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Defeating Fiscal Distress: A State Responsibility

Executive Summary

Across the nation, municipal budgets are tight, as annual cost increases in many spending categories continue to 
exceed revenue growth. Default will likely remain rare among the 90,000 local governments in America, but states 
should expect it to become more common than it has been in the past. Though the causes of distress can be difficult 
to isolate, it always commands significant public attention, even in the case of small communities. States cannot stand 
idly by. New policy solutions at the state level will be necessary to anticipate, prevent, and manage distress. While some 
mandate relief is important, in general the solution is neither more local autonomy nor municipal bankruptcy. States 
should develop new oversight, intervention, and takeover policies.

State and local governments cannot count on economic growth to alleviate distress, nor would it be wise for them to 
try to engineer growth by adopting more aggressive economic policies. Better fiscal policymaking is what cities need, 
particularly with regard to personnel spending, since salaries and benefits dominate cities’ budgets.

There are four possible approaches to prevent and manage fiscal distress: mandate relief, oversight, intervention, and 
bankruptcy. Intervention and oversight should take the lead, while also allotting a role to mandate relief and bankruptcy. 
State governments should coordinate the four into a structured approach to preventing and managing fiscal distress.

1. State governments, particularly those in states with strong public-sector unions, should grant mandate relief to 
local governments in matters of personnel spending.

2. States should strengthen existing oversight policies toward local finances.

3. States should develop strong and general intervention policies before cases of fiscal distress arise.

4. States should allow local governments to file for Chapter 9 municipal bankruptcy only as a last resort. Additionally, 
a state-appointed authority should guide localities through bankruptcy.
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“How did you go bankrupt?” Bill asked. “Two ways,” Mike said. 

“Gradually and then suddenly.”

—Ernest Hemingway, The Sun Also Rises
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Introduction

Despite an improvement in economic conditions since their 
low point in 2008–09, the fiscal outlook for state and local 
government remains weak. A few cities find themselves ac-
tually insolvent; all face a long-term gap between recurring 

revenues and expenditures. In some of the severest cases, localities, with 
the permission of their state governments, have resorted to Chapter 
9 municipal bankruptcy.

An alternative approach was taken in March 2013 in Detroit, a city 
even worse off than some that entered bankruptcy. Despite Detroit’s 
massive debt and deficits, Michigan governor Rick Snyder appointed an 
emergency financial manager to take over city operations. Snyder’s deci-
sion reflected his doubts about the wisdom of municipal bankruptcy 
and his conviction that state governments, not the federal courts, are 
in the best position to manage fiscal distress while maintaining es-
sential public services.

This paper will examine the roots of municipal distress and weigh pos-
sible responses. It will argue that the best policy is neither bankruptcy 
nor more local autonomy (although both may have a role to play) but 
more oversight and intervention by state governments. To prevent 
distress, states should more actively monitor the fiscal condition of 
their cities (which are, after all, legal creations of state government) 
and prepare themselves to intervene more aggressively.

Stephen D. Eide
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effectively defaulted—municipal distress was virtually 
nonexistent. After Detroit’s default in 1933, no major 
American city failed to honor its debt obligations for 
another four decades.10

But in the 1970s, the effects of deindustrialization 
and urban decline, which had been under way since 
before World War II, finally caught up with city 
budgets. In the mid-seventies—as they have more 
recently—American newspapers began running a 
steady stream of stories about the fiscal woes of New 
York, Cleveland, and other old industrial cities.11 
Such cities’ problems with depopulation, crime, 
poverty, and erosion of the tax base persisted into the 
1990s and beyond. Philadelphia was taken over by 
Pennsylvania in 1991; Washington, D.C., was taken 
over by the federal government in 1995. 

The present era of municipal distress began around 
2000, when cities began to experience rapid increases 
in the costs of employee health and pension benefits. 
This new fiscal problem compounded existing eco-
nomic problems in cities such as Central Falls, Rhode 
Island, and Detroit, which were associated with 
deindustrialization. Since 2008, three sizable cities in 
California (Stockton, Vallejo, and San Bernardino) 
have filed for bankruptcy because they could not 
meet their overwhelming pension and health-care 
obligations in the face of nation-leading declines in 
housing prices. Stockton and San Bernardino, as well 
as Jefferson County, Alabama, are now seeking to use 
the bankruptcy process to obtain a reduction in the 
principal on their debt, something that hasn’t been 
achieved since the Great Depression.12

But throughout the twentieth and twenty-first cen-
turies, in both good times and bad, it has been a very 
good bet to invest in state and local governments 
because  of their extremely low default rate.13 Only 
54 issuers rated by Moody’s defaulted between 1970 
and 2009.14 Even during the Great Depression, hold-
ers of general obligation bonds in default eventually 
recovered 99 percent of the principal, on average.15 
Municipal borrowing costs did briefly spike in the 
wake of the 2008 fiscal crisis and again in late 2010, 
and some predicted that default rates would soon 
rise to Great Depression levels. But predictions of 

There are no easy answers. Many cities have problems 
that stretch back for decades. The most effective 
forms of intervention are likely to be preemptive; 
yet perhaps the most counterproductive measure 
that state governments could take would be to stifle 
local reform efforts currently under way. Nonethe-
less, it falls to state government to take the lead role 
in defeating distress.

Municipal Distress: 
A Brief History

During the Great Depression, fiscal distress was 
rampant. Some 4,800 municipal issuers defaulted 
on their obligations, affecting almost $6.5 billion in 
debt (almost $120 billion in 2013 dollars).1 In the 
peak default year of 1933, 3.7 percent of issuers and 
18.2 percent of all debt were in default.2 Among all 
municipal issuers, cities contributed the most to the 
Depression’s default crisis.3 The proximate cause was 
global economic collapse, but governments also bore 
some responsibility. Local governments overborrowed 
for capital improvements such as paved roads, and 
state and federal policies encouraged cities’ profligacy.

The institution of the federal income tax and provi-
sion of an exemption for municipal bond interest 
caused demand for municipal bonds to surge during 
the 1920s.4 The federal government also had limited 
municipal debt issuance during World War I, to 
restrict competition with Treasury bonds. When the 
government lifted the restriction, annual municipal 
debt issuance more than tripled in six years.5 Ac-
cording to an analysis by Kroll Bond Ratings, local 
defaults were concentrated in the states that were 
especially lax in exercising oversight over local issu-
ers.6 The Depression-era crisis in municipal finance 
provoked Congress to pass a law in 1937 that gave 
municipalities access to federal bankruptcy to adjust 
their debts.7 

The Depression was followed by possibly the most 
tranquil era of public finance in American history.8  
Municipal bankruptcy filings slowed to a trickle.9 Be-
cause of the postwar economic boom—from World 
War II until the mid-1970s, when New York City 
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catastrophe have not panned out. In 2012, total 
municipal defaults were $1.8 billion, down from 
$6.5 billion in 2011, and a small fraction of the 
total $3 trillion in outstanding municipal credit 
market debt.16 The vast majority of defaults have 
been concentrated in small special issuers unrated by 
the credit rating agencies, as has traditionally been 
the case with “municipal” defaults.

If one were to define “distress” solely as “default,” one 
could come to the conclusion that municipal distress 
is not a problem. But there are at least two reasons 
to think that governments should view distress as a 
major problem worthy of a serious policy response, 
and thus should not rest content with the status quo.

Why Distress Is a Problem

First, as many experts have noted, state and local 
governments face a long-term gap between revenues 
and expenditures.17 In the near term, this may not 
lead to pervasive fiscal collapse, assuming that the 
economy continues to grow at a normal pace. For 
most governments, the main effect of this structural 
deficit will be a “crowd-out” effect on budgets, as 
a greater share is devoted to health and retirement 
benefits, leaving less available for basic public ser-
vices.18 But because budgets are so tight, it stands 
to reason that distress, even if still rare, will be 
more common than in the past.19 Distress and the 
crowd-out effect are quantitatively different, not 
qualitatively different.

Second, statistics about default rates, borrowing 
costs, or any other macro-level benchmark can be 
misleading because even when a small city falls into 
distress, it typically requires a major policy response 
on the part of state government. The crisis in Central 
Falls (population 20,000) prompted Rhode Island’s 
state government to enact major fiscal restructuring 
legislation.20 There are thousands of local government 
units in Michigan and Pennsylvania, the vast majority 
of which do not face imminent fiscal collapse. But 
would anyone say that this means that distress is 
not a serious issue in Michigan and Pennsylvania?21  
Historically, what has prompted states to intervene 

in a fiscally distressed municipality has been concern 
for the effect on other municipalities’ access to credit. 
This effect is known as “contagion,” defined by New 
York University Law School professor Clayton Gil-
lette 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.”22 In short, credit markets may not allow 
local distress to be isolated.

Is Distress a Fiscal or an 
Economic Condition?

Local governments may become insolvent for several 
reasons, such as a tort settlement (Bay St. Louis, 
Mississippi; or South Tucson, Arizona)23 or an ill-
advised capital investment (an incinerator for Har-
risburg, Pennsylvania, and nuclear power plants for 
the Washington Public Power System in the 1980s). 
Naturally, mismanagement and corruption (which 
has been found in Washington, D.C.; Jefferson 
County, Alabama; Detroit; and Central Falls) are 
ever-present dangers in political life. Cities almost 
never go into default for only a single reason, fiscal or 
economic, which partially explains why local officials 
often have so much trouble agreeing about the nature 
of the problem and how to solve it.

If state governments, working in cooperation with 
troubled localities, are to prevent and manage dis-
tress, they must concentrate on the most common 
and tractable causes. Distress’s fiscal causes are more 
manageable than its economic causes. Of course, 
economic development matters. Probably, Detroit 
would not be insolvent had the U.S. auto industry 
not lost market share. More than any other factor, 
Wall Street’s three-decade boom restored New York 
City’s finances after its near-collapse in the mid-
1970s. The ranks of distressed cities always swell 
during national recessions. Between 1946 and 1964, 
outstanding municipal debt increased by 600 percent, 
a greater increase than in the years leading up to the 
Great Depression; but no massive spike in defaults 
resulted (as it did in the Depression) because GDP 
grew so strongly.24 
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But to which area should policymakers direct their 
attention? Even in the case of non-distressed areas, 
urban economists “probably understand which poli-
cies cause failure better than [they] understand which 
cause success.”25 The few urban development policies 
that can be said to have broad applicability, such as 
gentrification, have small economic effects.26 Accord-
ingly, public officials have far less influence over the 
kinds of broad economic policies and trends that can 
transform a city’s prospects than they do over fiscal 
policy, including the allocation of existing resources.

Reining in personnel spending is the most impor-
tant fiscal step that officials can take. Salaries and 
health and retirement benefits constitute the largest 
portion of city budgets. And, at the local level, these 
expenditures are growing at a faster rate than rev-
enues.27 Pension and retiree health benefits are also 
the source of state and local governments’ greatest 
debt burdens. Nationwide, state and local govern-
ments’ obligations for pensions and retiree health 
care ($4 trillion) exceed the amount of capital that 
they have been able to raise in the debt markets 
($3 trillion).

Mandate Relief

State mandates increase the difficulty of scaling back 
personnel spending. During the post–World War II 
era, as the memory of the Great Depression receded, 
many cities and states passed laws allowing govern-
ment workers to engage in collective bargaining.28 
These same states—blue and blue-leaning states 
historically dominated by organized labor—have 
harbored most of the severest cases of distress in 
recent years.

Thus, the first step in preventing distress must be 
relieving cities of burdensome pro-labor mandates 
at the state level. Texas, Virginia, and several other 
red states have formally banned collective bargaining 
in the public sector, thereby dramatically improving 
local governments’ flexibility in managing personnel 
costs. If such a step is not politically feasible, states 
can modify labor laws to increase local governments’ 

leverage. In 2011, for example, Massachusetts passed 
a law removing co-pays and deductibles from the 
collective bargaining process. While it was a seem-
ingly minor change, allowing local governments to 
shift costs to beneficiaries reduced health-care costs 
by $178 million for Massachusetts’s cities and towns 
in its first year of implementation.29 

Binding-arbitration laws are another state mandate 
that helps precipitate distress.30 Originally intended 
to provide resolution of contract negotiations in the 
public sector, where in some places strikes are banned, 
the binding-arbitration process has become biased 
toward labor and often imposes expensive settlements 
on cities that can ill afford them.

Where you stand depends on where you sit. Distressed 
cities often blame state policies for their problems, par-
ticularly when faced with the possibility of takeover. 
Arguments against state mandates have some credence 
when cities are subjected to policies that favor unions 
over local government in negotiations over benefits 
and pay. But broad relief from state mandates, on its 
own, is not the solution to fiscal distress. Cities’ prob-
lems are often of their own making. San Bernardino 
chose to insert into its city charter a clause that links 
its public-safety personnel’s compensation to that of 
workers in nearby, wealthier communities.31 It was 
gross mismanagement by Detroit officials that finally 
caused Michigan’s state government to appoint an 
emergency financial manager.32 

The influence of unions is not confined to the collec-
tive bargaining processes. In New York and Massa-
chusetts, for example, state law specifies pension levels 
and terms. Change can occur, therefore, only through 
the legislative process, in which unions are also ac-
tive. Thus, the unlikelihood in most states of a ban 
on collective bargaining, plus the limited relief that 
fewer, less onerous, state-imposed mandates would 
provide, would still not bring distressed cities back 
from the precipice. In states with strong unions and 
political support for them, greater local autonomy is 
not the answer. A further restructuring of the state-
local relationship, entailing more oversight by state 
governments, will be necessary.
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Bankruptcy—and Its Limitations

Some cities have succeeded in reducing personnel 
spending in bankruptcy court—most notably, 
Central Falls, Rhode Island. In August 2011, after 
failing to reach an agreement with unions to reduce 
pension payments, Central Falls filed for bankruptcy, 
permitting it to cut retiree pensions by over 50 percent. 
Governing magazine claims that Central Falls’s example 
has led to “a growing sense among some leaders that 
municipal bankruptcy—unthinkable just a few years 
ago—may be a valuable tool in a city’s financial 
toolbox.”33 Though understandable, this line of 
thinking ignores crucial flaws in the Chapter 9 process.

Many local governments throughout American his-
tory have found themselves in default, but none were 
legally “bankrupt” until the passage of Chapter 9, 
in 1937. Chapter 9 grants municipal corporations 
access to federal court for the purpose of sorting 
through conflicting claims among their various 
creditors. (States still may not declare bankruptcy.) 
Chapter 9’s passage provided cities with a way to 
address the so-called holdout problem, which results 
when a debtor is unable to effect a comprehensive 
debt restructuring on account of the resistance of a 
minority of its creditors.34 

Municipal bankruptcy occurs far less often than 
corporate bankruptcy, especially in the case of 
bankruptcy by cities. Since the Great Depression, 
there have been only 641 municipal bankruptcies, 
or fewer than ten per year on average, whereas thou-
sands of American corporations file for Chapter 11 
bankruptcy every year.35 Among general-purpose 
local governments, only about 40 filed for Chapter 
9 between 1976 and 2009.36 The rarity of Chapter 
9’s invocation may be explained by its design, which 
differs in several important respects from corporate 
bankruptcy. To begin, under no circumstances may 
municipal creditors initiate the process, no matter 
how derelict the indebted city may be.37 Even when 
it is the municipality that is seeking bankruptcy pro-
tection, its petition faces impediments that voluntary 
filers under Chapter 11 do not face. The city must 
formally demonstrate that it is insolvent, it must 
have been granted explicit permission to file by its 

state government,38 and it must have made “good 
faith” efforts to work out its difficulties with creditors 
prior to filing.39 These various restrictions may have 
disallowed opportunistic bankruptcy filings by gov-
ernments; but they have also undermined municipal 
bankruptcy’s value.

Further, under Chapter 9, judges have no authority to 
assert control over the debtor.40 Local officials remain 
in charge of day-to-day operations for as long as their 
municipality is protected in bankruptcy from credi-
tors. Judges do have the power to rule on Chapter 9 
eligibility and decide whether the debt-adjustment 
plan that the city proposes in bankruptcy is fair to 
creditors. But Chapter 9 judges cannot design and 
impose a debt-adjustment plan of their own.41 

Chapter 9 is purely a debt-adjustment process. In 
its present form, it can be of most assistance when a 
municipality’s fiscal woes have a single source, such 
as an overwhelming tort settlement. In such cases, 
a municipality has just one major creditor, and its 
problems do not reflect more general difficulties 
within the community or beyond. Such commu-
nities face a liquidity problem, not a structural 
problem,42 so states might as well allow them to 
seek bankruptcy protection.

But when distress is rooted in shared factors that indi-
cate a need for fundamental reform of municipalities 
throughout the state, state government is the better 
reform agent.43 States have a responsibility to elimi-
nate the threat of contagion—that is, the impairment 
of other cities’ access to credit as a result of assumed 
structural similarities between the distressed city and 
other cities in the same area.44 Because only states 
can assume control of city governments, they are in 
the best position to enact fundamental reforms that 
promise to eliminate or reduce the potential for fiscal 
recidivism.45 State appointees can liquidate assets, 
whereas a federal judge cannot.46 Most local govern-
ments become insolvent from a lack of political will. 
But that problem does not disappear in bankruptcy 
because the existing city government remains in 
control of operations and is responsible for the debt 
restructuring plan. Only state government is in a 
position to supplement a local lack of political will.
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State takeovers are arguably more in accord with 
constitutional and democratic principles than federal 
bankruptcy, which, originally, was deemed unconsti-
tutional. Though state takeovers are always unpopu-
lar, particularly with the local officials they displace, 
elected state officials are much more accountable to 
voters than federal judges are.

Intervention and Bankruptcy: 
A Coordinated Approach

Chapter 9’s advocates point to the speed and effec-
tiveness with which bankruptcy addressed Central 
Falls’s problems. The city had been under the control 
of a state-appointed receiver, who proved unable, 
before the city entered bankruptcy, to negotiate 
labor costs to manageable levels. But Central Falls is 
a special case. Prior to the city’s bankruptcy, Rhode 
Island passed a law granting bondholders a first claim 
on the city’s revenues, ahead of the police, the fire 
department, and retirees, which drastically simpli-
fied the bankruptcy judge’s task.47 Such a policy may 
have been effective, in a limited sense, but it is of 
questionable fairness since it amounts to a bailout 
of investors in risky bonds. A more useful lesson 
to draw from Central Falls is that a state appointee 
should guide the locality through the bankruptcy 
process. Opting for bankruptcy is a tough decision, 
but tougher decisions lie ahead when negotiating 
the debt adjustment plan with creditors. The politi-
cal will possessed by a state appointee, along with 
bankruptcy court’s authority over debt, makes for a 
powerful combination that, in the most desperate 
cases, may be required to resolve distress.

California, by contrast, grants relatively free and 
general access to Chapter 9. Vallejo, San Bernardino, 
and Stockton became insolvent for fiscal as well as 
economic reasons, but they went bankrupt because of 
California state government’s traditional disinclina-
tion to call for or pursue intervention.48 The results 
are not encouraging.49 Vallejo filed for bankruptcy in 
May 2008 to obtain relief from its personnel costs, 
which constituted 80 percent of its budget. Before 
exiting Chapter 9 in November 2011, Vallejo did 
manage to restructure some aspects of employee com-

pensation, producing, most notably, a $100 million 
cut in retiree health-care benefits. In the view of many 
financial analysts, however, the $10 million that the 
city spent on legal fees did not produce reductions of 
a corresponding extent.50 In fact, Vallejo’s payments to 
pensioners actually increased after the city emerged 
from bankruptcy.51

Chapter 9’s ability to reduce debt cannot be ignored. 
Debt may not be the only problem that a distressed 
city faces, and when weighed against the considerable 
legal fees, cutting debt service through bankruptcy 
may not be worth it.52 Clearly, in many instances of 
distress, excessive debt hinders solvency, and, while 
possible to negotiate debt outside Chapter 9, it is 
much easier to do so in Chapter 9. After having taken 
every measure to restore solvency outside bankruptcy, 
state government may still need the additional power 
of federal courts in certain cases.

The model is Michigan, where Governor Rick Snyder 
has attempted to coordinate state intervention and 
bankruptcy. It is the decided but not final view of his 
administration that “what can be done in a Chapter 9 
can be done outside of a Chapter 9, so why would you 
go there if you didn’t have to?”53 When Snyder came 
into office, Michigan had an interventionist policy 
in place, Public Act 72, passed in 1990. It was inef-
fective because it failed to give emergency managers 
the power to restructure union contracts.54 In 2011, 
Snyder persuaded the legislature to pass Public Act 
4, which granted this power. After Public Act 4 was 
overturned in a November 2012 referendum, Snyder 
and the legislature came back with Public Act 436, 
the Local Financial Stability and Choice Act, which 
passed shortly after Christmas 2012. Though milder 
than Public Act 4, granting localities more say in the 
state intervention process, the new law retained the 
previous law’s authority over contracts.

Although Snyder has emphasized state-appointed 
emergency managers as the best solution to distress, 
Detroit may yet file for bankruptcy.55 The emer-
gency financial manager whom Snyder appointed is 
a corporate-bankruptcy expert, and Public Act 436 
explicitly empowers the emergency manager to peti-
tion federal court for bankruptcy protection, should a 
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Pennsylvania’s Act 47: Are New Revenues and Technical Expertise Enough?

Passed in 1987, Pennsylvania’s Financially Distressed Municipalities Act, or Act 47, remains the state’s 
principal tool for managing local distress. The state’s Department of Community and Economic 
Development administers the program and has authority to declare a local government “fiscally 
distressed” on the basis of any one of 11 official criteria, such as whether the city has defaulted on 
its obligations or whether its budget has been out of balance for three years. Upon invoking Act 
47, the state hires a private firm to serve as a “recovery coordinator.” The coordinator develops a 
multiyear recovery plan. When the plan is approved by local authorities, the community becomes 
eligible to apply for state grants and loans and to raise local income and property taxes above their 
normal statutory limits.
	
The program is meant to be temporary, but few Act 47 communities have ever left the program, 
and their ranks have steadily grown.

	 	

Act 47 has two important flaws that explain its ineffectiveness. First, it overemphasizes the benefit 
of new revenues. The only special power that the program confers on distressed communities relates 
to taxation. In general, Act 47 communities must manage collective bargaining, their debt loads, 
and all other cost-related challenges just as an ordinary, non-distressed community would. The new 
revenues may reduce communities’ incentive to rein in spending, and they usually induce dependence. 
Many local officials feel that they cannot leave the program because they have no realistic prospect 
of replacing the tax revenues to which participation in Act 47 gives them access. In a 2007 report, 
the Brookings Institution recommended that Pennsylvania grant new taxing authority only after a 
local government emerges from distress.
	
Second, Act 47 overemphasizes the benefit of technical expertise. The position of recovery coor-
dinator is too weak to be effective because local officials have the right to review and approve any 
recovery plan. It is rare for a local government to reject a plan, but coordinators—fearing that it will 
do so—often refrain from recommending tough but necessary measures. Moreover, some observers 
have claimed that the private firms hired to be recovery coordinators have a conflict of interest, since 
they benefit from protracted distress. For these reasons and perhaps others, recovery coordinators 
are a far less forceful and effective presence than the financial control boards or emergency managers 
that other states have employed to direct fiscal recoveries.
	
Fiscal distress may result from inadequate revenues, excessive expenditures, poor management, or 
some combination of the three. Act 47 demonstrates the ineffectiveness of an approach to distress 
resolution that fails to address spending.
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state takeover fail to restore solvency, as happened in 
Central Falls.56 The Detroit Free Press has argued that 
Detroit’s emergency financial manager should use the 
threat of bankruptcy to impose needed reforms.57 If 
Detroit’s emergency manager does eventually take 
the city into bankruptcy, it will have the same ad-
vantage that Central Falls did when its bankruptcy 
was directed by a state-appointed receiver. But states’ 
primary focus should be on avoiding bankruptcy 
through effective state intervention policies.

Fiscal Oversight

Intervention by itself is not enough to meet the chal-
lenge of distress. States should also develop oversight 
policies to identify distress early on, prevent it with 
technical assistance, and generally encourage best 
practices in local financial management.

At the local level, basic long-range planning is not 
the norm. Most local governments do not project 
revenues or costs beyond one or two years. Balti-
more recently made headlines by commissioning a 
ten-year financial forecast, a move that The Bond 
Buyer described as “unprecedented” among large 
American cities.58 According to the Empire Center 
for New York State Policy, only five of New York 
State’s 80 largest governments project revenues and 
expenditures more than one year into the future, and 
of those five, all but one are subject to oversight by 
a state control board.59 

Many fiscal-management best practices would reduce 
the threat of distress, were states to require them of 
local governments, such as setting benchmarks for 
fund balances and maintaining modest debt loads and 
pension costs. But long-range planning is the most 
critical because only a plan that projects revenues 
and expenditures four or five years out can anticipate 
distress and motivate governments to prevent it.

State oversight policies vary widely in their rigor,60 but 
there is precedent for tight oversight of local budgets. 
North Carolina’s highly regarded Local Government 
Commission reviews, approves, and even sells all gen-
eral obligation bonds issued by local governments in 

the state.61 Doing so does not keep local debt in check 
directly; rather, the state uses the threat of denying 
credit access as leverage for instituting sound fiscal 
policy. The commission will not approve a debt is-
suance if a local government has inadequate reserves. 
It analyzes local governments’ financial reports and 
places any governments found wanting on a watch 
list. State government has the authority to seize con-
trol of cities’ fiscal and administrative affairs, up to the 
point of increasing taxes; however, it has almost never 
come to that. The Local Government Commission 
boasts a strong record of impelling local officials to 
work out problems on their own.

Summary Proposal

The sequester and other efforts to reduce the federal 
deficit have raised awareness of the interrelationship 
between the federal and state and local governments. 
State and local officials have been among the most 
vocal in opposing federal cuts because of the prospect 
of harm to state and local budgets. Local govern-
ments, in particular, have only very recently shown 
signs of recovery. Thus, the concern among some 
is that reduced federal aid will hinder a yet-fragile 
return to strength.

But local governments are much more dependent on 
state aid than federal aid. Local governments are the 
legal creations of state government, and, inevitably, 
their problems become states’ problems. For the 
age of austerity—which is certainly real—it is more 
important to reassess the state and local relationship 
than the federal and state relationship.

There are four possible approaches to preventing and 
managing distress: mandate relief, oversight, inter-
vention, and bankruptcy. State governments should 
coordinate the four into a structured approach to 
defeating fiscal distress.

Recommendations:

1. State governments, particularly in states with 
strong public-sector unions, should grant man-
date relief to local governments in matters of 
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personnel spending. States should strengthen 
local management’s bargaining position by 
weakening pro-labor mandates such as binding 
arbitration. States should also enact carve-outs 
from their collective bargaining laws, which 
would enable cities to determine at least some 
aspects of compensation unilaterally.

2. States should strengthen existing oversight poli-
cies toward local finances. The point of mandate 
relief is to give local governments more leverage 
at the bargaining table. However, all may not use 
this leverage, so states must adopt toward local 
finances an attitude of “trust, but verify.” States 
should institute benchmarks for fund balances 
and adopt statutory debt limits for pensions 
and retiree health-care liabilities—particularly 
the latter, which are usually not subject to any 
state regulation. Although pensions are a more 
complicated case, since state regulations often 
determine local pensions’ structure and funding, 
it would still be a useful exercise for governments 
to settle on an appropriate level of pension debt, 
as they have for capital debt. States should start 
requiring local governments to produce fiscal 
plans extending at least four years into the fu-
ture. To enforce this requirement, states could 
either make local aid distributions contingent 
on such planning, or reserve the right to disap-
prove local debt issuances in the absence of such 
planning, as the North Carolina Local Govern-
ment Commission does.

3. States should develop strong and general in-
tervention policies before cases of distress arise. 
Many states, such as New York, have tradition-
ally dealt with distress by means of legislation 
designed on a case-by-case basis. But such an 
approach is not always practical, since, when 
cities become insolvent, events can move rapidly, 
leaving little time for legislative deliberation.62  
Some questions should be settled in advance. 
The existence of a clearly articulated intervention 
policy can give states the leverage to force local 
officials to address insolvency themselves. The 
state may play the bad cop to city government’s 
good cop, providing cover for those local offi-
cials who want to address the problem but fear 
the political consequences. States nearly always 
prefer that cities solve their own problems. But 
in a fiscal emergency, state government will need 
to assume control over local government, either 
through intervention by a state control board, 
as in the case of the New York City fiscal crisis, 
or an emergency manager or receiver. In either 
case, state government should possess ultimate 
authority over multiyear planning, debt manage-
ment, and personnel spending.

4. States should allow local governments to file for 
Chapter 9 municipal bankruptcy but only as a 
last resort and for the specific purpose of debt 
adjustment. Additionally, a state-appointed au-
thority, such as an emergency manager, should 
guide the locality through bankruptcy.
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