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BNA Snapshot 

Issues and Consequences of Detroit Bankruptcy Filing 

Key Topic: Legal and financial market repercussions top the concerns of retirement plan 

practitioners monitoring Detroit's bankruptcy proceeding. 

Key Takeaway: Some practitioners say the city's Chapter 9 bankruptcy filing could have 

important U.S. constitutional consequences for public pension plans. 

 

By David B. Brandolph and Florence Olsen 

Legal questions that may ultimately be reviewed by the U.S. Supreme Court will determine 

whether Detroit's public employees lose vested pension benefits as a result of the city's federal 

bankruptcy code Chapter 9 proceeding, practitioners monitoring the city's financial crisis said in 

late July and early August. 

 

A central legal question raised by Detroit's bankruptcy filing is whether public pension plans 

have sovereign immunity in a municipal bankruptcy proceeding, said Robert D. Klausner, a 

principal at Klausner Kaufman Jensen & Levinson in Plantation, Fla., who successfully 

represented the Commonwealth of Kentucky and the Kentucky Retirement Systems in a 2008 

Supreme Court case. 

 

If sovereign immunity applies to public pension funds, the bankruptcy court would be prohibited 

from restructuring Detroit's public plan benefits, Klausner said. That is a constitutional question 

that ultimately may be answered by the Supreme Court, he said. 

 

Another question is whether a federal bankruptcy court handling a municipal bankruptcy case 

has authority “to invalidate a provision of a state constitution,” in this case, a Michigan state 

constitutional provision that protects Detroit's retirement obligations to 30,000 public employees, 

retirees, and their beneficiaries, Klausner said. 

 

Nobody has answered that question yet, he said. 

 

Hank H. Kim, executive director and counsel at the National Conference on Public Employee 

Retirement Systems in Washington, said that, “if the federal bankruptcy court actually does 
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upend the Michigan state constitution, which is a direct expression of the will of the people of 

Michigan, then I think we are going to be facing a constitutional crisis.” 

 

A municipal government can use the federal bankruptcy court only if a state law authorizes it, 

Klausner said. He added that Michigan has a law that allows a city to declare bankruptcy if the 

state governor authorizes it. Michigan Gov. Rick Snyder (R) did so, and Detroit filed for Chapter 

9 bankruptcy protection July 18 (140 PBD, 7/22/13; 40 BPR 1782, 7/23/13). 

 

Michigan's constitution protects public employees' accrued pension benefits as rights that, by 

contract, “cannot be diminished or impaired,” Klausner said. 

 

Whether Michigan has some level of obligation under the state's constitution to guarantee that 

pension benefits are paid in full to Detroit's public employees, no matter what the federal 

bankruptcy court decides in the Detroit case, is an unsettled question, he said. 

 

If Detroit ultimately is permitted to reduce the vested benefits of its workers, the repercussions 

are difficult to anticipate. Practitioners had mixed views about whether Detroit's financial 

condition is exceptional and unlikely to be experienced by many other municipalities. A few 

retirement industry practitioners expressed some concern that federal policymakers might look at 

the Detroit situation and seek a sweeping regulatory response that could affect private plans. 

 

Constitutional Issue 

Michigan and only two other states—Louisiana and New York—have specific constitutional 

provisions protecting public employees' pension rights, in addition to having authority to permit 

municipalities to file for Chapter 9 bankruptcy protection, contingent on certain conditions and 

actions of state officials or other entities, Klausner said. 

 

Two parts of the U.S. Constitution—Article I, giving Congress authority to regulate 

bankruptcies, and the 10th Amendment, reserving authority for the states to regulate areas not 

under the federal government's purview, such as public pension contracts—could be in conflict, 

Klausner said. The bankruptcy court's authority to restructure public pensions, which have 

traditionally been governed by the states, is a question that will likely take several years to 

resolve, he said. 

 

“The [U.S. Court of Appeals for the] Sixth Circuit would generally be considered the final 

authority,” Klausner said. However, he said he would be surprised, given the national 

significance of Detroit's bankruptcy filing, if the Supreme Court did not accept the case for 

discretionary review. 

 

“If this were to end up in the U.S. Supreme Court, it wouldn't get there until about 2015 or 

2016,” he added. 
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Judge Steven W. Rhodes, the judge assigned to oversee Detroit's bankruptcy proceeding, said in 

court July 24 that whether Michigan's constitutional protection of pensions makes Detroit 

ineligible to file for bankruptcy will be dealt with as the case progresses (143 PBD, 7/25/13; 40 

BPR 1863, 7/30/13). 

 

Rhodes also said “the court finds nothing in the 10th amendment or the more ambiguous concept 

of federalism” or case law to support the argument that “this exclusive grant of jurisdiction to the 

bankruptcy court to determine eligibility in the context of a Chapter 9 case is unconstitutional.” 

 

At a status hearing Aug. 2, Rhodes set an Oct. 23 date for a hearing on the city's eligibility to file 

for bankruptcy. The judge also granted a request from Detroit Emergency Manager Kevyn D. 

Orr that a committee be appointed to represent city retirees during the process (152 PBD, 

8/7/13). 

 

Bankruptcy Trends 

John A. E. Pottow, bankruptcy law professor at the University of Michigan in Ann Arbor, Mich., 

said that municipalities' use of federal bankruptcy courts under Chapter 9 is rare. He said such 

proceedings are intentionally difficult for state entities to use so as to avoid the potential for 

federal law to unnecessarily encroach on state sovereignty. Therefore, he said, there really is no 

legal precedent for situations in which municipalities have filed for bankruptcy protection and 

creditors have argued that state law prohibits the public entity from using bankruptcy to 

restructure public pension plans. 

 

A municipality attempting to use a federal bankruptcy court must satisfy a number of criteria to 

demonstrate that it is entitled to file there, Pottow said. In the case of Detroit, where pension 

plan participants stand to have expected payments reduced in bankruptcy, participants are likely 

to argue that the state's constitutional provision protecting the pension benefits of city and state 

workers would preclude Detroit's emergency city manager from seeking bankruptcy for the 

purpose of reducing such benefits, Pottow said. 

 

This argument, he said, was made in a bankruptcy filing in Stockton, Calif. The bankruptcy court 

there decided to permit the city to file in bankruptcy and deferred until later the question of 

whether state laws protecting pension benefits actually prohibited or inhibited the city's 

bankruptcy restructuring (126 PBD, 7/2/12; 63 PBD, 4/2/13; 39 BPR 1271, 7/3/12; 40 BPR 906, 

4/9/13), he said. 

 

Detroit, for its part, is likely to argue in response that state law has no place in the bankruptcy 

court and therefore the court can assert jurisdiction despite the state constitutional provision, he 

said. 

 

Better Argument for Plans 

Pottow said public pension plan participants have an even better argument to prevent Detroit 

from using the bankruptcy courts. He said a portion of the bankruptcy code, under 11 U.S.C. 

Section 943, prohibits a bankruptcy court from confirming a bankruptcy organization if the 
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debtor, in this case Detroit, is prohibited by state law from taking any action necessary to carry 

out the bankruptcy plan. 

 

The plan participants can therefore argue that any request by Detroit in the bankruptcy 

proceeding to restructure pension benefits is a violation of state law. As a result, they can argue 

further that the bankruptcy court is prohibited under Section 943 from confirming any 

reorganization by the city that interferes with such benefits and thus violates state law, he said. 

 

However, Pottow said the city has a counter argument to this: The state constitutional provision, 

in protecting pension benefits from bankruptcy restructuring, in effect is acting like a state 

bankruptcy law and should be disregarded because it impermissibly encroaches on the federal 

government's exclusive jurisdiction over bankruptcy matters. 

 

California City Bankruptcy Filings 

As Pottow mentioned, Stockton is among several California cities, including San Bernardino 

(134 PBD, 7/13/12; 39 BPR 1358, 7/17/12) and Vallejo (195 PBD, 10/12/10; 37 BPR 2269, 

10/19/10), that have filed for federal bankruptcy protection while citing the soaring costs of 

employee benefits, including pensions, as an important reason for seeking such protection from 

creditors. 

 

In response to those filings, California Attorney General Peter H. Mixon set out his state's 

position regarding the ability of federal bankruptcy courts to preempt state law that protects 

benefits provided by the California Public Employees' Retirement System. In a presentation to 

the CalPERS Board of Administration on Sept. 12, 2012, Mixon said that:  

• Bankruptcy Code Section 903 expressly sets limits on the power of the federal bankruptcy 

court, which means that, “before, during, and after bankruptcy, the law of the state controls a 

municipality in the exercise of its governmental and political powers.” 

• In enacting Section 903, Congress determined that Bankruptcy Code Chapter 9 would not 

preempt state laws that control the political and governmental powers of municipalities and arms 

of the state. 

• “The relationship between CalPERS and a municipal employer is not a mere commercial 

contract between a creditor and a debtor. Instead, it is an aspect of California's control over a 

municipality that is protected from interference under constitutional principles and federal 

bankruptcy law.” 

• Once a municipality commences its relationship with CalPERS, the municipality is bound by 

the constitutional and statutory provisions governing the retirement system and the decisions of 

the CalPERS Board of Administration. 

• Pursuant to California law, a public agency must follow the governing statutes when it chooses 

to participate in the retirement system. These statutes preclude an agency from lowering the 

benefit formula for existing employees who are members of the system. 

• Under California law, a participating public employer in bankruptcy may not end its 

relationship with CalPERS through “rejection” of its “contract” with CalPERS in the bankruptcy 

proceeding. 
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• If a participating public agency terminates its relationship with CalPERS, California law 

provides CalPERS with a priority over unsecured creditors. 

• “CalPERS members—policemen, firefighters, and other public employees who have labored to 

serve the public benefit for years—have rights which make it fair that their pension benefits are 

fully honored in the bankruptcy process, whereas bond insurers are presumably experts in 

evaluating the financial condition of municipalities and were presumably paid large fees to 

assume the risk of nonpayment of certain municipal debts.” 

 

Practitioner Views 

To the separate question of whether Detroit's bankruptcy filing means that every financially 

struggling city in the United States is going to rush to bankruptcy court, the answer is “no, 

because most of them aren't bankrupt,” Klausner said. 

 

Steven Kreisberg, director of collective bargaining and health care policy at the American 

Federation of State, County and Municipal Employees, AFL-CIO, in Washington, said that 

Detroit presents a unique set of circumstances. Even if the bankruptcy court ultimately approves 

a reduction in benefits for the city's pension plan participants, Kreisberg said he does not expect 

many cities to follow Detroit's lead by filing for bankruptcy protection. 

 

City officials generally have no desire to place their cities in bankruptcy court or to deprive city 

employees of their earned pension benefits, he said. 

 

Detroit's primary fiscal challenge is not paying pension benefits, retiree health benefits, or any 

other specific expenses, said Keith Brainard, director of research for the National Association of 

State Retirement Administrators in Georgetown, Texas. Detroit's challenge is the decline in the 

city's tax base and loss of tax revenue, he said. 

 

Detroit's pension plans are funded at levels that are not out of line with most other public pension 

funds around the country, Brainard said. Detroit's problem is its inability to continue paying into 

the funds, he said. 

 

Brainard also said that a bankruptcy court generally will not permit a city to reduce pension 

benefits without requiring it to demonstrate a good-faith effort to address the problem of 

underfunded pensions, an interest in a solution that is fair to all parties, and a lack of alternatives 

to reducing accrued pension benefits. 

 

With the negative consequences of declaring bankruptcy, such as higher borrowing costs, limited 

access to credit markets, and the attached stigma, Brainard said he would not expect many other 

jurisdictions to seek to reduce pension benefits through bankruptcy filings. 

 

However, not everyone shared Brainard's outlook. 
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Contrarian View 

Meredith A. Whitney, chief executive officer and founder of Meredith Whitney Advisory Group 

in New York, who was not immediately available for comment, said in a July 23 opinion piece in 

the Financial Times that Detroit's decision to declare bankruptcy should not be viewed as an 

isolated event. She said the “aftershocks of the largest municipal bankruptcy in U.S. history will 

be staggering” and that Detroit will set an important precedent. 

 

In Detroit, “elected officials, for the first time in a very long time,” have decided to earmark 

existing city resources to restore neglected services to city residents rather than first pay 

obligations owed to bond holders and pension plan participants, Whitney said. 

 

“Increasingly, unions are being asked to make concessions on pensions and benefits. And now 

bondholders, who up until [very recently] thought they would be protected in almost any 

scenario, are being forced to make a contribution to [solve] the fiscal problem,” she said. 

 

Whitney said “there are five more towns like Detroit in Michigan alone,” and “there are many 

more municipalities across the country in similar positions.” She concluded by saying that 

Detroit's decision “paves the way for other elected or nonelected officials to make decisions to 

save their cities and towns, decisions that probably involve politically unpopular actions” but that 

may secure their municipalities' long-term viability. 

 

Financial Engineering 

Notwithstanding uncertainty about “aftershocks,” Detroit almost certainly will be held up as an 

example of financial engineering gone awry, said George M. Kraw, a founding member of the 

Kraw Law Group in Mountain View, Calif., which represents multiemployer benefit funds. 

Detroit first borrowed money in the municipal bond market and then “gave those funds to its 

pension plans, which put them in traditional pension plan investments,” Kraw said. 

 

“The idea was to raise money at a 4 percent rate and reinvest it under the assumption that it 

would earn 8 percent or better,” but the city's attempt at interest rate “arbitrage” failed, he said. A 

December 2011 public policy report by the Citizens Research Council of Michigan, Legacy 

Costs and Indebtedness of the City of Detroit, described the strategy in detail, Kraw said. 

 

“Their timing was just horrible because they borrowed the money in 2006, they made huge 

investments, and then got clobbered in the 2008 market” crisis, he said. 

 

When the pension funds' investment performance did not match the assumed 8 percent or better 

rate of return, the city was left with large amounts of municipal bond debt and a lower-than-

expected amount of funds to cover its pension obligations, Kraw said. 

 

“I doubt anyone will try this strategy again in the foreseeable future,” he said. 
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In Kraw's view, an ongoing controversy about the assumptions that Detroit's emergency financial 

manager made to calculate the funded status of the city's public plans is diverting attention from 

fundamental problems of public plan funding. 

 

The differences in assumptions about investment returns and asset values that the Detroit plans' 

trustees used to create actuarial valuations for the city's pension plans on June 30, 2011, and that 

Detroit's emergency financial manager used in the city's June 14 Proposal for Creditors are 

presented in a July 24 pension alert from the actuarial firm Cheiron Inc. The city's emergency 

financial manager, using more conservative assumptions, found greater pension funding deficits 

that those reported by the plans' trustees. 

 

According to Cheiron, the plans' trustees reported a combined $600 million in unfunded actuarial 

liabilities as of June 30, 2011, based on an actuarial valuation of plan assets and an assumed 8 

percent rate of return on investments for the Police and Fire Retirement System and 7.9 percent 

return on investments for the General Retirement System.  

 

The city's emergency financial manager instead used what it described as “more realistic” rates 

of return on investments—7 percent instead of 8 percent and 6.9 percent instead of 7.9 percent—

and a market valuation of plan assets rather than an actuarial valuation, Cheiron said in the alert. 

Based on those differences in assumptions, the emergency financial manager projected $3.5 

billion in unfunded actuarial liabilities as of June 30, 2013, Cheiron said. 

 

Independent Review 

“The arguments are absolutely compelling to have the more conservative valuations because 

Detroit does not have the ability to bring in any more revenues,” Kraw said. 

 

All public plans should have their plan assumptions analyzed by an independent reviewer, he 

said. “Despite their best intentions, current advisers can be too closely linked to the status quo to 

have the perspective and objectivity required for rigorous analysis,” he added. 

 

Their assumptions can make the plans appear to be better funded that they are, Kraw said. 

NCPERS's Kim, on the other hand, said the funded status of the Detroit's pension plans, using 

traditional public plan funding assumptions, is a bright spot in an otherwise bleak picture of a 

city devastated by loss of population and debts totaling more than $18 billion (140 PBD, 7/22/13; 

40 BPR 1782, 7/23/13). 

 

“A silver lining, if there is any, is that the Detroit retirement system—the two plans in that 

system—are very well-funded,” Kim said. 

 

Based on figures reported in April and May 2012 for the NCPERS 2012 Fund Membership 

Study, Detroit's General Retirement System and Police and Fire Retirement System had funded 

ratios of about 87 percent and 97 percent, respectively, Kim said. NCPERS represents about 550 

public-sector pension funds in the United States and Canada. 
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Criminal Conduct 

In addition to investment mismanagement of pension plan assets, criminal conduct surrounding 

the investments made by the two Detroit retirement plans has compounded the city's woes. On 

Feb. 28, 2012, the U.S. Attorney for the Eastern District of Michigan announced that former 

Detroit Treasurer Jeffrey W. Beasley had been indicted on charges that he took bribes and 

kickbacks in return for approving more than $200 million in investments by the city's pension 

plans. On Feb. 7, 2013, the U.S. attorney announced that Chauncey C. Mayfield, a former 

investment adviser to the city pension funds, pleaded guilty to conspiring with Beasley to pay 

him bribes in exchange for new business from the pension funds. 

 

Most recently, on March 20, 2013, the U.S. attorney's office announced it had filed indictments 

against Ronald Zajac, the general counsel of Detroit's two pension funds, and Paul Stewart, a 

former trustee of Detroit's Police and Fire Retirement System. Both were charged with 

participating in a bribery and kickback conspiracy involving the plan investments in which 

Beasley and Mayfield had already been implicated. 

 

The alleged behavior at the center of the government's charges also prompted the Securities and 

Exchange Commission to file a civil complaint in May 2012 alleging that Beasley and Mayfield, 

along with former Detroit Mayor Kwame M. Kilpatrick, participated in an influence-peddling 

scheme involving the city's public pension funds (96 PBD, 5/18/12). 

 

Regulatory Outlook 

Detroit's bankruptcy filing will have no direct repercussions on private-sector defined benefit 

plans governed by the Employee Retirement Income Security Act and related provisions of the 

tax code, said Donald Fuerst, senior pension fellow at the American Academy of Actuaries in 

Washington. Federal law governs private-employer ERISA plans, and the bankruptcy priorities 

are relatively well-established in the private sector, he said. 

 

“The private sector also has a backstop called the Pension Benefit Guaranty Corporation, which 

doesn't exist for the public sector,” Fuerst said. 

 

However, business groups such as the ERISA Industry Committee said they are closely watching 

the Detroit bankruptcy filing and hope to forestall a broad regulatory response that could include 

private defined benefit plans. 

 

“Policymakers might lump together the private pension plan system with the public plan system 

and say, ‘Wow, you guys are all in trouble. You're all going to have to be subject to sweeping 

new sets of rules and regulations.' That's our concern,” said Kathryn L. Ricard, senior vice 

president for retirement policy at ERIC in Washington. 

 

Alicia H. Munnell, professor of management sciences at Boston College's Carroll School of 

Management and director of the Center for Retirement Research at the college, said the situation 
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in Detroit provides “no lessons” for public or private pension plans because it represents an 

exceptional case. 

 

Alan R. Glickstein, senior retirement consultant at Towers Watson in Dallas, said it was at least 

possible, although unlikely, that Detroit's predicament could spur federal regulators to react in 

some way. He recommended that plan sponsors and their advisers “keep their ears a bit more 

open” and pay attention to any possibility of new regulation. 

 

Kraw, on the other hand, said there might be a role for the federal government with respect to 

Detroit's pension plans, “not to make everybody whole, but to provide a certain minimum level 

of protection to those least able to protect themselves.” 

 

The federal government bears some responsibility for pension funding problems because of the 

Federal Reserve's policy of keeping interest rates artificially low, Kraw said. “I would say the 

Detroit situation is the type of disastrous situation where government has a role to play to protect 

the most vulnerable,” he said. 

 

Municipal Bond Market 

Possible financial repercussions from Detroit's public pension crisis on capital markets also are 

unknown at this point, but they could be significant, Klausner said. “Because public pension 

funds are the largest holders of capital in the United States, obviously this is a very important 

part of the financial sector,” he said. 

 

In the municipal bond market, much uncertainty surrounds Detroit's bankruptcy, said Dan W. 

Lomelino, head of U.S. fixed income manager research at Towers Watson in Chicago. He said 

the municipal market has been paying attention to how bondholders fare in the bankruptcy, 

particularly since the city emergency manager has warned that the city lacks funds to cover more 

than 10 percent of the outstanding general obligation debt it owes. 

 

Lomelino said he did not think that Detroit's bankruptcy would have a significant impact on the 

investments that private pension plans hold, although he said there was some risk of a spillover 

to such investments from the city's bankruptcy. He said that, although private pension plans 

traditionally have not been big buyers of municipal bonds, a number of private plans hold Build 

America Bonds, which the Obama administration created as part of an economic stimulus 

program under the American Recovery and Reinvestment Act of 2009. 

 

The Build America Bonds program, which expired at the end of 2010, permitted the issuance of 

taxable municipal bonds that carried special tax credits and federal subsidies for either the bond 

issuer or the bondholder and were attractive to pension plans seeking to diversify their 

investments, Lomelino said. 

 

A negative reaction by the municipal bond market to scary headlines about the Detroit 

bankruptcy filing ultimately could cause an increase in bond interest rates and a drop in the value 

of Build America Bonds, Lomelino said. However, he added, that possibility would be 
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minimized by the bonds' lower risk factors. The risks associated with Build America Bonds, 

which consist primarily of revenue-sharing bonds that secure payment of principal and interest 

with the revenue received by the bond issuer, differ from the risks investors take when they 

purchase Detroit's general obligation bonds, which the city secures with its taxing power under 

its “full faith and credit” promise, Lomelino said. 

 

Municipal Bonds 

Jeanine Rodgers Caruso, president of Fiscal Advisors & Marketing Inc. in Clifton Park, N.Y., a 

financial services adviser to municipalities in New York state, said that any municipalities that 

declare bankruptcy will have an impact on the municipal bond market. By filing for bankruptcy, 

a municipality demonstrates that it has failed to manage its finances well enough to meet all of 

its current and future obligations, she said. 

 

Caruso said Detroit's emergency manager and Michigan's governor have said that the city's 

general obligation debt should not receive special treatment. Their recommendation that 

bondholders be given the same priority in bankruptcy as is given to the city's pension obligations 

is harmful to the bond market, she said. 

 

General obligation debt has always been considered secured, and traditional buyers of municipal 

debt will be less likely to purchase municipal bonds if those bonds are permitted to become 

unsecured debt, Caruso said. Less demand will mean increased interest rates for borrowing, she 

added. 

 

Municipal bonds are supposed to be backed by the “full faith and credit” of the municipality, she 

said. If municipalities do not honor that pledge, the result will be “devastating” to the municipal 

bond market, Caruso said. 

 

Caruso, who serves as president of the National Association of Independent Public Finance 

Advisors in Montgomery, Ill., said the Detroit themes are the same for many upstate New York 

cities with which she works. She said those cities have shrinking tax bases and declining 

populations, and many of them also have lost major employers. 

 

Meanwhile, the cost of providing health care and retirement benefits for municipal employees 

continues to rise, Caruso said. An economic model based on reduced income and increased costs 

clearly is unsustainable, she said. 

 

‘Shared Sacrifice' for Detroit and Creditors 

As is the case in several California cities, and in at least a few other municipalities, such as 

Central Falls, R.I., and Jefferson County, Ala., Detroit's bankruptcy represents an attempt by an 

economically desperate municipality to meet its citywide obligations, at least partially at the 

expense of promises made to city employees. In Detroit, however, there is also a greater threat 

that municipal bondholders will need to bear the risk of their questionable investments by 

becoming unsecured creditors in bankruptcy. 

javascript:top.docjs.prev_hit(31)
javascript:top.docjs.next_hit(31)
javascript:top.docjs.prev_hit(32)
javascript:top.docjs.next_hit(32)
javascript:top.docjs.prev_hit(33)
javascript:top.docjs.next_hit(33)


Kraw said that the legal and human repercussions of Detroit's crisis will become clearer in the 

coming weeks and months. 

 

“As a matter of public policy, I believe that pensioners should have a clear priority, but that is 

not the way the bankruptcy laws are written, and it will be for the courts to sort out the 

competing claims,” Kraw said. 

 

“It appears likely that the courts will treat much of the municipal bond and pension debt as 

unsecured, which will result in large reductions to both pensioners and bondholders,” he said.  

 

“Those type of reductions are what the emergency manager means when he speaks of ‘shared 

sacrifice.'  ” 
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