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California Cities 
 
MTAM recognizes the economic, legal, and policy environment that is helping to drive the 
increase in bankruptcy filings and defaults by California cities.  Factors include the State's 
boom-bust real estate economy, its hands-off policy with regard to the fiscal problems of 
local governments, and legislation that effectively lays out a path to bankruptcy court for 
stressed municipalities.   
 
Many California cities are now facing large and persistent budget gaps as their primary 
revenue sources -- sales and property taxes -- have decreased with the recession and 
housing market collapse, while expenses continue to increase due to costly public sector 
salary and benefits contracts that were awarded during better times.  Raising revenues is 
difficult for all California cities because tax hikes require voter approval.  And, unlike 
other states that are empowered to intervene in the financial affairs of stressed local 
governments, California's strong "home rule" means local governments get relatively little 
financial, technical, or oversight help from the State.  Under current State law, however, 
most distressed municipalities in California must attempt to renegotiate financial and 
contractual obligations with investors and public-employee unions through mediation 
before filing for bankruptcy. 
 
California bankruptcies and defaults are likely to be higher among unrated entities, which 
are generally smaller, weaker, or have non-traditional revenue pledges.  In many cases, 
when the term bankruptcy is lofted it is often used as a bargaining tool of some kind.  For 
example, some municipalities will brandish bankruptcy threats to establish leverage in 
negotiations with unions or to push through a legislative agenda.  Only in rare cases does 
the use of the term lead to an actual filing of bankruptcy.   
 
Chief among the reasons municipalities will continue repaying their debt is that they have 
to.  Governments know they need to borrow regularly and cannot afford to repulse 
investors by defaulting on bonds.  Aside from losing access to the capital markets, filing 
for Chapter 9 bankruptcy is not an easy way out, anyway.  As the City of Vallejo (CA) 
found out, it can be an expensive, long, and difficult process that does not ease the debt 
burden after all.  Courts are loath to entirely throw out union contracts.  Another 
shortcoming of bankruptcy is that it does not address retiree health care benefits -- which 
are a huge cost for municipal governments.  Moreover, repaying debt normally does not 
impose a big cost on municipalities; paying off debt represents, on average, only 8% of 
revenue at the local level. 
 
MTAM believes that defaults in the municipal sector are likely to remain a relatively 
uncommon event.  We expect that the majority of municipalities will successfully manage 
through this difficult period with a combination of spending cuts and revenue 
enhancement plans.  While we acknowledge that a small increase in the overall municipal 
default rate is likely, we do not see a repeat of the Depression-era with systematic, 
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nationwide problems.  We expect any credit problems, as they occur, to be more 
localized and mostly among smaller, less traditional issuers and rarely from government 
bodies.  We look for more defaults in land-backed deals, special-purpose districts (hotels, 
casinos, etc.), poorly run health systems, and speculative transportation projects (such as 
the Las Vegas Monorail).  
 
Despite the credit challenges facing California municipal bond issuers in 2012, there are 
always good opportunities, even for the very conservative investor.  The investment team 
at MTAM, which is directly charged by our valued clients to preserve assets, remains very 
selective in our municipal bond holdings.  MTAM begins with the same basic methodologies 
used by the rating agencies to assess the credit quality of municipal issuers.  Quantitative 
models based upon the local economy, fiscal structure, and debt burden are used to access a 
municipal issuer’s capacity to pay their obligations, while qualitative factors, such as the 
strength of management, that are more difficult to measure, are used to assess an issuer’s 
willingness to pay (which has been called into question with some California distressed cities).  
Through continuous surveillance, MTAM strives to avoid deteriorating credit situations.  
We decline those municipalities that lack multi-year budgetary planning; have poor 
disclosure; structurally imbalanced operations; and lack reasonable plans to alleviate 
stress.   
 
There is a positive note to the current headlines of bankruptcy filings and defaults by 
California cities.  When you look at fiscal stress in general, these periods of heightened 
awareness give elected officials the political leverage they need to effect change.  Over 
the long term, we expect officials will move towards renegotiating union contracts and 
restructuring pension plans in a sustainable way.  That power from the public — resistant 
to paying higher taxes or seeing services cut amid ongoing budget challenges — is needed 
as elected officials face politically difficult decisions, such as whether to anger unions by 
demanding contribution increases or benefit cuts.   
 
In conclusion, bankruptcy may seem palatable to some distressed municipalities at first, 
but should be reminded of the bankruptcy of the City of Vallejo that lasted three years, 
left the City with little in the way of services, higher crime, $12 million in legal fees, and 
the likelihood of no bond market access for years to come. 
 
 
 


