects the evolution of
credit as an instrument of privatized social welfare, as “an alternative form of redistribution,” and even as a source of social
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and civil rights. 156  Indeed, the American welfare apparatus has consistently deployed credit, to some degree, as a device “to
ease distributional conflicts and supplant the welfare state.” 157  What has changed over time, however, is the centrality and
significance of credit as social *1123  provision policy. Thus, while credit as privatized social provision enjoyed some support
from poverty advocates as early as the Progressive Era, it moved into the mainstream of centralized social provision beginning
with New Deal innovations in government-insured private mortgage credit.

Credit as social provision in the United States was inspired by French institutions. The idea of privately funded credit as welfare
mechanism developed in seventeenth-century France in the form of charitable pawnshops called monts-de-piété. 158  Their
guiding principle was that “[s]mall loans provided at a reasonable price could help to serve the welfare needs of the poor
while also pushing loan sharks out of the market.” 159  Accordingly, the charitable pawnshops lent small sums “on collateral at
reasonable interest rates.” 160  Although they raised some capital to lend through charging interest, selling unclaimed collateral,
and borrowing directly from banks, they experienced persistent challenges with adequate capitalization, particularly during
periods of financial crisis when their lending services were most in demand. 161  They were also criticized because they did
not serve the neediest who, because they did not own disposable property to pawn, had to relinquish “household necessities”
in order to borrow. 162  These charitable pawnshops persisted well into the twentieth century. Starting after World War I, the
French government began directly funding them, and following World War II, it mandated that the pawnshops “provide low-
cost loans to welfare recipients” and “salary loans to public employees.” 163

Although it was ultimately absorbed into the French welfare state, 164  France's credit-as-welfare innovation inspired American
welfare advocates at the turn of the twentieth century to build similar private institutions that could provide credit to poor
people. 165  Their goal was to “help the poor carry themselves through periods of financial distress,” with credit functioning as
“a form of self-help that avoided the dependency trap inherent in charity.” 166  The Provident Loan Society began making pawn
loans in 1894. 167  These small loans *1124  ranged in amount from $1 to $50 and carried a 1% per month interest rate. 168

By 1915, the National Federation of Remedial Loan Associations, founded in 1909 “to promote the idea of credit as a basis for
welfare,” 169  had forty member organizations operating in many urban areas. 170  By 1917, these institutions had made $205
million worth of small loans, averaging roughly $35 per loan. 171

The relative success of Provident and its sister societies helped to shape the view that credit extended “on a business-like
basis” 172  could function as “a legitimate tool for social justice.” 173  Yet, like their French predecessors, these charitable entities
did not have the capital necessary to meet the full demand for low-cost, small-dollar loans to the poor. 174  Moreover, they
competed in the market with loan sharks who made usurious “chattel and salary” loans to the urban working class. 175  Many
of these lenders operated illegally since state usury caps rendered small-dollar loans unprofitable. 176  Given the relatively high
risk of default, as well as the lack of legal recourse upon default, loan sharks charged exorbitant interest rates in order to ensure
a return on their investment. 177  Nevertheless, loan sharks “were an active and important part of working-class life in early
twentieth-century cities” because there was no other alternative for cash-strapped borrowers “without access to other working-
class credit sources.” 178

In 1910, Virginia lawyer Arthur Morris and the Russell Sage Foundation (RSF) separately entered the credit space to carry on
the work of making credit available for the needy. 179  Morris and the RSF each sought to harness the power and capital of
legitimate private lenders as a source of credit for needy workers and the poor. 180  Each believed that credit was an important
tool for helping workers and poor people, and set about to usher in a regime that would *1125  attract legitimate private lenders
by making small-dollar lending legal and profitable. 181  This, in turn, would drive out the criminal and destructive loan sharks
as well as other fringe lenders. 182

The widow of railroad baron Russell Sage founded the eponymous foundation to improve social and living conditions. 183  After
receiving accounts of the practices of loan sharks in New York, the RSF commissioned a study of the incidence and consequences
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of illegal lending. 184  The study concluded that “the uncertain risk of workers' lives demanded that they have access to small
loans to deal with their unexpected misfortune, and a legal form of small loan lending needed to be created.” 185  Thus, the
foundation cast state usury laws as the problem insofar as interest rate caps precluded the development of a private market for
legitimate small-dollar loans. 186  The RSF set about remedying these statutory obstacles, and by 1916 produced the Uniform
Small Loan Law. 187  The model law applied to loans under $300; authorized a monthly interest rate ceiling of 3.5% that was
applied only to the outstanding debt rather than to the original amount borrowed; limited hidden fees and charges; and created a
hierarchy of state oversight of the burgeoning industry. 188  The model law gained traction, and by 1928, twenty-five states had
adopted some version of it. 189  By mitigating the risk to legitimate private lenders, state support of small-dollar lending to the
working poor took hold, and so-called “industrial banks, personal finance companies, [and] licensed lenders” flourished. 190

This support also worked to normalize profitable lending, “dilut[ing] the traditionally sparing American perspective on usury
law.” 191

Morris similarly wanted to make credit available for “low- to moderate-level income earners lacking the necessary collateral
but with a consistent history of income.” 192  Morris thus developed the “Morris Plan,” under which *1126  “[c]haracter, plus
earning power” and the “constructive and useful purpose” of the loan guided the proper extension of credit to the poor. 193  His
plan also included an extended repayment term that was keyed to the borrower's expected future income and eschewed collateral
in favor of “the signatures of two cosigners, both of whom agreed to pay the loan should the borrower default.” 194  Like the
RSF, Morris campaigned to change state law to accommodate his innovation. 195  By 1930, thirty-one states had authorized
the operation of Morris Plan banks within their jurisdictions, both through the passage of special authorizing legislation and
through existing corporate law. 196

Thus, credit played a significant, if not central, part of Progressive Era social reform. Moreover, credit was particularly attractive
as a welfare mechanism because it appealed to the tenets of “scientific charity,” 197  which purported to administer charitable
relief in order “to restore the very poor to independence.” 198  Scientific charity, whose popularity in the Progressive Era as a
theory of social provision similarly influenced the charitable pawn lending societies, promoted organized and privatized relief
that would assist the poor in lifting themselves out of poverty rather than reinforcing their economic condition. 199

These early state-authorized, credit-based, private moves into social provision fit with the ethos of self-help and independence
that characterized welfare provision during this time. 200  Credit made perfect sense to organized charity because “[l]ending
to the poor avoided the pauperizing effects of charity in favor of a [more beneficial] contractual bargain between market
participants.” 201

*1127  B. Success in the Halcyon Days of Economic Prosperity

Credit as a privatized form of social provision moved to the main stage of social welfare policy beginning in the New Deal era.
The New Deal transformed the American social welfare landscape, introducing a combination of centralized, state-administered
social provision, like Social Security, 202  and public-private social provision, like government support for private mortgages. 203

Accordingly, many white American families, the primary beneficiaries of government-subsidized private credit, enjoyed access
to housing credit while also saving money. 204  Importantly, this was a time when these beneficiaries could reasonably expect
an increasingly bright economic future from which their present selves could successfully borrow. 205  For this reason, credit
as social policy in the decades following the New Deal was successful.

Centralized social welfare arrived late to the United States compared to other developed nations. 206  Forced by the massive
economic crisis borne of the 1929 stock market crash and a severely wounded private sector, President Roosevelt ushered
in the New Deal, which initiated a more widespread, state-driven approach to institutionalized social welfare. 207  New Deal
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programs “embodied competing visions between the relationship of the state and the market in American capitalism.” 208  They
encompassed both direct, state- *1128  administered programs, like Social Security, 209  and indirectly subsidized forms of
privatized social provision, like credit. 210  Specifically, New Deal reforms directed toward rehabilitating the housing market
exemplified how the American welfare state deployed private credit as a device of social welfare. 211

The Great Depression brought a collapse of the housing industry. 212  Before the New Deal, homeowners largely financed their
homes with three-to-five-year balloon mortgages. 213  Because these mortgage loans were not fully amortized, borrowers rarely
paid off the full amount--both principal and interest due--within the pendency of the mortgage. 214  Borrowers who could not
afford the balloon payment due at the close of the finance period would regularly refinance these short-term mortgages in order
to extend the time for repayment. 215

When the market crashed, capital for this type of refinancing dried up and many of these mortgages went into default, causing
a widespread foreclosure crisis. 216  The foreclosure crisis affected other connected industries, leading to further economic
hardship. For example, the lack of capital for housing led to the collapse of the construction industry, which in turn affected
the manufacture of products used to build homes, including wood and metal, and the variety of service industries related
to manufacturing. 217  For these and other reasons, correcting the housing market became a focus of New Deal reform. 218

Specifically, addressing the mortgage crisis and encouraging building became priorities. 219

The first line of attack involved direct, state-funded credit. In June 1933, Congress passed the Home Owners' Loan Act, which
created the Home Owners' Loan Corporation (HOLC). 220  The HOLC was meant to “provid[e] much needed liquidity” to
troubled American mortgage markets. 221  In essence, the HOLC *1129  purchased distressed mortgages and refinanced them
with extended payment terms of up to fifteen years. 222  As recounted by historian Louis Hyman, “[i]n total, about 1.9 million
home owners applied for $6.2 billion in refinancing, of which half was approved.” 223  Moreover, “[t]he HOLC refinanced
about 40 percent of all qualifying property and about one-fifth of the total U.S. owner-occupied, non-farm homes.” 224  The
HOLC was largely successful in its mission, but it was intended as merely a short-term solution to the existing foreclosure
crisis. 225  Once the market was largely stabilized, there remained the longer-term problem of economic distress in the housing
construction industry. 226

Credit became a focus of New Deal policymakers' approach to broader economic recovery. The Federal Housing Administration
(FHA), created by the National Housing Act of 1934, 227  was a centerpiece of policymakers' plans to harness the power of
private capital for the benefit of national economic recovery by “creatively induc[ing] business toward new housing initiatives
to restart the economy.” 228  The FHA ushered in a variety of financing innovations that had the effect of creating and then
stabilizing a robust private mortgage lending market. 229  In turn, no initial significant outlay of federal funds was necessary, as
it had been with the HOLC. 230  Prospective homebuyers now had access to private, low-interest credit in the form of extended,
fully amortized loans that lasted from fifteen to twenty years. 231  By spreading out the full payment of the loan over such a
long period of time, the FHA made homes much more affordable to average Americans. 232  Amortization over a *1130  long
period also had the effect of increasing borrowers' ability to withstand short-term economic fluctuations, relieving borrowers
of having to deal with refinancing in vulnerable moments. 233

In essence, through the FHA, prospective homeowners (mostly white) could now afford to buy a house, and private lenders
could count on significantly reduced default risk to turn handsome profits on home mortgages. 234  Moreover, by standardizing
mortgages and ensuring the quality of homes that secured those mortgages, the FHA also had the added effect of creating a
viable secondary market for home mortgages. 235  With the birth of the Federal National Mortgage Association (Fannie Mae),
the FHA helped to restart the flow of capital throughout the ailing economy, as lenders could originate a loan, sell it to Fannie
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Mae, and use those funds to originate additional loans. 236  By 1954, Fannie Mae began bundling up those mortgages into
securities to be purchased by investors, further helping to move capital throughout the economy. 237

Credit innovations became social provision policy insofar as the state sought to support economic recovery for struggling
Americans by subsidizing private credit. For example, given its public subsidization of private risk, the FHA only insured
loans made on homes that passed government inspection. 238  This policy helped to reignite the home construction industry, as
the market for FHA-approved homes expanded. 239  Increased activity in the manufacturing sector followed, resulting in the
creation of jobs for construction workers and factory workers. 240  It also helped to bolster capitalism at a moment when the
country was vulnerable to the spread of socialism. 241

*1131  Thus, credit became the lever for important market-based social policies initiated during the Great Depression. 242  The
government's role was to create and subsidize the mortgage market itself, providing indirect social support for the welfare of
Americans. Indeed, many white World War II veterans returned from the European and Pacific fronts to a nation that subsidized
their reintegration into society with credit. For example, the G.I. Bill offered returning veterans government-backed home
loans. 243  Through its deployment of credit, the U.S. government revealed a significant national commitment to credit as a
primary force in national welfare policy. Indeed, the FHA and the Department of Veterans Affairs insured mortgages for $120
billion in new housing, including approximately half of all new suburban houses in the 1950s and 1960s. 244  Thus, by the
1950s, credit was cemented as the great facilitator of the American dream of suburban homeownership and of white, middle-
class wealth. A future replete with legitimate expectations of economic growth and opportunity made it so.

Credit as social provision policy worked for the vast numbers of white families who benefited from FHA-backed credit
(sometimes even with no money down), because the broader economic environment for them was bright. Following World War
II, Americans experienced two decades of unprecedented economic growth that guaranteed future cash flows and improved
economic status for a wide swath of white borrowers. For example, by one account:

Real per capita income grew in those years at 2.25 percent a year, and prosperity was democratized as huge
numbers of Americans entered the middle class. Indeed, a new working-middle class was created, as blue-collar
workers came to enjoy the benefits of homeownership, and rising wages allowed them to buy household appliances
and new cars and to take vacations. 245

Rising real wages permitted borrowers to save at an increasing rate, allowing them to keep the growth rate of their outstanding
debt relatively flat. 246  Thus, default rates were low, and through their access to government- *1132  subsidized credit in a
broader environment of economic growth and opportunity, white Americans were able to “construct a financial cushion that
would enable them to ride out bad times and pass on the savings to their children.” 247

Notably, credit as social provision reached this apex during the expansive economic growth of the postwar Golden Age.
Thus, New Deal-era innovations in government-insured, private mortgage credit shaped not only economic recovery following
the Great Depression, but also built a relatively wealthy white middle class. 248  The Roosevelt Administration's “mortgage
Keynesianism” double-down on “credit-financed consumption of homes” 249  as a central tool of economic recovery and broader
social provision paid off for those Americans who were lucky enough to benefit not only from more credit, as facilitated by
government largesse, but also from the spoils of postwar economic boom.

Credit-based social provision worked tremendously well for “newly minted white middle-class Americans.” 250  However,
during this same historical moment, credit as social provision did not work for socially marginalized communities, who could
not benefit from the magical combination of economic opportunity and government-subsidized credit. Not everyone had equal
access to this homeownership dream of economic and social well-being set in motion by FHA policymakers. The FHA's de jure
and de facto *1133  discriminatory policies, both in direct lending and in the secondary debt market, caused minority groups
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to miss out on the benefits of government-subsidized housing credit during the Golden Age of Capitalism. 251  This meant that
racial minorities and other socially marginalized groups were not invited to bask in the economic largesse. 252  Rather, they
were relegated to a veritable Wild West of lending that only further entrenched their status as second-class citizens. 253

For example, African Americans who, like their fairer brethren, dreamt of fully amortized, low-interest mortgages had to resort
to alternative forms of credit, like “the dreaded contract sale,” to purchase homes. 254  These contract sales were often marketed
by “opportunistic, white sellers [who] inflated initial housing prices, misled buyers about the extent of repairs the homes needed
in order to be up to code, and offered interest rates on the contract that were higher than mortgage interest rates.” 255  However,
unlike borrowers who bought homes with an FHA-backed conventional mortgage, contract loan borrowers did not receive title
to the property until the full debt was paid. 256  These glorified rent-to-own agreements meant that marginalized borrowers lost
years' worth of payments and were subject to quick eviction based on just one month's default. 257  “Sellers then sold to another
family on contract, continuing the cycle of profit-seeking made possible by exploiting working poor minorities.” 258

C. The Essential Decline of Credit as Productive Policy

The experience of midcentury African American homebuyers reveals a fatal crack in the veneer of credit as social provision.
Namely, because the *1134  prospects for socially and economically marginalized communities were relatively dim, credit,
as an essential matter, could not function as a way to make meaningful economic gains. 259  Moreover, the limit of credit as
social provision became more apparent once the global economy faltered amid the geopolitical and economic upheaval of the
mid-1970s. Credit as productive social provision, even for the white middle class beneficiaries, became a shadow of its former,
postwar self. Nevertheless, policymakers--to little avail--continued to rely on credit as “an alternative form of [expedient]
redistribution.” 260  Credit became a placebo for addressing deeply embedded inequities in civil rights; the “distributional
conflicts” attendant to wage stagnation and the broader economic decline of the 1970s; 261  the need for supplements to public
assistance in the wake of bipartisan dismantling of social provision for the most needy in the 1980s and 1990s, and the ever-
widening racial wealth gap in the 2000s. As described in greater detail in the next Subpart, these attempts to replicate the
successes of credit did little in light of the broader environment of persistent economic inertia for some and persistent economic
decline for others.

1. Credit and civil rights

Credit took on grander, more significant social implications in the Civil Rights era in light of the inequities in credit availability
and quality experienced by racial minorities, women, and the poor. 262  Given the “two-tier credit system” that emerged as a
result of de jure and de facto discrimination, 263  credit became a focal point of both gender-based and race-based civil rights
social policy, as well as of the emergent poverty rights movement. 264

As with the purchase of homes and the expansion of the American suburban landscape, credit had become the primary facilitator
of expanded American consumption, which complemented the lifestyles of a burgeoning *1135  ownership society. 265  Other
twentieth-century innovations in consumer credit, such as installment financing and revolving credit, allowed Americans easily
to fill their newly mortgaged homes and attached garages with expensive, durable goods such as cars, televisions, and appliances,
and consequently to enjoy the “postwar dream of suburban living.” 266  This was consistent with the notion that “spending
[was] a form of citizenship, an important ritual of national identity in daily life.” 267  Yet, as was the case with FHA-insured
mortgages, disenfranchised groups like racial minorities, women, and the poor--individually and intersectionally--were largely
excluded from the bounty or required to pay inflated prices for inferior goods. 268
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As the second-class status of African Americans, women, and other marginalized groups became untenable in the 1950s and
1960s, access to fair credit emerged as an important platform from which to address persistent social and economic inequality. In
this sense, credit took on even greater social significance in American society, as it “moved to the center of American life.” 269

Ora Lee Williams's case against the Walker-Thomas Furniture Company serves as an example of how during this time,
marginalized communities struggled to access credit extended on beneficial terms. 270  In 1962, Williams bought a stereo on
credit from Walker-Thomas. 271  This credit-based installment purchase, one among many she made from Walker-Thomas,
began the unraveling of a debtor-creditor relationship that had developed over the course of five years. 272  A single mother of
seven living on $218 per month in public assistance, Williams could not make the payments of $36 per month and defaulted. 273

Walker-Thomas then attempted to repossess some twenty-two of the items she had bought on installment credit over the
years. 274

*1136  Williams discovered that contractually, Walker-Thomas had every right to repossess these items because each time she
purchased an item on installment credit, she had agreed to a payment pro rata term across all of her installment contracts. 275

This meant that she would receive title to none of the items she bought until she had paid her debt on all of them. Accordingly,
when she defaulted on the stereo payments, Walker-Thomas came and took the stereo, the bed, the chest of drawers, and the
washing machine, even though Williams had by then paid the principal and interest due on the latter three items. 276

Williams fought back with the assistance of the local poverty law bar. 277  She ultimately argued that the cross-collateralization
term was unconscionable because she did not realize that it was a part of her agreement and because the term was unduly biased
in favor of Walker-Thomas. 278  Her case worked its way up to the D.C. Circuit, which, in an opinion by Judge J. Skelly Wright,
held in Williams's favor, remanding the case to the district court for consideration of the credit agreement in light of then-recent
changes in unconscionability doctrine. 279  In Williams v. Walker-Thomas Furniture Co., Judge Wright recognized that shifting
the relative balance of power in terms of debtor-creditor relationships in poor communities held great potential for vindicating
the rights of the poor and improving their lives. 280

Thus, access to credit took its place among the various fronts of social change synonymous with the 1960s United States. For
example, among President Johnson's Great Society reforms in the “battle to give every citizen an escape from the crushing weight
of poverty” 281  were programs directed at credit access as a form of social and economic equality and justice. Specifically, the
acronym “FHA,” once a poster child for state-sponsored credit discrimination, was repurposed to stand for the Fair Housing
Act of 1968, which *1137  prohibited discrimination in mortgage lending. 282  The year 1968 also brought the passage of the
Truth in Lending Act (TILA), which was conceived in the wake of Williams-style concerns about power asymmetries that
tended to favor lenders against unsophisticated borrowers. 283  Accordingly, TILA required lenders to disclose information
about loan terms and cost to prospective borrowers. 284  Later, credit would also occupy an important place in the women's rights
movement. The Equal Credit Opportunity Act, passed in 1974, initially prohibited lenders from basing their credit decisions on
gender, with race and other categories added to the statute in later amendments. 285  Social reformers focused on credit because
“credit had become a necessity in American life,” and policymakers “follow[ed] the lead of social groups who saw access to
credit as a social goal.” 286

Consequently, credit remained in the thick of national social provision policy as the country struggled through a variety of
civil rights reforms. It was deployed to provide an answer to deeply entrenched and persistent inequities like racial and gender
discrimination. Yet, despite the numerous policies and legislation enacted since World War II that have made credit more
accessible to low-income communities, recent data show the relative failure of these attempts to deploy credit to improve social
welfare, at least for African Americans. 287

*1138  2. Credit deregulation as social provision
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With the onset of economic crisis in the 1970s, credit took on even greater significance as a political tool of “statecraft.” 288  It
became a means of “eas[ing] distributional conflicts and supplant[ing] the welfare state,” 289  even as rising inflation and wage
stagnation tarnished its shine. Following World War II, policymakers in the United States relied on credit heavily to improve
the well-being of the American populace. Credit had generally been able to shoulder this burden because the future cash flow
of the average American remained relatively certain. Credit could continue to be a feasible tool of social provision because a
booming postwar economy meant that the resulting consumer indebtedness could largely be serviced. 290

Nevertheless, the good times came to an end with the economic uncertainty of the 1970s, by which time, for many Americans,
“it was no longer possible to be without credit and live in mainstream American society.” 291  Economic uncertainty and stagnant
wages meant that Americans increasingly began to use credit as a wage supplement in order to maintain the standard of living
to which they had become accustomed during the halcyon days of a booming economy and rising real wages. 292  This was a
political problem insofar as “[i]n the context of a regulated financial system, inflation distorted the flow of credit across the
economy, providing ample credit to business but draining capital from the cities and from suburban homeowners.” 293  Thus
policymakers had to decide how best “to redirect capital to social priorities.” 294

The deregulation of credit became a viable means of addressing the attendant “distributional conflicts” 295  head on. 296  By
creating the illusion of present capital and “revolutioniz[ing] the way consumers pay for goods and services,” 297  credit could
address the socioeconomic woes borne of ongoing inflation and stagnant wages. More significantly, it could also place the
burden of accounting for the economic crisis in the hands of private individuals--who would provide for their own present
welfare by placing the burden on their *1139  future selves. 298  In other words, rather than devising a national public policy
to address the ongoing economic crisis, deregulation of credit became the de facto social policy solution. 299

In the face of ever-increasing demand, the existing regulatory framework, including state usury caps on interest rates, limited
the supply of credit. 300  Government action would solve that problem by relieving lenders from the burdens of state usury
caps. A combination of congressional action and judicial action served to deregulate U.S. consumer credit markets. The U.S.
Supreme Court's 1978 decision in Marquette National Bank of Minneapolis v. First of Omaha Service Corp. 301  was a major
step forward for credit deregulation. The Marquette National Bank of Minneapolis, a Minnesota-chartered bank, sued First of
Omaha Service Corporation (Omaha Service), a subsidiary of the Nebraska-chartered First National Bank of Omaha (Omaha
Bank), to stop Omaha Service from soliciting Minnesota residents as customers for Omaha Bank credit cards. 302  In essence,
Marquette (which, as a bank located in Minnesota, was subject to Minnesota's 12% usury cap on its loans) asked the Court to
rule that Omaha Bank (which, as a Nebraska bank, could charge 18% on the first $1,000 of card balances, per Nebraska law)
was required to adhere to Minnesota's usury cap in order to solicit and serve customers in Minnesota. 303

Omaha Services argued in response that because Omaha Bank was a national banking association, the National Bank Act
(NBA), which authorized national banks to charge interest as permissible in their home state, preempted the application of
Minnesota's state usury limit to Omaha Bank's loans. 304  The Court agreed, holding that even though Omaha Bank provided
credit cards to customers outside of its home state of Nebraska, the NBA permitted Omaha Bank to charge interest as permitted
under Nebraska's usury cap. 305

Thus, national banks could thereafter export favorable interest rates into states with onerous usury caps. 306  The ruling began a
race to the bottom between states to attract banks by creating a business-friendly environment for *1140  interest rates. South
Dakota led the charge by eliminating its usury cap, prompting major national banking institutions, like Citibank, Wells Fargo,
and Capital One, to move their credit card operations there. 307  Shortly after the Court's ruling in Marquette National Bank,
Congress followed with legislation that further deregulated credit markets. 308  The Depository Institutions Deregulation and
Monetary Control Act of 1980 (DIDMCA) 309  “expanded federal preemption under the NBA to all federally insured banks,
insured savings and loan associations, and insured credit unions.” 310  This brought federally insured, state-chartered banks
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within the ambit of NBA preemption, and allowed many more lending institutions to compete for customers. 311  Accordingly,
credit became an option for a broader range of Americans, 312  and the mounting socioeconomic problems, exacerbated by
unrelenting wage stagnation, could be deferred to another day. 313  Credit thus served a social function by creating the illusion
that “the grim [socioeconomic] certainties of the 1970s had been somehow suspended.” 314

Credit deregulation policy also served the welfare retrenchment policies promoted by the Reagan and Clinton Administrations
in the 1980s and 1990s. 315  Easily accessible credit was a politically convenient alternative for needy families who, following
welfare retrenchment, increasingly had to fend *1141  for themselves in the marketplace. 316  For example, the Reagan
Administration sought to dial back a variety of welfare programs aimed at helping the poor, in light of the view that public
welfare assistance programs “had become a significant source of social and economic problems instead of a solution.” 317  Rather
than provide direct subsidies to the poor, President Reagan instead wanted to incentivize poor people to become economically
self-sufficient. 318  Thus, in the early 1980s, Congress passed legislation cutting the budgets of Aid to Families with Dependent
Children (AFDC) 319  and the Supplemental Nutrition Assistance Program (SNAP), 320  the primary national public assistance
programs. 321

One consequence of Reagan-era welfare retrenchment was the rise in the proportion of people living below the poverty line. 322

Poor people now had to look elsewhere to supplement their lack of living income, and “[b]y the 1990s, *1142  household
credit was viewed on both the left and the right of the political spectrum as an effective tool for improving poor households'
access to economic prosperity.” 323

Clinton-era welfare reform also pulled the rug out from under poor families who relied on AFDC and other direct
subsidies. 324  President Clinton signed into law the Personal Responsibility and Work Opportunity Reconciliation Act of 1996
(PRWORA), 325  which “marked a dramatic shift in American welfare policy, and in public discourse about poverty, work
and ‘self-sufficiency.”’ 326  These reforms were premised on the notion that poor people could simply work their way out of
poverty and thus “demand[ed] personal responsibility” from any person seeking public assistance. 327  Significantly, under the
PRWORA, Temporary Aid for Needy Families (TANF) replaced AFDC. 328  Whereas AFDC provided direct cash assistance
to low-income and single-parent households, TANF required that work be the basis for welfare eligibility and placed a sixty-
month lifetime maximum on direct grant benefits. 329  The PWRORA also gave states greater latitude in administering federal
funding for public assistance. This created an incentive for states to assume harsher positions in distributing the PWRORA
block *1143  grant money to needy families in order to redirect those funds elsewhere. 330  Thus, at both the federal and the
state levels, “workfare” took hold as national social provision policy.

This narrative of personal responsibility and the “anoint[ing] [of work] as the national ‘welfare’ ... policy” 331  coincided with
the exponential rise in state-sponsored payday lending in the early 1990s. 332  Payday loans grew out of the check-cashing
business. 333  Quick credit became widely available to anyone with the inclination to apply, including low-income borrowers,
notwithstanding their uncertain future cash flow. 334  Low-income borrowers could now access credit to temporarily fill in
the gaps left by inadequate income. Credit had become “a mechanism for addressing poverty,” 335  and credit as self-subsidy
dovetailed with the “workfare” policies initiated by the PWRORA. 336  Social provision policy embraced the notion that the
neediest welfare recipients (and specifically single mothers, who were most significantly affected by the demise of AFDC) 337

could work and borrow their way to a more stable economic reality. 338  Lenders would compensate for any *1144  increased
risk of default, in light of these circumstances, by simply adjusting deregulated interest rates upward. 339  As with the small
loan laws that ushered in profitable consumer and installment lending in the early twentieth century, 340  the regulatory subsidy
worked in favor of lenders, who would presumptively pass the benefits of decreased risk down by broadening the range of
individuals to whom they would lend.
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3. Credit as social mobility

Credit also became the principal mechanism of social mobility, alongside education policies that pushed credit as a pathway
to economic opportunity. 341  To that end, credit has been a tool of education-based statecraft since at least the 1960s. 342

Concerned that college was becoming prohibitively expensive and troubled that middle-class families would not be able to get
credit from private sources, Congress authorized the Higher Education Act of 1965, which created a student loan program in
which the federal government would guarantee privately issued loans. 343  Moreover:

During the [Higher Education Act] debate, lawmakers supported a federal guarantee of student loans because they
saw it as a way of leveraging federal money to harness private sector capital. Without a government guarantee of
repayment, lenders might not extend credit to students and families, because such loans carried an unacceptable
level of risk. 344

This logic was consistent with that of the FHA's New Deal mortgage innovations, except that rather than being based on expected
growth in property values, the program was premised on the idea that a graduate would be a wealthier version of her previous,
borrower self.

*1145  In 1993, President Clinton ushered in the William D. Ford Federal Direct Loan Program 345  to “promote equality of
opportunity and a better living standard and a rising living standard among people who have absolutely no way other than an
education to achieve it.” 346  In essence, the government would support social mobility by cutting out the middlemen and directly
supplying credit to prospective students. 347  The Department of Education would oversee the program, and the government
would hold ownership of the loans. 348  This permitted the government to turn a profit “when the interest rate spread above
Treasuries exceeds losses from defaults and administrative costs.” 349  The Direct Loan Program has been “a moneymaker for
the federal government.” 350  Moreover, although President Clinton had initially hoped that the Direct Loan Program would
replace the loan guarantee program, Congress did not authorize the shutdown of federal subsidization of private lending until
2010. 351  It did so pursuant to the

widespread perception that the guarantees and subsidies--which reduced the riskiness of the loans to only slightly
higher than U.S. government Treasuries, but enabled private lenders to profit by charging far higher interest
rates-- represented a subsidy to private financial institutions and their investors rather than a benefit to students
or taxpayers. 352

Credit also became the principal mechanism of social mobility through federal policies of mortgage deregulation and other
federal subsidies of homeownership. 353  Following credit deregulation in the 1980s, subprime lending began to flourish in
the early 1990s, helped along by federal policies. 354  For example, in 1996, the Office of Thrift Supervision-- the federal
agency *1146  which regulates “all federal and state-chartered savings institutions across the nation that belong to the Savings
Association Insurance Fund” 355 --preempted the application of state mortgage laws to federal thrifts and their subsidiaries,
including nonbank mortgage lenders. 356  In 2004, the Office of the Comptroller of the Currency (OCC)--the federal agency
which “charters, regulates, and supervises all national banks and federal savings associations as well as federal branches and
agencies of foreign banks” 357 --followed suit by issuing a rule that preempted the application of state mortgage lending safety
protection laws to national banks and their subsidiaries. 358  Consequently, “[a] downward spiral in lending standards quickly
resulted,” even as the range of exotic mortgages populating the subprime lending market ballooned. 359
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These policies intended to make credit broadly accessible, which provided a foundation for President George W. Bush's
promotion of an “ownership society.” 360  Included in President Bush's vision of market-based, individualistic social welfare
provision was the notion that minorities could rely on credit as a vehicle to make gains in wealth accumulation. 361  Thus, in
2002, he “issued America's Homeownership Challenge to the real estate and mortgage finance industries to encourage them
to join the effort to close the gap that exists between the homeownership rates of minorities and non-minorities.” 362  In part,
the goal was to incentivize private lenders to lend in minority neighborhoods and to “dismantl[e] and eliminat[e] the barriers
faced by *1147  minority families” in homeownership. 363  For the borrowers themselves, access to credit, backed by the
federal government, would be the answer to solving entrenched and intractable wealth inequality. So, as a policy matter, those
individuals were encouraged to borrow. Thus, President Bush stated:

[O]ne of the larger obstacles to minority homeownership is financing, is the ability to have their dream financed.
Right now we have a program that all of you all are familiar with--maybe our fellow Americans aren't--and that's
what they call a Section 8 housing program, that provides billions of dollars in vouchers to help low-income
Americans with their rent. It encourages leasing. We think it's important that we use those vouchers, that Federal
money, to help low-income Americans go from being somebody who leases to somebody who owns; that we
use the Section 8 program to not only help with downpayment but to help with continuing monthly mortgage
payments after they're into their new home. 364

Of course, massive mortgage defaults, largely concentrated in the very communities President Bush targeted, helped to crash the
global economy just a few years later. 365  Credit as social provision policy for economically disenfranchised communities had
come home to roost, and the most vulnerable, who had been cast out by government fiat into the marketplace to self-subsidize
and work their way out of financial disenfranchisement, suffered the most. 366

III. The Limits of Credit as Intertemporal Redistribution

Credit is a form of intertemporal and intrapersonal redistribution. A fundamental assumption of credit as a productive lever is that
“[t]he borrower is borrowing from her much richer future self--a future self who is *1148  made much richer precisely because
of the borrowed money.” 367  Hence, the broader economic circumstances are significant in determining whether a borrower
can reasonably expect to be in better economic condition in the future. 368  Put differently, in positive circumstances, high
leverage amplifies gains, and in negative circumstances, it amplifies losses. 369  Because credit often amplifies the underlying
circumstances into which it is introduced, in times of economic opportunity and expected growth, credit can be a powerful
instrument for capturing value and exploiting existing opportunity that might otherwise be lost due to illiquidity. 370

Extrapolated to credit as social provision, welfare policies that sanction consumer borrowing make sense during times of
reasonably expected economic growth and prosperity. Thus, credit as a means of social provision reached its zenith in postwar
white America because of the broader environment of consistent economic growth and prosperity. However, it has failed as
a mechanism of meaningful social provision across a range of social circumstances over the last forty-five years. Essentially,
credit of any quality and at any price is of limited benefit to low-income Americans, and the ongoing access to credit talk
completely misses or obscures this point.

A. The Limits of Intertemporal Redistribution for the Working Poor

It is unreasonable to view credit as intertemporal and intrapersonal redistribution for low-income Americans in light of wage
stagnation and persistent insecurity with respect to employment, income, and expenses. Indeed, this disconnect means that at
best, credit can provide only short-term, quasi-palliative relief.
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According to the Bureau of Labor Statistics, “[t]he working poor are people who spent at least 27 weeks in the labor force (that
is, working or looking for work) but whose incomes still fell below the official poverty level.” 371  Women are more likely to
be among the working poor than men, and African Americans and Latinx Americans are more likely than are whites and Asian
Americans. 372  Moreover, “[f]amilies maintained by women were twice as likely *1149  as families maintained by men to be
living below the poverty level.” 373  While full-time workers are less likely to be living below the poverty line, in 2016, there
were 3.4 million such full-time workers among the working poor. 374

Employment tends to be persistently uncertain and unpredictable for low-income Americans, and this job insecurity engenders
significant negative consequences. 375  For example, “laid off workers commonly experience long stretches of unemployment,”
and once they find new work, they can expect to earn “17 percent less than if they had been continuously employed.” 376

Consequently, low earnings is the most common labor market problem that the working poor experience, with 77% of the
working poor (who reported experiencing only one labor market problem) experiencing low earnings in 2016. 377

In addition, “stagnation of wages at the bottom of the U.S. wage distribution over the past several decades and continuing low
rates of full-time work, especially in single-parent households, often leave families below the official poverty threshold.” 378

What is more, these families can expect to bequeath their dismal economic status to their children, who are unlikely to rise
through the socioeconomic ranks. Work by economist Raj Chetty and colleagues has shown that among the birth cohorts of
1971 to 1993, percentile “rank-based measures of intergenerational mobility have not changed significantly.” 379  Children born
in 1971 to parents within the lowest quintile of the income distribution had just an 8.4% chance of moving up to the highest
quintile. 380  Children born in 1986 had a 9.0% chance. 381  The economists found that “a child's income depends more heavily
on her parents' position in the income distribution today than in the past.” 382  They also observed that income inequality has
increased, meaning that “the consequences of the ‘birth lottery'-- *1150  the parents to whom a child is born--are larger today
than in the past.” 383  While approximately 95% of children born in 1940 earned more than their parents earned, just 41% of
children born in 1984 realized the same absolute mobility. 384

In addition to the expectation that they will not be better off financially in the future, low-income Americans can also expect
their relative cost of living to be disproportionately high. 385  Given the perpetually fragile and unstable nature of their financial
condition, low-income Americans feel acutely the brunt of the mundane costs of living: “No amount is small if you cannot
afford it.” 386

For example, housing and transportation are disproportionately expensive costs for low-income Americans. 387  With respect
to housing, low-income families experience significant uncertainty and instability, particularly as the welfare state has fallen
down around their ears. 388  Even as the number of new households receiving federal housing subsidies has fallen, “[h]ousing
insecurity has risen in relative lockstep with employment insecurity.” 389  Indeed, “[i]n the private rental market, where most
low-income families live, affordable housing has shrunk dramatically.” 390  Moreover, “[m]any low-income workers dedicate
most of their paychecks to rent and utilities.” 391

Housing insecurity and instability also make transportation a particularly fraught and expensive challenge for low-income
Americans. 392  Indeed, *1151  “[t]ransportation presents a difficult and underreported challenge to low-income workers trying
to find jobs and manage daily life ... without a car.” 393  For example, one study reports that “[a]bout one-quarter of jobs in
low- and middle-skill industries are accessible via transit within 90 minutes for the typical metropolitan commuter, compared
to one-third of jobs in high-skill industries.” 394

Given the relative lack of jobs and difficulty of public transportation, cars are often a necessity for the working poor. 395  Since the
Great Recession, low-income Americans are buying more cars than ever, which, at first blush, may seem like a positive outcome
given that research shows a positive link between car ownership and steady employment. 396  Yet, cars are expensive to maintain
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for a variety of reasons, including the cost of car insurance; 397  routine and unexpected repairs; licensure requirements; and the
inevitable pitfalls of car ownership, like tickets for parking and other minor infractions. 398  For example, “[a] nonfunctioning
car can also mean lost pay and sudden expenses,” and something as simple as a broken headlight “invites a ticket, plus a fine
greater than the cost of a new headlight, and possible court costs.” 399  Indeed, recent research on bankruptcy filings in Chicago
shows just how much car- *1152  related sanctions push low-income people into financial distress. 400  Moreover, even basic
gas costs can wreak havoc on the monthly budgets of low-income Americans, especially for those whose housing limitations
mean that they must travel a significant distance between home and work, which research suggests is increasingly true for low-
income individuals. 401

In a nutshell, low-income Americans have an exceedingly difficult time making ends meet, and that is often the reason they are
likely to use credit. 402  Indeed, data show that low-income borrowers often use credit to pay for recurrent expenses like rent
and utilities, and “rarely for frivolous or discretionary expenditures.” 403  For these individuals, “expensive credit is better than
no credit at all” because credit is their safety net, 404  albeit one with gaping holes ready to strangle. This economic uncertainty
is constant in the lives of low-income Americans, and it has been exacerbated by workfare retrenchment policies reflecting the
view that all working poor people need to do to solve their poverty is pull themselves up by their own bootstraps. 405  Private
credit fits this description because it requires low-income borrowers to fully bear the risks inherent in borrowing. 406  The risk
may be reduced, but it is still squarely borne by those borrowers.

Because lack of future income, perpetual shortfalls in present income, and expense instability are stark and daily realities for low-
income Americans, the access to credit discourse that universally centers itself on regulating credit *1153  merely camouflages
the deeper and pervasive set of issues related to persistent and intractable poverty. In this sense, the discourse sanctions credit
dependency as a substitute for purported welfare dependency. Because of the nature of credit, credit dependency is especially
treacherous for the working poor, as it opens a channel for regressive interpersonal redistribution.

Williams v. Walker-Thomas Furniture Co. 407  is again instructive. It serves as an example of how limited future economic
opportunity undermines the notion that credit is meaningful--even credit extended on fair terms. The case was about access to fair
and safe credit, and the court, in remanding the matter, left room for the conclusion that the credit terms offered by the Walker-
Thomas Furniture Company, including the cross-collateralization provision, were in fact unconscionable. 408  Nevertheless, the
underlying facts suggest that credit of any quality was dangerous for Ora Lee Williams in light of her entrenched and depressed
economic and social position. 409  Beyond just parsing the visible and invisible terms of Williams's contract, the facts of this
case might cause us to consider why she bought a stereo worth approximately $4,000 (in today's dollars) on credit to begin with
when she and her children were limited to $1,830.43 per month. 410  This is not an attempt to cast judgment on Williams for
buying the stereo, given her limited means. This was an especially steep price for her to pay, particularly when there was a good
chance that the stereo was a recycled commodity, previously repossessed from some other poor family in the neighborhood
who couldn't pay on time, and then peddled as new to Williams by the Walker-Thomas salesmen who preyed on all of them.
Indeed, this practice was apparently part of Walker-Thomas's business plan. 411

Yet, it would be reasonable to conclude that even if Walker-Thomas had offered Williams and her neighbors fair credit terms,
her risk of defaulting on the purchases remained high because of her place in the existing social hierarchy. She was a single
mother, living on public assistance, confined by discrimination of various forms to shop in the ghetto, with little future economic
opportunity. 412  If anything, credit and debt played an integral role in trapping her and her neighbors in these circumstances,
permitting Walker-Thomas to profit from their misfortune. 413

*1154  B. Credit Dependency as Regressive Redistribution

The current discourse of low-income Americans' access to credit continues to rest on the assumption that credit extended on
good terms is beneficial. 414  Moreover, now that credit is accessible to low-income borrowers, effectively filling the void left
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by welfare retrenchment, legislators and policymakers currently confine themselves to debating the cost of credit as low-income
social provision rather than exploring the essential qualities of credit that make it a poor substitute for a robust, public safety
net. 415

Regardless of their view on how best to operationalize greater access to credit for low-income borrowers, proponents of
credit as social provision seem to discount the degree to which credit provides a channel for wealth to leave economically
vulnerable communities and travel upward toward the more affluent. 416  This interpersonal, regressive redistribution has grave
consequences for low-income borrowers and, more broadly, for other communities whose economic prospects are consistently
dim. As noted by political scientist Gunnar Trumbull, “there's a feature of consumer credit that makes it fundamentally
regressive” because “the poorest people who take out loans pay the highest interest rates.” 417  Those payments made in the
credit “sweat box” move wealth out of distressed communities and into more affluent ones. 418

For example, this regressive mechanism is visible in pension plans' investment in securitized consumer credit. 419  Pension
plans have enjoyed significant returns at the hands of financially distressed borrowers mired in high interest rates. 420  Indeed,
the prevalence of pension casualties following the *1155  Great Recession indicates just how common it had become for
institutional investors and “arrangers” 421  to feed middle-class pension holders a diet rich in wealth drawn from communities
in which high interest rates and subprime credit flourished. 422

The continued focus on direct federal educational loans also shows how this regressive redistribution is manifested through credit
in light of broader social and economic inequality. Federal educational loans are often viewed as positive credit innovations. 423

Direct loans, which are held by the Department of Education, have made education more accessible to a broader range of students
along the socioeconomic spectrum by, among other strategies, minimizing eligibility criteria and relying on statutory pricing
rather than risk-based pricing. 424  They also include a range of repayment options meant to ease the burden of debt and “reduce
the chance of default.” 425  Nevertheless, increased direct federal loan funding, by some accounts, has triggered soaring tuition
rates and increased default rates. 426  Indeed, as of June 2017, federal student loan borrowers had missed payments on $144
billion, marking a 12% increase from June 2016. 427  Moreover, borrowers from economically vulnerable groups, including the
children of low-income parents and African Americans, are more likely to default. 428

*1156  Notwithstanding relatively good terms and pricing, many predict that the United States is on the cusp of a student loan-
driven default crisis, with over $1.3 trillion in outstanding debt and an 11% default rate. 429  As with the subprime crisis, it is
likely to be borne by those most leveraged, draining wealth where it is already scarce. Thus, the problem is less the quality
of the credit and more the essential limits of credit where the broader economic environment is difficult for whatever set of
persistent structural and historical reasons. 430

Moreover, the mismatch between persistent and worsening financial insecurity and credit as social provision has negative
implications beyond the working poor. The Payday Lending Rule and Madden fix debates 431  represent the broader space
that credit has come to occupy in social provision for the middle class as well, and the degree to which the discourse has
accepted credit as a foregone conclusion. Stagnant wages and the increasing cost of living have also left the middle class
economically vulnerable over the last several decades. 432  Yet, state policies like credit deregulation and securitization have
similarly encouraged middle-class borrowers to look to credit to finance their well-being. 433  Indeed, bankruptcy filings have
revealed the degree to which the *1157  middle class has come to rely on credit to meet daily needs and as a means of filling
in the gaps left by the lack of satisfactory social insurance. 434  They also reveal the relative failure of credit as a reliable source
of social provision for the middle class as well. 435  Thus, the essential limitation of credit as social provision should worry
the middle class, too.
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Conclusion

Credit has clear limits for the working poor, yet the discourse of access to credit for high-risk, low-income Americans crowds
out those limits. Perhaps it does so in service of what may be the greater evil: the reality that credit is not for everyone. This is
a challenging conclusion given the democratic and participatory ideals we have attached to credit. More than just an economic
tool, credit has taken on significant social consequence as a source of democratic participation and belonging. 436  Thus, to
conclude that credit is not for everyone is to invoke social divisions that we tend to gloss over with talk of credit as self-reliance
and improvement. 437  Nevertheless, we must grasp the nettle and internalize the notion that credit does not work for everyone
as a productive leveraging device. For the working poor, credit as social provision is not a substitute for a robust welfare regime
that addresses the broader structural forces that result in entrenched, intractable poverty. 438

*1158  Accordingly, it is time to shift the conversation about feasible social provision firmly away from credit, particularly in
our time of persistent and concentrated economic decline and inequality. 439  First, this requires a recognition of credit as not
just a market feature, but as a mechanism of current policy on poverty and welfare. This Article builds on sociological work
that specifically situates credit as social provision policy, by arguing that in this characterization, credit is neither unassailable
nor a found object.

One implication of this reorientation is that the persistence of talk about low-income Americans' access to credit indicates that
the balance in the public-private American welfare regime has shifted too far toward individualism and private provision. 440

This shift implicates the pervasive reputational divide between forms of government subsidy in the welfare system that tend
to favor hidden forms of government subsidy--namely, privatized social provision--over more patent forms such as public
assistance. 441  By invoking the market, advocates of more privatized, individualized welfare measures, like credit, seek to
reduce, at least nominally, the primacy of the government in direct social provision. 442  Breaking through the facade of credit
as meaningful social provision would serve to chip away at the false hierarchy in the public consciousness that presently marks
welfare provision.

Credit fits comfortably within the larger individualistic narrative that insists the market is the most efficient locus of social
provision and that low-income Americans can lift themselves out of poverty through regulated engagement with private
actors. 443  This notion has consistently marked the steady bipartisan dismantling of public investment and direct public
assistance *1159  over the last several decades in favor of market-focused, work-based private social provision. 444  Yet,
even privatized forms of social provision are themselves constituted and reproduced through the aegis of, and regulation by,
the state. 445  In this sense, even though the prevailing rhetoric of the American liberal welfare regime popularly sounds in
the register of limited government, market-based welfare provision, like credit, actually requires significant and consistent
government intention and intervention. 446

Nevertheless, like other market-based forms of social provision, credit conveniently cloaks the significant role of government
in its inner workings by presenting a private facade. 447  In this sense, it preserves the largely “obscured” two-track, hierarchical
arrangement in American social provision that has bifurcated social welfare along class lines. 448  This two-track division
recognizes a class-based, ranked relationship between various forms of social welfare. 449  For example, the mortgage interest
tax deduction, an “extravagant” subsidy that rewards private homeowners, is less offensive to the American *1160  ethos of
individualistic bootstrap pulling than is a direct subsidy like housing credits for low-income Americans, yet a subsidy by any
other name is still a subsidy. 450

This hierarchical division also exists between social insurance and public assistance. It blesses as duly entitled those largely
middle-class individuals who benefit from “upper track” social insurance programs, like Social Security, and it brands as
deceitful and undeserving those largely low-income individuals who benefit from “lower track” public assistance programs,
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themselves ripe for reform. 451  Indeed, the latter, like TANF and SNAP, are likely to be means tested and, as “what we usually
think of as welfare,” are much maligned. 452

Secondly, proponents of social and economic well-being for low-income people should actively question credit in the first
instance, given its very clear limitations and dangers. 453  Although one might expect that advocates of the market will continue
to view credit as a viable tool of intertemporal redistribution, advocates of economic rights, poverty rights, and economic
equality must begin to examine closely the ideal of safe or low-interest credit as valid, universal social policy. This means that
even sympathetic calls to take profit out of lending--for example, through postal lending or community-based lending--feed into
this validation, and must move beyond credit as a viable solution for the masses. 454  For example, in July 2017, Representative
Cedric Richmond introduced the Providing Opportunities for Savings, Transactions, and Lending Act of 2017, which would
have authorized the U.S.  *1161  Postal Service to offer small-dollar loans among other financial services. 455  In April 2018,
Senator Kirsten Gillibrand proposed similar legislation that would revive banking services, including loans, through the Postal
Service. 456

Although these proposals are well intentioned insofar as they aim to help economically marginalized people, 457  their focus on
access to credit aligns them with the market-based, self-help narrative that characterized late-twentieth-century welfare reform.
And by continuing to focus on credit as an avenue of social provision, these proposals continue to situate credit within the
larger individualistic narrative of welfare reform for low-income Americans. Even though the aim is to provide a purportedly
safe alternative to high-interest payday loans and credit offered by other fringe lenders, the solution is still market based and
dangerous. Moreover, this focus on credit simply provides an expedient diversion from the more difficult and intractable political
questions concerning persistent, intergenerational poverty and why low-income Americans continue to fail in the marketplace
at ever-increasing rates. 458  Thus, even well-intentioned credit essentially places the burden on the low-income borrower to
borrow her way out of a structurally determined fate and, if unsuccessful, to bear the consequences of the resulting debt. Simply
put, credit of any quality will strip wealth from poorer communities when even repaying the principal alone is difficult, much
less the interest. Given the relative economic despair of low-income borrowers, credit presents more interpersonal redistributive
danger than it does intertemporal, intrapersonal relief.

Ultimately, what is needed is conversation that refocuses our collective lens squarely on the causes of persistent economic
shortfalls. 459  The current *1162  access to credit discourse, regardless of the intentions of the discussants, keeps credit at
the heart of how we deal with persistent poverty. This is a place in which credit has little, if any, purchase. Credit is built on
expectation of economic progress, something that many low-income (and middle-income) borrowers have not seen in their
lifetimes. Perhaps then, it is time for credit to leave the conversation around social provision for low-income Americans. This is
inherently difficult work because it requires that we strip away many of the constructed ideals of participation and citizenship that
accompany credit in American society. Nevertheless, rather than simply making adjustments at the margins of credit policy, it is
time to redirect our collective focus toward the fundamental, persistent, and underlying challenge of ever-increasing economic,
and consequently social, inequality.
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products.”), and Todd J. Zywicki & Joseph D. Adamson, The Law and Economics of Subprime Lending, 80 U. COLO.
L. REV. 1, 3-4 (2009) ( “Heightened protections for borrowers that increase the cost or risk of lending will raise the cost
of lending and result in either higher interest rates for borrowers or reduced access to credit. Because of the benefits
that the subprime market creates for millions of marginal homeowners, lawmakers should carefully consider ways to
maintain the legitimate subprime market while restricting the ability of predatory lenders to originate high-cost loans
that impose a net harm on borrowers.” (footnote omitted)), with, e.g., Marco Meyer, The Right to Credit, 26 J. POL.
PHIL. 304, 318-19 (2018) (arguing that as a matter of distributive justice, all members of a capitalist society should
have access to credit).

6 See, e.g., Russell, supra note 3, at 563-64, 564 n.64.

7 See, e.g., Melzer, supra note 4, at 518 (“[C]redit can ease financial distress by allowing individuals to better smooth
income or consumption shocks.”).

8 See, e.g., Raphael W. Bostic et al., Hitting the Wall: Credit as an Impediment to Homeownership, in BUILDING
ASSETS, BUILDING CREDIT: CREATING WEALTH IN LOW-INCOME COMMUNITIES 155, 155-56 (Nicolas
P. Retsinas & Eric S. Belsky eds., 2005) (arguing that homeownership is an important social and public policy goal
that brings wealth and stability, but one that is difficult for low-income communities to realize because of their limited
access to quality credit).

9
786 F.3d 246 (2d Cir. 2015). In Madden, the Second Circuit ruled that loans transferred to “non-national bank”

entities in the secondary market are subject to state usury caps even if they were originated by a national bank that would

otherwise enjoy federal preemption from such state usury caps. See id. at 249-51.

10 See Payday, Vehicle Title, and Certain High-Cost Installment Loans, 82 Fed. Reg. 54,472 (Nov. 17, 2017) (codified at
12 C.F.R. §§ 1041.1-.14 (2019)). The Payday Lending Rule regulates payday lending by, for example, requiring that
payday lenders determine whether a prospective customer has “the ability to repay” certain types of loans before lending
to the customer. See 12 C.F.R. § 1041.5.

11 See infra Part I.

12 See, e.g., Press Release, Elizabeth Warren, U.S. Senator, Statement from Senator Elizabeth Warren on CFPB's New
Payday Lending Rule (Oct. 6, 2017), https://perma.cc/C3JW-9EDQ.

13 See LISA SERVON, THE UNBANKING OF AMERICA: HOW THE NEW MIDDLE CLASS SURVIVES 81 (2017)
(“Consumer advocates vehemently oppose [payday] loans; they object to what they see as a mismatch between the way
loans are packaged and promoted and the way people actually use them. Though they are sold as ‘quick fixes' for a
duration of two to four weeks, many people end up taking out loans, then rolling them over or renewing them.”).

14 See, e.g., Christine L. Dobridge, High-Cost Credit and Consumption Smoothing, 50 J. MONEY CREDIT & BANKING
407, 419-27 (2018) (describing how consumers use high-cost credit in order to smooth consumption); see also MONICA
PRASAD, THE LAND OF TOO MUCH: AMERICAN ABUNDANCE AND THE PARADOX OF POVERTY 239
(2012) (“The welfare state and credit may both be conceptualized as twentieth century versions of reciprocal exchange,
marked not only by reciprocity between social actors but also by reciprocity with a more prosperous future.”); Basak
Kus, Sociology of Debt: States, Credit Markets, and Indebted Citizens, 9 SOC. COMPASS 212, 213 (2015) (“Credit
is a financial resource that makes it possible to pay for necessities or conveniences today, but at the same time, it is a
liability that might curb consumption tomorrow.”).

15 See PRASAD, supra note 14, at 238-39.

16 See, e.g., LAWRENCE MISHEL ET AL., ECON. POLICY INST., WAGE STAGNATION IN NINE CHARTS 6 (2015),
https://perma.cc/JY87-4J8B (showing income stagnation for low- and middle-wage workers). Moreover, the Bureau of
Labor Statistics reports that most low-income workers consistently experience “periods of unemployment, involuntary
part-time employment, and low earnings” that “hinder [their] ability to earn an income above the poverty threshold.”
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BUREAU OF LABOR STATISTICS, U.S. DEP'T OF LABOR, REPORT 1074, A PROFILE OF THE WORKING
POOR, 2016, at 5 (2018), https://perma.cc/Y325-GQ6M.

17 See infra Part II.A.

18 See LOUIS HYMAN, DEBTOR NATION: THE HISTORY OF AMERICA IN RED INK 53-54, 57-58 (2011); see
also National Housing Act, Pub. L. No. 73-479, 48 Stat. 1246 (1934) (codified as amended in scattered sections of 12
and 18 U.S.C.).

19 HYMAN, supra note 18, at 47; see also PRASAD, supra note 14, at 200 (describing the “affordable home mortgage” as
one of the New Deal's “credit innovations” and noting that “the mortgage is one of the central institutions of American
political economy”).

20 See HYMAN, supra note 18, at 46.

21 See, e.g., David Singh Grewal & Jedediah Purdy, Inequality Rediscovered, 18 THEORETICAL INQUIRIES L. 61, 64-67
(2017) (describing the “‘thirty glorious years' following World War II, when high rates of growth, effective national
controls on the international movement of capital, and a strong political role for organized labor resulted in widely
shared prosperity” (footnote omitted)).

22 See HYMAN, supra note 18, at 72 (“The [Federal Housing Administration (FHA)] had redefined what middle-class,
predominately white Americans believed was possible for owning their own home--and this ‘ownership’ was predicated
on twenty years of indebtedness.”); id. at 132 (“The rate of savings continued to rise even as Americans borrowed.
Seventy percent of households with debt continued to save.”).

23 See, e.g., RICHARD ROTHSTEIN, THE COLOR OF LAW: A FORGOTTEN HISTORY OF HOW OUR
GOVERNMENT SEGREGATED AMERICA 181-83 (2017) (“The advantage that FHA ... loans gave the white lower-
middle class in the 1940s and '50s has become permanent.”).

24 See, e.g., ATIF MIAN & AMIR SUFI, HOUSE OF DEBT: HOW THEY (AND YOU) CAUSED THE GREAT
RECESSION, AND HOW WE CAN PREVENT IT FROM HAPPENING AGAIN 22-23 (2014) (noting that in the
Great Recession, “[t]he fact that low net-worth households had very high debt burdens amplified the destruction of their
net worth,” and opining that “a fundamental feature of debt [is that] it imposes enormous losses on exactly the households
that have the least”); Ricardo J. Caballero & Arvind Krishnamurthy, Global Imbalances and Financial Fragility, AM.
ECON. REV., May 2009, at 584, 584 (“The [financial] crisis was triggered by the crash in the real estate ‘bubble’ and
amplified by the extreme concentration of risk in a highly leveraged financial sector.”).

25 See, e.g., MIAN & SUFI, supra note 24, at 22-23; Caballero & Krishnamurthy, supra note 24, at 584.

26 See Drew DeSilver, For Most U.S. Workers, Real Wages Have Barely Budged in Decades, PEW RES. CTR.: FACT
TANK (Aug. 7, 2018), https://perma.cc/Y99B-XZAK.

27 See, e.g., BUREAU OF LABOR STATISTICS, supra note 16, at 5; Adam Levitin, OCC Payday Lending Bulletin,
CREDIT SLIPS (May 24, 2018, 9:20 PM), https://perma.cc/TB49-49FA.

28 See PRASAD, supra note 14, at 238-39 (observing that the “logic of credit” is tied to economic growth); Melzer, supra
note 4, at 520, 550 (observing that “low- to moderate-income households ... represent the vast majority of payday
borrowers” and finding that payday borrowing “increases households' difficulty in paying mortgage, rent and utilities
bills”); Levitin, supra note 27 (“[I]f the policy issue is that borrowers can't afford to repay the loans irrespective of fees,
then cost-reduction proposals look like Titanic deck-chair reshuffles.”).

29 See GARY S. BECKER & RICHARD A. POSNER, UNCOMMON SENSE: ECONOMIC INSIGHTS, FROM
MARRIAGE TO TERRORISM 352 (2009) (expressing skepticism, in the context of the international microfinance
movement, at the possibility of any country being able to “climb[] out of poverty on the backs of small entrepreneurs
financed by credit”).
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30 See Ronald Mann, Assessing the Optimism of Payday Loan Borrowers, 21 SUP. CT. ECON. REV. 105, 107 (2013)
(“[E]xcessive optimism causes users to believe they will pay off their loans rapidly, when in fact they usually will not.”).

31 See Krippner, supra note 2, at 2 (“[P]olicy makers ... have relied on credit to ease distributional conflicts and supplant
the welfare state.”).

32 See Personal Responsibility and Work Opportunity Reconciliation Act of 1996, Pub. L. No. 104-193, sec. 103(a)(1), §

408(a)(7)(A), 110 Stat. 2105, 2137 (codified as amended at 42 U.S.C. § 608(a)(7)(A) (2017)).

33 See Chrystin Ondersma, A Human Rights Approach to Consumer Credit, 90 TUL. L. REV. 373, 379 (2015) (“Due to
flat or declining wages and reductions in the welfare state, more individuals than ever turn to credit to meet their basic
needs. In other words, individuals or families face income shortfalls and must rely on credit to fill the gap, which, in
turn, often increases that gap.”).

34 See Nathalie Martin, 1,000% Interest--Good While Supplies Last: A Study of Payday Loan Practices and Solutions, 52
ARIZ. L. REV. 563, 577 (2010) (“[T]he business plan of short-term lenders appears to include setting up convenient and
ubiquitous storefronts, hiring extremely friendly clerks, building a base of loyal customers, maximizing the frequency
and amount of lending while maintaining repayment at the minimum amount required by law, and encouraging late
payments to maximize fees.”); see also Oren Bar-Gill & Elizabeth Warren, Making Credit Safer, 157 U. PA. L. REV.
1, 55-56 (2008).
Oren Bar-Gill and Elizabeth Warren have opined that payday loans are “designed to maximize profits from consumer
decision-making errors.” See Bar-Gill & Warren, supra, at 55. Because “[m]any payday borrowers do not pay back the
loan on the next payday” as originally planned, they end up paying exorbitant fees just to roll over the original loan.
Id. at 55-56. This results in costs “far higher than the consumer initially assessed.” Id. at 56. Thus, the “payday loan
product is arguably designed to take advantage of consumers' optimism bias and their consistent underestimation of
the risk of nonpayment.” Id. This business model survives on stripping wealth from communities that cannot afford
to lose it. See Kate Berry, CFPB to Scrap Key Underwriting Portion of Payday Rule, AM. BANKER (Jan. 14, 2019,
12:38 PM EST), https://perma.cc/LCM7-KA9K (“[T]he CFPB's data shows that payday lenders rely on reborrowings
as a major source of revenue.”).

35 I pause here to note that this argument is focused specifically on low-income Americans who repeatedly use credit to
smooth consumption.

36 See SERVON, supra note 13, at 59 (“Families with incomes less than $75,000 have been hit the hardest, and not just
at the very low end: more than half of families with incomes between $30,000 and $75,000 say they are falling behind,
as their cost of living increases faster than their income.”).

37 For example, economist Raghuram Rajan has criticized the use of housing credit as a Band-Aid for deeper economic
problems plaguing the lower class. See RAGHURAM G. RAJAN, FAULT LINES: HOW HIDDEN FRACTURES
STILL THREATEN THE WORLD ECONOMY 43-44 (2010). He suggests that “[i]nstead of looking for ways to
resuscitate spending by those who can ill afford it, and creating unsustainable bubbles in the process, we need to think
creatively about how Americans can acquire the skills they need to enhance their incomes.” Raghuram G. Rajan, Let
Them Eat Credit, NEW REPUBLIC (Aug. 26, 2010), https://perma.cc/E6MR-SW2A.

38 Some bankruptcy scholars have written about the Bankruptcy Code as a part of the social safety net insofar as it alleviates
debilitating debt. See, e.g., Adam Feibelman, Defining the Social Insurance Function of Consumer Bankruptcy, 13
AM. BANKR. INST. L. REV. 129, 129-32 (2005); Melissa B. Jacoby et al., Rethinking the Debates over Health Care
Financing: Evidence from the Bankruptcy Courts, 76 N.Y.U. L. REV. 375, 377-78 (2001). Sara Sternberg Greene has
similarly described how recipients of the Earned Income Tax Credit use credit cards to smooth gaps in income. See Sara
Sternberg Greene, The Broken Safety Net: A Study of Earned Income Tax Credit Recipients and a Proposal for Repair, 88
N.Y.U. L. REV. 515, 547-52 (2013) (referring to this use of credit cards as “the new ‘private safety net”’ (capitalization
altered)). But there is little on the notion that the regulation of credit, including subsidized access to credit, itself functions
as a mechanism of social provision.
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39 Cf. Rajan, Let Them Eat Credit, supra note 37.

40 See supra notes 9-10 and accompanying text.

41 See, e.g., Ronald J. Mann, Bankruptcy Reform and the “Sweat Box” of Credit Card Debt, 2007 U. ILL. L. REV. 375,
384 (“Debt-based [credit card] issuers ... focus on debt servicing revenues. Thus, they attempt to maximize the number
of customers who do not repay their account balances in full each month. That strategy would not seem unusual, but for
the fact that the most profitable customers are sometimes the least likely to ever repay their debts in full.”).

42 See Raj Chetty et al., Is the United States Still a Land of Opportunity?: Recent Trends in Intergenerational Mobility 10
(Nat'l Bureau of Econ. Research Working Paper Series, Working Paper No. 19,844, 2014), https://perma.cc/ZYQ6-77S9
(“[R]ank-based measures of social mobility have remained remarkably stable over the second half of the twentieth
century in the United States.”).

43 See DeSilver, supra note 26.

44 Compare, e.g., Mehrsa Baradaran, How the Poor Got Cut Out of Banking, 62 EMORY L.J. 483, 548 (2013) (“Providing
credit to the underprivileged can help them escape poverty in a way that rewards self-reliance. Although banking
is not a right, it is a social good--not just for the low-income, but for the entire society.”), and Todd Zywicki, The
Consumer Financial Protection Bureau: Savior or Menace?, 81 GEO. WASH. L. REV. 856, 868-69 (2013) (noting that
the deregulation of state-based usury limits in the early 1980s “enabled the rapid growth of the credit card industry,
setting in motion a robust competitive structure that resulted in the spread of credit cards throughout the economy,”
while arguing that increased regulation under the CFPB would resurrect the “destructive regulatory philosophies of the
past, with disastrous results for both the economy and consumers, especially those low-income and other vulnerable
consumers who have the fewest credit choices”), with, e.g., Bar-Gill & Warren, supra note 34, at 55-58, 69 (“[T]he
important point is that aggregate harm from unsafe credit products is sufficiently large to justify a systematic examination
of possible regulatory fixes.”), and Ctr. for Responsible Lending, Payday Loan Quick Facts: Debt Trap by Design 2
(2014), https://perma.cc/KRV7-PEFM (“Congress and the states should enact the strongest protection possible against
payday lending ....”).
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12 C.F.R. §§ 1041.1-.14 (2019)); Consumer Fin. Prot. Bureau, Executive Summary of the Payday, Vehicle Title, and
Certain High-Cost Installment Loans Rule 2 (2017), https://perma.cc/ME9F-XEEL.

73 Richard Cordray, Dir., Consumer Fin. Prot. Bureau, Prepared Remarks of CFPB Director Richard Cordray on the Payday
Rule Press Call (Oct. 5, 2017), https://perma.cc/D8CC-B3BN.

74 See 12 C.F.R. § 1041.3; Consumer Fin. Prot. Bureau, supra note 72, at 2. A “balloon payment” is a large payment due
at the end of a loan repayment period. See Balloon Payment, INVESTOPEDIA, https://perma.cc/R3EN-MSQM (last
updated Apr. 19, 2019).
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786 F.3d 246 (2d Cir. 2015).
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93
See Madden v. Midland Funding, LLC, 237 F. Supp. 3d 130, 138 (S.D.N.Y. 2017).
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(codified as amended at 15 U.S.C. §§ 1692-1692p (2017)).
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See Marquette Nat'l Bank of Minneapolis v. First of Omaha Serv. Corp., 439 U.S. 299, 301 (1978); see also National
Bank Act, ch. 106, § 30, 13 Stat. 99, 108 (1864) (codified as amended at 12 U.S.C. §§ 85-86 (2017)).

99
See Madden, 786 F.3d at 250.

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=0001037&cite=UUID(IBEA16D70302E11E99878B92029326ACF)&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=CP&fi=co_pp_sp_1037_4252&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_1037_4252
http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=0001037&cite=UUID(IBEA16D70302E11E99878B92029326ACF)&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=CP&fi=co_pp_sp_1037_4252&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_1037_4252
http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=0001037&cite=UUID(IBEA16D70302E11E99878B92029326ACF)&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=CP&fi=co_pp_sp_1037_4261&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_1037_4261
http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=0001037&cite=UUID(IBEA16D70302E11E99878B92029326ACF)&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=CP&fi=co_pp_sp_1037_4252&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_1037_4252
https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=I82e8dd93009e11e5b86bd602cb8781fa&transitionType=InlineKeyCiteFlags&originationContext=docHeaderFlag&Rank=0&contextData=(sc.History*oc.Search) 
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2036330523&pubNum=0000506&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=I82e8dd93009e11e5b86bd602cb8781fa&transitionType=InlineKeyCiteFlags&originationContext=docHeaderFlag&Rank=0&contextData=(sc.History*oc.Search) 
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2036330523&pubNum=0000506&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=RP&fi=co_pp_sp_506_247&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_506_247
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0461847603&pubNum=0001114&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=LR&fi=co_pp_sp_1114_660&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_1114_660
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0461847603&pubNum=0001114&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=LR&fi=co_pp_sp_1114_660&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_1114_660
https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=I05a26c70fdfe11e6b79af578703ae98c&transitionType=InlineKeyCiteFlags&originationContext=docHeaderFlag&Rank=0&contextData=(sc.History*oc.Search) 
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2041124034&pubNum=0007903&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=RP&fi=co_pp_sp_7903_138&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_7903_138
https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=I05a26c70fdfe11e6b79af578703ae98c&transitionType=InlineKeyCiteFlags&originationContext=docHeaderFlag&Rank=0&contextData=(sc.History*oc.Search) 
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2041124034&pubNum=0007903&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=RP&fi=co_pp_sp_7903_138&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_7903_138
https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=ND25E7960E7B111E1A699E9ADEA6193B7&transitionType=InlineKeyCiteFlags&originationContext=docHeaderFlag&Rank=0&contextData=(sc.History*oc.Search) 
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000055&cite=NYBKS14-A&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000055&cite=NYBKS14-A&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000115&cite=NYPES190.40&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000115&cite=NYPES190.40&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(IB35B481DBB-7C4A6C91FDD-211CB6C9D10)&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS1692&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS1692P&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=Ic1d6289f9c1e11d991d0cc6b54f12d4d&transitionType=InlineKeyCiteFlags&originationContext=docHeaderFlag&Rank=0&contextData=(sc.History*oc.Search) 
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1978139553&pubNum=0000780&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=RP&fi=co_pp_sp_780_301&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_780_301
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=12USCAS85&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=12USCAS86&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)
https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=I82e8dd93009e11e5b86bd602cb8781fa&transitionType=InlineKeyCiteFlags&originationContext=docHeaderFlag&Rank=0&contextData=(sc.History*oc.Search) 
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2036330523&pubNum=0000506&originatingDoc=I08eb618fb97b11e9adfea82903531a62&refType=RP&fi=co_pp_sp_506_250&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_506_250


Hom, Gregory 9/29/2020
For Educational Use Only

RETHINKING CREDIT AS SOCIAL PROVISION, 71 Stan. L. Rev. 1093

 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 34

100
See id. at 249-50.

101
See id. at 250.

102 See id.

103 See Colleen Honigsberg et al., How Does Legal Enforceability Affect Consumer Lending?: Evidence from a Natural
Experiment, 60 J.L. & ECON. 673, 678 (2017).

104
See Madden, 786 F.3d at 250 (quoting Beneficial Nat'l Bank v. Anderson, 539 U.S. 1, 11 (2003)).

105 See Honigsberg et al., supra note 103, at 678.

106
See 439 U.S. 299, 310 (1978) (quoting CONG. GLOBE, 38th Cong., 1st Sess. 2123-27 (1864)).

107
Id. at 313 (quoting 12 U.S.C. § 85).

108 See Adam J. Levitin, Foreword, The Crisis Without a Face: Emerging Narratives of the Financial Crisis, 63 U. MIAMI
L. REV. 999, 1004 (2009) (“[T]he Supreme Court's notorious ruling in Marquette National Bank ... had the effect of
eviscerating state usury laws ....”).

109 See Michael Marvin, Note, Interest Exportation and Preemption: Madden's Impact on National Banks, the Secondary
Credit Market, and P2P Lending, 116 COLUM. L. REV. 1807, 1819 (2016).

110 See Honigsberg et al., supra note 103, at 678 (“That is why many banks, and particularly those that engage in significant
consumer lending, are located in states such as South Dakota and Utah, which have no usury limit.”).

111 See id. Instead, state usury laws often govern a range of fringe lending conducted by nonbank entities like payday
lenders. See, e.g., What Is a Payday Loan?, supra note 48.

112 See Honigsberg et al., supra note 103, at 674.

113 See id. at 678.

114 But see Adam J. Levitin, “Madden Fix” Bills Are a Recipe for Predatory Lending, AM. BANKER: BANKTHINK
(Aug. 28, 2017, 10:24 AM EDT), https://perma.cc/7P85-RLQ5 (arguing that the valid-when-made doctrine has been
misapplied in this context).

115 See Honigsberg et al., supra note 103, at 681, 694.

116 Id. at 709.

117 LendingTree describes its purpose as follows: “We help you get the best deal possible on your loans, period. By giving
consumers multiple offers from several lenders in a matter of minutes, we make comparison shopping easy. And we all
know--when lenders compete for your business, you win!” LENDINGTREE, https://perma.cc/7MUM-QE2Z (archived
Apr. 9, 2019).

118 SoFi describes itself as follows:
SoFi helps people achieve financial independence to realize their ambitions. Our products for borrowing, saving,
spending, investing, and protecting give our more than half a million members fast access to tools to get their money
right. SoFi membership comes with the key essentials for getting ahead, including career advisors and connection to a
thriving community of like-minded, ambitious people. Whether they're looking to buy a home, save money on student
loans, grow in their careers, or invest in the future, the SoFi community works to empower our members to accomplish
the goals they set and achieve financial independence as a result.
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Our Story, SOFI, https://perma.cc/G9ES-728R (archived Apr. 9, 2019).

119 See Consumer Fin. Prot. Bureau, Understanding Online Marketplace Lending 1 (n.d.), https://perma.cc/8V42-AMHA.

120 See Honigsberg et al., supra note 103, at 681.

121 Id.

122 See id.

123 See id.

124 See id.

125 See id. at 694.

126 See id. at 709.

127 See id.

128 See Ryan Bubb & Richard H. Pildes, How Behavioral Economics Trims Its Sails and Why, 127 HARV. L. REV. 1593,
1639-40 (2014).

129 See, e.g., Honigsberg et al., supra note 103, at 675 (“[L]enders responded to the decision by extending relatively less
credit to borrowers in Connecticut and New York. Not only did lenders make smaller loans in these states after Madden,
but they also declined to issue loans to the higher-risk borrowers most likely to borrow above usury rates.”).

130 See KENNETH P. BREVOORT ET AL., CFPB OFFICE OF RESEARCH, CONSUMER FIN. PROT. BUREAU, DATA
POINT: CREDIT INVISIBLES 4, 6, 15 (2015), https://perma.cc/NT5Y-MVYA.

131 See id. at 6 (observing that 30% of Americans in low-income neighborhoods and 15% of African Americans and
Hispanics--as compared to 9% of whites and Asian Americans--are credit invisible).

132 See id. at 4. Research shows that payday lending storefronts tend to be concentrated in neighborhoods with significant
numbers of credit-invisible people. See supra note 62 and accompanying text.

133 See Levitin, supra note 114.

134 H.R. 3299, 115th Cong. (2018).

135 See id. § 2(6).

136 Id.

137 164 CONG. REC. H1148 (daily ed. Feb. 14, 2018) (statement of Rep. Hensarling).

138 Id. at H1151 (statement of Rep. Pittenger).

139 See Press Release, Patrick McHenry, U.S. Congressman, McHenry, Meeks Introduce Fintech Bill to Encourage Greater
Financial Inclusion (July 19, 2017), https://perma.cc/2WUB-9KHC.

140 S. 1642, § 2.

141 See Press Release, Maxine Waters, Ranking Member, U.S. House Comm. on Fin. Servs., Waters Floor Statement in
Opposition to Bill That Allows Payday Lenders to Evade State Interest Rate Caps (Feb. 14, 2018) [hereinafter Waters
Floor Statement], https://perma.cc/UNY6-49U2. Waters's arguments are consistent with Adam Levitin's argument
during the height of the Great Recession that states could regulate national banking behavior indirectly. Levitin argued
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that although “states cannot directly regulate federally chartered financial institutions in any meaningful way,” states can
still “regulate federally chartered financial institutions indirectly, by channeling market forces to incentivize changes in
bank behavior.” Adam J. Levitin, Hydraulic Regulation: Regulating Credit Markets Upstream, 26 YALE J. ON REG.
143, 189 (2009).

142 Waters Floor Statement, supra note 141; see also Ctr. for Responsible Lending, supra note 3, at 1 (“The so-called
Madden bill would make it easier for predatory payday lenders and other non-banks using rent-a-bank arrangements or
partnerships to override state interest rate caps and make loans of 300% annual interest or higher. Unaffordable payday
loans and other triple-digit interest predatory loans have devastating consequences for already financially distressed
borrowers--trapping them in a cycle of debt and increasing the likelihood of delinquency on other bills, delayed medical
care, bankruptcy, and eviction.”).

143 164 CONG. REC. H1151 (daily ed. Feb. 14, 2018) (statement of Rep. Maloney).

144 Levitin, supra note 114.

145 See Letter from Cynthia H. Coffman, Attorney Gen., State of Colo., et al. to Mitch McConnell, Majority Leader, U.S.
Senate, et al. (June 27, 2018), https://perma.cc/KU9Z-LLFE.

146 Id.

147 See Krippner, supra note 2, at 2; Trumbull, supra note 2, at 10. Raghuram Rajan has observed that “the government's
response to rising inequality--whether carefully planned or the path of least resistance--has been to encourage lending to
households, especially but not exclusively low-income ones.” Rajan, Let Them Eat Credit, supra note 37. He suggests
that this move is politically expedient because access to credit may obscure deeper economic problems such as income
stagnation. See id. Accordingly, Rajan quips that “‘let them eat credit’ could well summarize the mantra of the political
establishment in the go-go years before the crisis.” Id.

148 See HYMAN, supra note 18, at 47.

149 See infra Part II.B.

150 See Grewal & Purdy, supra note 21, at 64.

151 See JACOB S. HACKER, THE DIVIDED WELFARE STATE: THE BATTLE OVER PUBLIC AND PRIVATE
SOCIAL BENEFITS IN THE UNITED STATES 7 (2002); see also MARIE GOTTSCHALK, THE SHADOW
WELFARE STATE: LABOR, BUSINESS, AND THE POLITICS OF HEALTH CARE IN THE UNITED STATES
2-3 (2000).

152 Cf. HACKER, supra note 151, at 7. Every modern developed state maintains an institutionalized welfare apparatus that
is geared toward sustaining the general well-being of its citizenry. In capitalist societies, the burden of social provision
is largely distributed between three “institutional nuclei”: the state, the market, and the family. See John Myles, How
to Design a “Liberal” Welfare State: A Comparison of Canada and the United States, 32 SOC. POL'Y & ADMIN.
341, 342 (1998). This relative distribution of direct and indirect responsibility is often the defining feature of a welfare
state, as modern states must make important policy decisions about how best to attend to the overall well-being of the
populace. See id. at 342-43.

153 See GØSTA ESPING-ANDERSEN, THE THREE WORLDS OF WELFARE CAPITALISM 26-27 (1990). In his
seminal typology of capitalist “welfare-state regimes,” sociologist Gøsta Esping-Andersen identifies three predominant
types: the corporatist welfare state, the social democratic welfare state, and the liberal welfare state. See id. (capitalization
altered); see also Gurminder K. Bhambra & John Holmwood, Colonialism, Postcolonialism and the Liberal Welfare
State, 23 NEW POL. ECON. 574, 575 (2018) (“Esping-Andersen's typology of welfare state regimes has perhaps been
the most influential treatment of differences among welfare states.” (citation omitted)). But see Bhambra & Holmwood,
supra, at 575-76 (noting critiques of Esping-Andersen's typology as based on too narrow a range of factors, but
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concluding that “[w]hat is significant is that the critique of Esping-Andersen leads back to his default type of the (neo-)
liberal welfare state”).
Each typology is largely defined by how a given state distributes responsibility for social provision between the state,
the market, and the family. The corporatist welfare state is “decidedly anti-liberal in origin.” See Myles, supra note
152, at 344. It is focused on preserving “post-industrial,” status-based social order, such that rights tend to be “attached
to class and status.” See ESPING-ANDERSEN, supra, at 27. Traditional Catholic principles reflecting the primacy
of “traditional familyhood” and “subsidiarity” also predominate, meaning that “the state will only interfere when the
family's capacity to service its members is exhausted.” See id. Thus, the family is a dominant focus of social provision.
Moreover, the market as locus of social provision holds no special appeal, and the “state edifice [is] perfectly ready to
displace the market as a provider of welfare,” albeit with a focus on preserving the existing social hierarchy. See id.
The social democratic welfare state embraces universalism and the “decommodification of social rights.” See ESPING-
ANDERSEN, supra, at 27. Accordingly, this regime focuses on providing a basic standard of living for all citizens,
irrespective of class status, that “promote[s] an equality of the highest standards, not an equality of minimal needs.” See
id. Direct government engagement in social provision “crowds out” market-based interventions and preempts family-
driven social provision. See id. at 28. Instead, the state “socialize[s] the costs of familyhood” and provides direct transfers
to those in need of social assistance. See id. Given the high cost of social provision, however, this type of welfare regime
prioritizes a high rate of employment, marrying welfare and work, in order to minimize the number of people who must
rely on social transfers to live. See id.

154 See HACKER, supra note 151, at 7 (noting that the state encourages private actors to engage in social provision
through “a diverse assortment of subsidies and regulations”). But see MICHAEL B. KATZ, IN THE SHADOW OF
THE POORHOUSE: A SOCIAL HISTORY OF WELFARE IN AMERICA, at x (10th anniversary ed. 1996) (criticizing
this “franchise state” because it “encourages the confusion of service with profit making and removes important public
tasks--and a lot of money--from public oversight and scrutiny”).

155 See Myles, supra note 152, at 344, 350 (“In liberal welfare states, the average worker is expected to rely much more
on the market than elsewhere.”).

156 See PRASAD, supra note 14, at 239.

157 See Krippner, supra note 2, at 2; see also Trumbull, supra note 2, at 10.

158 See Trumbull, supra note 2, at 17-18 (“The first mont-de-piété was opened in 1637 ..., then closed seven years later out
of concern over its impact on the economic morality of the people. The institution was reopened in 1777 ....” (footnote
omitted)).

159 Id. at 17.

160 See id. at 17-18.

161 See id. at 18.

162 See id.

163 See id. at 19.

164 See id.

165 See id.

166 See id.

167 See GUNNAR TRUMBULL, CONSUMER LENDING IN FRANCE AND AMERICA: CREDIT AND WELFARE
24 (2014).

168 See id. at 24-25.
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169 See Trumbull, supra note 2, at 19.

170 See TRUMBULL, supra note 167, at 25.

171 See id.

172 See id.

173 See Trumbull, supra note 2, at 20.

174 See HYMAN, supra note 18, at 13; TRUMBULL, supra note 167, at 25.

175 See ANNE FLEMING, CITY OF DEBTORS: A CENTURY OF FRINGE FINANCE 12-13 (2018).

176 See, e.g., HYMAN, supra note 18, at 13-16 (describing John Mackey's loan shark empire in Chicago in the early
twentieth century).

177 See id. at 13-14.

178 Id. at 14-15; see id. (listing as alternative credit sources “a benevolent bartender, an ethnic credit circle, or friends and
family”).

179 See BARADARAN, supra note 3, at 94-99 (describing Morris's support of private bank loans); FLEMING, supra note
175, at 36-37 (describing the RSF's support of private small loans).

180 See BARADARAN, supra note 3, at 95-97; FLEMING, supra note 175, at 37.

181 See TRUMBULL, supra note 167, at 25.

182 See FLEMING, supra note 175, at 37 (describing the RSF's “anti-loan shark campaign”).

183 See id. at 36.

184 See HYMAN, supra note 18, at 16-17.

185 Id.

186 See id. at 17; PRASAD, supra note 14, at 200.

187 See DAVID J. GALLERT ET AL., SMALL LOAN LEGISLATION: A HISTORY OF THE REGULATION OF THE
BUSINESS OF LENDING SMALL SUMS 90-94 (1932); HYMAN, supra note 18, at 17.

188 See HYMAN, supra note 18, at 17.

189 See id. at 18.

190 See id.

191 See Christopher L. Peterson, Usury Law, Payday Loans, and Statutory Sleight of Hand: Salience Distortion in American
Credit Pricing Limits, 92 MINN. L. REV. 1110, 1120-21 (2008).

192 Baradaran, supra note 44, at 520.

193 Id. at 521 (alteration in original) (quoting PETER W. HERZOG, THE MORRIS PLAN OF INDUSTRIAL BANKING
17 (1928)).

194 See id.
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195 See id. at 522.

196 See id.

197 See KATZ, supra note 154, at 60-61 (emphasis omitted) (describing the emergence of the theory of scientific charity
with its “concerted drive to make relief primarily private”).

198 See id. at 70.

199 See id. at 60 (describing scientific charity theory as focused on “cut[ting] expenses and purg[ing] the able-bodied from
relief”). Katz notes, however, that “[f]rom its inception, contradictions plagued scientific charity.” Id. at 70. Although
“[d]ependence on private or public charity was [its] great enemy,” its “very method taught dependence, because only
an outward show of deference merited relief.” Id.

200 See id. at 69-70.

201 See FLEMING, supra note 175, at 33.

202 See HACKER, supra note 151, at 95-97.

203 See CHLOE N. THURSTON, AT THE BOUNDARIES OF HOMEOWNERSHIP: CREDIT, DISCRIMINATION,
AND THE AMERICAN STATE 53-59 (2018).

204 See HYMAN, supra note 18, at 72, 132.

205 This Golden Age of Capitalism--from roughly 1950 to 1973--saw a sustained rise in real wages and family income
“particularly among white, male workers.” See JONATHAN SCHLEFER, THE ASSUMPTIONS ECONOMISTS
MAKE 215 (2012); Grewal & Purdy, supra note 21, at 64 (“It was not a golden age for those who were excluded from
its rewards on the basis of race, sex, or otherwise. It was not a golden age for much of the colonial and postcolonial
world. And, of course, the sense in which it was a golden age is ambivalent: it was a golden age for capitalism in the
sense that perplexities and conflicts long thought endemic to market economies appeared to many observers to have
resolved themselves.”).

206 See GOTTSCHALK, supra note 151, at 1; see also HACKER, supra note 151, at 278 (noting the particular public-
private divide within the American welfare state). In the words of Jacob Hacker:
No one set out to design the American welfare regime. It does not reflect a single philosophy or the interests of any
particular group. It fully pleases neither the left nor the right. Like all multifaceted systems built up over decades, the
American welfare regime represents the accumulation of myriad historical episodes, political actors, and policy changes
and the complex and sometimes unexpected interaction of these elements over time.
HACKER, supra note 151, at 278.

207 See HYMAN, supra note 18, at 45.

208 Id.

209 See HACKER, supra note 151, at 95-97.

210 See THURSTON, supra note 203, at 53-59.

211 See infra text accompanying notes 227-33.

212 See HYMAN, supra note 18, at 48.

213 See id. at 47.

214 See id.
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215 See id.

216 See id. at 48 (“Foreclosures during the Depression resulted as much from the drop in [homeowners'] income as from the
withdrawal of short-term mortgage funds from the market, making refinance impossible.”).

217 See id. at 48-49.

218 See id. at 49, 53.

219 See id. at 48-49, 53.

220 See Pub. L. No. 73-43, § 4(a), 48 Stat. 128, 129 (1933).

221 See HYMAN, supra note 18, at 49.

222 See id.

223 Id. at 49-50.

224 Id.

225 See id.

226 See id. at 50.

227 National Housing Act, Pub. L. No. 73-479, 48 Stat. 1246 (1934) (codified as amended in scattered sections of 12 and
18 U.S.C.).

228 See HYMAN, supra note 18, at 53.

229 See LOUIS HYMAN, BORROW: THE AMERICAN WAY OF DEBT; HOW PERSONAL CREDIT CREATED THE
AMERICAN MIDDLE CLASS AND ALMOST BANKRUPTED THE NATION 89 (2012).

230 See id. (“The most imaginative part of the FHA plan was that, unlike for the HOLC, the government would not pay for
any of it. Lenders would chip into an insurance pool, organized by but not paid for by the federal government, and if
there was a default on a mortgage, the lender would be paid out of the pool.”); see also HYMAN, supra note 18, at 54.

231 See HYMAN, supra note 18, at 54 (noting that the FHA mandated interest rates to be below 5%).

232 See id. at 57.

233 See HYMAN, supra note 229, at 89 (“A long period made the mortgages independent of short-term fluctuations in the
economy. Borrowers would not have to weather unemployment and refinancing at the same time.”); see also HYMAN,
supra note 18, at 57.

234 See HYMAN, supra note 18, at 54; Krippner, supra note 2, at 27.

235 See HYMAN, supra note 229, at 91; HYMAN, supra note 18, at 54 (“Like any other standardized commodity, mortgages
then could be resold nationally, which would enable the money of the capital-rich east to flow south and west.”).

236 See HYMAN, supra note 229, at 91-92; Theresa R. DiVenti, Policy Brief, Fannie Mae and Freddie Mac: Past, Present,
and Future, 11 CITYSCAPE, no. 3, 2009, at 231, 233.

237 See DiVenti, supra note 236, at 233.

238 See HYMAN, supra note 18, at 54-57.
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239 See id.

240 See id.

241 See PRASAD, supra note 14, at 205-06.

242 See id. at 221 (“The United States developed a form of ‘mortgage Keynesianism’ in which credit-financed consumption
of homes became a central element of the functioning of the economy as well as of the organization of people's lives.”).

243 See Servicemen's Readjustment Act of 1944, Pub. L. No. 78-346, § § 500-501, 58 Stat. 284, 291-92.

244 See MICHAEL K. BROWN ET AL., WHITEWASHING RACE: THE MYTH OF A COLOR-BLIND SOCIETY 77
(2003).

245 Thomas I. Palley, The Forces Making for an Economic Collapse, ATLANTIC (July 1996), https://perma.cc/QN9M-
MLJ9; see also ROTHSTEIN, supra note 23, at 180 (“From the end of World War II until about 1973, the real wages
and family incomes of all working- and middle-class Americans grew rapidly, nearly doubling.”).

246 See HYMAN, supra note 18, at 132-33, 133 fig.5.1.

247 See BROWN ET AL., supra note 244, at 79. History has borne out the idea that a broader environment of economic
opportunity and growth is necessary in order to animate credit as productive social provision. For example, this notion
lived at the center of Alexander Hamilton's well-known arguments that the United States's ability to access well-priced
credit was essential to its overall economic and social prosperity. See Alexander Hamilton, First Report on the Public
Credit (1790), in AMERICAN CAPITALISM: A READER 100, 101 (Edward E. Baptist & Louis Hyman eds., 2014).
Accordingly, Hamilton made a series of arguments that Congress should arrange for full payment of the various war
debts the Constitutional Congress and the individual states incurred in seeking independence from England. See id. at
110 (noting that it was “a fundamental maxim, in the system of public credit of the United States, that the creation of
debt should always be accompanied with the means of extinguishment”). Credit had made independence possible, and
per Hamilton, it would make economic recovery and future American economic and social prosperity possible, but only
if there was a reasonable means to pay in the future. See id. Hamilton drew some of these insights from observing how
credit had similarly facilitated European conquest of the New World by financing the transformation of raw materials into
great wealth. See RICHARD SYLLA & DAVID J. COWEN, ALEXANDER HAMILTON ON FINANCE, CREDIT,
AND DEBT 3 (2018).

248 See Grewal & Purdy, supra note 21, at 64-66 (“[I]t is nonetheless true that [the Golden Age of Capitalism] was also a
period in which many working people enjoyed a degree of security, social standing, and leisure that was unprecedented
in human history, and has since receded.”).

249 See PRASAD, supra note 14, at 221.

250 See BROWN ET AL., supra note 244, at 79.

251 See HYMAN, supra note 18, at 140-43.

252 See, e.g., THURSTON, supra note 203, at 99-101 (“[O]nly 2 percent of FHA loans went to nonwhites, even as the FHA
backed nearly two-thirds of all newly purchased houses.”).

253 See ROTHSTEIN, supra note 23, at 97 (noting that FHA-sanctioned redlining pushed prospective black homeowners
to rely instead on the contract sale system instead).

254 See Krippner, supra note 2, at 27 (noting that the passage of the Fair Housing Act in 1968, which prohibited
discrimination in lending, “liberated blacks” from having to rely on contract sales for the purchase of real estate, but
nevertheless did not “substantially improv[e] their position in real estate markets”); see also Fair Housing Act, Pub. L.
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No. 90-284, tit. VIII, 82 Stat. 73, 81-89 (1968) (codified as amended at 42 U.S.C. §§ 3533, 3535, 3601-3619
(2017)).

255 Megan S. Wright, Installment Housing Contracts: Presumptively Unconscionable, 18 BERKELEY J. AFR.-AM. L.
& POL'Y 97, 98 (2016); see also Ta-Nehisi Coates, The Case for Reparations, ATLANTIC (June 2014), https://
perma.cc/4LMU-K3KR.

256 See Wright, supra note 255, at 98; Coates, supra note 255.

257 See Wright, supra note 255, at 98-99; Coates, supra note 255.

258 Wright, supra note 255, at 99.

259 See Grewal & Purdy, supra note 21, at 65-66 (noting that with regard to the Golden Age of Capitalism, “[t]here were
important exceptions to the trend of economic inclusion, notably African-Americans in the United States”).

260 See PRASAD, supra note 14, at 239.

261 See Krippner, supra note 2, at 2.

262 See Felicia Kornbluh, To Fulfill Their “Rightly Needs”: Consumerism and the National Welfare Rights Movement,
RADICAL HIST. REV., Fall 1997, at 76, 82 (“In the 1960s and early 1970s, a new middle-class consumer movement
converged with the women's and civil rights movements, and the poverty programs, to make consumer issues politically
central .... A major consumer concern of the 1960s era was access to consumer credit for women and racial minorities.”).

263 See HYMAN, supra note 18, at 173.

264 See, e.g., Kornbluh, supra note 262, at 82.

265 See HYMAN, supra note 229, at 96.

266 See id. at 95-97; see also HYMAN, supra note 18, at 171-72.

267 See CHARLES F. MCGOVERN, SOLD AMERICAN: CONSUMPTION AND CITIZENSHIP, 1890-1945, at 2-3
(2006) (“Americans have long recognized that being consumers is central to their shared experiences as Americans.
Getting and spending to acquire more, newer, and better things has become lived ideology, a deeply held common sense
that shapes the ways we understand culture and social difference.”).

268 See HYMAN, supra note 18, at 173-74.

269 See id. at 132, 173; Kornbluh, supra note 262, at 82.

270
See Williams v. Walker-Thomas Furniture Co., 350 F.2d 445 (D.C. Cir. 1965).

271
See id. at 447.

272 See Anne Fleming, The Rise and Fall of Unconscionability as the “Law of the Poor,” 102 GEO. L.J. 1383, 1395-96
(2014).

273 See id. at 1385, 1397 & n.64.

274 See id. at 1397.

275
See Williams, 350 F.2d at 447.
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276 See Fleming, supra note 272, at 1397-98 (“At that time, Williams owed $444.40 in total, less than the cost of her last
purchase, an Admiral stereo. Without the fine print in the Walker-Thomas Furniture contract, only the stereo could have
been repossessed.”).

277 See id. at 1408-09.

278
See Williams, 350 F.2d at 449 (“Unconscionability has generally been recognized to include an absence of meaningful
choice on the part of one of the parties together with contract terms which are unreasonably favorable to the other party.”).

279
See id. at 448-50. The court's decision rested on the then-recent resurgence of the unconscionability doctrine in the
Uniform Commercial Code as adopted by Congress to apply to commercial transactions in the District of Columbia.

See id. at 448-49; see also Act of Dec. 30, 1963, Pub. L. No. 88-243, 77 Stat. 630.

280 See Fleming, supra note 272, at 1416-19.

281 See Remarks at the University of Michigan (May 22, 1964), 1 PUB. PAPERS 704, 706 (May 22, 1964).

282
See Fair Housing Act, Pub. L. No. 90-284, tit. VIII, 82 Stat. 73, 81-89 (1968) (codified as amended at 42 U.S.C.

§§ 3533, 3535, 3601-3619 (2017)).

283 See Pub. L. No. 90-321, tit. I, 82 Stat. 146, 146-59 (1968) (codified as amended at 15 U.S.C. §§ 1601-1667f (2017));
Zywicki, supra note 44, at 868 (opining that the reform “was philosophical [in nature] as well [as economic], reflecting
an abandonment of the paternalistic philosophy of political elitists who felt that most consumers could not be trusted
with access to credit”).

284 See Truth in Lending Act § 102 (codified as amended at 15 U.S.C. § 1601(a)).

285 For the original Equal Credit Opportunity Act, see Pub. L. No. 93-495, tit. V, 88 Stat. 1500, 1521-25 (1974) (codified

as amended at 15 U.S.C. §§ 1691, 1691a-1691c, 1691d- 1691e). For the amendments adding race and other
categories, see Equal Credit Opportunity Act Amendments of 1976, Pub. L. No. 94-239, 90 Stat. 251 (codified as

amended at 15 U.S.C. §§ 1691, 1691b-1691c, 1691d- 1691f).

286 See PRASAD, supra note 14, at 225.

287 See JANELLE JONES ET AL., ECON. POLICY INST., 50 YEARS AFTER THE KERNER COMMISSION 2 (2018),
https://perma.cc/Q3S8-93MZ (“With respect to homeownership, ... America has failed to deliver any progress for
African Americans over the last five decades. In th[is] area[], their situation has either failed to improve relative to
whites or has worsened.”).

288 See Krippner, supra note 2, at 2, 5-6.

289 See id. at 2.

290 See ROTHSTEIN, supra note 23, at 180; supra Part II.B.

291 See HYMAN, supra note 18, at 282.

292 See id. at 218-19.

293 GRETA R. KRIPPNER, CAPITALIZING ON CRISIS: THE POLITICAL ORIGINS OF THE RISE OF FINANCE
59 (2011).
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294 See id.

295 Krippner, supra note 2, at 2.

296 See KRIPPNER, supra note 293, at 72, 140-41; PRASAD, supra note 14, at 235.

297 William F. Baxter, Section 85 of the National Bank Act and Consumer Welfare, 1995 UTAH L. REV. 1009, 1009.

298 See, e.g., Trumbull, supra note 2, at 20 (describing “social credit” as “a private-sector alternative to government-financed
social policy”).

299 See id. at 13-15.

300 See KRIPPNER, supra note 293, at 59.

301
439 U.S. 299 (1978).

302
See id. at 301-02.

303
See id. at 302, 304.

304 See id. at 306, 308; see also National Bank Act, ch. 106, § 30, 13 Stat. 99, 108 (1864) (codified as amended at 12 U.S.C.
§§ 85-86 (2017)).

305
See Marquette Nat'l Bank, 439 U.S. at 318-19.

306 See id. (“[T]he protection of state usury laws is an issue of legislative policy, and any plea to alter [the NBA] to further
that end is better addressed to the wisdom of Congress than to the judgment of this Court.”).

307 See Amy Sullivan, How Citibank Made South Dakota the Top State in the U.S. for Business, ATLANTIC (July 10,
2013), https://perma.cc/5WAL-TZNQ.

308 See Patricia A. McCoy et al., Systemic Risk Through Securitization: The Result of Deregulation and Regulatory Failure,
41 CONN. L. REV. 1327, 1333 (2009).

309 Pub. L. No. 96-221, 94 Stat. 132 (codified as amended in scattered sections of 12 and 15 U.S.C.).

310 Marvin, supra note 109, at 1819.

311 See id.

312 See McCoy et al., supra note 308, at 1333-66 (arguing that DIDMCA, in part, cleared a path for the rise of the subprime
housing market, and that this development along with the rise of securitization of mortgages helped to cause the financial
crisis); see also Jacob S. Rugh & Douglas S. Massey, Racial Segregation and the American Foreclosure Crisis, 75
AM. SOC. REV. 629, 631 (2010) (“Before the 1980s, lenders avoided inner-city minority neighborhoods through
a combination of fear, prejudice, and institutional discrimination. The invention of securitized mortgages, however,
changed the calculus of mortgage lending and made minority households very desirable as clients.” (citation omitted)).

313 See KRIPPNER, supra note 293, at 84.

314 See id.

315 See PRASAD, supra note 14, at 232-34 (observing a “relationship between credit and the welfare state” since the 1980s,
“such that where we see greater growth in credit we see less growth in the welfare state”).
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316 See id. at 196.

317 See Peter Starke, The Politics of Welfare State Retrenchment: A Literature Review, 40 SOC. POL'Y & ADMIN. 104,
105 (2006) (emphasis omitted); see also Paul Pierson, The New Politics of the Welfare State, 48 WORLD POL. 143,
164-66 (1996).

318 See, e.g., Message to the Congress Transmitting Proposed Low-Income Opportunity Legislation, 1 PUB. PAPERS 182,
182-83 (Feb. 26, 1987).

319 See Omnibus Budget Reconciliation Act of 1981, Pub. L. No. 97-35, tit. XXIII, subtitle A, 95 Stat. 357, 843-65 (codified
as amended in scattered sections of the U.S. Code). For the original enactment of AFDC, see Child Support Enforcement

Act, Pub. L. No. 74-271, tit. IV, 49 Stat. 620, 627-29 (codified as amended at 42 U.S.C. §§ 601- 619 (2017)).

320 See Omnibus Budget Reconciliation Act of 1981 tit. I, subtitle A, pt. 1, 95 Stat. at 358-66 (codified as amended in
scattered sections of 7 U.S.C.). For the original enactment of SNAP, see Food Stamp Act of 1964, Pub. L. No. 88-525,

78 Stat. 703 (codified as amended at 7 U.S.C. §§ 2011-2036c (2017)).

321 See R. Shep Melnick, Federalism and the New Rights, 14 YALE L. & POL'Y REV. (SYMP. ISSUE) 325, 351 (1996)
(describing these cuts but noting that “public sentiment shifted toward doing more to help the needy, and Democrats in
Congress took advantage of this opportunity to criticize the Reagan Administration and to expand benefits”).

322 See Robert Pear, Reagan's Social Impact: News Analysis, N.Y. TIMES (Aug. 25, 1982), https://perma.cc/Y9VL-J7JP
(“The Census Bureau reported this summer that the number of people living below the official poverty line had increased
by 2.2 million, to a total of 31.8 million, meaning that one person in seven now lives in poverty. Many sociologists
and demographers say they expect the number to rise further as a result of high unemployment and the budget cuts of
the last two years.”); Spencer Rich, Reagan Welfare Cuts Found to Worsen Families' Poverty, WASH. POST (July 29,
1984), https://perma.cc/V8UU-K4NU (“President Reagan's welfare cuts for working mothers forced many poor families
deeper into poverty, according to a study of 207 Georgia welfare families funded by the Ford Foundation and released
yesterday by the Center for the Study of Social Policy.”).

323 See TRUMBULL, supra note 167, at 209.

324 See Vann R. Newkirk II, The Real Lessons from Bill Clinton's Welfare Reform, ATLANTIC (Feb. 5, 2018), https://
perma.cc/U7ZZ-58JA (“‘Welfare reform’ didn't fix welfare so much as destroy it, and if similar changes were applied
to Medicaid and food stamps, they would likely do the same.”).

325 Pub. L. No. 104-193, 110 Stat. 2105 (codified as amended in scattered sections of the U.S. Code).

326 Juliet M. Brodie, Post-Welfare Lawyering: Clinical Legal Education and a New Poverty Law Agenda, 20 WASH. U.
J.L. & POL'Y 201, 203 (2006).

327 See Statement on Signing the Personal Responsibility and Work Opportunity Reconciliation Act of 1996, 2 PUB.
PAPERS 1328, 1328 (Aug. 22, 1996); see also Remarks on Signing the Personal Responsibility and Work Opportunity
Reconciliation Act of 1996 and an Exchange with Reporters, 2 PUB. PAPERS 1325, 1327 (Aug. 22, 1996) (“Today we
are ending welfare as we know it. But I hope this day will be remembered ... for what it began: a new day that offers
hope, honors responsibility, [and] rewards work ....”).

328 Brodie, supra note 326, at 202-03.

329 See id. at 212-14 (“For purposes of AFDC and TANF, the most salient ‘non-working poor person’ was the single mother,
whose prevalence on the AFDC rolls was the problem to be solved .... [Welfare] [r]eform proponents ... prevailed with
the argument that it was the availability of welfare itself that kept these women and their children in poverty by creating
a dependency on public support that squelched their abilities to become self-supporting through work (or supported by
a husband, through marriage).”).
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330 See Liz Schott et al., Ctr. on Budget & Policy Priorities, How States Use Federal and State Funds Under the TANF
Block Grant 1 (2015), https://perma.cc/94W7-C6NV (“But over time, states redirected a substantial portion of their state
and federal TANF funds to other purposes, to fill state budget holes, and in some cases to substitute for existing state
spending.”); see also Alexa Ura, How Texas Curtailed Traditional Welfare Without Ending Poverty, TEX. TRIB. (Nov.
30, 2017, 5:00 AM), https://perma.cc/SLK7-Q94Z (describing how the State of Texas uses “its federal anti-poverty
dollars toward funding core state services, plugging budget holes or funding other programs that provide services to
residents with higher incomes than those who qualify for cash welfare”).

331 See Brodie, supra note 326, at 214.

332 See Mann & Hawkins, supra note 69, at 861 (noting that the number of payday lending stores increased from about 200
in the early 1990s to approximately 22,000 by 2004); A Short History of Payday Lending Law, PEW CHARITABLE
TR. (July 18, 2012), https://perma.cc/7S2Q-8S3D.

333 See Johnson, supra note 49, at 12.

334 See Steven Mercatante, The Deregulation of Usury Ceilings, Rise of Easy Credit, and Increasing Consumer Debt, 53
S.D. L. REV. 37, 42-43 (2008) (“[T]he rapid expansion in credit availability ... has meant that low-income borrowers
who were previously unable to secure any credit have acquired access to seemingly limitless credit. Included in these
consumer ranks are the high-risk individuals who were previously denied any credit extensions. With profits and income
rising, lenders no longer feared loaning to these individuals.” (footnotes omitted)).

335 See PRASAD, supra note 14, at 241.

336 See Rajan, Let Them Eat Credit, supra note 37 (“[T]he government's response to rising inequality--whether carefully
planned or the path of least resistance--has been to encourage lending to households, especially but not exclusively low-
income ones (the government push for housing credit was just the most egregious example).”).

337 See Brodie, supra note 326, at 214.

338 See Rajan, Let Them Eat Credit, supra note 37.

339 See Mercatante, supra note 334, at 42-43.

340 See supra text accompanying notes 187-91.

341 See, e.g., Jonathan D. Glater, To the Rich Go the Spoils: Merit, Money, and Access to Higher Education, 42 J.C. & U.L.
195, 214-15 (2017) (“In the decades after the enactment of the [Higher Education Act of 1965], popular and legislative
attention shifted increasingly ... to the goal of keeping college affordable for the middle class. This meant making student
loans available to middle-income families, as well as providing loans and grants to poorer students.”); Michael Simkovic,
Risk-Based Student Loans, 70 WASH. & LEE L. REV. 527, 556-57 (2013) (“Higher education in the United States ...
is unusual because of heavy reliance on private funding rather than public funding. In much of the rest of the developed
world, governments primarily finance higher education through general tax revenues.” (footnote omitted)).

342 See Jonathan D. Glater, The Other Big Test: Why Congress Should Allow College Students to Borrow More Through
Federal Aid Programs, 14 N.Y.U. J. LEGIS. & PUB. POL'Y 11, 36 (2011).

343 See Glater, supra note 342, at 36-37; see also Higher Education Act of 1965, Pub. L. No. 89-329, 79 Stat. 1219 (codified

as amended at 20 U.S.C. §§ 1001-1141, 1161a to 1161aa-1 (2017)).

344 Glater, supra note 342, at 37.

345 See Student Loan Reform Act of 1993, Pub. L. No. 103-66, tit. IV, subtitle A, § 4021, 107 Stat. 312, 341-54 (codified

as amended at 20 U.S.C. §§ 1087a- 1087j).
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346 See Remarks in a Roundtable Discussion on the Direct Student Loan Program at the University of Michigan in Dearborn,
Michigan, 2 PUB. PAPERS 2211, 2213 (Nov. 1, 1994).

347 See id.

348 See Simkovic, supra note 341, at 561.

349 See id.

350 See id.; see also Letter from Elizabeth Warren, U.S. Senator, et al. to Arne Duncan, Sec'y, U.S. Dep't of Educ. (Feb. 25,
2015), https://perma.cc/TQ2V-WFJ7 (noting the Congressional Budget Office's estimation that over the next ten years,
the federal government is expected to make $110 billion of profit from student loans while “[s]tudent loan borrowers
are buried in debt”).

351 See SAFRA Act, Pub. L. No. 111-152, § 2201, 124 Stat. 1029, 1074 (2010) (codified at 20 U.S.C. § 1071 (2017)).

352 Simkovic, supra note 341, at 560-61.

353 See, e.g., A. Mechele Dickerson, The Myth of Home Ownership and Why Home Ownership Is Not Always a Good Thing,
84 IND. L.J. 189, 196-206 (2009).

354 See KATHLEEN C. ENGEL & PATRICIA A. MCCOY, THE SUBPRIME VIRUS: RECKLESS CREDIT,
REGULATORY FAILURE, AND NEXT STEPS 149, 151 (2011).

355 About: Office of Thrift Supervision, U.S. DEP'T TREASURY, https://perma.cc/WP6Q-XCH7 (last updated Oct. 3,
2010).

356 See ENGEL & MCCOY, supra note 354, at 157-58.

357 About the OCC, U.S. DEP'T TREASURY, https://perma.cc/553G-EFCC (archived Apr. 12, 2019).

358 See ENGEL & MCCOY, supra note 354, at 158.

359 See id. at 162, 166; see also PRASAD, supra note 14, at 239-40.

360 The “ownership society” encompasses “the idea of promoting widespread property ownership in the United States by
means of public policy.” See Michael Lind, The Smallholder Society, 1 HARV. L. & POL'Y REV. 143, 143 (2007)
(noting that the idea “has enjoyed a renaissance across the political spectrum” in recent years).

361 See Remarks at the White House Conference on Minority Homeownership, 2 PUB. PAPERS 1807, 1808 (Oct. 15, 2002)
[hereinafter Bush Remarks on Minority Homeownership]; see also Jo Becker et al., Bush Drive for Home Ownership
Fueled Housing Bubble, N.Y. TIMES (Dec. 21, 2008), https://perma.cc/3Q3H-CHHJ (“[B]oth [Treasury Secretary
Henry] Paulson[, Jr.] and his predecessor, John Snow, say the housing push went too far. ‘The Bush administration took
a lot of pride that home ownership had reached historic highs,’ Snow said during an interview. ‘But what we forgot in
the process was that it has to be done in the context of people being able to afford their house. We now realize there
was a high cost.”’).

362 Office of the Press Sec'y, The White House, Fact Sheet: America's Ownership Society; Expanding Opportunities,
WHITE HOUSE (Aug. 9, 2004), https://perma.cc/U59K-NFGS.

363 See Chapter 2: Mobilizing the Private Sector; America's Homeownership Challenge, WHITE HOUSE, https://
perma.cc/3KCK-34UH (archived Apr. 12, 2019). For example, one of the stated goals of the program was to “provide[]
down payment assistance to approximately 40,000 low-income families.” See Office of the Press Sec'y, supra note 362.

364 See Bush Remarks on Minority Homeownership, supra note 361.
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365 See Atif Mian & Amir Sufi, The Consequences of Mortgage Credit Expansion: Evidence from the U.S. Mortgage Default
Crisis, 124 Q.J. ECON. 1449, 1492 (2009) (observing a “sharp relative growth in mortgage credit followed by a sharp
relative increase in defaults in high subprime share ZIP codes”).

366 As economists Atif Mian and Amir Sufi have observed about the period following the Great Recession:
High debt in combination with the dramatic decline in house prices increased the already large gap between the rich
and poor in the United States. Yes, the poor were poor to begin with, but they lost everything because debt concentrated
overall house-price declines directly on their net worth. This is a fundamental feature of debt: it imposes enormous
losses on exactly the households that have the least.
MIAN & SUFI, supra note 24, at 23; see also id. (“The net worth of poor home owners was absolutely hammered during
the Great Recession. From 2007 to 2010, their net worth collapsed from $30,000 to almost zero.”).

367 See PRASAD, supra note 14, at 238.

368 See MIAN & SUFI, supra note 24, at 22-23.

369 See id.

370 See, e.g., BARADARAN, supra note 3, at 135-36 (noting that some poor individuals “teeter on the ledge of insolvency
and illiquidity,” and that those who might be “pushed into insolvency by very common life events” could benefit from a
low-cost loan that “can help these people avoid insolvency while they slowly work their way back to financial health”).

371 BUREAU OF LABOR STATISTICS, supra note 16, at 23.

372 See id. at 3.

373 Id. at 1; see also Barbara Ehrenreich, It Is Expensive to Be Poor, ATLANTIC (Jan. 13, 2014), https://perma.cc/4DUZ-
TASJ (“For most women in poverty, in both good times and bad, the shortage of money arises largely from inadequate
wages.”).

374 See BUREAU OF LABOR STATISTICS, supra note 16, at 5.

375 See Matthew Desmond & Carl Gershenson, Housing and Employment Insecurity Among the Working Poor, 63 SOC.
PROBS. 46, 46-47 (2016) (describing some of the consequences of job loss, including poor health and increased
mortality rates).

376 See id. at 47.

377 See BUREAU OF LABOR STATISTICS, supra note 16, at 5.

378 Who Are the Working Poor in America?, CTR. FOR POVERTY RES., https://perma.cc/N2V4-R6MM (archived Apr.
12, 2019).

379 See Chetty et al., supra note 42, at 1.

380 See id.

381 See id.

382 Id. at 3.

383 Id. at 1.

384 See Raj Chetty et al., The Fading American Dream: Trends in Absolute Income Mobility Since 1940, at 1 (2016), https://
perma.cc/555W-KHN9.
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385 See Ehrenreich, supra note 373.

386 Karen Weese, Perspective, Why It Costs So Much to Be Poor in America, WASH. POST: POSTEVERYTHING (Jan. 25,
2018), https://perma.cc/3YR6-55NE; see Ehrenreich, supra note 373 (“To be poor--especially with children to support
and care for--is a perpetual high-wire act.”).

387 See Desmond & Gershenson, supra note 375, at 47-50 (discussing housing costs); see also Fed. Highway Admin.,
Mobility Challenges for Households in Poverty 1 (2014), https://perma.cc/322Q-XKBH (“[R]ising transportation costs
have a disproportionate negative impact on lower income households.”).

388 See Desmond & Gershenson, supra note 375, at 48 (“[T]he number of new households receiving federal subsidies
plummeted to fewer than 3,000 in an average year between 1995 and 2007, compared to 161,000 in an average year
between 1981 and 1986 .... As a result of these changes, rent burden among low-income households has surged.” (citation
omitted)).

389 See id.

390 Id.

391 Id.

392 See ELIZABETH ROBERTO, METRO. POLICY PROGRAM, BROOKINGS INST., COMMUTING TO
OPPORTUNITY: THE WORKING POOR AND COMMUTING IN THE UNITED STATES 1, 3-4, 13 (2008), https://
perma.cc/5VJN-NGYT (“Among the key factors that contribute to the housing and transportation burdens of working-
class households are limited affordable housing, few transit options, and few employment centers near or in residential
neighborhoods.”).

393 Pedro Nicolaci da Costa, There's a Major Hurdle to Employment That Many Americans Don't Even Think About--and
It's Holding the Economy Back, BUS. INSIDER (Jan. 27, 2018, 8:00 AM), https://perma.cc/2CFS-PQGW.

394 ADIE TOMER ET AL., METRO. POLICY PROGRAM, BROOKINGS INST., MISSED OPPORTUNITY: TRANSIT
AND JOBS IN METROPOLITAN AMERICA 17-18 (2011), https://perma.cc/CW43-C4JH.

395 I am grateful to Sharon Djemal, Director of the Consumer Justice Clinic at the East Bay Community Law Center, for
pointing out how important cars are in the lives of her predominantly low-income clients and how the cost of upkeep
and other consequences of car ownership can set off an avalanche of catastrophic financial problems.

396 See ROLF PENDALL ET AL., THE URBAN INST., DRIVING TO OPPORTUNITY: UNDERSTANDING THE
LINKS AMONG TRANSPORTATION ACCESS, RESIDENTIAL OUTCOMES, AND ECONOMIC OPPORTUNITY
FOR HOUSING VOUCHER RECIPIENTS 3 (2014), https://perma.cc/5EHX-FEEQ; Daniel C. Vock, More Poorer
Residents Are Driving Cars, Presenting New Issues for Transit Agencies, GOVERNING (Apr. 9, 2018), https://perma.cc/
GAP7-YWN8.

397 See Bradford Plumer, Car Ownership and Poverty, MOTHER JONES (Jan. 5, 2006, 11:15 PM), https://perma.cc/7496-
R9F3.

398 See Sophie Quinton, How Car Ownership Helps the Working Poor Get Ahead, ATLANTIC (July 24, 2014), https://
perma.cc/88QH-Z9XQ (“It's unclear to what extent economic benefits outweigh the costs of car ownership--paying for
the car, plus insurance, gas, car repairs, and so on.”); Angie Schmitt, Car Dependence Is a Poverty Trap That States
Exploit to Raise Money, STREETSBLOG USA (Sept. 29, 2017), https://perma.cc/5TU6-ZQ23.

399 Ehrenreich, supra note 373.

400 See Melissa Sanchez & Sandhya Kambhampati, Driven into Debt: How Chicago Ticket Debt Sends Black Motorists into
Bankruptcy, PROPUBLICA (Feb. 27, 2018), https://perma.cc/44KX-RBJE.
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401 See The Urban Inst., Impact of Rising Gas Prices on Below-Poverty Commuters 1 (2008), https://perma.cc/MP9K-
AHAN (noting that “[l]ow-income commuters on average have slightly shorter commutes (19.5 minutes) than those
with incomes above the poverty level (23 minutes),” but “because their incomes are much lower, poor commuters spend
a much higher proportion of their wages on gas (8.6 versus 2.1 percent at $4/gal)”).

402 See supra Part I.A.1. This shift is true of middle-class borrowers as well. See Robert L. Clarke & Todd J. Zywicki,
Payday Lending, Bank Overdraft Protection, and Fair Competition at the Consumer Financial Protection Bureau, 33
REV. BANKING & FIN. L. 235, 245 n.50 (2013).

403 See Clarke & Zywicki, supra note 402, at 251.

404 See SERVON, supra note 13, at 77-83. Sociologist Lisa Servon complicates the narrative of payday loans and
victimization of low-income borrowers, describing the ways in which the working poor use fringe credit with full
knowledge of the precariousness of their circumstances and the consequences of their decisions to borrow. See id.

405 See JACOB S. HACKER, THE GREAT RISK SHIFT: THE NEW ECONOMIC INSECURITY AND THE DECLINE
OF THE AMERICAN DREAM 51-54 (rev. expanded ed. 2008).

406 See Atif Mian & Amir Sufi, The Macroeconomic Advantages of Softening Debt Contracts, 11 HARV. L. & POL'Y REV.
11, 11 (2017) (“Debt is a financial contract that places a disproportionate amount of the underlying economic risk on
the debtor. Mortgages illustrate this characteristic.”).

407
350 F.2d 445 (D.C. Cir. 1965).

408
See id. at 447-50. See generally Fleming, supra note 272 (giving a historical account of the role of unconscionability
in Williams).

409 See, e.g., BARADARAN, supra note 3, at 110-11, 131-37 (noting that credit is beneficial for the illiquid and not the
insolvent).

410 See supra text accompanying notes 271-76 and accompanying text.

411 See Fleming, supra note 272, at 1391.

412 See id. at 1385, 1387, 1393-94, 1417-18, 1425-28.

413 See id. at 1392-95.

414 See, e.g., Marek Hudon, Should Access to Credit Be a Right?, 84 J. BUS. ETHICS 17, 17 (2009) (“Credit is central
to the welfare of many citizens and the effective management of the economy in high- and low-income countries.”).
This focus is not surprising given our enduring national devotion to credit. Alexander Hamilton famously argued that
the future of the newly formed United States was dependent on its access to public credit, but that “the creation of debt
should always be accompanied with the means of extinguishment.” See HAMILTON, supra note 247, at 104-06, 110;
see also supra note 247.

415 See, e.g., Krippner, supra note 2, at 2; Katherine Porter, The Damage of Debt, 69 WASH. & LEE L. REV. 979, 983
(2012); Trumbull, supra note 2, at 10; Nathan Fiala, Opinion, The Problem Is Bigger than Payday Loans, WASH. POST:
IN THEORY (July 1, 2016), https://perma.cc/7YEB-7ZT8 (“What the U.S. truly needs are policies that ensure that low-
income people don't need payday loans to begin with.”); Rajan, Let Them Eat Credit, supra note 37.

416 See Ctr. for Competition Policy, Gunnar Trumbull at CCP Annual Conference 2011, YOUTUBE (Jan. 20, 2012), https://
perma.cc/8X3R-98C7 [hereinafter Trumbull Comments].

417 Id. at 1:32-:46.
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434 See TERESA A. SULLIVAN ET AL., THE FRAGILE MIDDLE CLASS: AMERICANS IN DEBT 2-3 (2000).
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436 See, e.g., MCGOVERN, supra note 267, at 2-4 (describing the cultural and social significance of consumerism). This
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448 See KAREN M. TANI, STATES OF DEPENDENCY: WELFARE, RIGHTS, AND AMERICAN GOVERNANCE,
1935-1972, at 9-10 (2016).

449 See, e.g., id.; Matthew Desmond, How Homeownership Became the Engine of American Inequality, N.Y. TIMES
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450 See, e.g., GOTTSCHALK, supra note 151, at 1-2; Desmond, supra note 449.

451 See KATZ, supra note 154, at ix-x; TANI, supra note 448, at 9-10.

452 See KATZ, supra note 154, at ix-x.
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for robust public provision. See MIAN & SUFI, supra note 24, at 12 (“A financial system that thrives on the massive
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DOLLAR INSTALLMENT LENDING (2018), https://perma.cc/PD5V-D8VT. With respect to the OCC's call, Adam
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Postal Banking Act, H.R. 5816, 115th Cong. (2018).
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458 See, e.g., Porter, supra note 415, at 999-1000 (“[T]he problem with poverty is the way in which it constrains individuals
from pursuing or achieving fundamental capabilities.”); Fiala, supra note 415 (“What the U.S. truly needs are policies
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The question of who will benefit from the Port Covington TIF will take years to answer. [Source: Lawrence Lanahan]  

In 2016, Baltimoreans organized to demand community investment from a developer seeking one of the largest subsidies in city 
history. 

Sagamore Development had planned a brand-new mixed-use waterfront neighborhood that would host a corporate campus for 
Under Armour, one of Baltimore’s biggest business success stories. In pursuit of a $535 million package to finance roads, rail, 
parks, and other public improvements at Port Covington, the developers appeared at a Baltimore City Council hearing, displaying 
projections that Under Armour staff would quadruple over two decades and saying, “It’s grow here or grow somewhere else.” 

Community leaders and citizens showed up by the hundreds, buoyed by the civic energy that had followed Freddie Gray’s death a 
year earlier. Many objected to what they saw as inequitable development: the city’s repeated use of financing packages to spur 
development of downtown and waterfront neighborhoods rather than the city’s poorer sections. 

The city and Sagamore struck a deal in September 2016 after months of acrimony over whether the package was truly beneficial 
to all city residents or a giveaway to a well-connected developer. Four years later, Baltimore is about to learn whether lofty 
promises about affordable housing, jobs and minority investment will come true. 

Tax increment financing (TIF) packages are meant to subsidize development the city believes would be too expensive for builders 
and investors to undertake otherwise. It’s essentially a gamble: the city bets that a development will eventually bring the city more 
property tax revenue than if it were left alone. The city sells bonds to fund the infrastructure, and any increase in property tax 
revenue in the area is used to repay the loans. It can take decades for a development’s property taxes to start flowing into the city’s 
general fund, and some critics believe the strategy benefits big developers at the expense of already underinvested city 
neighborhoods. 
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If Sagamore Development was to get a nine-figure TIF, much of the crowd in Baltimore’s War Memorial Building that evening in 
2016 wanted to see city residents get something in return. And they wanted to make sure that this new neighborhood, situated on a 
peninsula that already contained the 93-percent-white neighborhood of Locust Point, did not become a rich white enclave in a city 
that is nearly two-thirds Black. 

Activists and organizers pressured Sagamore all summer through direct negotiations, rallies, and testimony at several City Council 
hearings. 

 

A large crowd gathered inside the War Memorial in July 2016 to testify before the Baltimore City Council on the Port 
Covington TIF [source: Lawrence Lanahan]  

Sagamore got its record TIF package, but not before promising an historic $100 million community investment. A memorandum 
of understanding (MOU) committed Sagamore to affordable housing and local hiring benchmarks, as well as multimillion-dollar 
funding for parks, workforce development, and education. 

This commitment was on top of a separate $39 million agreement with a coalition of South Baltimore neighborhoods called SB6 
to fund a long list of community needs, such as affordable housing, education, and workforce development. 

The city and Sagamore agreed that the $100 million agreement would begin once the city borrowed money to pay for the new 
infrastructure. Four years later, the city has yet to borrow the money. Under Armour’s star has fallen, with dipping stock prices, 
founder Kevin Plank’s resignation as CEO, and an SEC investigation over whether the company misrepresented its sales figures. 
These developments all cast doubt on the development of the much-ballyhooed Under Armour headquarters at Port Covington. 
And now the pandemic is wreaking havoc on the commercial real estate market. 

However, with a $233 million equity investment from Goldman Sachs Urban Investment Group, the team— with Weller 
Development taking the lead from Plank’s Sagamore — has begun work on its first phase of development. An appraisal and 
market study of the plans says the new phase will add eight buildings to Port Covington, which already includes the City Garage 
incubator space, the Baltimore Sun offices and printing plant, Nick’s Seafood restaurant, a distillery, a tavern, and Under Armour 
office space. 
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In June, the city took its first step toward borrowing money for Sagamore’s infrastructure project, approving the sale of $148 
million in bonds. That sale will officially trigger Sagamore’s $100 million pledge, testing an informal and more fragile bond 
forged four summers ago between a global brand carrying the blessing of city and state power brokers and a newly energized 
community in pursuit of economic and racial justice. 

The Maryland Economic Development Corporation says the bond sale could take place as soon as late October, at which point 
Weller Development’s historic promises to the city will be put to the test.  Among the questions soon to be answered: How 
inclusive will Port Covington to be in its housing, hiring, and contracting under the agreement? Who is holding them accountable 
for their obligations in the agreement? 

To gain insight into the answers, Baltimore Fishbowl reached out to Weller Development, city and state government officials, and 
community leaders. 

Weller declined to make anyone available for an interview. John Maroon of Maroon PR, a public relations firm hired by Weller, 
provided information via email. Maroon also sent a summary of Weller Development’s “community impact” to date. 

The official memorandum of understanding can be found here. 

Affordable Housing On Site. But for Whom? 
One of the most contentious provisions of the community agreement was a promise to make 20 percent of housing at Port 
Covington “affordable,” doubling Sagamore’s original offer of 10 percent. 

Still, the ACLU of Maryland and other community advocates noted loopholes in the final agreement. The language defined 
“affordable” as high as 80 percent of the area median income for the entire Baltimore region, or $83,200 for a four-person 
household, according to the Maryland Department of Housing and Community Development. (This area includes six counties 
surrounding the city, two of which are among the richest in the nation.) 

The final housing provision also allowed the developer to create affordable units in other parts of the city rather than on site, 
potentially in areas of concentrated poverty, or even to simply pay into a city housing fund without creating any units if the 
developer considered construction impossible “on a financially reasonable basis.” 

Maroon wrote to Baltimore Fishbowl in a July e-mail that “while the program may evolve,” Weller intends to make 20 percent of 
445 total units affordable, all on-site, in the first round of housing development. The official agreement set a goal to make half of 
that 20 percent of units affordable at 60 percent of the area median income. Maryland DHCD multifamily housing director Greg 
Hare says 54 units of the site’s Rye Street Apartments will be affordable at 50 percent of the area median income, thanks to a 
combination of Low-Income Housing Tax Credits and what Hare called a “very large” tax-exempt loan. Hare said his agency’s 
$72 million in financing would allow rent for Rye Street’s affordable units to be set between approximately $843 and $1,250 per 
month — a significant discount compared to the 200 market-rate units set to rent for between $1,800 and $3,000 monthly. 

Less clear is the availability of rentals for poorer households at Port Covington. The developer agreed to make one-tenth of 
required affordable units, or two percent of all on-site housing, affordable at 30 percent of the area median income, or $31,200 for 
a four-person household. But the memorandum of understanding places the responsibility on the city, saying the 30 percent units 
will materialize as long as the Housing Authority of Baltimore City or another city agency provides housing vouchers or other 
assistance. 

Maroon said that Weller “will have offerings ranging from 30% to 80% AMI, with the 30% AMI units receiving housing 
vouchers from the Housing Authority of Baltimore City.” Baltimore Fishbowl asked the city housing authority if the agency had 
dedicated any vouchers to Port Covington. Spokesperson Ingrid Antonio responded via e-mail that the authority has “no record of 
Weller Development contacting HABC regarding vouchers for any units to be developed in Port Covington.” Sent that response, 
Maroon responded via e-mail: “Because we are committed to truly equitable, mixed-income development, we intend to provide 
30% units and have had conversations with HABC around its vouchers for those units in accordance with the MOU.” 

Meeting and Surpassing? 
Weller says it has spent more than $10 million toward its obligations in the $100 million community agreement. The company has 
also met two milestones that came due before the bond sale: funding 100 positions in the city’s youth job program every year 
since 2016, and paying $5,000,000 toward a “center for recreation, entrepreneurship, and workforce development” at Pleasant 
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View Gardens, the former site of the Lafayette Courts high-rise housing project. That center is now UA House at Lafayette, run 
by the Living Classrooms Foundation. “We had a great experience” working with the developer, said Living Classrooms president 
and CEO James Piper Bond. 

Weller’s numbers on contracting indicate that they have significantly exceeded their goals. The agreement requires Weller to 
contract 27 percent of infrastructure work to minority-owned businesses and 10 percent to women-owned businesses. Weller’s 
community impact summary claims that 81 percent of the work has been awarded to minority-owned businesses and another 18 
percent to women-owned businesses. In addition, Maroon wrote, about 36 percent of on-site employees are city residents, 
surpassing a requirement of 30 percent. Weller “has met and will continue to meet all obligations under the MOU,” Maroon said. 

Baltimoreans United in Leadership Development, a community organizing group involved in MOU negotiations, is encouraged by 
Weller Development’s progress. But a statement sent to Baltimore Fishbowl by Rev. Andrew Foster Connors, co-chair of BUILD, 
stresses the city’s ongoing responsibility. 

“We urge the Mayor, City Council and respective agencies to verify these reports and maintain oversight as outlined in the 
development agreement,” the statement reads. “If the City holds Weller Development strictly accountable to the community 
benefits agreed upon in the deal, Port Covington will increase opportunities for residents in south Baltimore and across the City.” 

A key to that accountability is contained in the agreement, which requires Weller to pay $151,000 per year for a Level 3 Auditor 
in the city Comptroller’s office — solely dedicated to Port Covington-related compliance. That 20-year requirement kicks in when 
the bonds are sold. The city hasn’t assigned an auditor yet, according to James Knighton, a spokesperson for Comptroller Joan 
Pratt. 

“The Department of Audits is considering restructuring to better serve the city,” Knighton wrote in a July 15 e-mail. “The goal is 
to have the restructuring completed in the next few months. Auditing the MOU is an important factor in allocating staff resources 
as part of the restructuring.” 

In 2021, Baltimore will have a new mayor and comptroller. The likely incoming mayor, current City Council President Brandon 
Scott, cast the sole vote against the issuance of Port Covington bonds in June. The likely incoming comptroller, City Councilman 
Bill Henry, defeated Pratt with a campaign message of transparency and accountability, and he abstained on a 2016 committee 
vote to authorize the tax increment financing package partly because of a disconnect he saw between developers’ “glowing” 
affordable housing promises and what the official language of the agreement actually required of them. And he has been pushing 
the city to adopt stricter inclusionary housing requirements for years. (Democrats Henry and Scott each won their primaries, and 
are expected to win easily in the November general election, given the city’s overwhelmingly Democratic voter base.) 

“If you look at the MOU, it’s binding: we will be able to take legal action and other action to recoup and ensure that the city is not 
harmed in this process,” Scott said in an interview. “This will not be something that we’ll just let go off on its own like we’ve seen 
happen with other big projects in the past.” 

Scott said that if elected, he would use more than just the developer-funded auditor to monitor Weller’s performance. “Every 
agency that can be involved will be involved,” he said, including the city’s wage enforcement, minority contracting, and 
employment development offices. He also said he’d pressure the Baltimore Development Corporation to work more outside of its 
Inner Harbor “comfort zone” and develop Black- and minority-owned businesses at Port Covington. 

Ultimately, enforcement of the agreement lies with the city solicitor’s office. Scott emphasized that, as with other city contracts, 
it’s important to first communicate if a developer falls behind on a goal: “You say, ‘Listen, this is a problem.’ You see where 
things are versus where they should be.” But, Scott said, if the developer is “blatantly” missing goals, “severe action” might be 
necessary. 

“Hopefully we don’t get to that point, but we know all the tools that we have,” Scott said. 

 



https://baltimorefishbowl.com/stories/port-covington-community-investment-poised-to-launch-
promises-to-be-fulfilled/	

 

At a well-attended July 27, 2016 Baltimore City Council hearing, Sagamore Development showed the audience this 
graph, saying, “It’s grow here, or grow somewhere else.” 

Unity in the Community? 
Much is riding on the sale of the first chunk of Port Covington TIF bonds. But the city won’t be selling the bonds itself, instead 
leaving that to a quasi-governmental entity called the Maryland Economic Development Corporation (MEDCO). 

James Knighton of the city comptroller’s office wrote in an e-mail that the city’s finance department told him city officials didn’t 
want to jeopardize Baltimore’s AA bond rating by adding the massive Port Covington TIF obligations to its $200 million in 
outstanding TIF debt. 

Technically, the bond sale could happen in less than two months. MEDCO director of bond financing Jeff Wilke wrote in an 
August e-mail that his agency projected closing on the bonds “towards the end of October.” That date, however, could “shift a 
bit,” Wilke wrote. Wilke pointed out that while the people investing in the TIF bonds want assurance that there is enough private 
investment in the development, the private investors want reassurance that they can count on the bond proceeds. The bond sale 
hangs on the “successful financing” of the first phase of development. 

The Board of Estimates’ June vote to issue the bonds had revived a fracture in the community. When Sagamore Development 
signed the agreement in September 2016, leaders from BUILD appeared with them to announce it at City Garage, a Sagamore 
property in South Baltimore. Two other coalitions, known as PORT3 and Build Up Baltimore, had refused to accept Sagamore’s 
last offer. The appearance of the bond issuance authorization on the Board of Estimates agenda in June prompted several PORT3 
organizations, including ACLU of Maryland and Maryland Consumer Rights Coalition, to ask the city to postpone the vote. 

“We believe the Port Covington project and TIF financing is neither fiscally responsible nor consistent with the City’s race equity 
policies,” they wrote in June. 

The coalition argued that the public had gotten little notice of the vote, and that since the 2016 approval of the TIF, the project’s 
“financial viability has become shakier and shakier.” They also objected that bond sales would reimburse Kevin Plank for more 
than $400,000 worth of “legal costs associated with securing approval of the TIF ordinances and negotiation of the MOU.” 



https://baltimorefishbowl.com/stories/port-covington-community-investment-poised-to-launch-
promises-to-be-fulfilled/	
Maryland Consumer Rights Coalition executive director Marceline White said that the city’s track record of development-related 
accountability is spotty. “That could change under a new mayor and new leadership, but past experience in Baltimore has shown 
that the city has not been great about going back and really enforcing projects,” she said. 

White said the project reflects a larger failing in how Baltimore approaches economic development. “Do we have a vision that’s 
coming from the city, with community participation, of where we want to be and how we want to get there?” she said. “Or are we 
open to all bids from developers? Is it a developer-driven process, or is it a process set by city leaders and community leaders?” 

Keisha Allen, a co-founder of the coalition of South Baltimore neighborhoods that negotiated its own agreement with Sagamore 
Development, is also critical of city government’s record on community development. But to Allen, a 13-year resident of 
Westport in South Baltimore who served as president of her neighborhood association for nine years, the Port Covington 
developers are a breath of fresh air. 

 
Alicia Wilson, then of Sagamore Development, spoke at the unveiling of the memorandum of understanding at the 
developer’s City Garage property at Port Covington on September 9, 2016. The event included Mayor Stephanie 
Rawlings-Blake, City Council President Jack Young, and several BUILD representatives. [source: Lawrence Lanahan]  

Westport backs up to the Middle Branch of the Patapsco, the same river that Port Covington overlooks. Westport is nearly 90 
percent black, with a median income far below that of the region. Allen says she has seen developers and speculators play games 
with her neighborhood for years. 

“When you’ve gone through these disappointments before, you put your guard up not to get too disappointed,” Allen said. 

Weller Development has not disappointed her. Allen’s coalition negotiated a funding stream tied both to sales of Weller properties 
and to the amount of square footage of commercial space occupied on site. Allen is happier dealing with these developers than 
with city government, which she believes has favored East and West Baltimore while letting infrastructure and public safety fall 
behind in South Baltimore neighborhoods like Westport and Cherry Hill. 

“They don’t care,” she said. “They’ve shown for 50, 60 years that they don’t care.” 



https://baltimorefishbowl.com/stories/port-covington-community-investment-poised-to-launch-
promises-to-be-fulfilled/	
Allen supported the bond sale and criticized Scott for voting against it. (Scott said his vote reflected a “process” issue; the vote 
appeared on the Board of Estimates agenda so quickly, he said, that he didn’t even get briefed. “If they’ll spring things on me, 
they’ll spring things on Cherry Hill in a heartbeat,” Scott said.) 

White, the consumer advocate who protested the bond sale, says Baltimore City too often operates in silos. 

“There’s not one group that speaks for the city,” White said. “I think as a city we have a lot more work to do to be able to have 
conversations where we can really develop a shared vision of what’s best for the city, an economic vision that’s not driven by 
developers. If you look at other cities’ economic plans, you see a really clear vision of how they want to build out.” 

However, White wants to see the city benefit from this deal, and she wants to see Weller fulfill the most ambitious requirements 
and goals in the community investment pledge. “This is a case where I’d like nothing more than to be proven completely wrong,” 
White said. 

It will be years before anyone is proven right or wrong about Port Covington. Weller claims to have met or exceeded obligations 
thus far, but this is just the first chapter in the construction of the new Port Covington—literally “Chapter 1B” in the developer’s 
plans. There’s a lot left to go—assuming the next chapter materializes. Ultimately, Weller plans to build out 45 square blocks over 
235 acres, with 14 million square feet of housing, retail, offices, hotels, and other developed space. They claim the full 
development will create $11.5 billion in economic activity, with “54,000 construction jobs and an additional 25,000 follow-on 
jobs.” 

“If Port Covington is actually as they say it will be, if they pull it off, it will be transformative,” said Henry, the presumptive 
comptroller. 

That is the next question Baltimore faces in Port Covington: if—not when—they can pull it off. 

Lawrence Lanahan is a Baltimore-based freelance reporter and the author of ‘The Lines Between Us: Two Families and a Quest 
to Cross Baltimore’s Racial Divide.’ (The New Press, 2019). Last summer, he wrote a Baltimore Sun opinion piece challenging 
the use of the Opportunity Zone program at Port Covington. 
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I. Introduction

Housing, and in particular affordable housing, is a critical element of
urban revitalization for at least two reasons. First, the placement and de-
sign of a revitalized community will depend on the extent that it is resi-
dential and affordable in nature. Second, the availability of financial re-
sources may depend, at least to some degree, on whether affordable
housing is part of the overall revitalization effort.1

Both the placement question and the finance question have been part of
the affordable housing and community revitalization dialog for many
years. Some have argued that the emphasis should be on community de-
velopment strategies that upgrade the places where people are already
living; others have argued that mandates of justice dictate residential

1. See J. William Callison, Achieving Our Country: Geographic Desegregation and
the Low-Income Housing Tax Credit, 19 S. CAL. REV. OF LAw & Soc. JusT. 213 (2010)
(discussing project financing using low-income housing tax credits).

J. William Callison (william.callison@faegrebd.com) is a partner in the Denver of-
fice of Faegre Baker Daniels LLP. He served as chair of the Forum of Affordable Hous-
ing & Community Development Law in 2015-16. This article was originally pub-
lished in the University of Memphis Law Review, Volume 46:4 (Summer 2016).
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integration and changing where people can choose to live.2 In my view, it
is necessary to determine which approach is to be taken, or more likely to
determine the appropriate balance between the two approaches, as part of

2. One community development goal encourages investment in low-income
communities, thus "making separate equal." See Elizabeth K. Julian, Fair Housing
and Community Development: Time to Come Together, 41 IND. L. REv. 555, 555, 557-
58 (2008) (noting the 1968 Kerner Commission report's declaration that the country
was "moving toward two societies, one black, one white-separate and unequal";
stating that the progressive fair housing and community development movements
"have seemed to operate in parallel universes and, at worst, have reflected tension
and even conflict that belie their common commitment to social and racial justice";
and arguing that this is a false dichotomy that must be overcome). Another view
encourages geographic desegregation. See Owen M. Fiss, What Should Be Done for
Those Who Have Been Left Behind?, in A WAY OUT: AMERICA'S GHETTOS AND THE LEGACY
OF RACISM 3 (Joshua Cohen et al. eds., 2003). These issues predate the 1968 Fair
Housing Act. See THURSTON CLARKE, THE LAST CAMPAIGN: ROBERT F. KENNEDY AND 82
DAYS THAT INSPIRED AMERICA 258-60 (2008) (comparing Eugene McCarthy's and Rob-
ert Kennedy's urban plans); ARTHUR MEIER SCHLESINGER, JR., ROBERT KENNEDY AND His

TIMES 785-89 (1978) (discussing Kennedy's Bedford-Stuyvesant plan). For a histori-
an's perspective, see THOMAS J. SUGRUE, THE ORIGINS OF THE URBAN CRISIS: RACE AND

INEQUALITY IN POSTWAR DETROIT 181-209 (1996). See also Philip D. Tegeler, The Persis-
tence of Segregation in Government Housing Program, in THE GEOGRAPHY OF OPPORTU-

NITY: RACE AND HOUSING CHOICE IN METROPOLITAN AMERICA 197 (Xavier de Souza
Briggs ed., 2005) (noting that the most important low-income housing development
programs are largely unregulated from a civil rights perspective; stating that this
reflects a growing emphasis on community revitalization strategies (upgrading
the places where disadvantaged people are already living) while efforts to promote
residential integration (changing where people can and do choose to live) have
faced repeated and seemingly intractable obstacles). Xavier de Souza Briggs argues
that public debate over housing policy tends to ignore a "crucial distinction":

Framed as a question of strategy, the distinction is this: Should we empha-
size reducing segregation by race and class (through what I term "cure" strate-
gies), or should we emphasize reducing its terrible social costs without trying
to reduce the extent of segregation itself to any significant degree (via "mitiga-
tion" strategies)? Put differently, should we invest in changing where people
are willing and able to live, or should we try to transform the mechanisms
that link a person's place of residence to their opportunity set? ... For ethical
and practical reasons, it is hard to imagine choosing one strategy, always and
everywhere, instead of the other....

Xavier de Souza Briggs, Politics and Policy: Changing the Geography of Opportunity, in
THE GEOGRAPHY OF OPPORTUNITY: RACE AND HOUSING CHOICE IN METROPOLITAN AMERICA

310, 329 (Xavier de Souza Briggs ed., 2005).
In a more positive vein, although building subsidized housing in high-poverty

neighborhoods may initially heighten poverty concentration, it can be argued that
over time there will be a lessening of poverty concentration as neighborhoods im-
prove and higher-income people move into them. In this view, the LIHTC program
is a tool for both neighborhood revitalization and neighborhood integration.
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any overall community revitalization plan. As with other discussions of
this nature, the law plays a significant role in resolving affordable housing
siting questions, raising questions involving both the Fourteenth Amend-
ment's Equal Protection Clause and the Fair Housing Act of 1968 (FHA).

In order to claim that the siting of housing violates the Equal Protection
Clause, a plaintiff must be a member of a constitutionally protected class
and must plead, and ultimately prove, that the complained-of action or in-
action constituted "disparate treatment" resulting from a "[racially] discri-
minatory purpose."3 Stated differently, an Equal Protection Clause claim
cannot be based on disproportionate effect absent a showing of intent.
Since most actors have the sophistication to avoid announcing their discri-
minatory intent, proof of intent generally relies on circumstantial evi-
dence.4 Proving intent is thus exceedingly difficult, and housing discrimi-
nation cases generally cannot be brought as a constitutional matter. In
addition, discriminatory practices often occur due to structural, systema-
tic causes that are entirely without specific intent; in such cases, a dispa-
rate treatment claim would fail.

Based on the general unavailability of equal protection claims in the
housing arena, the focus of this article is on the FHA, particularly on
the application of the disparate impact theory under the FHA. Courts
have recognized that statutory claims can be brought under the FHA
using a disparate impact theory, which directs tribunals to consider the
racial effects of facially neutral, unintentional practices.5 In a disparate im-
pact case, the plaintiff does not need to show intentional discrimination.6

Instead, the plaintiff needs to demonstrate that the defendant has engaged
in practices that have a "disproportionately adverse effect on minorities"
or other statutorily protected group and show that the practices or policies

3. See Washington v. Davis, 426 U.S. 229, 238-39 (1976), for a discussion on em-
ployment discrimination. See Village of Arlington Heights v. Metropolitan Housing
Development Corporation, 429 U.S. 252 (1977), for a discussion of plaintiff's burden
in cases alleging housing discrimination.

4. Under McDonnell Douglas Corp. v. Green, 411 U.S. 792, 802-04 (1973), the Su-
preme Court adopted a burden-shifting analysis which, in order to prove discrimi-
natory intent, plaintiffs must disprove legitimate reasons offered by the defendant
for the defendant's actions. See Texas Dep't of Cmty. Affairs v. Burdine, 450 U.S.
248, 253-56 (1981) (holding that a defendant need only "articulate legitimate, non-
discriminatory reason" to rebut an allegation of intent); St. Mary's Honor Ctr. v.
Hicks, 509 U.S. 502, 519 (1993) (explaining that even if trial court disbelieves defen-
dant's offered legitimate purpose, verdict does not automatically follow).

5. See Griggs v. Duke Power Co., 401 U.S. 424 (1971), for a decision regarding em-
ployment discrimination. For a decision regarding housing discrimination, see
United States v. City of Black Jack, 508 F.2d 1179 (8th Cir. 1974). A 2009 Supreme
Court case limited Title VII's disparate impact doctrine with respect to employ-
ment discrimination, creating concern whether the doctrine ultimately could with-
stand constitutional scrutiny. Ricci v. DeStefano, 557 U.S. 557, 584-85, 593 (2009).

6. See Ricci, 557 U.S. at 577.
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are not justified by a legitimate governmental rationale.' Given the infir-
mity of constitutional discrimination claims, if there were no disparate im-
pact basis, there would likely be significantly fewer civil rights claims
brought under the FHA. Historically, all federal appellate courts have rec-
ognized claims for FHA violations under a disparate impact theory.' Since
the courts of appeals were unanimous in the conclusion that the FHA can
be violated through disparate impact, there was concern that the U.S. Su-
preme Court's repeated acceptance of these cases on certiorari indicated
that the Court was likely to reverse the field and hold that disparate im-
pact claims are not cognizable under the FHA. 9 It did not do so, as the
next part of this article demonstrates.

II. The Inclusive Communities Case

In Texas Department of Housing and Community Affairs v. Inclusive Com-
munities Project, Inc.,"o the Inclusive Communities Project (ICP), a non-
profit corporation that promotes housing integration in the Dallas area, al-
leged that the Texas Department of Housing and Community Affairs
(TDHCA) violated FHA sections 804(a)1 and 805(a)1 2 by allocating too
many low-income housing tax credits (LIHTC) for housing in inner-city
neighborhoods and too few for housing in predominantly white, subur-
ban neighborhoods." ICP argued that TDHCA's allocation plan ceased

7. Id.
8. Most of the appellate cases are cited in Texas Department of Community Af-

fairs v. Inclusive Communities Project, Inc., 135 S. Ct. 2507, 2519 (2015).
9. See Twp. of Mt. Holly v. Mt. Holly Gardens Citizens in Action, Inc., 658 F.3d

375 (3d Cir. 2011), cert. granted, 133 S. Ct. 2824 (June 17, 2013) (No. 11-1507); Magner v.
Gallagher, 636 F.3d 380 (8th Cir. 2011), cert. granted, 132 S. Ct. 548 (U.S. Nov. 7, 2011)
(No. 10-1032).

10. Inclusive Cmtys., 132 S. Ct. 2507.
11. Section 804(a) provides: "It shall be unlawful to refuse to sell or rent after

the making of a bona fide offer, or to refuse to negotiate for the sale or rental of,
or otherwise make unavailable or deny, a dwelling to any person because of
race, color, religion, sex, familial status, or national origin." 42 U.S.C. § 3604(a)
(2014).

12. Section 805(a) provides: "It shall be unlawful for any person or other entity
whose business includes engaging in real estate-related transactions to discrimi-
nate against any person in making available such a transaction, or in the terms
or conditions of such a transaction, because of race, color, religion, sex, handicap,
familial status, or national origin." 42 U.S.C. § 3605(a) (2014).

13. See Callison, supra note 1, at 231-33 (discussing LIHTC allocations). From
1989 to 2008, TDHCA allocated LIHTCs for 49.7 percent of proposed non-elderly
housing projects in areas where white individuals and families made up less
than 10 percent of the population, while allocating LIHTCs for 37.4 percent of
non-elderly housing projects in areas where more than 90 percent of the population
was white. In Dallas, 92.29 percent of all housing units built using LIHTC financing
were located in majority-minority census tracts. Inclusive Cmtys., 135 S. Ct. at 2514.
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to prioritize the goal of desegregation and caused minorities to be segre-
gated in poor areas of Dallas.1 4 TDHCA argued that it legitimately prior-
itized high-poverty neighborhoods, which often require investment and
have outdated housing stock.5 The district court accepted ICP's statistical
evidence of a disparity in LIHTC allocations and concluded that ICP had
established a prima facie disparate impact case.16 The district court then
shifted the burden to TDHCA to prove that its stated interests in the allo-
cation were legitimate and that less discriminatory alternatives were not
available." The court assumed the legitimacy question but held that
TDHCA failed to prove there were no less discriminatory alternatives to
the challenged allocations.' The court subsequently issued a remedial
order requiring TDHCA to add additional selection criteria for its
LIHTC allocations, including awarding points for projects constructed
in neighborhoods with good schools and disqualifying projects located
in high crime areas.1 9

On appeal, the Fifth Circuit assumed that ICP established its prima
facie case and addressed only the issue of whether the trial court had ap-
plied the appropriate burden-shifting standard to TDHCA. 2 0 The appel-
late court noted that different appellate courts had applied different stan-
dards and that following the district court's decision HUD had issued fair
housing regulations setting forth a burden-shifting standard.2 1 The Fifth

14. Tex. Dep't of Cmty. Affairs v. Inclusive Cmtys. Project, Inc., 135 S. Ct. 2507,
2514 (2015).

15. Inclusive Cmtys. Project Inc. v. Tex. Dep't & Cmty. Affairs, 860 F. Supp. 2d
312, 319 (N.D. Tex. 2012). Building low-income housing in high-poverty neighbor-
hoods arguably perpetuates segregation by economic class, and ICP argued that it
perpetuated racial segregation as well.

16. Inclusive Cntys., 135 S. Ct. at 2514. The district court also held that ICP failed
to prove its intentional discrimination claims. Inclusive Cntys., 860 F. Supp. 2d at
319.

17. Inclusive Cmtys. Project, Inc. v. Tex. Dep't & Cmty. Affairs, 747 F.3d 275,
279-81 (5th Cir. 2014).

18. Id. at 279-80.
19. Id. at 280.
20. Id. at 280-81.
21. Id. at 280-82. See Implementation of the Fair Housing Act's Discriminatory

Effects Standard, 78 Fed. Reg. 11460, 11482 (Feb. 15, 2013) (to be codified at 23
C.F.R. pt. 100). The HUD regulations interpret the FHA to encompass disparate im-
pact liability and establish a burden-shifting framework for disparate impact claims.
Id. A plaintiff must first make a prima facie case of disparate impact and cannot
make such a case if a statistical discrepancy is caused by factors other than the de-
fendant's practice. Id. After a plaintiff makes a prima facie showing, the burden
shifts to the defendant to show that the challenged practice is necessary to achieve
one or more substantial, legitimate, and nondiscriminatory purposes. Id. The plaintiff
can then present evidence that the same purposes can be accomplished without dis-
criminatory effect. Id. Although the Inclusive Conmunities decision generally follows
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Circuit adopted HUD's approach and remanded the case so that the trial
court could consider and apply the HUD regulations.2 2

The concurring opinion stated that, on remand, the trial court also
"should reconsider the State's forceful argument that [ICP did not
prove a facially neutral practice that caused the observed disparity" in
LIHTC allocations.2 3 It noted that Supreme Court employment discrimi-
nation decisions had required more than statistical evidence of a disparity
to establish a prima facie case and to shift the burden and that "plaintiff
must specifically identify the facially neutral policy that caused the dis-
parity" in order to avoid dismissal of the case.2 4 The concurring opinion
also noted that there are numerous criteria for allocating LIHTCs and
that the allocation process is "anything but simple."2 5 In particular, the
concurrence stated that the LIHTC statute advantages projects "located
in low income census tracts or subject to a community revitalization
plan" and that ICP essentially seeks "a larger share of the fixed pool of
tax credits at the expense of other low-income people who might prefer
community revitalization."2 6 As will be seen, the concurring opinion
heavily influenced the Supreme Court's ultimate decision.

The U.S. Supreme Court granted certiorari to review the following ques-
tion: "Whether disparate impact claims are cognizable under the Fair
Housing Act?"2 7 Writing for a five-to-four majority, Justice Kennedy ap-
plied traditional canons of statutory interpretation to conclude that dispa-
rate impact claims are legally cognizable, but also noted important limita-
tions on the use of disparate impact theory that demonstrate the Court's
current conception of the relationship between race and law.2 8

With respect to cognizability, TDHCA argued that statutory differences
between the Age Discrimination in Employment Act (ADEA), which the
Court previously held supports disparate impact liability, and the FHA,
demonstrate that disparate impact liability is unsupported by the FHA.2 9

the approach taken in the HUD regulations, it is not grounded in deference to the
regulatory agency. Inclusive Cntys., 747 F.3d at 282.

22. Inclusive Cmtys. Project, Inc. v. Tex. Dep't & Cmty. Affairs, 747 F.3d 275,
282-83 (5th Cir. 2014).

23. Id. at 283-84 (Jones, J., concurring).
24. See id. at 283.
25. Id. at 284.
26. Id.
27. Tex. Dep't of Cmty. Affairs v. Inclusive Cmtys. Project, Inc., 135 S. Ct. 2507,

2513 (2015).
28. Id. at 2525.
29. See Smith v. City of Jackson, 544 U.S. 228 (2005). In Smith, a plurality of the

Court held that section 4(a)(2) of the Age Discrimination in Employment Act
(ADEA), which prohibits acts that "otherwise adversely affect" an employee be-
cause of his or her age supports a disparate impact claim and held that "the text
focuses on the effects of the action on the employee rather than the motivation
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The Court rejected this argument and held that there was sufficient evi-
dence of congressional intent that the FHA supports disparate impact
claims.0 Specifically, the Court stated that the phrase "otherwise made un-
available" in FHA section 804(a) "refers to the consequences of an action
rather than the actor's intent."" The Court also noted that FHA was
amended in 1988 after nine courts of appeal had concluded that the FHA
encompassed disparate impact claims. This constituted "convincing sup-
port" for a conclusion that Congress accepted and ratified the disparate im-
pact rulings.3 2 Finally, the Court recognized that the FHA's "central pur-
pose" was served by recognizing disparate impact liability because it
roots out systemic problems that have the effect of perpetuating segrega-
tion. In addition, it "plays a role in uncovering discriminatory intent"
by allowing "plaintiffs to counteract unconscious prejudices and disguised
animus that escapes easy classification as disparate treatment."3 4

However, in dictum the Court articulated "cautionary standards" and
stated "disparate-impact liability has always been properly limited in key
respects that avoid the serious constitutional questions that might arise
under the FHA, e.g., if such liability were imposed based solely on a show-
ing of statistical disparity."35 The Court warned against taking an approach
to disparate impact liability that "may be seen simply as an attempt to
second-guess which of two reasonable approaches [TDHCA should follow
in the sound exercise of its discretion" in making LIHTC allocations.36 In-
stead, housing authorities and private developers should be given leeway
to explain the valid interests served by their policies.3 1 Similarly, courts
should not "impose onerous costs on actors who encourage revitalizing

for the action of the employer." Id. at 235-36. A concurring opinion in Smith noted
that ADEA section 4(a)(1)'s "because of " language required discriminatory intent
and thus did not support disparate impact liability. Id. at 251. TDHCA argued that
since the FHA does not contain "otherwise adversely affect" language but only
"because of" language, FHA violations require a showing of discriminatory intent.
Inclusive Cmtys., 135 S. Ct. at 2519.

30. Inclusive Cmtys., 135 S. Ct. at 2519-20.
31. Id. at 2511. This "results-oriented language" was similar to provisions in

Title VII of the Civil Rights Act of 1984, which was construed to allow disparate im-
pact claims in Griggs v. Duke Power Co., 401 U.S. 424 (1971), and ADEA section 4(c),
discussed in Smith, 554 U.S. 288.

32. Tex. Dep't of Cmty. Affairs v. Inclusive Cmtys. Project, Inc., 135 S. Ct. 2507,
2520 (2015).

33. Id. at 2521-22.
34. Id. at 2522.
35. Id. at 2524, 2512. The fact that the Court's stated limitations on disparate im-

pact analysis are dicta, and thus probably do not have stare decisis effect, points to
the importance of the Court's composition in future fair housing cases.

36. Id. at 2522.
37. Id. These can include objective factors, such as cost and traffic patterns, and

subjective factors, such as historical preservation. Id. at 2523.
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dilapidated housing in our Nation's cities merely because some other pri-
ority may seem preferable."" The Court thus adopted a deferential attitude
toward TDHCA's decisions.

Citing to its earlier decision in Wards Cove Packaging Co. v. Antonio, the
Court stated "a disparate-impact claim that relies on a statistical disparity
must fail if the plaintiff cannot point to a defendant's policy or policies
causing that disparity."3 9 Further, the Court stated that "policies are not
contrary to the disparate-impact requirement unless they are 'artificial, ar-
bitrary, and unnecessary barriers"' to housing.4 0 This "barrier" require-
ment stands in contrast to the previous "facially neutral policy" require-
ment.4 1 Thus, imbalance, without more, does not establish a prima facie
case of disparate impact. In the Court's view, a robust causality require-
ment prevents race from being used in a pervasive way that would "al-
most inexorably lead governmental or private entities to use numerical
quotas" resulting in "serious constitutional questions" by "perpetuat[ing]
race-based considerations rather than mov[ing] beyond them."' Thus, if
ICP were unable to show a causal connection between TDHCA's policies
and a disparate impact, for example, because federal law concerning
LIHTC allocation priorities limits TDHCA's discretion, the case should be
dismissed. The Court further noted that "remedial orders must be consistent
with the Constitution" and must "concentrate on the elimination of the of-
fending practice" through race-neutral means.4 3 The Court affirmed the
Fifth Circuit's decision and remanded the case "for further proceedings con-
sistent with [its] opinion.""

III. Observations

Disparate impact theory lives. The Court ruled five-to-four that disparate
impact claims are recognized under the FHA. Inclusive Communities dem-
onstrates that although disparate impact litigation, at least with respect to
race,4 5 is a costly, burdensome, and low probability strategy, it remains a

38. Tex. Dep't of Cmty. Affairs v. Inclusive Cmtys. Project, Inc., 135 S. Ct. 2507,
2523 (2015).

39. Id. (citing Wards Cove Packing Co. v. Antonio, 490 U.S. 642 (1989).
40. Id. at 2522 (citing Griggs v. Duke Power Co., 401 U.S. 424, 431 (1971).
41. See Gallagher v. Magner, 619 F.3d 823, 833 (8th Cir. 2010) (holding that

plaintiffs "must show that facially neutral policy had significant adverse impact
on members of a protected group").

42. Inclusive Cntys., 135 S. Ct. at 2523-24.
43. Tex. Dep't of Cmty. Affairs v. Inclusive Cmtys. Project, Inc., 135 S. Ct. 2507,

2524 (2015).
44. Id. at 2526.
45. It is important to note that the FHA prohibits discrimination based on race,

color, national origin, religion, sex, familial status, and disability. See 42 U.S.C.
§§ 3604-3606, 3617 (2002). Inclusive Communities permits disparate impact claims
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strategy nonetheless.4 6 Potential disparate impact liability creates risk for
governmental and private actors, which may cause them to negotiate the
fair housing thicket by including racial integration factors in their calcula-
tions. In addition, favorable results may be achievable through the settle-
ment of disparate impact claims.

When applied as a tool to force racial desegregation in housing, the disparate
impact theory is weak.

A. Robust Causality

Other than its holding that disparate impact claims are actionable
under the FHA, another important component of the Inclusive Communi-
ties decision is the Court's statement that a disparate impact claim relying
on statistical disparities must fail if the plaintiff fails to allege facts or pro-
duce statistical evidence demonstrating a causal connection between the
defendant's "policies" and the disparity. It is unclear whether this "robust
causality requirement," which is phrased by the Court in racial and con-
stitutional terms, applies only in the case of race-based claims, or whether
it extends to other FHA claims that do not implicate constitutionally pro-
tected categories. It seems likely that Inclusive Communities is limited to
race and can be expanded only to other constitutionally protected classes,
based on the Court's citation to Wards Cove Packing Company and its refer-
ences to racial imbalance and racial disparities.

In addition, although Justice Kennedy's decision states a broad "robust
causality" requirement, Inclusive Communities offers little guidance con-
cerning application of robust causality. The guidance that is offered in
the majority opinion does little other than indicate that judgments, such
as those made by TDHCA, should not be subject to challenge without ad-
equate safeguards, that "prompt resolution" of disparate impact cases is
important, and that decisions that do not equate to "policies" may not
be an appropriate subject of disparate impact litigation. Since developers
likely do not have "policies" concerning one-time decisions about afford-
able housing location, micro-level location-based claims may not be cog-
nizable even when the location disparately affects minorities. Larger insti-
tutions, such as governmental entities, banks, and insurance companies,
are more likely to have placement, financing, lending, and insurance un-
derwriting "policies" that bring disparate impact analysis into play.

However, even with respect to governments and large institutions, the
"policy" requirement can be important. Since the Inclusive Communities

based on the six factors other than race: color, religion, sex, disability, familial sta-
tus, and national origin. Inclusive Cntys., 135 S. Ct. at 2518.

46. See Stacy E. Seicshnaydre, Is Disparate Impact Having Any Impact? An Appel-
late Analysis of Forty Years of Disparate Impact Claims Under the Fair Housing Act, 63
Am. U. L. REV. 357, 393-94 (2013) (concluding that plaintiffs received positive deci-
sions in fewer than 20 percent of disparate impact cases and that the success rate
has dropped since the 1980s).
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decision, one trial court has considered the robust causality requirement.
In City of Los Angeles v. Wells Fargo & Co., the City of Los Angeles argued
that Wells Fargo engaged in discriminatory and predatory lending prac-
tices that resulted in a disparate number of residential home foreclosures
in Los Angeles.4 7 The court granted summary judgment for Wells Fargo
because the city failed to point to a policy or policies that caused the
disparity:

First, the City fails to actually identify any policy that created an artifi-
cial, arbitrary or unnecessary barrier. Instead, the City argues that the lack
of a policy [e.g., adequate monitoring policies] produced the disparate im-
pact. There is no authority that suggests that disparate impact claims are
designed to impose new policies on private actors. Guidance from the Su-
preme Court is unambiguous that disparate impact claims must solely seek
to remove barriers ...

Second, the City is essentially advocating for racial quotas .. . Such a
policy is inapposite to instructions from the Supreme Court.... The City ...
advocates for the implementation of "serious constitution concerns.4 8

Previous fair lending cases relied on alleged statistical disparities to pro-
ceed past the dismissal stage; the courts' imposition of a positive "policy"
requirement can be a formidable obstacle to a disparate impact case.

The Court's emphasis on an early causation showing, coupled with its
limitations on the use of statistical discrepancies, renders housing dispa-
rate impact claims particularly difficult. For example, the Court noted
that "[ilf a statistical discrepancy is caused by factors other than the defen-
dant's policy, a plaintiff cannot establish a prima facie case, there is no li-
ability." 49 In effect, this could mean that district courts may mandate
more robust statistical controls to eliminate alternate causes for a dispar-
ity. It is also unclear how courts will engage in multivariate analysis in
which multiple factors, including nonracial factors, have a statistically sig-
nificant effect to make these determinations.

B. Protections for Defendants When the Burden Does Shift

Even if a plaintiff pleads and presents a prima facie disparate impact
claim, the Court emphasized that "[an important and appropriate
means of ensuring that disparate-impact liability is properly limited is
to give housing authorities and private developers leeway to state and ex-
plain the valid interest served by their policies." 0 Thus, "[elntrepreneurs

47. City of Los Angeles v. Wells Fargo & Co, No. 2:13-cv-09007-ODW, 2015 WL
4398858, at *1 (C.D. Cal. July 7, 2015). The city argued that Wells Fargo engaged in
"reverse redlining" by extending mortgage credit or predatory terms to minority
borrowers in minority neighborhoods on the basis of race and ethnicity. Id.

48. Id. at *8.
49. Tex. Dep't of Cmty. Affairs v. Inclusive Cmtys. Project, Inc., 135 S. Ct. 2507,

2514 (2015).
50. Id. at 2522.
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must be given latitude to consider market factors" and zoning officials
"must often make decisions based on a mix of factors, both objective
(such as cost and traffic patterns) and, at least to some extent, subjec-
tive (such as preserving historic architecture)."1 Since "[tihe FHA does
not decree a particular vision of urban development,"5 2 it seems likely
that a determination to revitalize an urban core, even if it means concentrat-
ing or deconcentrating affordable housing serving protected classes, would
satisfy a "valid interest" test. However, it remains to be seen the type and
strength of interest that is required to meet the "valid interest" test.

Further, the court reaffirmed the lower court ruling that, after the de-
fendant provides a "valid interest" served by its policy, the plaintiff has
the burden of demonstrating that the justification is a pretext or must
be rejected.3 To meet that burden, the plaintiff must demonstrate "that
there is 'an available alternative . . . practice that has less disparate impact
and serves the [defendant's] legitimate needs.' "" In this equation, how-
ever, it is not sufficient for the plaintiff to second-guess the policies
since "the FHA is not an instrument to force housing authorities to reor-
der their priorities." 5

In conclusion, while Inclusive Communities did not eliminate disparate
impact as a cause of action under the FHA, it severely limited the scope
of the theory and expanded the discretion of the policy-making defendant.

C. Limited Remedy

Even if a disparate impact claim succeeds on the merits, Inclusive Com-
munities demonstrates that available remedies may be severely limited in
order to "be consistent with the Constitution."" Thus, remedial orders
should concentrate on elimination of the offending practice and, if addi-
tional measures are adopted, "courts should strive to design them to elim-
inate racial disparities through race-neutral means."7 It is likely that re-
medial orders imposing or perhaps even referring to, racial targets or
quotas would be constitutionally offensive.5 8

51. Id. at 2523.
52. Id.
53. Id. at 2523 (stating that "so too must housing authorities and private devel-

opers be allowed to maintain a policy if they can prove it necessary to achieve valid
interest.").

54. Id. at 2518 (quoting Ricci v. DeStefano, 557 U.S. 557, 557, 558 (2009)).
55. Tex. Dep't of Cmty. Affairs v. Inclusive Cmtys. Project, Inc., 135 S. Ct. 2507,

2522 (2015).
56. Id. at 2524.
57. Id.
58. Id. at 2525. See Parents Involved in Cmty. Sch. v. Seattle Sch. Dist. No. 1, 551

U.S. 701,789 (2007) (Kennedy, J., concurring in part and concurring in the
judgment).
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1. Disparate Impact Also Limps When Applied as a Tool to
Eliminate Consideration of Race

As noted above, the majority decision in Inclusive Communities is highly
deferential to governmental actions. Although this means that it will be
difficult for plaintiffs to argue that governmental and private action insuf-
ficiently addresses racial desegregation, it also means that other plaintiffs
will have a difficult case when arguing that governmental and private ac-
tions are unlawful simply because they are motivated by racially integra-
tive purposes. In this way, Justice Kennedy's decision in Inclusive Commu-
nities can be viewed as adopting the position he articulated in his
concurring opinion in Parents Involved v. Seattle School District No. 1.59

In Parents Involved, Justice Kennedy wrote that state actions that do not
racially classify individuals are not constitutionally suspect simply be-
cause their purpose is racial integration.0 This distinction between classi-
fication and purpose is constitutionally important, but the Court has never
defined the term "classification."6 1 By ruling that the FHA provides for
disparate impact liability in some race-based cases, the Court essentially
ruled that disparate impact law is itself constitutional and disavowed
the "color blindness" argument espoused by Chief Justice Roberts and
other members of the Court.6 2 However, having done so, the Court

59. Parents Involved, 551 U.S. at 789; see also Fisher v. Univ. of Texas at Austin,
133 S. Ct. 2411 (2013).

60. Parents Involved, 551 U.S. at 788-90 (stating that governmental actors "may
pursue the goal of bringing together students of diverse backgrounds and races
through other means [i.e., not racial classifications], including strategic site selec-
tion of new schools; drawing attendance zones with general recognition of the de-
mographics of neighborhoods; allocating resources for special programs; recruiting
students and faculty in targeted fashion; and tracking enrollments, performance
and other statistics by race.") .

61. See Reva B. Siegel, The Supreme Court, 2012 Term-Foreword: Equality Divided,
127 HARv. L. REv. 1 (2013). The Court has held that racial classifications trigger strict
constitutional scrutiny. See Adarand Constructors, Inc. v. Pena, 515 U.S. 200 (1995).
The disparate treatment case demonstrates that discriminatory intent can cause a
facially neutral policy to be treated as a racial classification, thereby triggering strict
scrutiny. Id. The Court had not, at least until Inclusive Communities, decided
whether disparate racial impact triggered strict constitutional scrutiny. See Ricci v.
DeStefano, 557 U.S. 557, 594 (2009) (Scalia, J., concurring) (stating that "the war be-
tween disparate impact and equal protection will be waged sooner or later, [and] it
behooves us now to begin thinking about how-and-on what terms-to make
peace between them").

62. See Parents Involved, 551 U.S. at 748 (stating that "[t]he way to stop discrimi-
nation based on race is to stop discriminating on the basis of race"). On the other
hand, the Court also did not adopt an anti-subordination theory, which might
allow explicit racial consideration if used to benefit a marginalized racial group.
See Reva B. Siegel, From Colorblindness to Antibalkanization: An Emerging Ground of
Decision in Race Equality Cases, 120 YALE L. J. 1278, 1281 (2011).

432 Journal of Affordable Housing Volume 25, Number 3 2017



Geographic Desegregation, Urban Revitalization, and Disparate Impact

focused on issues involving the application of the disparate impact theory
and stated that considering race in an effort "to foster diversity and com-
bat racial isolation" is a legitimate purpose for a policy."

Notwithstanding the legitimacy of racial considerations, Justice Kenne-
dy's opinion is clear that "we must remain wary of policies that reduce
homeowners to nothing more than their race"6 4 and that race cannot be
used in a "pervasive way" that would lead to the use of numerical quo-
tas.6 5 In essence, Inclusive Communities creates an environment of dispa-
rate impact law that allows governmental and other actors to consider
race, unless consideration tips to classification and quotas. This is the
flip side of the Court's limitations on using disparate impact theory to
force the policymaker's hand since that might lead to prohibited racial
classification and quotas. In either event, Inclusive Communities is deferen-
tial to governmental and private actors that can state some legitimate pur-
pose for policies that do not cross over the line to constitute "classifica-
tion." Stated differently, Inclusive Communities demonstrates that it will
be very difficult both to force action to create racial integration and to fore-
stall action that does purposefully encourage racial integration.6 6

2. Inclusive Communities May Change the Focus of Fair Housing
Litigation to Discriminatory Intent

As noted above, under Inclusive Communities, it may prove exceedingly
difficult for plaintiffs to allege and succeed on a disparate impact claim.
Arguably, this may put pressure on "disparate treatment" arguments
that actions or inactions, which might not meet the "policy" requirement,
intentionally discriminate on the basis of race and, therefore, fail under
the Equal Protection Clause's strict scrutiny standard. In this regard,
one should not ignore the Court's statement that the "recognition of
disparate-impact liability ... plays a role in uncovering discriminatory in-
tents" and that such intent can include both "disguised animus" and "un-
conscious prejudices."6' This reference to "unconscious bias" may lead to
further development of disparate treatment law.

63. Tex. Dep't of Cmty. Affairs v. Inclusive Cmtys. Project, Inc., 135 S. Ct. 2507,
2525 (2015) (stating that "[w]hen setting their larger goals, local housing authorities
may choose to foster diversity and combat racial isolation with race-neutral tools,
and mere awareness of race in attempting to solve the problems facing inner cities
does not doom that endeavor from the outset").

64. Id.
65. Id. at 2523.
66. Id. at 2525 (explaining that disparate impact claims encourage "race-neutral

efforts to encourage revitalization of communities that have long suffered the con-
sequences of segregated housing patterns" and promote efforts "to foster diversity
and combat racial isolation with race-neutral tools").

67. Id. at 2522.
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IV. Conclusion

As a doctrinal matter, Inclusive Communities affirms the understanding of
equal protection Justice Kennedy articulated in the Parents Involved case-
namely, state actions that do not classify individuals based on race do not
violate the Constitution only because they are motivated by racially integra-
tive purposes. Thus, disparate impact theory does not surrender to equal
protection theory as long as disparate impact does not stray into classifica-
tion waters. Inclusive Communities thereby gives a fuzzy and perhaps unsta-
ble roadmap, but a roadmap nonetheless, to guide state and private actors in
making housing placement and financing decisions. It is clear that in the
Court's view, disparate impact does raise constitutional questions, but
these questions involve the application and not the existence of disparate
impact theory. The focus will now likely shift to particular questions of
whether consideration and purpose slide into prohibited classifications.

It seems clear that the Court has steered a path between the anti-
subordination theory, in which explicitly racial considerations would be
constitutional if used to benefit a marginalized class, and color-blind the-
ory, in which all explicit racial considerations would be presumptively
unconstitutional. Inclusive Communities attempts to straddle these ap-
proaches and supports a pragmatic view permitting racial considerations
while retaining a renunciation of racial classifications and quotas. Race
may be considered, but consideration must be expressed by using race
neutral proxies and tools.
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I can’t breathe. (George Floyd, May 25, 2020)

The COVID-19 pandemic is, metaphorically speaking, the canary in the coal mine, a
rehearsal for the fragility of living in a neoliberal globalized world. It forces us to pay

closer attention to the complex interwoven threats of health inequity, economic insecurity,
environmental injustice, and collective trauma. These complexities have highlighted our
global interdependence while also making visible racism, classism, and the climate crisis
shaping our lives. In this paper, we aim to develop a framework for family therapists to
address these challenges by focusing on four interrelated dimensions of cultural values,
social determinants of health, collective trauma, and family therapists’ ethical and moral
responsibilities. These are all in line with supporting systems-level changes (Poteat et al.,
2020; van Dorn, Cooney, & Sabin, 2020). Further, while we recognize that many of these
challenges are global, our analysis focuses on the evidence in the United States.

The COVID-19 pandemic is a disaster reaching catastrophic proportions, sharing simi-
lar characteristics to other–disasters like air pollution or global warming, for it demon-
strates local and global dynamics that are interconnected while also idiosyncratic. Since
environmental injustices or disasters tend to develop slowly, people have difficulty observ-
ing, assessing its risk, and understanding its relationships to other aspects of our lives
(Knowles, 2014). In the United States, the lack of access to and the quality of healthcare
(Berger et al., 2020), appropriate housing, and lack of financial resources have and will
continue to exert more significant impacts on Black Americans, other people of color, and
immigrants (Maani & Galea, in press). This paper examines some of these barriers and
offers family therapists some directions informed by an ethics of care framework.

Cultural Values and the Healthcare System

The dominant mainstream non-Latinx White cultural values inform and shape the
healthcare system’s macro- and micro-level practices. The current healthcare systems,
therefore, reflect the underlying worldview and beliefs of the historically dominant White
culture, setting the stage for how people of color are treated, defined, or what constitutes
the "natural" or taken for granted behaviors and attitudes. The United States’ emphasis
on rugged individualism hints that being White is better, making the structures of power
and privilege invisible. Hidden cultural values are thus continuing to influence health
decisions and contribute to stigma. These cultural values also affect the amount of control
individuals or groups are perceived to have in preventing or managing health conditions.

COVID-19 challenges the dominant cultural values of rugged individualism and self-de-
termination, mainly because the pandemic reveals our interconnectedness, and interde-
pendence as a global family. Most people in the United States are socialized to be
responsible for their own destiny despite our embeddedness in relational networks and
social structures of which we are actors and reactors, thus not solely accountable for our
health. This pandemic crisis has made it clear that simplistic or reductionist views of
health can be destructive to individuals, families, and/or communities and affect the
health of everyone. It also challenges us to revisit our assumptions of health as not just a
private asset but part of the commons, and a fundamental right for everyone.

Further, meritocracy is a dominant cultural value in the United States based on the
belief that each individual has equal access to societal goods, including the social condi-
tions that ensure good health and access to healthcare. The social expectation is for indi-
viduals to take control of their health as if individuals are disconnected from their social
context. An adherence to an either–or philosophy accompanies individualism and self-de-
termination. Health is often treated as an individual matter without consideration of the
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global community and the fluid interplay that makes national borders irrelevant. This
pandemic highlights the need for a both–and approach to health since our individual and
family health is connected to the health of the people everywhere and not just the United
States. We are not distinct or isolated, and part of a complex global human community
(Steckler et al., 1993). Hence, the renewed significance of a systemic and global health per-
spective should help us better understand health inequity and help us with our ability to
succeed at preventing, mitigating, and treating emerging and reemerging diseases as part
of a global endeavor.

A significant body of research has shown the crucial role of families in individual’s phys-
ical and mental health functioning (Lebow, 2020; Priest, Roberson, & Woods, 2019). How-
ever, the field of family therapy, too often, narrowly defines systemic as the individual in
the family context without attending to broader social influences of human behavior and
change, including the global context. Thus, we may end reaffirming the assumption of
national exceptionality. The fluidity with which we travel internationally, as well as the
influx of immigrant and refugee families, underscores the importance of thinking globally
about physical and mental health, particularly when we confront a crisis (Atallah et al.,
2019). As a nation of immigrants, we all represent transnational lives, comprising a signif-
icant relational system, which requires family therapists to think globally about individ-
ual issues at large (Bacigalupe & Lambe, 2011; Falicov, 2019). In addition, asylum seekers
and refugees in the United States who have been affected by violence and persecution are
likely to have interwoven physical and mental health issues. Family therapy practice and
research, however, exploring migration experiences rarely approach it from a bioecological
framework (Utrzan & Wieling, 2020).

Rethinking Rugged Individualism and Self-Determination

In his book, Come Hell or High Water: Hurricane Katrina and the Color of Disaster,
Michael Eric Dyson (2005) posits that “we remain blissfully ignorant of their (Katrina vic-
tims) circumstances to avoid the brutal indictment of our consciences” (p. 3). The pan-
demic, as disastrous as it is, provides us with another opportunity to rethink nationalism,
racism, classism, and all forms of exceptionalists beliefs and behaviors that affect our
health as a nation. Nationalism impedes international cooperation on global health
efforts, and bias is more than likely to confine marginalized citizens, especially people of
color, to worse health outcomes. Population changes, along with worldwide digital connec-
tivity, challenge us to rethink our assumptions and values about who we are and who we
want to be. Rugged individualism and its associated belief, the survival of the fittest, mis-
appropriated from Darwin’s evolutionary theory, can, therefore, serve as a paradigm for
understanding how the United States has approached the COVID-19 pandemic. This pan-
demic challenges individualism and stresses the need for collective actions. Further, our
assumption that we all have the same chances to reach our full potentials and enjoy a
healthy life (Walsh, 2019) seems obscene when witnessing the higher rates of suffrage
from COVID-19 for Black and Latinx communities (Laurencin & McClinton, 2020; van
Dorn et al., 2020).

Fear of people of color’s advancement at White people’s expense reinforces the dominant
cultural value of rugged individualism as opposed to looking at the system of white supre-
macy. Through the lens of rugged individualism, people of color are generally seen as lack-
ing motivation and looking for handouts. Despite documented accounts of inequities
resulting from racism and classism, people of color are held responsible for every failure,
from not being healthy to not achieving success (Walsh, 2019). The notion of rugged indi-
vidualism also obscures the debate on universal health coverage. The all-consuming guid-
ing principle of this concept prevents us as a nation from seeing health care as a human
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right. Valuing humanity, above all, moves us closer to our aspirational goal of health
equity. In the words of Stevenson (2015):

We are all implicated when we allow other people to be mistreated. An absence of compassion can
corrupt the decency of a community, a state, a nation. Fear and anger can make us vindictive and
abusive, unjust, and unfair until we all suffer from the absence of mercy, and we condemn our-
selves as much as we victimize others (p. 18).

Rugged individualism, therefore, can serve as a paradigm to understand how the country
has approached this pandemic, including, for instance, the rejection of lockdowns by white
supremacy groups or the continuous rejection of basic public health measures like the use
of masks or appropriate physical distance to prevent the contagion of others. The public
measures that are required involve adopting a framework that not only sustains health
equity but also the mitigation of the pandemic.

Social Determinants of Health

Data about the unequal impact of COVID-19 are still being collected. However, media
and research reports have shown a clear pattern. The demand by researchers for data on
the effect of the virus (Haynes et al., 2020) and the measures to mitigate contagion face
the usual obstacles, reflecting the institutional barriers that hide inequity. Data that
demonstrate qualitatively and quantitatively the impact of a disaster on those who are
poor, racialized, and/or undocumented are often scarce, particularly early on when deci-
sion-making is crucial, furthering the invisibility of these families in policymaking and
the support of those who need help the most during the emergency. Historically, the
research evidence documenting the differential impact of disasters on the most vulnera-
ble, those in poverty, the undocumented recent immigrants, and communities of color, is
undeniable (Walz, 2017). The early COVID-19 epidemiology of the pandemic in large
urban settings follows this trend of higher mortality rates (Pilkington & Rao, 2020), and
limited access to healthcare for people of color (Nu~nez et al., 2020), as well as lack of access
to tests and treatment for undocumented immigrants (Yearby & Mohapatra, 2020).

COVID-19 brings to the forefront the circular relationship of health and the social, eco-
nomic, and political landscape. We must, therefore, understand and acknowledge the
interactional and complex nature of health across race, class, and environment. Ending
any pretense about racism and discrimination might lead to a more socially just system of
physical and psychological health care (Waite, Sawyer, & Waite, 2020). Critical conscious-
ness about the socioeconomic health of a nation being only as good as the physical and psy-
chological health of its people also might lead to greater concern for all of humanity.

Further, integral to addressing health inequity is recognizing environmental factors
(e.g., inadequate access to healthy food, poor transportation, air, and water pollution, and
unsafe housing) and the unequal environmental protection provided through laws and
government programs. By and large, we must confront unfair health practices and policies
that lead to bias and rob society of fully participating members. As Bryan Stevenson
(2015) so eloquently puts it:

. . . the true measure of our society, our commitment to justice, the character of our society, our
commitment to the rule of law, fairness, and equality cannot be measured by how we treat the
rich, the powerful, the privileged, and the respected among us. The true measure of our character
is how we treat the poor, the disfavored, the accused, the incarcerated, and the condemned (p.
18).

Negative social determinants of health for families of color in general and poor working-
class families of color, in particular, impact their sense of safety and security daily. The
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COVID-19 pandemic is another significant, threatening, long-term, and uncertain crisis,
that families of color have to face, intensifying the burden on their lives and forcing them
to continue as vulnerability bearers when disasters strike (Peterson, 2020). The systemic
structures keep many families of color unable to withstand this disaster, and they are
often criticized or blamed for their chronic health conditions (e.g., obesity, hypertension,
diabetes). However, these families face the largest barriers (e.g., racism, classism, inade-
quate transportation) to address their basic physical and psychological health needs
(Waite et al., 2020). Low-income families of color are also stigmatized and shamed relent-
lessly (Hardy, 2019). While racism and classism affect nearly every decision, a low-income
family of color makes or avoids, physical and mental health professionals may not be
attuned to racism and classism’s “broad-sweeping, far-reaching systemic consequences”
(p.60).

Racism

Race is undeniably the single most significant predictor of health and the quality of
health care (Smedley, Stith, & Nelson, 2003). Dating back to the United States’ early his-
tory to the present day, communities of color have suffered from barriers to healthy and
quality living. The United States’ healthcare system has long suffered from the misconcep-
tion of race as biology (Kawachi, Daniels, & Robinson, 2005). From the time of slavery
until now, Black people have been thought to be innately inferior to white people (DeGruy,
2005; Kendi, 2016). Although disproven and unethical, racial health disparities are fre-
quently ascribed to inherent biological traits (Kawachi et al., 2005).

Furthermore, it is critical not to conflate race and class in the discourse on racial health
inequity since race is a socially constructed phenomenon and not a substitute for class in
the discourse on health disparities (Kawachi et al., 2005). Inequality in housing, employ-
ment, education, and overall access to fulfilling basic physical and psychological needs
affects social determinants of health. Hence, communities of color are more at risk for poor
health and disparate health outcomes, including mortality rates (Waite et al., 2020). How-
ever, race continues to be sidestepped in discourses about behavioral and physical health.
The significance of race and racial conversations in therapy is also undeniable. Race and
racism should be front and center in behavioral and physical health, not an afterthought.
Failing to acknowledge race and racism along with stigmatizing communities of color, par-
ticularly Black people, as lazy, violent, and inferior contributes to people of color’s health
not being a priority, resulting in racial health disparities (Watson, 2013). In therapy,
indeed, race is also ever-present for Black couples, informing their thinking, behavior, and
conversations, whether explicitly named or addressed (Nightingale, Jones, & Smith,
2019).

COVID-19 is another vivid example of racism. The actual cause of the COVID-19 virus
has yet to be entirely determined by the scientific community. Still, many in the United
States continue to perpetuate a horrible misrepresentation of an entire group of people
based on no conclusive data that have been accepted by the global community. Describing
the coronavirus as the Chinese virus is demeaning and reinforces the very nature of
racism. In contrast, the mad cow disease originated in the United Kingdom and was not
called a British virus, and we have never berated the British community over this fact.
The H1N1 virus emerged from North America and was transmitted from pigs, and yet, we
do not refer to it as the North American flu. COVID-19, thus, seems to be used as a legiti-
mate reason to act out the long-existed hidden prejudice and discrimination toward Asian
Americans. Asian Americans not only face racial and language discrimination (e.g., skin
color, speaking the language with an accent) but also tolerate the bias of us against them
as outsiders/foreigners. The psychological toll of these discriminatory actions toward
Asian Americans is beyond comprehensive documentation. Given the fact that racism is
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all-encompassing, targeted, and blamed for the COVID-19 pandemic, Asian Americans’
physical and mental health may be impacted far into the future (Qiu et al., 2020).

This pandemic has shown that communities of color suffer disproportionately from the
disease in the United States, which is not surprising given the additive, adverse effects of
racism and other harmful sociopolitical conditions (Anderson, McKenny, & Stevenson,
2019; Waite et al., 2020; Watson, 2019a,b). For example, social risk factors (i.e., racism)
contribute to African American mothers having significantly higher rates of premature
births and infant and maternal deaths regardless of class and educational status (Ander-
son et al., 2019).

Further, Alexander (2010) states that incarceration is the equivalent of a racial caste
system. Black urban communities face massive rates of incarceration. Housing and
employment policies and practices often exclude inmates, depriving them of the ability to
meet basic needs, including health. Black and Brown inmates, therefore, face health dis-
parities and should be included in discussions of health equity (McGowan et al., 2016).
The COVID-19 pandemic is also highlighting how incarceration has a significant impact
on health. In the United States, Black and Brown people are disproportionately incarcer-
ated. Because many inmates are repeat offenders, they cycle back and forth from prison to
home, which has implications for their families’ health as well as the overall health of soci-
ety. During this pandemic, reducing the prison population through early release has been
a palliative measure to try to achieve better social distancing in prisons and jails (Akiyama
et al., 2020) that highlights health inequity. Even if the states are able to thin the prison
population to secure social distancing, the unjust core treatment of people of color in the
justice system, including overconfinement, should be tackled with a rehaul of the legal
system to prevent further injustice and vulnerability to disaster.

Classism

As of this writing, over seven million people worldwide have been diagnosed with the
COVID-19 virus, and over 400,000 have died. The United States represents about one-
third of the world’s confirmed cases and close to a third of the deaths worldwide. The virus
may not in itself discriminate, but its outcomes do. It has inflicted its terrible toll
unequally on two segments of society within the United States. One segment of the nation
was able to safely stay home with foods delivered, while those who used to be called service
workers now became essential workers who are burdened by income insecurity. The
majority of service workers are people of color. In New York City, for instance, most of the
frontline workers are African American or Latinx and more than half of confirmed
COVID-19 cases and deaths were African American (Pilkington & Rao, 2020). The pan-
demic makes visible the inequities in health as well as the chronic economic insecurity of
people of color, which suffer the most when unemployment rises (Coibion et al., 2020; Gon-
zalez et al., 2020). The impact of the pandemic has compressed not only low-wage, low-
skilled workers but also white-collar workers. Nonetheless, it is clear from the previous
economic recession and now the COVID-19 pandemic that workers who hold precarious
jobs (low-wage, low-skill, irregular work hours, and high instability) are hit the hardest. It
has also changed the notion of what essential services are and how those providing these
services compensated.

Recent workplace trends have not helped but hurt even more the dire situation faced by
many workers, particularly the vulnerable ones. The global market, empowered by infor-
mation technology and the service economy, has polarized the labor force. At one end are
highly educated and highly skilled workers who typically receive job-associated benefits in
exchange for working long hours at high intensity. At the other end are the low-wage, low-
skilled workers, many of whom cannot make ends meet even when working more than one
job (Kalleberg, 2013). This polarization has not only decreased job security since the
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economic boom in 2000 but has brutally uncovered and further worsened job security dur-
ing this pandemic. To think of the social class as a determinant is often perceived with
skepticism or bluntly rejected in Western industrialized countries, which is one more man-
ifestation of the value of individualism. A qualitative study on class and health conducted
in a southern English town, Bolam et al. (2004) found resistance to the notion of class as
an underpinning of health when linked to an individual’s personal experience. Still, when
connected to a broader sociopolitical perspective, social class was accepted as a determi-
nant of health. As a result, those suffering from job insecurity or unable to make a living
are blamed and labeled as lacking good character and making poor healthy lifestyle
choices. Since health care is not a right but part of the goods that one can acquire in a
neoliberal market system, seeking health care is surrounded by fear, blame, and shame.
From an individual perspective, most citizens in the United States may not understand or
consider the structural limitations imposed by social class that produce health inequali-
ties. Attending to health as a more comprehensive social issue may improve access,
encourage help-seeking behaviors, and be a source of human compassion, thereby reduc-
ing class health inequity. Thus, moving from an individual to a relational perspective bet-
ter positions us in promoting health equity (Scambler & Higgs, 1999).

Further, colonization has been a significant cause of inequality globally, creating
marked differences in housing, resources, and opportunities. The institutionalized racism,
residential divide, and the accompanying class divide appear to prevail in postcolonial
countries. For instance, the inequality in housing in India that resulted from British rule
and occupation continues to be flagrantly present (Hague et al., 2020). Despite civil rights
triumphs in the United States, decades of housing and employment discrimination have
led to low-income communities that are disproportionately comprised of people of color
today. For example, the covenants system of segregating Blacks fromWhites in residential
areas has created disparities for Black Americans (Kaul, 2019). Further, police brutality
has been a major source of discrimination as we have seen in the brutal killing of George
Floyd and many others across the United States (Beaumont, 2020).

The low-income communities, resulting from systemic colonization, reservations, and/
or slavery, face severe public health and environmental risks. These risks include finan-
cially stressed public schools; a high presence of unhealthy food choices (e.g., fast foods)
and low presence of supermarkets with fresh produce and other healthy foods for home-
based preparation; a high per capita number of liquor stores and other sources of alcohol
(e.g., delis, bodegas) as compared to more privileged neighborhoods and suburban areas;
violence (including intimate partner violence); and lack of spaces for physical activities
(McGowan et al., 2016).

Additionally, wealthier countries depend on migrant workers as cheap labor to sustain
an economy based on labor exploitation. Since labor migration requires migrant workers
to leave their countries or homes, they are not likely to have the power of position or rela-
tionship in host countries or locations to meet their healthcare needs. Migrant workers’
access to health care is hampered by low wages and lack of employer-paid health insur-
ance (Rosebaum & Shin, 2005). Just as structural racism serves to defend white privilege,
the structural power exerted in migrant labor arrangements functions to protect class
privilege. Hence, migrant workers’ low social positioning and lower social class status
impact their health status and quality of life (Casta~neda et al., 2010).

In the current crisis, what amounts to conditions similar to those during slavery or
indentured servitude creates tremendous risks that burden undocumented Latinx immi-
grants (Cabral & Cuevas, 2020; Zepeda-Mill�an, 2017). These undocumented Latinx immi-
grants continued to work tirelessly in agricultural and food-related industries such as
meatpacking and construction during this pandemic. A dramatic example is the White
House executive order that prevents shutting down meat processing plants. Once again,
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as it was the case with the Bracero program in the 1940s, which aggressively hired Mexi-
can nationals to avoid the United States’ economy from collapsing during World War II,
immigrants and the undocumented are at the center of work environments that sustain
the critical production of food for the whole country. Ironically, the same groups that may
be frustrated for the shortage of food and other basic necessities are the ones likely
embracing xenophobic calls to expel undocumented immigrants in the next election cycle
(Page et al., 2020).

It is important to note that human rights violations within our economic system that
are closely related to the widening gap in income equality influenced by globalization,
automation, and technology, lead to greater health inequity, which it is not abating.
Reducing Medicaid and rolling back the Affordable Care Act are still part of the political
and public policy agenda, compromising further the health and life chances of low-income
individuals and families (Walsh, 2019). The pandemic and anticipated future disasters
due to climate change are likely to have a negative impact on the health of low-income and
possibly middle-income communities. Because of the rising costs of health insurance and
the absence of universal health coverage, a more significant segment of society may also
find themselves without the resources to combat, resulting in health issues. For instance,
many first responders who suffered from residual health effects (e.g., cancer) of 9/11 did
not have adequate health coverage (Gilbert & Ponder, 2013). And reduced Medicaid health
benefits may become an increasing burden for the elderly and disabled (Mayes, 2004).
Consequently, current political threats to health coverage (Social Security, Medicare, and
Medicaid) should be a top concern for everyone and not just low-income families.

The staggering economic and health consequences of the COVID-19 pandemic also have
significant potential ramifications for those who were insured, due to close ties between
employment and insurance in the United States. For instance, job loss is a fallout of the
pandemic leading to a rise in the number of uninsured persons. Given that health insur-
ance is already a major concern for families across social strata, economic and healthcare
concerns will deepen families’ sense of insecurity and worries about sustaining well-being.
This pandemic crisis and a better understanding of the significance of public health may,
therefore, create the political support needed to advance the enactment of universal health
care, which would aid in decreasing health inequity and prepare us more effectively to
confront a pandemic and its consequences.

Environmental Injustice

From the water crisis in Michigan to toxic coal ash in landfills in Puerto Rico to Stand-
ing Rock Sioux in North Dakota, environmental injustices endanger the health and wel-
fare of people in general and people of color in particular (Brender, Maantay, &
Chakraborty, 2011; Bullard, Johnson, & Wright, 1997). Areas with a dense population of
people of color and the poor often become sacrificial zones—dumping sites—for toxic waste
and other contaminants or heavy mining or sites for high levels of carbon emission (Kjell-
strom et al., 2007). Global environmental stressors and climate changes seem to make for
a future of uncertainty and insecurity for the poor and people of color around the world
(Babryemi, Ogundiran, & Osibanjo, 2016; Chen, Chen, & Landry, 2013). The COVID-19
pandemic like the climate crisis dramatically points to the dangers of not addressing
courageously the threats imposed by a global crisis that, first and for the most part,
severely impacts people of color and vulnerable communities.

Worldwide, refugees endure environmental injustices that affect their mental and phys-
ical health, from the deplorable conditions they experience in transit from countries of ori-
gin to horrific situations in refugee camps. Many refugees, particularly refugees of color,
continue to withstand environmental injustices in resettlement due to barriers to safe,
healthy, and affordable housing. People of color and the poor live in territories where
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environmental hazards are a tremendous burden furthering health inequity (Levy et al.,
2011). People of color comprise most of the low-paying jobs and live in economically
stressed communities, which contribute to their vulnerability relative to climate changes
and other environmental threats (Bullard, 1999; Downey, 1998). However, a both–and
approach is needed when considering environmental justice since the loss of jobs if closing
highly toxic industries requires new industries that can employ workers in the same com-
munities.

Even more worrisome is the close link between environmental justice and the emer-
gence of pandemics. Whereas there is no direct evidence to link climate change and the
emergence and transmission of COVID-19, the World Health Organization (WHO) has
indicated that almost all recent emerging infectious diseases originate in wildlife. There is
evidence that man-made adverse changes (e.g., CO2 emissions) in the natural environ-
ment may drive disease emergence (WHO, 2018). Importantly, despite the fact that
COVID-19 has an immediate and substantial impact on health outcomes and mortality for
those exposed to contaminants, the response to the climate crisis and the pandemic are
compelling parallel. The response to this crisis has been slow and inadequate and on the
shoulders of the most vulnerable. Hurricane Katrina in 2005 and Hurricane Sandy in
2012 are the two most recent examples of how at-risk communities were hit the hardest
by the consequences of the climate crisis (Benevolenza & DeRigna, 2019).

Collective Trauma

Collective trauma refers to an entire group’s psychological reaction to a traumatic
event, such as the Trail of Tears (Native Americans), slavery, Japanese internment, and
Holocaust. The COVID-19 pandemic is shared not only nationally but also globally, emo-
tionally connecting people around the world through experiences of helplessness, uncer-
tainty, loss, and grief. Collective trauma is significant because, unlike individual memory,
it can persist across generations and time (Saul, 2013). The collective memory of the trau-
matic event that is transmitted across generations can give rise to family narratives and
patterns. These family narratives and patterns are likely to be based on social location
and personal experiences, affecting a family’s sense of security and trust, decades after
the original traumatizing events. This, for example, is the basis of Post-Traumatic Slave
Syndrome, and certainly, the intergenerational effects of the Native American and Jewish
Holocausts. Families of color and low-income families may be motivated to insulate them-
selves to preserve themselves against outside threats. Along with shaping the worldview
of individuals, collective trauma can affect how one group understands its relationship to
another group. The COVID-19 pandemic may have implications for how various nations
and groups see each other (Hirschberger, 2018), especially given the inequality exposed
and the United States’ targeting of China.

Unlike the pandemic of 1918, we have tremendous access to information almost imme-
diately, but our digital connectivity is not consistent with the development of the phe-
nomenon itself. The World Health Organization defines access to a wealth of information,
perhaps false information, as an epidemic itself. It is an infodemic, an information, and
disinformation pandemic, where it is difficult to distinguish the primary from the sec-
ondary, the relevant from the superficial, and the truth from the patently false. It is chal-
lenging to understand the different dimensions of the pandemic, including its modeling,
the development of mitigation measures (quarantine), prevention (vaccine), or treatment
(medication or hospitalization). Aside from the difficulty in understanding the nonlinear
progression of the virus infection and illness, we are yet to comprehend the social and emo-
tional impact of coping with this disaster.
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We hope to have conversations that are about solidarity, individual introspection,
assessing couple and family relationships, and the commitments we make regarding the
social changes necessary for the future. We need to recognize not only the sadness about
the memory of those we lost or will lose but also of those we value and the emotion we feel
when evaluating contact with others. We should remember that the pandemic taught us
about the unequal social relations, where people of color are to carry a heavier burden
when there is a threat to our health. We hope that this collective trauma drives us to less
divisions, less hatred, and facilitate more forms of understanding with the other and with
what surrounds us. In other words, we need to walk the bridge that connects collective
trauma and collective healing.

Family Therapists’ Ethical and Moral Responsibility

The COVID-19 crisis has mobilized professional associations, the research community,
and policymakers working on guild issues related to servicing patients and their families,
including, for instance, telehealth and remote learning. The pandemic’s impact on mental
health will be complex and requires acute attention by clinicians and researchers (Holmes
et al., 2020). Psychotherapists are developing guidelines and gathering resources to deal
with the consequences of quarantine, confronting grief and trauma, re-visioning health
services online, and the initial identification of the psychosocial impact of the pandemic in
our daily lives. These are critical practice issues.

The field of family therapy, however, should not lose sight of the importance of an ethics
of care. The pandemic does not only severely impact the lives of families and communities,
particularly those already subjected to social injustice. COVID-19 challenges the natural-
ized role of counseling as a whole, of the individualizing of problems, and the usual narra-
tive that draws us to focus the solution to problems inside individual minds and couple or
family interaction, rather than the deleterious impact of inequality on our daily lives. As
such, it calls for family therapists to think about the broader spectrum of health, which is
not commonplace for many family therapists. Psychotherapy may unwittingly function as
the best ally of an economic and political system that perpetuates institutionalized racism
and class discrimination. Often, therapists, even those that operate utilizing a systemic
framework, may diagnose and intervene with individuals and families that are suffering
the consequences of human exploitation by helping them to adapt to the same societal con-
ditions that elicit or maintain the reasoning for consulting in the first place.

Recognizing, rethinking, and reevaluating our physical and mental health values and
assumptions require, therefore, a deeper understanding of the ethics of care, which should
compel family therapists to have an accurate understanding of the critical healthcare-re-
lated issues during this pandemic crisis. There are times that family therapists are fully
informed about these issues but need to become more deliberate about how to respond to
them. Other times, however, good care requires knowledge and expertise about the inter-
connectedness between inequity, trauma, and crisis. Once family therapists fully recog-
nize the interconnectedness between inequity and crisis for those who suffer,
attentiveness becomes the central disposition. According to Tronto (1993), attentiveness is
“recognizing the needs of those around us” (p. 127), which encompasses “a suspension of
one’s self-interest, and a capacity genuinely to look from the perspective of the one in
need” (Tronto, 2013, p. 25). Within this framework, family therapists should develop dee-
per empathy, humility, and openness to the worldview of those who suffer the most and
advocate for them. Held (2006) states that “caring relations seem to require substantial
capacities for being sensitive to the feelings of others” (p. 53) and Noddings (2007) empha-
sizes “engrossment,” “stepping out of one’s own personal frame of reference into the
others” (p. 24).
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The ethical care emphasis on empathy and emotion is not, however, mutually exclusive
with dispositional sensitivities to other morally and politically salient issues. Caring well
requires certain emotional capacities and the dispositions to exercise them, but it also
requires a disposition to notice other relevant facts about the world. The COVID-19-re-
lated crisis in the United States with insufficient testing and tracing, lack of personal pro-
tective equipment, reduced intensive care units, and unequal access to the healthcare
system exposes the deadly effects of racism and classism more than before. In addition, a
discourse by authorities that frame the pandemic as mostly a question of when to reacti-
vate the economy rather than intervening to prevent contagion and treat the sick under-
mines the trust and confidence of the most vulnerable.

It is, thus, evermore important that family therapists’ attentiveness to these issues
ought to include not only emotional sensitivity and empathy, but also all other morally
salient issues that have already existed, but have become more salient during the recent
pandemic crisis. Baier (1985) states that “a reliable sign of real caring is the intolerance of
ignorance about the current state of what we care about” (p. 274). It is critical to recognize
our interdependence with each other and with other countries and act to address social
inequality related to racism, poverty, inadequate housing, unemployment, lack of health-
care access and quality, and structural violence which continues to perpetuate health
inequity. We can no longer ignore that many families of color’s social conditions shape
their health, relationships, individual and social functioning, and quality of life.

Further, attentiveness hinges on a degree of epistemic humility and modesty. One can-
not be a good family therapist if one is disposed to overestimate one’s own epistemic stand-
ing to care. It is important to note that the epistemic standing to care well requires that
one not exaggerate one’s own knowledge or understanding, particularly when it comes to
care ethicists’ most-discussed subjects, which is the knowledge about disasters impacting
the most vulnerable, those in poverty, the undocumented, immigrants, and communities
of color. Proper attentiveness requires that one properly estimate one’s own epistemic
standing and, where necessary and possible, make efforts to improve it (Dalmiya, 2016).
One important way to do so is to listen closely and with respectful curiosity to the families
and communities with whom we work, treating them as the experts who can inform us
about their experiences and realities (Fraenkel, 2006).

We need to recognize that family therapists may exhibit consequential inattentiveness
by ignoring, downplaying, or inadequately informing themselves about the likely harms of
lack of knowledge about many of these issues. We may also be insufficiently sensitive to
the emotions or worldview of our clients, perhaps by being dismissive of their emotions
and expecting stoicism of them, or by denying emotional depth/breadth of our clients’ suf-
fering. We might be morally or politically inattentive by failing to notice that our behavior
is unacceptably paternalistic that we are imposing our own ethical and political views on
others in a morally objectionable way. Therefore, unless we pay close attention to the
impact of racism, classism, colonization, environmental injustices, and collective trauma
during this pandemic crisis now and for many years after, as family therapists we would
also be perpetuating the cycle of discrimination.

CONCLUSION

In COVID-19 as other looming global crises—health inequity and climate warming—
the scientific evidence has been marginalized, the public perception of risk has been
undermined, and the critical coordination at the local, city, state, and federal levels has
been weakened. In all these situations, the utilitarian framework rather than an ethic of
care prevails. To deal with the pandemic, climate crisis, health inequity, and even police
brutality in the United States, we need human rights and ecosystemic frameworks. Social
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determinants of health, climate crisis, and the reconceptualization of our collective ethos
are all central elements in generating a framework for a just-based family therapy
approach. Thus, family therapists need to utilize a set of principles, values, and practices
that are not just palliative or after the fact but that bring forth into the psychotherapeutic
and policy work the question of a politics of care.

Family therapists are now exposed to reliable and morally relevant information about
these crises and must then decide what to do about it. An awareness of the interconnected-
ness of racism, the climate crisis, trauma, and the pandemic should lead us into a discus-
sion of care epistemology and moral deliberation about what would be the best way to care
for those who are in need of mental health services. The good news is that our knowledge
about mental health has expanded. We have developed more nuanced ways of understand-
ing how our chemistry and environments affect our brains and our behavior. We have
developed game-changing drugs to allow people with debilitating mental illnesses to
reclaim their lives. We have begun to dismantle stigmas around mental health disorders
like depression and anxiety. Yet, there is still a lot that we have not fully addressed like
the effects of racism, discrimination, and trauma on individuals impacted by the COVID-
19 crisis, especially those who have historically lived in the margins of society. All too
often, well-being is lifted up as a goal that is attainable through resiliency, which ignores
the detrimental paradox that underserved populations often find themselves in. As sys-
temic thinkers, we know that when resilient people work hard within a system that has
not afforded them the same opportunities as others, their physical and mental health suf-
fers. One can hope that family therapists would be on the front line advocating and pro-
moting social justice-based care for marginalized groups needing our services more than
ever. Our collective perspectives are based on the research evidence and combined experi-
ences in various academic, clinical, and institutional settings across the country and
abroad, stimulating us to see the need for local, national, regional, and global intercon-
nectedness.
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