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limitations. We assmµe that all states issue nonguaranteed debt for 
locus-of-risk considerations but that the extent to which this prac­
tice is employed should be unrelated to the degree of restrictiveness 
of legal debt limitations. Thus if nonguaranteed debt usage is 
correlated to debt limits, then this relationship is explained by 
debt-limitation circumvention activities. 

Finally, if general obligation debt is restricted and non­
guaranteed debt is. used as a substitute, does this substitution 
completely offset the restrictive effects of legal limitations? Is total 
debt related or unrelated to the restrictiveness classification? If the 
first two conditions of the "restriction hypothesis" are satisfied, 
then a no-correlation result would imply that the limitations have 
been successfully offset via nonguaranteed substitution activities. 

In Table 6 we list the relevant statistics for state govern­
ments, classified by legal debt restrictions. The mean general 
obligation debt/capacity index for Groups III, II, and I are, 
respectively, .048, .109, and .274 (row 1, columns 1-3). This 
classification is significant ( row 1, columns 4-5), so we accept the 
hypothesis that state government general obligation debt issuance 
is restricted (negatively correlated) in accordance with the degree 
of restrictiveness of legal debt limitations. The mean percentage 
general obligation debt for Groups III, II, and I are, respectively, 
.22, .48, and .79 (row 2, columns 1-3), and the classification is 
significant. Thus the hypothesis is accepted on the basis of both 
measures of state government general obligation debt. 

The state government nonguaranteed debt/ capacity 
index, with means of .121, .114, and .092 is not significantly 
related to our tri-classification (row 3), although the percentage 
nonguaranteed debt outstanding statistics are significant (row 4). 
We are thus not provided with uniform evidence on the use of non­
guaranteed debt to circumvept legal d~bt limitations by state govern­
ments. 

Finally, the total debt/capacity index means for Groups 
III, II, and I of .169, .223, and .365 are statistically significant. 
Thus we accept the hypothesis that legal debt provisions have 
indeed restricted state government total debt issued. 
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From the above analysis we can conclude that ( 1) 
legal debt limitations have restricted the use of general obligation 
debt; (2) the evid_ence is unclear whether or not state governments 
have used nonguaranteed debt as a result of this constraint; but (3) 
nonguaranteed debt has not completely offset the total debt-limiting 
function of the provisions. At the state government level, the third 
part of the "restriction hypothesis" is falsified and the second part 
is uncertain. 

LOCAL GOVERNMENT LEGAL DEBT PROVISIONS 

It is possible to classify local government debt-financing 
constraints according to the degree of restrictiveness of their 
respective state government debt-limiting legislation on the rationale 
that either ( 1) local governments in a state are subject to identical 
or similar degrees of restrictiveness of legal provisions as their 
corresponding state government, or (2) administrative, traditional, 
or other restraints imposed by state government debt legislation 
influences local governmental officials. If part of the level and 
composition of state and local government debt outstanding is a 
function of. this second factor, it will appear in our analysis as a 
residual-i.e., as variation that we cannot explain by our inde­
pendent variable, legal debt provisions. The first proposition is 
easily rejected by an examination of the relevant legal materials 
(see below). 

The state laws (constitutional and/or statutory) which 
empower and control debt issuance by local governmental units, 
though divetse, can be classitwd ac<;ording to several general char­
acteristics of their respective main provisions. 58 The laws relating 
to local government debt provisions can be classified as ( 1 ) those 
re\ating to debt-authorizing methods and (2) those directly related 

' 

58 No extensive attempt Is made in this study to take ,account of the myriad exceptions and 
special provisions embodied in constitutional and statutory laws regulating local govern­
ment borrowing. To the extent that these factors are · quantitatively important, the empiri­
cal results of any analysis utilizing only several general principles of classification of legal 
characteristics will be weakened or obscured. , , 
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to debt limitations. 59 The primary assumption, for our purposes, 
is that the provisions relating to debt-authorization methods ( con­
stitutional amendment, referendum, or legislative action), have an 
indirect "limiting" effect on debt-to the extent that the particular 
method of debt authorization required is especially difficult to 
execute successfully. 

By incorporating both the characteristics of debt-author­
izing methods and the type of legal debt limitation ( constitutional 
or statutory), we can again construct a "tri-classification" of restric­
tiveness of local government legal debt limitations as follows: 80 

Group III 

Group II 

Group I 

Most restrictive. Constitutional limitation with a 
simple or special majority referendum. 

Less restrictive. Constitutional limitation but leg­
islative action to authorize debt issues or a special 
majority authorization requirement coupled with 
a statutory debt limitation. 

Least restrictive. Statutory debt limitation and 
either legislative action or a simple majority ref­
erendum necessary to authorize debt issues. 

The local governments included under each category are listed in 
Appendix, Table A2. 

A summary of the statistical results from the above 
classification is presented in Table 7. General obligation debt out­
standing, measured in the debt/ capacity index, is not significantly 
correlated with our ordinal ranking of relative restrictiveness. The 
percentage general obligation•debt statistics, however, are inversely 

59 The following classifications were based, in part, on the results of a survey of the Council 
of State Governments and summarized in: Advisory Commission, State Constitutional ~ 
Statutory Restrictions on State Debt, Appendix A. Material from this source was revJSCd 
and reclassified, as needed, for this study. Supplementary material was obtained from: 
Council of State Governments, State Constitutional Restrictions on Local Borrowing and 
Property Taxing Powers (Albany, N.Y.: Government Affairs Foundation, 196S); various 
state constitutions and statutes. ' 
80 A discussion of the methodology employed in formulating these classificational criteria 
is contained in a mimeographed Appendix available on request to the Institute of Finance. 
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But as demonstrated in section III, state governments that are 
relatively restricted rely more heavily on local governments to 
finance public projects. Consequently, since local government issues 
nearly three times as much debt as state governments and has 
completely offset restrictions within its share, when we bring state 
and local government data together, the local effect overcomes 
the remaining restrictive effects felt by state government. Hence on 
a statewide basis, interstate comparisons show that legal restrictions 
have been successfully circumvented. States are not differentiated 
in their debt experience when related to degrees of restrictiveness 
of legal debt limitations. These results corroborate the "restriction 
hypothesis." 

V. Policy Conclusions 

The results of this study suggest that state and local legal 
debt limitations do not restrict total debt issuance. Nor does the 
absence of debt limitations result in "excessive" debt issuance, 
measuring "excessive" on a comparative basis with similarly situ­
ated but more restricted governmental units. In this section we 
examine the alternative implications of the issuance of nonguaran­
teed debt to circumvent legal debt limitations that derive from 
different political conditions or assumptions. 

First, we might assume that taxpayers, acting through 
their elected officials, are willing to assume the risk of default of 
general obligation debt up to some prescribed limit ( as provided 
in the current debt-limitation legislation), after which the risk of 
default of further debt is shifted to other economic decision units­
e .g., bondholders-through nonguaranteed financing. If the intent 
of general obligation debt-limitation legislation is solely to limit 
the issuance of general obligation debt ( which it has done, at least 
on a relative basis), then the higher cost of nonguaranteed debt­
issued in excess of the prescribed debt limit-is the payment (cost) 
of obtaining the benefit of shifting risk. 
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If, as is the case, the laws were created by a previous 
generation, the fact that they are not repealed should reflect the 
desire of the present generation to retain these laws. Or they may 
reflect the fact that the cost of repeal, in an additive cost-benefit 
sense, is greater than the anticipated benefit in the post-repeal 
environment-the interest-cost saving of being able to issue lower 
cost general obligation debt. This latter assumption would appear 
to be particularly weak, given the example of the estimated addi­
tional dollar cost of nonguaranteed debt presented in section ill. 
We could, however, assume that less-than-perfect knowledge of 
alternative costs/benefits exists: The electorate or the governmental 
officials may underestimate the extent of the additional cost of non­
guaranteed financing, relative to the cost of repeal. The resultant 
incremental dollar expenditure of nonguaranteed debt is then the 
cost of ignorance. 

Second, if instead a governmental unit implicitly guar­
antees nonguaranteed issues, then a real cost will be incurred in 
choosing nonguaranteed debt financing for the purpose of (a) 
locus-of-risk or (b) shifting the risk of issues in excess of some 
prescribed limit. Past experience with technical defaults and sub­
sequent dollar-loss experience on nonguaranteed bonds suggests 
that this is a realistic occurrence. Some students contend that 
substantially all states have in the past-and will in the future­
make good on nearly all defaulted nonguaranteed issues or come to 
the aid of threatened projects (issues) before actual default. 82 

If this situation exists, then the actual risk is borne by 
the taxpayers in either case. All issues would be, in effect, general 
obligations, but the uncertainty of this fact (generated by the form 
of the nonguaranteed bond indenture) would cause the nonguaran­
teed obligations to have higher interest rates. This situation creates 
a "risk-gap-a gap between the actual risk that a state might 
repudiate its revenue bonds as determined by its intentions, and 

82 Su Robert G. Smith, Public Authorities, Special Districts and Local Government (Wash­
ington, D .C.: National Association of Counties Research Foundation, 1964), pp. 33-37; 
Heins, op. cit., pp. 2S-26. 
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the risk envisioned by the investors in revenue bonds."68 This gap 
(real cost) may be approximately measured by the differential 
interest costs between homogeneous general obligation and non­
guaranteed issues. 64 

Third, the constituency may desire legal debt limitations 
as a control on the issuance of all debt. If the primary reason for 
legal debt limitations is protection for current and future taxpayers 
against "overzealous" politicians, then this objective has not been 
achieved. On a statewide basis, governmental units with relatively 
restrictive debt limitations have issued just as much debt as less 
restricted or unrestricted units. Debt limitations have merely 
changed the composition and increased the cost of financing capital 
expenditures. Viewed differently, the fact that relatively unre­
~tricted states do not, on the average, abuse the debt financing 
mstrument suggests that debt limitations are unnecessary. They 
have simply forced the use of the higher-cost nonguaranteed instru­
ment for inappropriate (i.e., nonlocus-of-risk) reasons. 

From our analysis, the only clear-cut control of debt 
by legal limitations has been to restrict general obligations and-to 
a lesser extent-total debt at the state level of government, whose 
aggregate debt financing represents only one fourth of total state 
and local debt financing. 

A POLICY PROPOSAL 

One student of state and local debt financing has sug­
g~sted "that full borrowing power be restored to state legislatures, 
with no referendum requirements, nor any other restriction cur­
rently found in state constitutions."65 Presumably, from the fore­
going evidence, this policy proposal could be extended to local 
goyernment and to restrictions provided in statutory laws. This 
proposal would not give governments any more ability to issue debt 

68 Heins, op cit., p. 27, 
M Robinson, op. cit., chaps. 6-7; Heins, op. cit., chaps. 2-4. 
65 Heins, op. cit., P, 8S. The remainder of this section draws heavily on Heins, chap. 6. 
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than they already possess, but it would increase the alternatives 
available to governmental units in the formulation of a sound and 
desirable debt policy. N onguaranteed bonds, used for reasons of 
shifting the locus-of-risk or shifting risk in excess of some pre­
scribed limit, 66 would still be issued. But those nonguaranteed 
bonds, formerly issued solely to circumvent legal limits, would 
then be issued as general obligations, with lower interest costs. 

This proposal shifts the focus of the safeguarding func­
tion from formal, inflexible laws to legislative "good sense." There 
would appear to be no loss of control (cost) in making this adjust­
ment, since essentially no control formerly existed. The benefits 
would be lower capital costs and a more desirable composition of 
debt outstanding. Control of mismanagement in either case ulti­
mately lies in (a) choosing high-quality, responsible government 
decision-makers who will be responsive to the wishes of the elec­
torate and ( b) adopting sound auditing procedures. 

This proposal would not preclude shifting financial re­
sponsibility to other units of government or establishing "quasi­
governmental" units with the power to incur nonguaranteed debt 
but not to tax. Such a move, however, would have to be justified 
on the basis of efficiency-lower costs, expediency, quality im­
provement, and so on-rather than merely as a means of circum­
venting ~exible legal limitations. 

· If the adoption of a policy to allow complete freedom 
to borrow is politically infeasible, a second-best solution involving 
some diminution of legal restraints would at least represent a 
movement in the right direction. 

66 Determination of the desirable limit would then be the result of legislative evaluation, 
rather than a constltutional/statutoey law. Le11islative rules, formal or informal, would 
presumably be more elastic with respect to chan&in11 environmental conditions. 
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TABLE Al. State Government Debt/Capacity Indexes• and Percentage Nonguaranteed Debt Outstanding, 
by Type of Legal Debt Limitation, 1962 

Groupm Groupll Group I 
Gen. Per- Gen. Per- Gen. Per-
Obi!. Ng. Total cent Obi!. Ng. Total cent OblL Ng. Total cent 

V1 State Ct c* Cl Ng.t State Ct c* Cl ~ State Ct c* Cf Ng.t 0 
Ala. .063 .279 .342 .81 Ark. .146 .092 .238 .38 Conn. .211 .142 .3S3 .40 
Ariz. negl. .028 .028 1.00 Calif. .18S .013 .198 .07 Del. .427 .034 .460 .07 
Colo. 0 .060 .060 1.00 Idaho .006 .019 .02S .1S Mass. .237 .142 .379 .37 
Fla. 0 .180 .180 1.00 Ill. .039 .069 .108 .64 Miss. .302 .294 .S96 .49 
Ga. negl. .344 .344 1.00 Iowa .024 .012 .036 .34 N.H. .290 .oos .29S .02 > Ind. .001 .167 .168 1.00 Kan. .018 .17S .193 .91 Tenn. .122 .009 .131 .07 
Md. .117 .201 .318 .63 Ky. .127 .48S .612 .79 Vt. .328 .OlS .343 .04 "C 
Mich. .027 .176 .203 .87 La. .297 .109 .406 .27 "C 
Minn. .104 .01S .119 .13 Me. .143 .227 .370 .61 (I) 

Neb. 0 .02S .02S 1.00 Mo. .024 .011 .03S .31 ::J 
Nev. .006 .006 .012 .48 Mont. .013 .140 .1S3 .91 0.. 
N.D. .016 .029 .04S .63 NJ. .09S .08S .180 .47 x· 
Ohio .026 .128 .1S4 .86 N.M. .OS6 .123 .179 .69 V> Ore. .3S9 neg!. .3S9 neg!. N.Y. .106 .110 .216 .Sl ,..,. 
Pa. .046 .187 .233 .80 N.C. .171 .011 .182 .06 ~ 
S.D. 0 .028 .028 1.00 Okla. .078 .287 .36S .78 cr. 
Tex. .OS8 .047 .!OS .44 R.I. .210 .014 .224 .06 

Vl cr. Utah 0 .046 .046 1.00 s.c. .342 .108 .4SO .24 (') 
Va. .oos .122 .127 .96 Wyo. 0 .071 .071 1.00 ~ 
Wash. .Q30 .231 .261 .88 

-f W.Va. .292 .303 .sos .60 
Wis. 0 .053 .053 1.00 ~ 

-- ------ -- -- -- -- --- O" 
Mean .048 .121 .169 .78 .109 .114 .223 .S2 .274 .092 .365 .21 (I) 

Vl 
' 

• For convenience, all debt/capacUy indexes are presented aa: C = ( ;/r )( 1()-4 )· We have excluded IICbool district debt because nonguaranteed debt la 
... 
;:s 

not used by them as an alternative means of financing. /P ~ 
t General obligation debt/capacity Index. ~· * Nonguaranteed debt/capacity Index. ~ 
I Total debt/capacity Index. ~ t Percentage nonguaranteed debt outstanding. "II 
Source: Computed from data In the United States Bureau of the Cenaus, Census o/ Government11: 1962, Vol. IV, No. 4. s· 

Q 
;:s 

~ 

TABLE A2. Local G vemment Debt/Capacity Indexes• and Percentage Nonguaranteed Debt Ou 
by States and by Degree of Restrictiveness of Legal Debt Provisions, 1962 

Group Ill Groupll Group I 

Gen. Per- Gen. Per- Gen. Per-
Obi!. Ng. Total cent Obi!. Ng. Total cent Obli. Ng. Total cent 

State Ct ci Cf Ng.t State Ct c* Cf Ng.,I State Ct ci Cl Ng.! 
~ 

Ala. .36S .486 .851 . 61 Calif. .301 .104 .405 .41 Conn . .264 .059 .323 .19 n. 

Ariz. .339 .4S8 .797 .79 Me. .207 .110 .317 .37 Del. .217 .077 .294 .38 .gi 
Ark. .429 .216 . 645 .68 Mass. .224 .095 .319 .31 Kan . .436 .ISO .586 .40 g_ Colo. .461 .112 .573 . 33 Miss .87S .223 1.098 .27 Md . .434 .098 .S32 .18 
Fla. .289 .400 .689 .71 Neb. .238 .551 .795 .85 Minn. .509 .101 .610 .31 "' n. 
Ga. .337 .215 .612 . 52 Nev. .278 .076 .354 .17 N.H . .24S .040 .28S .21 ;:s 

n. 
Idaho . 299 .16S .464 .66 N.Y. .sos .158 .663 .29 NJ . .241 .113 .354 .46 !:; 
Ill. .2S7 .147 .404 . 55 N.D. .387 .048 .435 .26 N.C . .430 .060 .490 .12 C -Ind. .1S6 .175 . 331 .62 Tenn. .6S9 .460 1.119 .41 R.I . .338 .069 .407 .17 t::, 
Iowa .274 .068 .342 .42 Va. .395 .230 .62S .37 Vt. .280 .020 .300 .08 n. 

Ky. .348 .290 .638 .64 :1;' 

La. .887 .278 1.165 .35 ~ 

Mich. .3SO .077 .427 .32 l 
Mo. .276 .126 .402 .49 ~ 

Mont. .268 .102 .370 .53 C 
::s 

N.M. .370 .235 .605 .48 
~ Ohio .3S8 .079 .437 .30 

Okla. .487 .143 .630 .29 ~ 

Ore. .259 .089 .348 .41 Q 
;:, 

Pa. .232 .279 .Sll .60 Q,, 

s.c. .241 .180 .421 .53 ~ 
C 

S.D. .166 .026 .192 .26 "' 
Tex. .650 .246 .896 .29 2.. 
Utah .349 .244 .593 .61 t;) 

C 
Wash. .2S8 .145 1.003 .88 "' n. 
W.Va. .162 .165 .327 .74 :I 
Wis. .40S .060 .465 .17 3 
Wyo. .378 .175 .S53 .53 n. 

-- a 
Mean .345 .216 .560 .51 .407 .206 .613 .37 .3SO .082 .432 .2S ti:, 

C ., 
• See notes to Table Al. cl 
Source: See Table Al. 
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