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Show Me the Money

"Suggestions have been brought forward and some speculation that states are teetering on the brink of bankruptcy. I'm here to say I believe that's a dangerous development," Utah Gov. Gary Herbert said at a panel on the state of public finance at the National Governors Association winter meeting. (Travers) Governor Herbert, as well as other governors, are facing large state deficits and have the daunting task of doing something about them. Ending collective bargaining agreements, raising taxes, cutting budgets in education as well as other state entities, and bankruptcy are some of the options being presented in state legislature as solutions to these problems. All of these ideas face opposition from state government officials, groups, unions, state bond holders, and people of the state as a whole. Though publicly no governor has stated they believe bankruptcy is a solution, the effects of what bankruptcy would accomplish are exactly what most states are trying to achieve.  In other words, if states were run as corporations – who have additional resources like “bankruptcy” to accomplish the same result -- there would be additional options available to assist in closing their deficits.  For example, a group or third party would be able to review all state organizations and make recommendations of how to restructure those entities to trim the fat and make them work more efficiently.  

States are Like Corporations

Though states are much different and larger than most corporations, they do share many similarities. A governor is very similar to a CEO in that they both have a vision of what they want their state or corporation to become, but they have a state legislature or board of directors to accomplish their objectives. Similarities continue. One of differences between a state and a company is that the top state officials are voted into office. Also, the ideas to change the state don’t just come from the CEO or the board of directors but citizens of the corporation, themselves. What many struggling corporations do is hire a third party to review their procedures and make recommendations. These reviews can be very thorough and many times can result in outdated processes becoming automated or incorporated with other processes. Though this can result in job positions being eliminated for these outdated tasks they can also lead to the creation of new jobs to fulfill new tasks in order to be more efficient. These third party reviews can also be done to review employees in order to make sure that they are able to meet the requirements of the position they are in. This would require capital in order to have these reviews done but the long term financial savings would outweigh the initial investment.  One governor who is treating her state more like a corporation is Governor Granholm of Michigan.  According to an article published in Time Magazine by David Von Drehle, Governor Granholm has cut unneeded departments and hundreds of obsolete boards and commissions as well as sold excess state property.  She also invented and carried out a plan to cause many senior teachers to retire.  In their place fewer and younger teachers, who had more recent education and more energy and determination, were hired with more reasonable wages.  When Granholm was announcing the last of her restructuring plans she stated, “The 21st century economy is all about speed, access, intelligence and efficiency.  The 21st century government needs to be about the same things.” (Von Drehle)  In the same article Von Drehle cites a senator from Nebraska, who proposed to merge some of the counties, which have populations less than 20,000 and some as few as 500.  Residents oppose this proposition, because they fear the small town feel will be lost.  Senator Rich Pahls offers up the fact that though these areas do have many ranches, the ranches are not being run like they used to with 20 or more workers on each ranch.  Instead, many of the ranches in these small counties only have a few people working on them.  These are great examples of how state governments can be run more business-mindedly.    Presently, the idea of business-minded management in state and local governments is not being discussed by the majority.  Although bankruptcy is something that is being heavily recommended and discussed by economists, there are no state or federal laws that would allow for state based bankruptcy.  
Definition of Terms

Municipal Bonds- issued by states, counties, cities and other districts to pay for operations and/or projects.  Municipal bonds are normally issued when revenue from taxes is not enough for that particular municipality to run on. (McGrath)
Bond Market- the environment in which debt securities or bonds are issued and/ or traded.  The bond market includes government and corporate-issued bonds. (Investopedia) 

Is Bankruptcy a Bad Idea?
State bankruptcy has become such a hot topic that governors are currently voicing their opinions on Capitol Hill, all the way up to President Obama and showing great opposition to the option of state bankruptcy.  North Carolina Gov. Bev Perdue said. "These are dangerous times that we live in when we have people fueling things that really can hurt our states' economic bases. Bankruptcy ... is simply not an option that any governor would ever pursue." (Travers) The greatest fears of governors like Perdue are that if states are able to file for bankruptcy, it will cause irreparable damages to the municipal bond market.  Bonds sold from states who have declared bankruptcy would depreciate in value and would cause investors to question the stability of bond markets.  Basically, if people won’t buy bonds, then states will not have the ability to get much needed capital to pay for things like hospitals, schools, power plants, streets, office buildings, airports, bridges and parks.   
An Economist’s View
An advocate for state bankruptcy is author, bankruptcy specialist and professor at The University of Pennsylvania Law School, David Skeel. In his article “A Bankruptcy Law -- Not Bailouts -- for the States” in The Wall Street Journal, Skeel states that “This time we can see the crisis before it is too late, and we have a real choice. Rather than bailing the states out, Congress should give them a fresh start by enacting a new chapter of the bankruptcy laws for states.” (Skeel par. 13) Some may think that state bankruptcy is an extreme idea, but in this article, Skeel points out that Chapter 13 bankruptcy was extended to cities which previously had no other recourse.  Skeel believes that it would not be that implausible to extend the same option to states albeit with a little bit different requirements.  Skeel goes on to provide three very convincing reasons why state bankruptcy is a good long-term solution to the state deficit.
 First, governors would have a real bargaining chip when negotiating with unions about their current contracts. Currently, unions can say no to any proposal from a state governor if their contract is not going to expire. With bankruptcy the governor could ask the bankruptcy court to terminate the union contract if the union is unwilling to work with them. Despite the fact that all governors appear to be against bankruptcy, some governors are currently supporting legislation to end collective bargaining agreements. According to Cornell University Law School, “Collective bargaining consists of negotiations between an employer and a group of employees so as to determine the conditions of employment. The result of collective bargaining procedures is a collective agreement.” In essence governors are attempting to get rid of unions in order to get rid of the contracts they have with them.  This would accomplish the same thing that Skeel suggests bankruptcy will accomplish.  Basically, governors are working towards getting the results of a bankruptcy without actually having to file for bankruptcy or pass a law that would allow for state bankruptcy.  If states were run more business-mindedly they would have and utilize other options such as hiring from temp agencies, contracting with a different union or leaving out unions all together by hiring non-union employees.  These are all options that states could consider if they used a more business-like approach to government.  
The second reason for state bankruptcy is that states would be able to restructure bond debt and reduce payments issued to bondholders. Skeel concedes that this could cause issues in the bond market. This is exactly what governors and bond holders do not want to happen. Skeel provides a study from Randall Kroszner, a former Federal Reserve governor now at the University of Chicago, Booth School of Business. In a 2003 study, Kroszner demonstrated that because the Supreme Court upheld legislation lowering dividends to corporate bondholders during the New Deal, the actual price of the bonds increased.   The reduction of payments increased the probability that bondholders would get paid. The possibility of state bankruptcy could have a similar effect.  In the chance that it didn’t have that effect, there would at least be less state bond debt, a step in the right direction toward closing the deficit. Governors are not doing much about this sector of the budget because of their fears that reducing dividends to bondholders would discourage future investors from purchasing bonds.  This is the one way that state government is not like a corporation.  Corporations sell stocks and many have stocks owned by the actual corporation as well as the CEO.  In a pinch, corporations always have the option of selling the stocks owned by the CEO and the corporation, itself.  State governments do not have the same option with bonds due to the nature of bonds.  Since bonds are essentially loans, they cannot simply be sold to generate capital.    
Third and lastly, Skeel explains that currently some states’ constitutions protect public employee “Cadillac “pension plans from being adjusted. Economics editor of the Wall Street Journal David Wessel estimates in his article, “What Sent U.S. States into a Tailspin”, that states are putting approximately 3.8% of their budget in pensions when in reality they should be putting an average of 9-12% in order to cover the cost of the public employee pension plans. A perfect example of this is California.  CalPERS, a public agency that “provide[s] retirement and health benefits to more than 1.6 million public employees, retirees, and their families and more than 3,000 employers” (CalPERS par. 1) in the state of California has allocated the funds that they use to provide retirement benefits elsewhere. Figure 1 demonstrates how CalPERS apportions the $218.8 billion assets that they have to fund retirement and health benefits, which is $500 billion under budget according to the 9-12% standard.  Wessel further explains that states have adjusted their pension plans to match that of the private sector, which is preventing that percentage from increasing further. States now offer 401(k) style plans instead of the bloated pension plans that they once offered, but Wessel’s point is that states current budgets are only reflecting one-third to one-fourth the amount that should be allocated to pension plans. This is at a time when state budgets are already not balancing, and it appears that those deficits should be even larger than they currently are. Skeel explains that as long as these pension plans are not considered property rights that under current bankruptcy laws states would be able to adjust the public employee pension plans to amounts that are more reasonable.  As Wessel explained states are starting to switch over to offering 401K plans instead of state-run and owned pension plans.  States are saving a lot of money by making this change, because they match what an employee puts into the 401K instead of contributing completely.  In addition, states save money, because the 401K plans are managed by an investment firm.  Therefore, states do not have to house and pay for their own investment firm.  This is an area where states are starting to act more business-minded and are taking a step in the right direction.       

Public Opinion
Since governors are not able to make cuts to existing pension plans and are seemingly unwilling to reduce payments to bondholders, they are making cuts in areas that voters feel strongly should not be cut.  "The four big things that [governors] spend their money on is education, health care, transportation and public safety. We're seeing pretty big cuts in all of those," said Nicholas Johnson, director of the State Fiscal Project at the Center on Budget and Policy Priorities.” (Travers) A recent poll from The Pew Research Center for the People & the Press titled Rethinking Budget Cutting showed that this is not what Americans want. The Pew Research Center for the People & the Press is 
“An independent public opinion survey research project that studies attitudes toward the press, politics and public policy issues. It is best known for regular national surveys that measure public attentiveness to major news stories and for polling that charts trends in values and fundamental political and social attitudes.” (Pew Research Center: About the Center) 
As you can see in Table I, seventy-nine percent of those polled stated that they did not want the state to decrease funding for K-12 public schools, sixty-six percent were in the negative for the funding for public colleges and universities, sixty-seven percent against lowering the funding for public roads and public transportation and seventy-six percent were against decreasing the funding for health care services. If the very things that governors would cut are the very thing that no one wants cut what other options are there?

Conclusion

Because states and corporations have many commonalities, if governors would run their states in a more business oriented fashion, they would be able to think more about the bottom line for the long term as opposed to trying to get re-elected.  Although there would be numerous benefits to bankruptcy, the risks and long-term negative effects outweigh these benefits. Unlike personal bankruptcy that is removed from your credit after seven years, a state that goes into bankruptcy never loses the pang of that experience. Some governors are trying to do things that would have the same effect as bankruptcy.  At the same time, due to the contrainst of the current structure of states, governors are cutting funds in areas that are controversial with their constituents.  Actions that could be taken if governors would be more business-minded include: using alternate unions or even non-union workers, restructuring bond debt and making changes to pension plans.  Stepping up to the challenge of being a 21st century government for states means restructuring and replacing inefficiency and obsolete entities withefficient, quick, intelligent units.  
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If state needs to balance ts budget. Yes  No
State should decrease... % %
Pensions plans of government employees 7 a7
Funding for roads and publictransportation 31 67
Funding for public colleges and universities 31 66
Health care services a7
Funding for K through 12 public schools B 7
State should increase...
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