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VIII.  In re Stockton, California: Current Issues Surrounding the
Landmark Municipal Bankruptcy

A. Introduction

On June 28, 2012, Stockton, California, a central valley city of
292,000, filed the largest Chapter 9 bankruptcy in U.S. history.'
Though Detroit has since stolen that “title” from Stockton,” the
Stockton bankruptcy has become a two-year legal battle that is setting
up to be the case study for a string of municipalities across the nation
that are on the brink of Chapter 9 filings.” How Stockton handles the
reorganization may dictate a new chapter in bankruptcy law.*

This Article will outline Stockton’s path to bankruptcy, the
current status of the bankruptcy proceedings, and the potential future
consequences of Stockton’s landmark municipal reorganization. Part B
highlights issues surrounding Chapter 9 bankruptcy filings and
California’s state bankruptcy laws. Part C gives reasons why Stockton
became insolvent and filed for bankruptcy protection. Next, Part D
briefly outlines the debate between bondholders and pensioners in
Stockton’s bankruptcy proceedings. Part E analyses the recent
bankruptcy court decisions concerning Stockton’s bankruptcy. Finally,
Part F analyzes the arguments on both sides of the pension debate.

B. Background: Chapter 9 of the U.S. Bankruptcy
Code

Chapter 9 of the U.S. Bankruptcy Code allows a municipality
to file for bankruptcy protection while it works out its debts.” Filing for
Chapter 9 allows the municipality to cease payments to creditors while
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under bankruptcy protection.® While similar to other forms of
bankruptcy in that respect, Chapter 9 differs in that it does not require
the municipality to ask the court for permission to pay bills it had pre-
filing.” Chapter 9 also does not allow creditors to submit their own
reorgganization plans, leaving the municipality in control of its workout
plan.

While governed by Chapter 9 in all respects, California differs
from other states in that its state law, under Assembly Bill 506 (“A.B.
506”), requires municipalities to file a pre-bankruptcy workout to
ensure that the municipality exhausts all viable options prior to filing
for bankruptcy.” This pre-bankruptcy workout is intended to help
municipalities avoid Chapter 9 filings altogether, and to cut down on
litigation and administrative costs once the city is in bankruptcy.'
California lawmakers adopted A.B. 506 “after the city of Vallejo went
bankrupt in 2008 and then slogged through a three-year bankruptcy
battle that racked up a reported $10 million in attorney fees.”'' Stockton
was one of the first cities to use A.B. 506, but the new legislation did
little to prevent Stockton from requiring bankruptcy protection.'> A
2014 report estimates that Stockton’s legal fees have accrued to over
$13.9 million since the bankruptcy proceedings began."
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C. How Stockton Got Here

The road to Chapter 9 bankruptcy was long for Stockton, but
not unexpected once you examine the events that played out.'* In
general, Stockton’s financial problems came from decades of
mismanagement, poor planning by city leaders, and the real estate
market collapse.”” In the 1990s, city officials saw a cheap, yet
shortsighted, solution to the firefighters’ labor negotiations—simply
guarantee the firefighters full healthcare benefits in retirement.'® Soon
the police and other public safety workers demanded the same
benefits."” During the real estate bubble years that followed, few
questioned this far away cost, but as healthcare costs skyrocketed, the
city was left with an enormous liability on its balance sheet.'®

On top of the mismanagement of expenses, Stockton was one
of the hardest hit areas during the real estate market crash of the
2000s."”” The city’s home prices “skyrocketed from a median of
$110,000 in 2000 to nearly $400,000 in 2006.”*° Over this same time
period, property tax collections increased by almost $50 million.*' The
city’s revenue was artificially propped up by inflated home values, but
the real estate crisis caused Stockton’s tax base to plummet.** Property
taxes typically accounted for 30% of Stockton’s revenue, and during
the real estate crisis this tax base fell by 22%.% Stockton’s
unemployment rate skyrocketed,* and in 2007, as a last ditch effort, the
city issued an additional $125 million in municipal bonds to fund its
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mounting pension obligations.” Stockton was unable to rebound from
its property tax deficit, because a California law called Proposition 13
limits property taxes on homes to one percent of the full cash value of
the home.*® Proposition 13 effectively prevented Stockton from simply
increasing property tax rates to raise additional revenue.”’

On its Chapter 9 filing date in 2012, Stockton was in dire
straits. *® It faced a $26 million budget gap for the fiscal year, despite
reducing its budget by $90 million over the past three years by firing
city employees, slashing city services, and cutting all feasible operating
costs.” The city claimed to be at a “crisis point,” where any further cuts
to public services would be dangerous to its citizens.” With about $240
million in general obligation debt outstanding, and roughly $900
million due to its pension fund, Stockton had cut everything it could
feasibly cut, and still had more bills to pay.>’ Without the protection of
bankruptcy, city officials projected that their budget deficit would
“grow to $40 million per year within three years.”**

D. Bondholders Versus Pensioners
One of the key legal issues with the Stockton bankruptcy is

how the city plans to deal with its outstanding pension liabilities.”
Stockton owes considerable sums to both general obligation debt-

> See id.

*01d. at 344-45.

71d.

2% See Stendahl, supra note 10.

*1d.

3% Hamilton, supra note 1, at 345; see also Letter from Ann Johnston, Mayor,
City of Stockton, to the Community of Stockton (July 24, 2012), available at
http://www.stocktongov.com/files/OpenLetterCommunity Approved 2012 7
_24.pdf (“The City has reduced Police officers by 25%, Fire department
staffing by 30% and all other City employees by 43%. These reductions
occurred in a city that has one of the highest crime rates and some of the
busiest fire stations in the country.”), archived at http://perma.cc/X7NU-NJ5J.
3! Jeff Sistrunk, Holdout Creditor Blasts Treatment in Stockton Ch. 9 Plan,
LAw360 (Sept. 5, 2014, 4:49 PM), http://www.law360.com/articles/
574370/holdout-creditor-blasts-treatment-in-stockton-ch-9-plan.

32 Stendahl, supra note 10.

3 See, e.g., Gary M. Kaplan, In Practice: New Chapter in Municipal
Bankruptcy, RECORDER (May 2, 2013), http://www.therecorder.
com/id=1202597410133/In-Practice-New-Chapter-in-Municipal-Bankruptcy.



2014-2015 DEVELOPMENTS IN BANKING LAW 79

holders and to the city’s pensioners.*® Stockton’s current plan of
adjustment in bankruptcy promises full payment of its pension
liabilities and makes severe cuts to its bondholder payments.”> While
Stockton and other cities have been loath to cut their pension payments
in bankruptcy, which would effectively leave many of the city’s public
employees with no retirement plan, the alternative that the city faces is
to stiff its general obligation debtors.*

E. The Bankruptcy Court Speaks

In October 2014, Judge Christopher Klein, Chief Judge of the
U.S. Bankruptcy Court for the Eastern District of California handed
down two key rulings concerning Stockton’s proposed payments to
pensioners and bondholders.*’

First, on October 1, 2014, Judge Klein held that, pursuant to
the U.S. bankruptcy code, Stockton could impair its pension obligations
in bankruptcy.”® Judge Klein proclaimed that California state law,
which purports to prevent Stockton from impairing its pension
obligations in bankruptcy, is “simply invalid in the face of the
supremacy clause of the United States Constitution.”” This decision
shocked many observers, who thought that California law prevented
Stockton from slashing the pension payments.*’

Second, on October 30, 2014, Judge Klein considered whether
to approve Stockton’s plan of adjustment, which proposes making full
payment to pensioners and heavily cutting payments to bondholders.*'
Judge Klein, to the delight of Stockton’s weary pensioners, approved
Stockton’s plan of adjustment.** This crucial ruling “allow[s] the city to
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exit bankruptcy, more than two years after it filed for Chapter 9”
protection, and provides for full payment of all of the city’s pension
obligations.*

However, the pensioners are not out of the woods yet. Shortly
after Judge Klein handed down his October 30th decision, Franklin
Templeton Investments (“Franklin”), who purchased around $35
million in bonds from Stockton, filed a notice of appeal.**

F. Bondholders Versus Pensioners: A Closer Look
1 The Bondholders’ Arguments

Franklin, as one of Stockton’s biggest bondholders, has fought
for a bigger payout to bondholders throughout Stockton’s bankruptcy
proceedings.”’ Stockton previously offered Franklin—a $35 million
bondholder—$350,000 or approximately one cent on the dollar for
their bond debt.*® Franklin feverishly rejected the city’s offer of less
than a penny on the dollar, noting that other unsecured creditors will
walk away from the negotiation table fully compensated.’” Franklin’s
attorney, James Johnston, argues that “[t]his isn’t a case of inability to
pay; it’s [a case of] unwillingness to pay.”*® Franklin urged the court to
reject the plan of adjustment and compel Stockton to slash their pension
liability to free up more money for the bondholders.*’

Bondholders, like Franklin, further argue that cutting payment
on bonds will likely have a crippling effect on the city’s ability to raise
capital through the bond market in the future.”® General obligation
creditors are issued bonds based on the general creditworthiness of the
city, and while these bonds are not secured by assets like many
traditional forms of lending, general obligation bonds from
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municipalities are traditionally considered to be a safe investment.’’
This form of borrowing is one of the most common ways for a city to
make up the gap between income from tax collection and their
liabilities.”* If Stockton were to reduce the payout on these bonds, the
interest rate on Stockton’s bonds would skyrocket and the city would
have a difficult time accessing the bond market in the future.”®> Some
have said that they could even be left out of the bond market entirely.>*

2. The Pensioners’ Arguments

Stockton first argues that the city’s retirees have already agreed
to take a ninety-nine percent haircut on their lifetime health care
benefits, by accepting a $5 million payout in lieu of the $544 million
obligation the city promised them in retirement.”> A reduction to their
pension benefits would leave the city’s retirees with substantially less
income as well as a loss of health care benefits.”® While Franklin calls
the city’s pensions “lavish,” the average retiree receives only around
$24,000 per year in pension payments.’’ Traditionally, elderly persons
have a harder time finding new jobs, which would compound the
effects of reduced pension payments.”

Stockton further argues that if they are forced to cut pensions
they will see a migration of suitable employees from Stockton.” In
essence, Stockton argues that employees will flock to the private sector
if they perceive public sector pensions to be vulnerable.”” However, this
argument might not hold up because total compensation in the public
sector is actually greater than in the private sector in California.®’ A
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study of public employee compensation against the private sector for all
fifty states finds that California compensates its public sector
employees more generously than almost any other state.*> While public
sector employees make less in traditional wages, states like California
promise guaranteed benefits to their public sector employees in
retirement, which can constitute up to half of their total compensation.®®
Because California tends to “overpay” their public sector employees in
total compensation, it is easier for Franklin to argue that the court
should force a cut in pension payments.**

G. Conclusion

The outcome of In re Stockton will not end the debate between
municipal bondholders and pensioners in bankruptcy.”” With not
enough money to go around, Stockton had to make difficult choices in
bankruptcy.®® Unfunded pensions remain an issue across the nation, as
some of the largest cities in the country like Chicago and Los Angeles
are underwater on their vested pension obligations.®” Judge Klein and
the City of Stockton will pave the way for many more municipal
bankruptcies that are likely to follow.
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