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ABSTRACT
Property tax limits place significant constraints on a local government’s ability to manage its
resources. These limits indirectly constrain the government’s borrowing authority, as the amount of
general tax dollars available to meet principal and interest payments on tax supported debt is now
subject to the limit. At the state level, there is evidence to suggest that dollar limits on appropriations
(revenue and expenditure caps) may lead to increased general obligation debt, while limits on taxing
authority may lead to lower general obligation debt but more revenue debt (Kioko, 2009b). This
study finds local governments with limits on taxing authority (assessment limits, property tax rate
limits, and property tax levy limits) do issue less general obligation debt while local governments
with revenue and expenditure caps issue more general obligation debt. This suggests that the
structure of the property tax limits is an important determinant of a governments taxing or spending
authority, where tax limits are a binding constraint while the expenditure caps are a non-binding
constraints. This study also finds that while their taxing authority may be constrained, local
governments with property tax levy limits were able to issue more revenue debt, suggesting that
perhaps their ability to diversify their revenues allowed them to increase their borrowing capacity.
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1. INTRODUCTION
Virtually all states have imposed some limitation on their local government’s ability to levy property
taxes or issue debt. Property tax limitations include limitations on property tax rates, assessment
values, and revenue or expenditure caps (Mullins & Joyce, 1996, p. 334). Limitations on local
government borrowing authority include dollar limits on outstanding debt as a percent of assessed
property values and in some states, a voter approval requirement. In concert, the limitations curtail
current and future spending authority of these governments.
Fiscal institutions are not always effective especially since a number of them are nonbinding. Moreover, government officials can and do circumvent the limitations to produce fiscal
outcomes that were clearly not intended. For example, while the property tax limits have curtailed
the taxing authority of local governments, they do not constrain overall spending. Local governments
have simply changed how specific goods are financed by becoming less dependent on tax revenues
(Hoene, 2004; Yuan, Cordes, Brunori, & Bell, 2007, p. 19). Limitations on tax supported debt do not
stop governments from issuing debt, but rather change the nature of the debt structure to include a
variety of forms of non-guaranteed debt and shifts state-level debt down to local debt (Johnson &
Kioko, 2009; Kiewiet & Szakaly, 1996).
This study seeks to expand our understanding of the impact of fiscal constraints specifically
local government property tax limits on the supply of municipal debt. Property tax limits are a
constraint on taxing authority of a local government. A limitation on their taxing authority should
have an impact on how much general obligation debt a local government can issue, as the financing
instrument relies on the taxing authority of the issuer to meet its principal and interest payments.
This study finds local governments with limits on taxing authority (assessment limits, property tax
rate limits, and property tax levy limits) do issue less general obligation debt while local governments
with revenue and expenditure caps issue more general obligation debt. This suggests that the
structure of the property tax limits is an important determinant of a governments taxing or spending
authority, where tax limits are a binding constraint while the expenditure caps are a non-binding
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constraints. This study also finds that while their taxing authority may be constrained, local
governments with property tax levy limits were able to issue more revenue debt, suggesting that
perhaps their ability to diversify their revenues allowed them to increase their borrowing capacity.
We begin with review of the literature on property tax limits (section 2) and debt limits
(section 3) on local government spending and borrowing. In section 4 and 5 we develop our research
hypothesis and describe our data. Section 6 provides an interpretation of our results, discussion and
conclusion.

2. TAX AND EXPENDIUTRE LIMITS (TELs) AND LOCAL GOVERNMENT
SPENDING
While the property tax revolt begun with California’s Proposition 13, voter initiatives to limit taxing
authority, specifically property taxes begun as early as the 1870’s in cities like Houston and San
Francisco and resurged once again during the Great Depression in states like Michigan, Nevada,
Ohio, Oklahoma, West Virginia, and Washington (Rubin, 1998; Yuan, et al., 2007). In examining
these tax revolts, Rubin (1998) found that there has been a consistent pattern of expenditure growth
generally driven by a growth in population, an expansion of government functions, rapid inflation, or
some combination of the above - followed by a recession that contributed to tax protests, voter
initiatives, and the ratification of tax and expenditure limits. Property tax revenues are more likely to
get out of balance with people’s ability to pay more so than any other tax because they are a tax on
wealth rather than a tax on income or consumption. Consequently, taxpayers often find their tax
burdens, which were carried comfortably during a period of general prosperity, becoming intolerable
during an economic recession (Brennan & Buchanan, 1979; Mullins & Wallin, 2004; Rubin, 1998;
Wallin, 2007). In a study by Alm and Skidmore (1999), the authors found that growth in property
taxes increased the probability that a tax limit (whether state or local tax limit) would ratified.
TELs are provisions intended to ensure fiscal discipline and enhance accountability. They are
popular among taxpayers who often view these limits as a necessary solution to address issues
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brought forth by the taxpayers. Voter support is often focused on a desire for lower taxes and more
efficiency in government. Voters often believe that their own taxes would be reduced without
affecting their desired services (Ladd & Wilson, 1982; Levy, 1975). In approving these limits,
taxpayers believe their political representatives are not acting in their best interests. They therefore
seek these limitations not only to restrict the actions of their current and future representatives, but
also to prevent them from taking actions that the taxpayer predicts they would have taken in the
absence of the limit (Brennan & Buchanan, 1979). Through these limits, taxpayers are seeking
assurances that their taxes would not grow unpredictably.
Mullins and Joyce (1996) classify local government TELs into five basic categories including
limits on assessment increases, limits on overall property tax rates, limits on specific property tax
rates, levy limits, and revenue and expenditure caps. An additional nonbinding limitation called the
“Full Disclosure – Truth in Taxation” has also been adopted by a number of local governments.
Mullins and Joyce (1996) find that some of these limits are potentially binding if combined with
other types of limits. For example the limits on overall property tax rates limits are potentially
binding if combined with assessment limits; otherwise the limits are potentially non-binding with
alterations to assessment practices (pg. 77). The levy limits are potentially binding; however, local
governments can diversify their revenue sources to reduce the impact of these limitations on total
spending authority. The revenue or expenditures caps are a “formidable constraint”, given their fixed
nature of total appropriations in any fiscal year.
The literature on impact of these property tax limitations is extensive. Yuan et al (2007)
classifies these studies into fall broad groups – (1) whether TELs have indeed had their intended
effect on restraining government revenue and spending; (2) the impact of TELs on education
spending; (3) the impact of TELs on property values; and (4) distributional effects of TELs. This
study does not provide a review of this literature. Notwithstanding, Mullins and Wallin (2004)
summarize some of the findings - TELs had “… (1) little effect on overall size of the state and local
public sector, (2) decreased use of local broad based taxes (specifically property taxes), and shifts
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to state aid, user charges, and miscellaneous revenues, and (3) expanded relative fiscal (revenues
and expenditures) roles for state governments”(pg. 15).
This study will focus will be on the impact of these limitations on the fiscal structure of local
governments. Specifically, this study will review changes in local government revenues and
empirically test the impact of these changes on local government borrowing.
TELs did not change the amount of taxes collected, they did change how specific goods and
services are financed (Yuan, et al., 2007, p. 19). Local governments have become less reliant upon tax
revenues, and substituted lost tax revenues with user charges and fees. In California for example,
Hoene (2004) found that between 1972 and 2002 property tax revenues declined approximately 9
percent. However, over the same period, revenues from user charges and miscellaneous revenues
increased by approximately 13 percent. Shadbegian (1999) found that while local governments did
substitute tax revenues with user charges and fees, the substitution is less than dollar-for-dollar (for
every $1 in lost property tax revenues, local government increased miscellaneous revenues by $0.27).
Hoene (2004) also found that over the same period federal and state aid to local governments in
California had declined 10 percent - therefore while state governments did offset local government
revenue losses by increasing aid to local governments (Skidmore, 1999), their support to local
governments has begun to wane.
The Tax Revolt has changed property taxation, the fiscal structure of local governments, and
their ability to meet the needs of those whom they serve (Mullins & Joyce, 1996). Property tax
limitations have diminished local government autonomy and increased fiscal centralization
(Sokolow, 2000). Today, local governments relying more on procyclical tax revenues and will
become increasingly susceptible to cuts in aid which are more likely to occur when the demand for
services is at their peak (Bland, 2005; Thompson & Green, 2004; Yuan, et al., 2007).
Mullins (1996) notes that property tax limits have produced horizontal shifts of responsibility
through the increased role of special service and finance districts (pg. 113). In concluding her study
on special district formation among the states, McCabe (2000) notes that while TELs were intended
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to limit growth in government spending, they may actually lead to an increased propensity to create
more local governments (pg. 129). Bowler and Donovan (2004) for example find that in states where
voter initiated measures was not a possibility, the number of local government jurisdictions declined.
However once a state adopted a TEL, the number of local government jurisdictions in that state
increased, more so in states where ballot initiatives were easier to use. Carr (2006) qualifies these
findings. He argues that growth in local government jurisdictions is not as magnified; in fact only the
most restrictive environments had substantially more special districts.
This research is tangential to the question at hand. What these authors have examined is the
growth of these special districts that are not only charged with provision of public services but can
levy taxes, impose charges, and have the authority to issue debt. These studies have examined growth
in local government jurisdictions, however, they do not examine changes in government spending specifically, the use of long term debt. Bennett and Dilorenzo (1982) is the seminal work in the area
of property tax limitations and local government borrowing. In their study, the authors show that
when state governments imposed restrictions on the taxing authority local governments, these
governments responded by establishing off-budget entities (OBEs) that were largely beyond the
scrutiny of voters and their expenditures were no longer subjected to the property tax limits. 1
Marlow and Joulfaian (1989) empirically test the hypothesis expressed in Bennett and Dilorenzo
(1982). They find that TELs do not affect off budget activity; however governments with large
expenditures tend to have larger values of off-budget activities. They do not concede to the fact that
these limits do not have an effect on long term borrowing, but rather suggest that more research is
necessary to provide conclusive results.2 In a recent report by Standard and Poor’s (2008), the
agency suggests that these limitations have had an impact on the structure of local government
borrowing. If property tax limitations have constrained current spending, local governments may
have substituted lost current revenues with future tax revenues. The rating agency notes that in
states like California and Massachusetts, debt has been used to make up for constraints on revenues.
1 In this study the authors use the term off-budget entities to encompass a number of quasi-governmental agencies
established by local governments. These include public authorities, special districts, commissions, agencies, and
boards (Bennett & DiLorenzo, 1982, p. 334).
2 They suggest that their use of a cross-sectional dataset may perhaps have led to such results (pg. 120)
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In this study we test empirically the impact of these property tax limits on local government ability to
issue general obligation vs. revenue debt.

3. DEBT RESTRICTIONS AND LIMITS ON STATE AND LOCAL GOVERNMENT
BORROWING
The movement to limit debt issuance started in the 1840s when several states found themselves
unable to repay their debts during an economic depression. Several states defaulted on their debt
(Indiana, Illinois, and Michigan) as well as debt sold on behalf of banks (Florida, Mississippi,
Louisiana, and Arkansas) (Heins, 1963; Wallis, 2005). States had envisioned their internal
improvements to be self supporting entities, as such, taxpayers only assumed a contingent liability
i.e. so long as the projects were a financial success, the taxpayer bore no cost. Current restrictions on
debt are intended to eliminate taxpayers assuming such liability. Governments are now required to
identify the purpose of the debt issue; raise current taxes by an amount sufficient to service the debt;
and hold a public referendum to authorize the tax increase (Wallis, 2005, p. 217).
Restrictions on local governments borrowing begun for the most part in the 1870’s (Wallis &
Weingast, 2006; Williams & Nehemkis, 1937). The structure of local government limits for the most
part mimic those imposed on state governments. They included debt limits tied to property
valuations for a number of counties a voter referendum was required to approve the debt issue.
When states imposed limits on their general obligation borrowing authority it fostered
growth in local government debt as well as growth in revenue debt. State debts were roughly nine
times local debts in 1841 and by 1902, local debts were roughly eight times state debt (Wallis &
Weingast, 2006). Currently, 46 states have a statutory or constitutional provision which expressly
restricts the amount general obligation debt county governments may incur to a percent of the
property tax base. Kiewiet and Szakaly (1996) found states that explicitly prohibit general obligation
debt have by far the largest amount of local long term debt ($1,292 per capita) while states without
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any restriction on borrowing authority had the least amount of local long term debt outstanding
($906) (pg. 79).3
Revenue debt allowed governments to continue issuing debt without violating any of the
constitutional requirements that were currently in place. Since the government does not pledge its
taxing authority, but rather pledges the revenues of the quasi-governmental entity the debt does not
constitute a liability of the government establishing the entity, but rather a liability of the issuer.
Issuance of revenue debt began in the late 1930’s, growing twenty fold between 1945 and 1958. States
and local governments now issue as much if not more revenue debt as they do general obligation
debt. One caveat exists with revenue debt. While it is reasonable to assume that the primary motive
for issuing revenue debt is to circumvent constitutional limitations, not all debt can be guaranteed by
an unlimited tax pledge. Governments must match revenues with services provided, and revenue
debt allows governments to limit tax subsidization of services for a fee. Moreover, any excessive
reliance on the unlimited tax pledge will dilute the pledge to the point that the credit position of the
issuer is endangered. It’s therefore more prudent to examine efficiency gains (or losses) of issuing
revenue debt vs. general obligation, rather than assume governments issue revenue debt to
circumvent the limitations.
While the terms debt restrictions and debt limits are used interchangeably in the literature,
they differ in substance and application (Denison, Hackbart, & Moody, 2009; Kioko, 2009b; Wallis
& Weingast, 2006). Debt restrictions are procedural restrictions on debt issuance. The generally
include a requirement that either debt issues must be approved by voters of the state (or local
government) in a referendum or by a legislative supermajority vote, or in some instances by a
legislative super majority vote and voter referendum. Debt limits on the other hand are dollar limits
on the amount of debt a government can issue. The limits are either a percent of assessed property
values, personal income, or a measure of debt affordability i.e. a percent of general fund revenues
3 There is a limit to their study. In estimating the impact of debt restrictions on government borrowing, they fail to use
only local government debt, but rather use state and local government debt. The coefficients given this dependent
variable are not significantly different from zero. However, if there is a substitution of the borrowing function
between the state and local government the coefficient would not be significantly different from zero. The authors
should have estimated a model with local government debt as their independent variable. This would provide
evidence consistent with Table 2, pg. 79.
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(generally less than 5 percent). If the government has a combination of a debt restriction and a debt
limit, it cannot put the issue to a vote of the people or its legislature if the outstanding debt or debt
service is expected to exceed the pre-determined cap.
While research of the impact of debt restrictions on local government borrowing is limited,
its results are consistent with studies examining the impact of debt limits and restrictions on state
government borrowing (Bunch, 1991; Heins, 1963; Hur, 2007; Johnson & Kioko, 2009; Kiewiet &
Szakaly, 1996; Kioko, 2009b; Nice, 1991). Farnham (1985) and McEachern (1978) find general
obligation and revenue debt is lower in communities subject to the state imposed debt limits.
Structural differences in the debt restrictions do matter. Local governments that do require voter
approval for general obligation debt issues issue less (more) general obligation (revenue) debt
especially in communities there was no provision to exceed the limit (Farnham, 1985).
Debt limitations have been criticized as blunt instruments on borrowing. Critiques include
limitations do not make distinction between revenue producing improvements e.g. water systems
and those paid from taxation e.g. schools and hospitals. Moreover, these limits do assess the local
government ability to finance such improvements (Bowers, 1951; Williams & Nehemkis, 1937). Since
these property tax limits were imposed, they are likely to have reduced the local governments’ ability
to meet principal and interest payments if they solely relied upon assessed property values (and
property taxes) as the basis of assessing a government ability to meet principal and interest
payments i.e. a debt limit that remains grounded in assessed value does not reflect the government
true taxing authority if any type of property tax limit is currently in place. As noted in Denison,
Hackbart, and Moody (2009) there is no direct link between debt limits (e.g. % of assessed property
values) and debt capacity (% of unrestricted general fund revenues).

4. RESEARCH HYPOTHESIS
Property tax limits constrain the actions of the political agent. In doing so, taxpayers can be more
certain of the property tax liability when such constraints are present, compared to if they were
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absent. These limitations place significant constraints on a government’s ability to manage its
resources to meet demands for services. Furthermore, the limitation on a government’s taxing
authority indirectly constrains the government’s borrowing authority as the amount of general tax
dollars available to meet principal and interest payments on tax-supported debt is now subject to the
limit. Johnson and Kriz note that the “financial markets may view tax limitations as increasing the
default risk of debt issues because of the constraints on the government’s ability to raise revenue”
(2005, p. 85). This was the case when Fitch Ratings stripped the City of Indianapolis of its AAA bond
rating. The rating agency citied that the statewide property tax reforms the Indiana General
Assembly had imposed restricted growth in the residential tax base - a move they perceived would
squeeze the city’s already tight finances.4
A growing literature has begun to examine the impact of various budgetary constraints on
government borrowing. Clingermayer and Wood (1995) and Hur (2007) for example found weak
evidence that TELs may increase state borrowing. States with dollar caps on spending as well as
limited authority to levy higher or new taxes5 issued less general obligation debt but more revenue
debt (Kioko, 2009b). At the state level, the spending caps explicitly exempt all debt service payments
i.e. the government can appropriate above the spending cap in order to meet its principal and
interest payments (Kioko, 2009a). Jung, Roh, and Kang (2009) found that local governments are
increasingly relying on nontax revenues sources such as impact fees and special assessments to meet
their capital spending needs. However, these revenues only provided partial tax relief - i.e. the fees
supplement lost tax revenues, but do not remove the pressure to use long term debt. The authors
found that these charges significantly increased the level of outstanding general obligation debt. In
examining the effect of these types of fees on new debt issues, the authors found that revenue debt is
more heavily used to fund additional infrastructure ($0.67 cents per $1.00 of revenue debt
borrowing) compared to general obligation debt ($0.56 cents per $1.00 of general obligation
borrowing). This is consistent with debt issuance across local governments. Outstanding general

“Fitch Strips Indianapolis of Prized AAA bond rating” Indiana Business Journal, Aug. 29, 2009
These include voter approval requirements and legislative supermajority votes for higher or new taxes that can be
found in 16 states.

4
5
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obligation debt declined shortly after the property tax limits were approved in the late 70’s to a low of
approximately 30 percent of total outstanding debt. In 2000, general obligation debt was
approximately 40 percent of total outstanding debt (Jung, et al., 2009).
While Jung et al. (2009) hypothesize that this drastic change in composition of local
government debt is a result of the property tax limitations; they do not test the impact of these
property tax limits on local government borrowing but rather focus on the impact of special fees and
assessments on borrowing authority of local governments. This study seeks to extend this literature
by examining the impact of property tax limitations on long term debt obligations of county
governments. While a property tax limit will constrain a local government’s current revenues, debt
can be used to expand current spending by dedicating future tax revenues. In examining the
statutory and constitutional provisions of state governments spending caps (i.e. revenue limits,
expenditure limits, and appropriation limits) Kioko (2009a) found state governments explicitly
exempt debt service payments from the limit – i.e. in determining its appropriations subject to the
limit, debt service payments on any general obligation debt was were not subject to the spending
limit. This exemption did not extend to governments with limits on taxing authority i.e. these states
still have to seek authority from voters or the legislature (where applicable) if new or higher taxes
were to be levied. In other words, the spending caps are a non-binding constraint on government
borrowing, while the limits on taxing authority are a binding constraint (Kioko, 2009a, 2009b).
Unfortunately, there is no study to date that examines exemptions from these spending caps at the
local level. We also do not find any evidence to suggest that local governments (subject to property
tax limits) have an override provision that allows them to levy additional taxes (specifically the
property tax) to meet its debt service requirement.6 We therefore can only state our hypothesis
assuming the statutory and constitutional provision either allow or do not allow the local
government to appropriate above the limit to meet principal and interest payments.

6 While we find an examination of the statutory and constitutional provisions related to property tax limits is
warranted, we find this examination is beyond the current paper.
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We develop two hypotheses of the impact on budgetary constraints (property tax limits) on
long term obligations of a local government. If there are provisions in the property tax limit laws that
allow a local government to either levy higher taxes or appropriate above the limit in order to meet
principal and interest payments or alternatively exempt these payments from its spending cap – we
expect to find that these governments can maintain or increase its current level of spending by
issuing more debt. In this case, the government is substituting current revenues with expected future
revenues. Over time, these local governments will accumulate more debt.
Alternatively, the revenue constraint may impose a real hard constraint on local government
authority especially if debt service payments are not exempt from the limit i.e. the local government
cannot appropriate above the limit or debt service payments are not exempt from the spending cap.
Moreover, if the property tax limit is a limit on taxing authority (e.g. levy limit or tax rate limit), this
may further constrain the borrowing authority of these local governments. A government would
therefore either have to limit spending in order to maintain its current level of borrowing or vice
versa. In this case, the tax limit is a binding constraint on current and future spending authority of
the government. Local governments would therefore want to minimize their debt service payments
in order to maintain some level of budgetary flexibility.
As we have alluded to earlier in this section, the literature on property tax limits does not
identify whether all expenditures are subject to the limit or certain expenditures e.g. debt service
payments are exempt from the limitation. Assuming that all expenditures are subject to the limit, we
expect to find that these limits impose a hard constraint. Local governments will minimize their
default risk by reducing their long term obligations – specifically general obligation debt. If debt
service payments are exempt, these local governments will increase their spending my appropriating
future tax revenues through the use of long term general obligation debt. This finding would be
consistent with the findings at the state level (Clingermayer & Wood, 1995; Hur, 2007; Kioko,
2009b).
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Hypothesis: Local governments with a property tax limit are more likely to have less outstanding
general obligation debt as the property tax limit represents a binding constraint on current and
future spending authority of a local government.

5. DATA AND EMPIRCAL MODEL
To test our hypothesis we use a panel dataset that data spans a 20 year period from 1972 –
2002, and includes approximately 3107 unique county governments in 49 states (unbalanced
panel).7 We obtained the county government data from the U.S. Census Bureau. The data represents
the census of county governments at 5 year intervals (’72, ’77, ’82, ’87, ’92, ’97, ’02). Descriptive
statistics for all the variables used can be found in Table 1 below. To control for changes in price, all
dollar amounts have been converted to real dollars with 2000 as the base year.
[Insert Table 1]
Studies examining the impact of fiscal institutions on long term debt have either used total
debt (Clingermayer & Wood, 1995; Ellis & Schansberg, 1999; Farnham, 1985; McEachern, 1978) as
the dependent variable of interest or developed separate models to estimate the impact of fiscal
limits on general obligation debt and revenue debt (Hur, 2007; Kiewiet & Szakaly, 1996; Nice, 1991).
The latter is a more appropriate treatment of debt as the determinants of, and more importantly, the
impacts of the institutional constraints are different for each type of debt instrument. Therefore,
while some authors found weak evidence that the limits constrain government borrowing (or total
debt), this may be because of the author’s choice of the dependent variable (specification bias). There
has also been a debate as to whether the dependent variable should be a measure of total outstanding
debt or annual change in outstanding debt; the former being a stock measure, and the later a flow
measure. Scholars have noted that there are disadvantages to using debt per capita including
measuring the future debt commitment at one point in time against a current income measure (Bahl
& Duncombe, 1993, p. 33). Given the focus of this study is the cumulative effect of budgetary
7

We exclude Alaska from our analysis.
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constraints; these patterns would not be accurately captured if a measure of annual change in debt is
used as government borrowing is generally unpredictable, non-linear, and a function of a number of
factors including the availability of matching federal funds, access to the municipal bond market,
voter approval of debt issues etc.
We specify our model as follows
.
.

Clingermayer and Wood (1995) and Martell and Smith (2004) found intergovernmental
revenues were a substitute for general tax revenues and as a result, high intergovernmental revenues
would result in lower government borrowing. They contend that governments will seek ways to
maintain current spending. One alternative would be to levy higher taxes (current spending); the
other would be to offset those lost revenues with long term debt (expected future tax revenues). If the
taxing authority of a government is limited, the government is more likely to substitute lost
intergovernmental revenues with long term debt. We can therefore expect to find the relationship
between intergovernmental grants and local government borrowing to be inversely related, with
decreasing grant levels offset with higher borrowing (2004, p. 70). While the data does not classify
intergovernmental funds as matching grants or non-matching (Martell & Smith, 2004) – they do, at
least for state intergovernmental funds, identify use of these funds (educational, tax relief, health,
highway and transit, community development, welfare, and other general revenues). We do not
believe that the use of these funds would provide any additional explanatory power and therefore
only include per capita federal and state intergovernmental revenues. While the mean for federal
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intergovernmental revenues ($83.90) is significantly lower than that of sate intergovernmental
revenues ($823.20), there is more variation in federal intergovernmental transfers.8
Local governments derive tax revenues from three major sources - property tax, income tax,
and sales tax. The mean real property tax levy was $654.99; however, this varies widely across
counties (standard deviation of $544.44). To control for revenue sharing, we include an additional
variable of county property tax share. The mean county property tax share over the period of our
analysis was 33 percent. We expect the level at which the county government is able to exert it
“property” taxing authority will affect its borrowing capacity.
Our data also shows that the revenues from these property taxes have diminished over time.
In efforts to diversify their revenues, local governments now levy local option income and sales taxes.
Between 1972 and 2002, the number of county governments levying any type of local option taxes
doubled. In 2002, there were 521 county governments levying a local option income tax, up from 213
in 1972.9 Of the 3107 unique counties in our data, 2115 levied a local option sales tax in 2002. This
number is nearly twice the number of counties levying the tax in 1972 (1172 counties).10 There is
more widespread use of the sales tax ($823.20 per capita) than the income tax ($11.39 per capita). It
is expected that these taxes will play a critical role in local government borrowing and perhaps even
increase the debt capacity.
Local governments derive a significant proportion of their revenues from providing services
for a fee. A significant proportion of these fees will be used to meet debt service requirements
especially for public utilities (water, electric, gas, and transportation). Utility revenues are generally
pledged to meet principal and interest payments on public utilities as a majority of public utilities
have the authority to issue revenue debt and are less likely to issue general obligation debt. Per capita
utility revenues over the period of analysis were $199.72; however, these revenues varied

The coefficient of variation for federal intergovernmental transfers was 171.83%, while that for state
intergovernmental transfers was 48.66%. Coefficient of variation= σ/μ.
9 States in which most local governments levy an income tax include Indiana, Kentucky, Maryland, Michigan, Ohio,
and Pennsylvania.
10
The data also shows that 81.65 percent (or 17,752 counties) levied the sales tax while 13.73 percent (or 2,986
counties) levied the local option income tax.
8
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significantly across our data (standard deviation of $523.84). Miscellaneous revenues on the other
hand represent an alternative source of revenues for local governments that are dedicated toward
capital spending. We expect local governments to rely on these revenues to issue revenue debt, more
than general obligation debt (Jung, et al., 2009).
To control for the level of investments and demand for infrastructure, we include local
government capital spending, population, and density. Local governments will generally finance a
proportion of their capital expenditures with current revenues (pay-as-you-go) but will substitute
current revenues with expected future tax revenues (pay-as-you-use), especially in years where local
government revenues have declined. We also expect that if these governments have limits on
appropriations, they are more likely to shift capital expenditures off-budget and finance these
expenditures with revenue debt. The population and population density variables are proxies for
individual demand for public services and infrastructure. Economic theory has shown that there are
economies of scale in service provision. Therefore while the population increases the use of debt to
finance capital needs, we expect the level of government debt to decrease in more densely populated
areas.
To control for the constraints on local government borrowing we include two indicator
variables on 1) if borrowing authority is limited to a percent of assessed value or government
revenues and 2) if voter approval is required for general obligation issues. Of the 21,741 counties in
our dataset, 91.08 percent (19,802 counties) have some type of debt limit and 61.56 percent (13,385)
have a voter approval requirement. Our expectation will be consistent with the literature on debt
limitations and local government borrowing at the state level. States that have a revenue based limit
do issue more debt per capita than states that do not have a revenue based limit i.e. the revenue
based limit allows governments to assess their borrowing authority in a more objective manner,
thereby restricting borrowing only if their ability to meet principal and interest payments is
significantly constrained. As noted in Briffault (1996), this is unlikely. In fact the municipal bond
market will constrain local government borrowing authority more than any self-imposed debt limit.
Even though there is no evidence to suggest that the voter approval requirement is an effective
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constraint (Farnham, 1985), we state a priori that we expect counties with a voter referendum
requirement for debt issues to issue less general obligation debt. This statement is consistent with
empirical studies on the impact of voter approval requirements on borrowing at the state level.
Wallis and Weingast (2006)and Kiewiet and Szakaly (1996) found evidence that state
governments after imposing limitations on their borrowing authority, pushed down the
responsibility to provide these services (through the use of long term debt) to local governments.
States with the most stringent type of limit – i.e. those that prohibit the issuance of general
obligation debt have higher local government borrowing. There are two alternatives to specifying this
relationship. One would be to specify this relationship using dummy variable indicators for the
institutional constraint at the state level. The alternative would be to specify this relationship in
terms of outstanding debt per capita at the state level. We opt to specify this relationship using
outstanding state government general obligation and revenue debt. In using a debt per capita
measure, we implicitly control for the institutional structure i.e. states with a voter approval
requirement issue less general obligation debt but more revenue debt, while states with no limit on
debt issuance issue more general obligation debt and less revenue debt. As discussed in Kiewiet and
Szakaly (1996), the relationship is expected to be negative (inverse).
We include indicator variables for the property tax limits. We identify four different types of
tax limits 1) property tax rate limits (including specific property tax rate limits); 2) property tax
revenue limits; 3) limits on assessments and 4) revenue and expenditure caps.11 As Mullins and
Joyce (1996) note, the limits are potentially binding when combined with other types of limits. We
therefore create binding limit dummy variable indicator that represents local governments that have
a limit on overall and/or specific property tax rates and a limit on assessment (i.e. 1 and 3 above).
The revenue and expenditure caps are a “formidable constraint” and we do not combine these limits
with any other type of limits. While the property tax revenue limit is potentially binding, we know
11 Two states impose general revenue limits on local governments – Colorado and Wisconsin. Colorado also imposes
an expenditure limit; however it was approved at an earlier date (1973, compared to 1992 for its revenue limit).
Revenue limits are not limits on taxing authority but rather limits on appropriation authority i.e. they are not limits
on tax rates but on tax revenues. These limits are comparable to expenditure limits (Kioko, 2009a). We therefore opt
to combine the two.
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local governments have diversified their sources of tax (and nontax) revenues. We therefore include
this as a dummy variable indicator. There is widespread use of the property tax rate limits (including
specific property tax rate limits). Our data shows 60.54 percent (or 13,162 counties) had some form
of property tax rate limits. 21.68 percent (or 4,713 counties) had some form of a property tax levy
limit; 12 percent (or 2,607 counties) had either a revenue or expenditure cap; 7.53 percent (or 1,638
counties) had an a limit on growth in assessed values of property; and only 6.62 percent (or 1,440
counties) had a potentially binding limit as described above.

6. RESULTS AND CONCLUSION
Table 2 presents the results of the two-way fixed effects regression model estimating the
impact of property tax limits on local government borrowing. The second and third column of Table
2 presents estimates for the general obligation debt model while the fourth and fifth column presents
the estimates for the revenue debt model.
[Insert Table 2 here]
The negative coefficient for federal intergovernmental revenues confirms our hypothesis that
federal intergovernmental grants are substitutes for local government borrowing authority. For every
dollar per capita of additional federal intergovernmental revenues, local governments will decrease
general obligation debt issuance by $0.59 (coefficient is not significantly different from zero) and
revenue debt issuance by $0.56. These results are somewhat consistent with those of Martell and
Smith (2004). Using data from the 50 states, the authors found federal grants stimulate issuance of
general obligation debt (positive coefficient) but they did not stimulate issuance of revenue debt
(negative coefficient) an indicator of a substitution effect, where governments have to compensate
for lost grant revenues with additional borrowing. Our estimates of intergovernmental transfers from
state governments to these county governments are more consistent with Martell and Smith (2004).
State grants to local governments stimulate issuance of general obligation debt ($0.597, positive
coefficient). With each additional dollar of state grant revenues, these local governments decreased
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their long term revenue debt by $0.924. This suggests that public authorities at the local level are
vulnerable to changes in state grants in aid.
The results also show that local governments rely on tax revenues to issue general obligation
issues, but did not rely on these revenues to issue revenue debt. For every per capita dollar of tax
revenues, local government issues between $0.22 (property tax) and $0.71 (income tax). The sales
and income taxes were not significant determinants of revenue debt issuance, and counties with the
property tax also traded off revenue debt issuance (-$0.47) with general obligation debt. We included
an additional variable of for property tax share. The property tax revenues include revenues to the
county as well as those dedicated to municipalities, school districts, and special districts within those
counties. We find that as the local government county tax share increased, its general obligation debt
decreased, but its revenue debt increased. This perhaps reflects the fiscal structure of these local
governments. Local governments rely on miscellaneous and utility revenues to issue their revenue
debt. For every dollar per capita of miscellaneous and utility revenues, these local governments had
$4.54 and $3.67 in outstanding revenue debt. A very small proportion of miscellaneous revenues are
dedicated towards general obligation debt issuance ($0.08) especially when compared to the other
tax revenues.
To control for public demand for infrastructure we included population, density, and capital
outlays. The population and density variables are not significantly different from zero. Capital
outlays were significant determinants of local government borrowing. For every dollar in capital
appropriations, these local governments increased their outstanding obligations by $0.25 (general
obligation) and $1.02 (revenue debt).
Scholars have suggested that after imposing limit on their borrowing authority, state
governments pushed down the responsibility to provide these services to local governments (Kiewiet
& Szakaly, 1996; Wallis & Weingast, 2006). Our findings contradict the literature – outstanding debt
at the state level is positively correlated with local government debt issuance. For every additional
dollar of state general obligation debt issued, local governments will issue an additional $0.078.
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Local governments issue significantly more revenue debt ($0.48 per capita) for every additional
dollar in revenue debt outstanding at the state level. This suggests that state governments do impose
an additional burden on local governments.
As expected the revenue based limits do not constrain local government borrowing. These
counties issued more revenue debt per capita ($1538.14). Voter approval requirements significantly
constrained borrowing authority. These governments issued significantly less general obligation
($324.67) and revenue debt ($380). The former outcome is consistent with literature; however the
later is quite surprising. We expected that these local governments will substitute their lost ability to
issue general obligation debt with revenue debt, but our results show that these voter approval
requirements either directly constrain local government authority or are an indicator of fiscal
prudence.
Our results for the impact of property tax limits on government borrowing are consistent
with the literature (Kioko, 2009b) and hypothesis. The limits on taxing authority (assessment limits,
overall and specific property tax rate limits, and property tax levy limits) constrain local government
borrowing authority. Assessment limits (1638 counties) had the greatest impact on general
obligation borrowing authority (-$159.57), while the counties with property tax rate and levy limits
reduced their borrowing authority by $85.90 and $78.23. The expenditure caps are non-binding
constraints on local government borrowing authority. Outstanding general obligation debt was
$121.15 higher in counties with expenditure caps (2,607 counties). The dummy variable indicator of
the interaction of assessment limits and property tax rate limits was not significantly different from
zero an indicator that perhaps these limits did not impose an additional constraint on borrowing
authority.
We hypothesized that with constrained taxing authority, these governments will increase
their revenue debt issuance. Counties with property tax levy limits are the only governments to issue
more revenue debt ($361.27). This perhaps is an indicator that these local governments are able to
generate non-tax revenues that are pledged to meet revenue debt repayments. The coefficient for
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counties with assessment limits is positive but is not significantly different from zero. On the flip
side, counties with property tax rate limits and expenditure caps issued less revenue debt ($348.84
and $534.06, respectively). This result is somewhat surprising. We expected these counties would
issue more revenue debt. This perhaps is evidence that these counties do not want to over-extend
their debt position and risk default.
This study presents preliminary evidence that limits on local government taxing authority do
constrain borrowing. At the state level, there is evidence to suggest that dollar limits on
appropriations (revenue and expenditure caps) may lead to increased general obligation debt, while
limits on taxing authority may lead to lower general obligation debt but more revenue debt (Kioko,
2009b). This study finds local governments with limits on taxing authority (assessment limits,
property tax rate limits, and property tax levy limits) do issue less general obligation debt while local
governments with revenue and expenditure caps issue more general obligation debt. This suggests
that the structure of the property tax limits is an important determinant of a governments taxing or
spending authority, where tax limits are a binding constraint while the expenditure caps are a nonbinding constraints. A review of the statutory and constitutional provision on how these property tax
limits are expected to impact a local governments borrowing authority is warranted.
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TABLE 1: DESCRIPTIVE STATISTICS

VARIABLE

OBS

MEAN

STD. DEV.

MIN

MAX

General Obligation Debt per capita

21741

676.78

700.56

0.00

25,772.73

Revenue Debt per capita

21741

1,009.93

4,313.83

0.00

148,391.30

Federal Intergovernmental Rev

21741

83.90

144.17

0.00

12,960.41

State Intergovernmental Rev

21741

823.20

400.61

0.00

6,002.84

Income Tax Revenues Per Capita

21741

11.39

46.84

0

1,068.17

Sales Tax Revenues Per Capita

21741

77.28

113.51

0

2,361.09

Property Tax Per Capita

21741

654.99

544.44

14.91

15,050.21

County Property Tax Share (%)

21741

33.2342

22.7846

0

100

Misc. Revenues Per Capita

21741

484.80

479.74

0

18,995.52

Utility Revenues Per Capita

21741

199.72

523.84

0

23,086.44

Capital Outlays

21741

299.76

397.14

0.00

25,307.25

Population

21741

78,444.02

285,613.70

66

9,733,679

Density

21741

259.56

4,567.58

0.10

239,639.90

State General Obligation Debt Per Capita

21741

859.42

702.98

0.00

5,377.67

State Revenue Debt Per Capita

21741

311.43

412.06

0.00

3,741.23

Local Government Debt Limit

21741

0.9108

0.2850

0

1

Voter Approval Requirement on GO Debt

21741

0.6157

0.4865

0

1

Assessment Limit

21741

0.0753

0.2639

0

1

Overall and Specific Property Tax Rate Limit

21741

0.6054

0.4888

0

1

Property Tax Levy Limit

21741

0.2168

0.4121

0

1

Expenditure Caps

21741

0.1199

0.3249

0

1

Binding Limit

21741

0.6623

0.2487

0

1
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TABLE 2: EMPIRICAL RESULTS

Federal Intergovernmental Rev

General Obligation
Debt Per Capita
-0.5920
0.04559

Revenue
Debt Per Capita
-0.5595
0.31649*

State Intergovernmental Rev

0.5966

0.03553*

-0.9254

0.25929***

Income Tax Revenues Per Capita

0.6804

0.24615***

2.8723

2.36127

Sales Tax Revenues Per Capita

0.7108

0.15965***

-0.8507

0.59252

Property Tax Per Capita

0.2211

0.42163***

-0.4739

0.17990***

County Property Tax Share (%)

-2.3008

0.47574***

7.5958

3.39776**

Misc. Revenues Per Capita

0.0825

0.30843***

4.5407

0.72852***

Utility Revenues Per Capita

-0.3842

0.32165

3.6730

0.76262***

Capital Outlays

0.2532

0.05106***

1.0158

0.41227**

Population

0.0017

0.00014

-0.0001

0.00187

Density

0.0000

0.00444

-0.0092

0.00761

State General Obligation Debt Per Capita

0.0788

0.23964***

-

-

State Revenue Debt Per Capita

-

-

0.4765

0.09347***

Local Government Debt Limit

37.9497

45.26869

1538.1440

421.80720***

Voter Approval Requirement on GO Debt

-324.6724

25.77252***

-380.3527

196.11450*

Assessment Limit

-159.5687

31.15374***

204.7811

140.61910

Overall & Specific Property Tax Rate Limit

-85.8966

20.83052***

-348.8436

135.32670*

Property Tax Levy Limit

-76.2265

24.45150***

361.2729

137.67060***

Expenditure Caps

121.1511

35.85765***

-534.0638

234.91990**

Binding Limit

20.3423

32.64610

101.2141

130.88270

Constant

863.9706

74.90217***

-1768.8310

622.17850***

N

21,741

21,741

No. of Counties

3,107

3,107

7

7

0.4579

0.5997

No. of Years
R2
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Debt Limit

Debt Limit with voter
approval requirement

No debt limit

FIGURE 1: OUTSTANDING DEBT PER CAPITA BY LOCAL GOVERNMENT DEBT LIMIT
(1977-2002)

$1,072
1,939
$674

$1,008
13,385
$592

$1,004
19,802
$677
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$200

$400

$600

Revenue Debt Per Capita
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$800

GO Debt Per Capita

$1,000

$1,200

Property Tax
Levy Limit

4,713

Assessment
Limit

1,638

Property Tax
Rate Limit

13,162

No Tax Limit

6,092

Expenditure
Caps

FIGURE 2: OUTSTANDING DEBT PER CAPITA BY PROPERTY TAX LIMIT (1977-2002)12

2,607

$1,357
$526
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$614
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$946
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$200

$400
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Revenue Debt Per Capita

12The

tax limit categories are not mutually exclusive.
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