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By Lary Stromfeld, Ingrid Bagby and Thomas Curtin (May 16, 2023, 4:51 PM EDT)

Cities across the country are facing a real estate crisis following the pandemic.

With the rise of remote work and increased layoffs, cities are facing growing office
vacancy rates and large budget deficits. While cities will need to reduce their
spending and revise budgets, they also may attempt to access the capital markets to
achieve savings.

This article discusses the options that cities may have to access the capital markets,
the potential impediments to pursuing certain alternatives in the wake of recent court
decisions, and the risks for creditors and debtors with any Chapter 9 filing.

The Emptying of America's Downtowns

The COVID-19 pandemic upended the nation's economy in 2020, prompting
lockdowns and forcing many Americans to work from home. Three years later,
remote work has become a fixture in society.[1]

And, as the economy is potentially heading into a recession, certain companies are
also downsizing their workforce. As a result, many companies have started to reduce
the size of their office footprint, including Yelp, Meta and Salesforce.[2]

Office vacancies have therefore been on the rise, with the national vacancy rate
reaching 16.7%.[3] Some cities have reported higher vacancy rates than others,
including Houston (23%), Denver (19%) and Seattle (18.6%).[4]

This trend of office vacancies is perhaps most pronounced in San Francisco, where the
city's office vacancy rate climbed from 5% to 29.4% in four years.[5] That number is
expected to grow as more leases expire, with the city projecting that rates will reach
33% in fiscal years 2025 and 2026.[6]

Cities are now facing large budget deficits. With rising office vacancies, some cities
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have witnessed a decline in business, sales and property tax revenue collections.[7] For example, San
Francisco announced a $780 million budget deficit for the next two years and has projected a $1.2

billion deficit in five years.[8]



Mayor London Breed recently ordered San Francisco departments and agencies to cut their budgets by
5%.[9] But San Francisco is not the only city facing a large budget deficit. For example, Oakland has a
projected $350 million budget deficit.

Lower tax collections and reduced federal relief funding also may constrain municipalities' continued
ability to fund their pensions. Over the past decade, 10 of the nation's largest cities increased their
pension benefits, sometimes doubling their expenditures.[10]

Following the pandemic, cities have not been able to fund these increased expenditures, including
Phoenix, which has $5 billion in unfunded liability,[11] and San Jose, which has $3.6 billion in unfunded
liability.[12]

San Jose's unfunded liability represents 132% of its annual revenue.[13] Without sufficient resources to
pay their pensions, those cities' unfunded liabilities may continue to grow.

Nonbankruptcy Alternatives

Confronted with rising deficits, cities have already started to cut their budgets,[14] but increased
demand for social programs and other benefits could stymie those efforts.

Cities also have the option to raise taxes, but that is not a politically popular action. Absent prompt
action to balance their budgets, cities' credit profiles could be pressured.[15]

Municipalities also have the option to turn to the capital markets to help balance their budgets. Similar
to Chicago Public Schools, some cities may attempt to reduce any risks associated with fluctuations in
interest rates by converting certain of their debt from floating to fixed-rate debt.[16] Taking such
measures could help insulate some cities from future volatility in the market.

However, some court decisions in Puerto Rico's Title Ill case may ultimately complicate those efforts
because they call into question the treatment of traditional forms of municipal securities, such as
revenue bonds.[17]

One way to alleviate those concerns is for cities to utilize securitization vehicles to finance their
expenditures or to otherwise help balance their budgets.

Because securitization issuers are often established as bankruptcy remote entities and the revenue
streams are separated from the city, the bonds issued by those issuers may be more attractive to
investors.

Chicago and the U.S. Virgin Islands pursued this strategy.[18] After Chicago's credit ratings were
downgraded, the city established a securitization issuer, which issued bonds backed by certain sales
taxes.[19]

The securitization bonds received higher credit ratings because the bonds were issued by a bankruptcy
remote issuer and the bond structure involved a true sale of the sales tax revenues.[20] Those measures
proved successful, as the city was able to close its budget deficit and has thus far avoided bankruptcy.



Chapter 9 Bankruptcy
If these measures do not prove fruitful, however, cities may consider Chapter 9 bankruptcy as an option.

Based on our experience in Detroit and Puerto Rico's restructuring proceedings, Chapter 9 filings
generally are used as a last resort.

Many of the larger cases were filed after downgrades to the issuers' credit ratings and where those
issuers subsequently lost access to the capital markets.[21] Thus far, the cities that have witnessed the
highest office vacancies have not received any credit rating downgrades.

Not every municipal issuer will be eligible for Chapter 9 relief. To be eligible for Chapter 9, a city must,
among other things — (1) be specifically authorized under state law to file for Chapter 9, (2) be
insolvent, (3) have a desire to effect a plan of adjustment, and (4) negotiate in good faith with its
creditors.

State laws vary across the country.[22] Some states authorize cities to file for Chapter 9 if they satisfy
certain criteria,[23] while other states prohibit municipalities from filing for Chapter 9.[24] Careful
consideration of state law is therefore necessary to assess the bankruptcy risk of a municipality.

A city must also be insolvent to file for Chapter 9, which generally means that the city is not paying its
debts as they come due.[25] A recent decision by the U.S. Bankruptcy Court for the Eastern District of
Pennsylvania in the City of Chester's Chapter 9 case has suggested that a city's failure to fund its pension
systems, coupled with budget deficits, may serve as evidence of a municipality's insolvency.[26]

Thus, the large unfunded liabilities reported by cities after the pandemic could potentially serve as
evidence of their insolvency.

Finally, a city must first engage in good faith negotiations with its creditors prior to filing for bankruptcy,
unless negotiations are "impracticable" under the circumstances of the case.[27]

Creditors should be mindful that the good faith negotiation requirement is reciprocal. If a creditor
refuses to meaningfully negotiate with a municipality, a court may find that negotiations with the
creditor are impracticable.[28]

However, markets have not been forgiving of cities that sought bankruptcy protection. Notably, 10 years
after filing for bankruptcy, Detroit still does not have investment grade ratings.[29]

Without investment grade ratings, cities may be forced to incur debt that bears higher interest rates,
thereby eliminating any savings that the city may have achieved through its Chapter 9 filing.

Conclusion

While the duration of the current real estate crisis remains unclear, cities may encounter financial
hardship due to the rise of remote work.

Office vacancies are increasing across the country, resulting in lower tax collections and large budget
deficits. Cities may now be placed in a difficult position, requiring politically unpopular actions to
balance their budgets.



Cities may also look to the capital markets to ride out the current real estate crisis. By tapping the capital
markets, cities may achieve debt service savings, which could help balance their budgets.

However, cities' ability to issue traditional debt — such as revenue bonds — could be complicated by
decisions from the Puerto Rico Title Il case. Cities also may securitize certain of their assets to attract
investors. Pursuing these measures may ultimately help cities to avoid bankruptcy.

If all other options fail, a municipality could seek Chapter 9 bankruptcy protection. However, not every
city will be eligible for Chapter 9 relief, and the bankruptcy risk for each city will vary depending on its
circumstances.

And any Chapter 9 filing would come at a significant cost for cities, potentially resulting in significantly
higher costs of borrowing.
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