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> DETROIT: THE NATION’S LARGEST
MUNICIPAL BANKRUPTCY

Despite their many financial challenges, local governments rarely seek solutions

in bankruptcy court. In fact, there have been approximately 640 municipal
bankruptcies in the U.S. since 1937, when the current law was enacted. As a result,
the bankruptcy of the City of Detroit — once the nation’s fourth largest City and
symbol of U.S. industrial might, was more than unusual. It was shocking.

How could the home of the mighty American automobile industry fail?
Astounding as the bankruptcy was, its reasons were apparent and long in coming.
Detroit's economic, social and political underpinnings had been eroding for
decades, and a combination of bad luck, bad decisions and few viable short-term

Presented by alternatives drove the City to the brink.

CONWAYMACKENZIE In this case study, the M&A Advisor analyzes the forces and events that led to
the bankruptcy of Detroit, the work that went into the bankruptcy filing and
reorganization of the City's finances, and what lies ahead.
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THE BACKGROUND

The early 1950s marked a time of great promise for Detroit. Having completed the conversion
from wartime production of tanks, military vehicles and airplanes, the nation's major automakers
stood at the threshold of more than a decade of growth. The formation of new families, the
expansion of suburbia and pent-up demand for consumer goods fueled an almost insatiable
demand for new cars. The auto industry obliged, and with little foreign competition to share in
the bounty; it prospered — along with the hometown with which it was synonymous. But good
times bred the seeds of decline.

The boom led to timidity among auto management, unceasing demands by organized labor, and
big spending by elected officials. When the oil crisis of the early 1970s prompted Americans to
buy smaller, more efficient and more durable foreign cars, particularly from Japan, Detroit was
complacent and ill-equipped to compete.

Finally forced to change, the auto industry reengineered itself, shrinking its presence in high-cost
Detroit in favor of lower cost venues in the South and outside the U.S. In the process, Detroit
itself shriveled. Manufacturing jobs fell from roughly 296,000 in 1950 to fewer than 27,000 in

201 I, according to Bloomberg. As crime and tensions rose, the middle class fled to the suburbs,
leaving the City with a population of roughly 714,000 in 2010 — down from just over |.5 million
in 1970, according to the U.S. Census Bureau — with about two-fifths of City residents living in
poverty.

The shrinking City meant that a declining, poorer population was paying for a relatively fixed level
of essential services, which meant higher property taxes. Foreclosures and abandonment became
widespread, returning hundreds of acres of the City to virtual prairie, or worse, leaving just one
or two homes standing per block, inviting more crime and making the delivery of fire, police and
other services inefficient.

Downsizing and cutbacks were undertaken to cut costs, but resutted in a municipal workforce
that was largely untrained, unsupervised and ill equipped to provide basic and essential services.
Police, fire and emergency service vehicles were old and in states of severe disrepair; as was most
of the City's other capital and operating equipment, including critical information technology
infrastructure.

Years of overspending, falling tax revenues and poor service delivery led to demands for State
oversight. In December 201 |, the state of Michigan began a review of Detroit’s finances to
determine the need for either an ordered consent decree or a State-appointed emergency
manager who, under state law, would have the power to recommend filing for Chapter 9
bankruptcy. In April 2012, the Governor and the City agreed on a consent decree that laid out
financial reforms and established an advisory board to oversee most of the City’s fiscal matters
— but it did not include the appointment of an emergency manager:
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Conditions worsened, and on March 14,2013, the Governor appointed Kevyn D. Orr, a
Washington attorney who played a prominent role in the Chrysler bankruptcy and who had
served as Director of the Justice Department’s program that monitors the nation’s bankruptcy
system, to be Detroit's Emergency Manager. Public Act 436 took effect on March 28, 2013 and
gave the Detroit Emergency Manager control over all Detroit financial matters, including the
ability to recommend to the Governor and State Treasurer that the government enter Chapter 9
bankruptcy.

After many weeks of unsuccessfully negotiating with Detroit’s creditors, pension boards and
unions, Orr recommended, and Governor Snyder approved, a filing for Chapter 9 bankruptcy
protection on July 18,2013. Detroit listed $18 billion in liabilities, more than four times the
$4.2 billion owed by Jefferson County, Alabama, which had filed the nation's previously largest
municipal bankruptcy in 201 I.

THE CHALLENGE

Politics is the chief difference between municipal and corporate bankruptcy. In Chapter | |
bankruptcies, it is clear that creditors come first and equity owners come last, and sometimes lose
their stake. In Chapter 9 bankruptcies, however; while creditors still take priority, the municipality’s
“equity owners” — the residents of the municipality that has failed — have certain rights as
citizens that don't disappear. In some way, City residents must be provided with police and fire
protection, schools for their children, and lights for their streets. Even in bankruptcy, somehow
Detroit would be required to pay for these services.

Another major challenge was how to pay the pension and healthcare costs of the City’s retirees,
a sum that accounted for about 85 percent of all unsecured claims in the case. The average
pension for a general retiree was about $19,000, and for uniformed personnel, about $30,000 —
not excessive per retiree, but certainly costly in the aggregate. As of June 30, 2012, the actuarial
accrued liability for both the General Retirement System and Police and Fire Retirement System
was approximately $7.5 billion.

Paying those current expenses while devising a plan to reduce Detroit's $18 billion debt yet
provide a mechanism for borrowing so the City could invest in City services was the core issue
to be resolved by the parties in the Detroit bankruptcy.

Those parties included:

* The Hon. Steven Rhodes, now retired, of the U.S. Bankruptcy Court for the Eastern
District of Michigan, who was the judge assigned the case.

* The City's Emergency Manager, Kevyn D. Orr, who was responsible for fiscal matters
during the reorganization.

* The City of Detroit, which was represented by the law firms of Jones Day and Miller
Canfield, received financial and operational advice from Ernst & Young and Conway
MacKenzie, and was also advised by the investment banking firm of Miller Buckfire.
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* The City's unionized municipal retirees, which were advised by the investment firm of
Lazard Ltd. and represented by several law firms.

* The creditors, represented by several law firms, as well as two municipal bond insurance
companies that had insured the City's Certificates of Participation (COPs), which were
issued in 2005 and 2006 as a kind of hair-of-the-dog step to shore up the unfunded
liabilities of Detroit's General Retirement System and its Police and Fire Retirement
System.

Pressure to resolve the issue in a timely fashion came not just from creditors and bond market
participants, but from the general recognition that our nation's democratic system requires that
elected officials, not appointed managers, be in charge of all aspects of municipal governance.The
legal mechanism employed to resolve the problem, however, was not designed for speed. In fact,
legal experts note that a Chapter 9 bankruptcy is not a reorganization in the way that a Chapter
I'l bankruptcy is. According to Judge Rhodes, It is strictly a debt adjustment process. Because

of the bankruptcy code, the bankruptcy court really has no jurisdiction over the property of

the City, the revenues of the City, the political decisions that the City makes. So all the municipal
restructuring and revitalization is still in the hands of the City and outside of the jurisdiction of the
bankruptcy court.”

To help facilitate the settlement of the many disputed issues that were to arise in the case, Judge
Rhodes proposed establishing a mediation process, and proposed Chief Judge Gerald Rosen of
the US. District Court for the Eastern District of Michigan as Chief Mediator. On August 13,2013,
Judge Rhodes confirmed Judge Rosen in this role.

Reaching a route out of bankruptcy would require an unusual degree of cooperation and
compromise among many parties whose interests varied greatly. Fortunately, the mediation
process was held behind closed doors, and all conversations were confidential. All parties agreed
they would never reveal what transpired during the process.

The Solution

On November 7, 2014, after just |6 months, and despite an extremely contentious and litigious
process, Judge Steven Rhodes confirmed the reorganization plan worked out among the City,
its creditors and the other parties involved. The plan’s key points included:

e The elimination of $7 billion of debt.

* A plan to spend $1.7 billion over ten years on blight removal and buying police cars, fire
engines, ambulances, street lighting, new computer systems and other infrastructure
needed to attract business and new residents, as well as serve the existing population.

* A reduction of 4.5 percent in pension plan payments to municipal retirees, a freeze on
cost-of-living hikes, and an increase in the retiree portion of the cost of medical
insurance.
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Essential to acceptance of the plan was a decision in October 2014 by Detroit to drop a lawsuit
that sought to invalidate $1.4 billion of COPs, which had been insured by municipal bond insurers
Syncora and Financial Guaranty Insurance Company (FGIC). In September 2014, Syncora settled
its $333 million claim against Detroit, accepting about |3 cents on the dollar instead of the

75 cents it had demanded. And FGIC, one of the last creditors to reach a settlement with the
City, agreed to go along after the City dropped its suit and agreed to give FGIC a real estate
development option as well as notes and credit it can use toward purchasing City parking facilities.

Another key to the settlement was the creation of a public/private trust funded with over

$800 million from foundations, corporations, private donors and the State of Michigan, which
was coined the “Grand Bargain.” It aimed to protect and preserve the Detroit Institute of Arts’
collection and its proceeds went to fund the pensions of City retirees, which in turn earned
retiree votes for the plan. The involvement of the art museum in the settlement stemmed from
an argument made by several of the creditors that City-owned art was potentially a multi-billion-
dollar asset that could be used to pay creditors.

In December 2014, the first “Grand Bargain” payment of $23.3 million was sent to the City's two
retirement systems by the Foundation for Detroit's Future, a non-profit organization created to
transfer $366 million from |2 private foundations and $100 million from the Detroit Institute of
Arts to help pay the City’'s pension obligations. It is the first of 20 such payments.

With the City’s immediate bankruptcy crisis behind it, the bigger issue now is how and whether
Detroit can forge a positive future.Van Conway, CEO and President of Conway MacKenzie
(one of the firm’s providing the City with financial and operational advice during the bankruptcy
process), believes a big change for the better has already occurred.

“| have never seen more optimism than there is now,” Conway says.‘Yes, change is going to be

a long, slow process.We have to get better one step at a time, and it's going to take a while. But
there's now a tremendous spirit of cooperation between the City and the surrounding counties
and there's a realization that we have some real strengths to build on.We have the best airport in
the country. And we have a tremendous base of knowledge in our auto-related companies.”

Judge Rhodes also expressed optimism. "l feel a genuine excitement and enthusiasm around the
City regarding its future and it's contagious,” he said at the Summit. But the retired judge noted
that in nine or ten years, Detroit will be required to make "very substantial contributions to its
pension plans, and because there is not a strong constituency for pensions, | am concerned about
whether the will to make those contributions will be there.”

The judge has suggested that Detroit and other municipalities facing large pension funding
obligations consider switching from defined benefit plans to defined contribution plans, much in

the way corporations have made the change.
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Kevyn Orr said he is comfortable with the decision to retain the City's defined benefit pension
plans and with the agreement that union members will contribute to their pensions, but added
that Detroit must remember the lessons of its bankruptcy.

“If the City returns to its reckless borrowing and spending ways sometime down the road, it could
again face insolvency,” Orr said."l hope Detroit remembers to keep its financial obligations in
check and that its citizens elect competent and ethical leaders.”

And while he acknowledged that positive change and a reversal of decline will be a process that
takes time, Orr is optimistic:"'Other cities across the nation were blighted and are now thriving, so
there's no reason Detroit can't achieve that too.”

Lesson Learned: Best Practice Takeaways

The forces driving Detroit into bankruptcy — and the solutions reached that allowed the City
to exit the process — were unique.Yet the process by which Detroit reached a compromise
satisfactory to all parties is something that other troubled municipalities can adopt.

Specifically, Detroit's process centered on closed-door mediation, in which all parties hammered
out their differences and reached compromises in private, which allowed prized civic assets to be
protected. Also vital was a realization among all parties that the clock had run down on denial

or pushing unpleasant decisions into the future. The bankruptcy filing heightened everyone's
awareness that something bold had to be done immediately, and that all parties were going to
endure sacrifice and pain.

While no one likes pain, politicians seem particularly unsuited to opt for very real pain in the
present (when it is likely to cost them votes) for uncertain benefits in the future (when some
other elected officials is likely to take credit). If politicians were able to make the often-unpopular
decisions that produce pain in the short run — which can benefit civic health in the long run —
many municipal bankruptcies probably would not occur. Barring that possibility, once bankruptcy
becomes inevitable, mediation in a setting in which the give-and-take of negotiating remains

private appears to be the best route to a solution.
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Video Interviews

To watch exclusive one-on-one interviews with Kevyn D. Orr, Van E. Conway,
Ron Bloom, Heather Lennox,Vincent . Marriot lll, and Honorable Judge Steven W. Rhodes,
please click on the following images:

Ron Bloom
Vice Chairman of U.S. Investment Banking
Lazard

Van Conway
CEO, President &

Senior Managing Director
Conway MacKenzie

Heather Lennox
Partner
Jones Day



https://youtu.be/2jxhQh5Us2s
https://www.youtube.com/watch?v=sQDF-dYpp4Q&feature=youtu.be
https://youtu.be/YOaMZVajRGM
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|oomDerg Vincent J. Marriott lll

Partner
Ballard Spahr

Honorable Judge
Steven W. Rhodes

U.S. Bankruptcy Court
Eastern District of Michigan

Kevyn Orr
Former Emergency Mayor
The City of Detroit
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https://youtu.be/kNVx-qEoNxI
https://youtu.be/xcPFgv7ZJ8c
https://www.youtube.com/watch?v=ND9V97XRuiM&feature=youtu.be
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Symposium Session Video

To watch the Symposium Session —“Bringing The Motor City Back:The
Restructuring of the City of Detroit” — click on the following image:

WORLD'S FOREMOST M&A, RESTRUCTURING Il_l h Bringing The MOtor

D FINANCING LEADERSHIP ORGANIZATION  1Hg M&A ADVISOR Citv Back: The
Restructuring of the
City of Detroit



https://youtu.be/Fvkhia58kDo
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About The Sponsor

Conway MacKenzie

Conway MacKenzie is the nation’s premier consulting and financial advisory firm driving growth
and creating value. Across industries and across the country, Conway MacKenzie delivers hands-
on financial, operational and strategic services that help healthy companies grow and troubled
companies get back on track The firm has offices in Atlanta, Chicago, Dallas, Dayton, Detroit,
Houston, Los Angeles, New York, London and Frankfurt. For additional information, please visit
www.ConwayMacKenzie.com or call 248-433-3100.
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About the Publisher

The M&A Advisor

The M&A Advisor was founded in 1998 to offer insights and intelligence on M&A activities. Over
the past seventeen years we have established a premier network of M&A, Turnaround and Finance
professionals. Today we have the privilege of presenting, recognizing the achievements of and
facilitating connections among between the industry's top performers throughout the world with
a comprehensive range of services. These include:

M&A Advisor Summits and Forums. Exclusive gatherings of global “thought leaders”

M&A Market Intel. Comprehensive research, analysis, and reporting on the industry.
M&A.TV. Reporting on the key industry events and interviewing the newsmakers.

M&A Advisor Awards. Recognizing and rewarding the excellence of the leading firms and
professionals.

M&A Connects. Advanced business development for key influencers and decision makers.
M&A Deals. The global deal-making platform for M&A professionals.

M&A Links. The industry’s largest network of M&A, financing and turnaround professionals.

Upcoming Events

M&A Advisor Summit - New York, NY - November 17,2015
Distressed Investing Summit - Palm Beach, FL - January 27,2016
International Financial Forum - New York, NY - March, 2016

International Financial Forum - London, UK - 2016

For additional information about The M&A Advisor’s leadership services, please contact Liuda

Pisareva at Ipisareva@maadvisor.com.



