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CHAPTER I

INTRODUCTION 

Problem and Purpose

The assertion has been made that both the structure of 
state debt and state fiscal policy exhibit tendencies which 
are not conducive to nor compatible with sound economic 
principles of fiscal policy.

Experience in the area of state debt during the nine
teenth century was extremely unfortunate. Overexpansion of 
indebtedness and subsequent default were frequent. As a 
result, widespread changes were eventually made in the laws 
regulating state debt. These changes— particularly those 
limiting debt size— have produced alterations in the.finan
cial structure of state debt. The state debt of Arizona 
reflects this change. ’ The legal limitations have tended to 
channel public debt principally into public projects which 
are revenue-producing and capable of paying service charges 
on the debt.

As a result of these developments, it is possible that 
worthy projects needed by the public may fail to be under
taken. Debt restrictions and the inability of a project to 
earn revenue could deprive the public of needed projects.

It is interesting to note further that during periods
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of general economic fluctuation state fiscal and debt manage
ment policies have shown tendencies to amplify cyclical 
changes. This tendency can influence the whole economy 
because of the significant size of state expenditures and 
gross debt.

A critical analysis of state debt will be conducted 
with the foregoing observations in mind, to show that poten
tial economic benefits to society may be hampered by politi
cal intervention. The problems in this area may be better 
understood through an analysis of the effects of relevant 
economic and political factors.

Scope

The core of this analysis involves examination of the 
following factors: the theoretical principles underlying 
state debt and state debt structure, and the legal and 
economic aspects of state debt policy. These factors can 
affect both the state's economic system and the national 
economic system.

The economic effects of debt, as well as a general 
statistical analysis of state public debt, will be considered. 
Although Arizona's role will be discussed throughout the 
analysis, much of the critical analysis will relate generally 
to all states. It is reasonable to assume that Arizona, 
being part of the whole, reflects the same general character
istics and operative factors which affect all state debt.



3

Therefore, conclusions derived from general analyses may pro
vide the basis for valid inferences with respect to Arizona's 
case. Historically the analysis will cover the period 
beginning with Arizona's statehood in 1912 and ending in I960.

Sources of Data

The data used for this paper were taken from secondary 
and primary sources. The bulk of statistical figures pre
sented in the appendices were drawn from yearly bulletins 
published by the U. S. Department of Commerce and the U. S. 
Bureau of the Census. Reports from the offices of the 
Arizona State Auditor and Treasurer provided pertinent data 
on Arizona. In one case where information was needed on 
Arizona's debt, correspondence with the Arizona State Auditor 
was necessary. Material for the theoretical portions of the 
analysis was drawn from the body of economic literature; .
The authors whose work has been of most significance for this 
study are: Alvin H. Hansen and Ben U. Ratchford (material 
published during World War II) and Morris A. Copeland,
Richard A. Musgrave and Roland I. Robinson (studies published 
since 1959). Two recent studies by the National Bureau of 
Economic Research are worthy of special note. These stu
dies by Morris A. Copeland and Roland I. Robinson were 
extremely helpful in bringing this survey up to date.
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Outline of Project

The sequence of this project covers essentially three 
broad areas:

First, the theoretical principles underlying state 
debt are presented. This area is covered in Chapter II.
The effects of debt on the state as well as on the individual 
residents of the state include, such facets as'the nature 
of debt, deficit financing, retirement of debt; debt burden, 
and the benefit of state debt. - Chapter II also includes 
a section considering the legal implications of state debt. 
Such aspects as tax exemptions and legal limitations on 
state debt have had significant effects in this area, and 
cannot be overlooked.

The second general area is a survey of the historical 
trend and structure of state debt in general and in Arizona, 
specifically from 1912 to 1948. In Chapter III special 
attention is focused on state debt policy during the Great 
Depression and World Wars I and II.

Thirdly, a recent analysis of state debt behavior is 
covered in Chapter IV. The three recent recessions of 1949, 
1953 and 1957 present further-opportunity to study state 
debt policy during business cycles. This chapter covers 
both state debt in general and state debt in Arizona.



CHAPTER II

PRINCIPLES UNDERLYING STATE DEBT 

Economic Principles

The Nature of Debt: The general abstract concept of 
debt is that it constitutes one side of a transaction; credit 
is the other. The transaction therefore has two sides: one 
is payable; one is receivable by some person or institution. 
Furthermore, debt adds the same amount to the asset side as 
to the liability side.

Debt can be contracted in many possible economic sec
tors, that is, the private, public, business or international 
sectors. The sector concerned in this thesis is the public 
sector, but the distinction between the public and private 
sector is worth noting. There is a similarity in the areas 
of consumption where both sectors tend to maximize benefits 
and eliminate waste, but in the areas of production, employ
ment, and income there are many significant differences 
between the public and private sectors.

The individual operating in a manner most beneficial 
to his own private ends will usually not operate in a manner 
similar to that of the public sector. The individual 
desires primarily his own benefit, while the state (public’

5
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sector) has responsibility in many areas toward the citizens 
within its boundaries. The difference becomes one of scope 
of purpose.

There are many different ways of classifying state 
debt. Among the forms dealt with here will be:

1. Internal or external debt. State debt is mainly 
external.

2. Gross or net debt. Net debt is gross debt minus 
balances in government sinking and trust funds.

3. Negotiable or non-negotiable debt. Unlike the 
United States Treasury Series E savings.bonds, which are 
non-negotiable, government obligation, and revenue bonds 
issued by the state or its agencies may be negotiable. ,

4. Short-term or long-term debt. This distinction 
depends on the time between issuance and maturity. The 
type concerned with here will be .long*term.debt, i,.e., debt 
that matures no sooner than one year.L

With regard to the difference between external arid 
internal debt, it is worthwhile to note that the distinction 
not only may apply to contrasting federal and state debt, 
but also it has considerable economic significance.

The economic difference between internal and external 
debt per se is that external debt provides the basis for an 
import of real resources into the borrowing government.
This effect enables the borrowing government to provide 
additional facilities or services with the borrowed funds

1. Alvin H. Hansen, Fiscal Policy and Business Cycles. 
(New York: W. W. Norton and Co. Inc., 1941), p. 140.

2. H. M. Groves, Financing Government. (New York:
Henry Holt and Co., 1958), p. 568.
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without an lamedlate reduction in other uses of resources 
within the state, whether for consumption or for capital 
formation.^ Thus the realization of opportunity cost, i.e., 
utilization of certain resources for public satisfaction 
over the satisfaction of other public or private wants, 
is postponed until later when the debt is to be serviced.̂  
This later action of servicing the debt will reverse the 
economic effect of spending the borrowed funds and will set 
in motion an outflow of resources at that time.^ «

When borrowed funds come from external sources, an 
analogy may be drawn between.an individual consumer and a 
state government. The individual increases his volume of 
immediately available resources through the use of install
ment credit, while the state resorts to financial centers 
outside its jurisdiction.

• A  state’s funds arise from any one of three possible 
sources: savings within the state, the banking system , 
within the state, or financial centers outside of the state. 
In order to secure funds.from savings within the state, the 
state acting as an individual would have to enter the

3. R. A. Musgrave, The Theory of Public Finance.,(New 
York: McGraw Hill Book Co., Inc., 1959), p. 5/5.

4. Loc. cit.
5. Loc. cit.

... 6. Loc. cit.
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market for money and bid against other borrowers from either 
within dr outside the state. If this is the method chosen 
by the state, a rising interest rate could be the effect.
If the government decides to secure funds by selling bonds 
to the banking system within the state, and if the banks 
buy state bonds through an expansion of bank credit, the 
supply of money will be increased by an amount equal to the 
increase in demand deposits. Interest rates in this situation 
will be affected to a smaller extent (all things remaining 
equal) because of the lack of bidding for available funds.
Thus the increased volume of bank credit will tend to 
accentuate the stimulating effect of state spending (assum
ing banks have excess reserves and do not reduce their loans 
to other borrowers),

However detrimental or beneficial the first two methods 
may be for gaining the needed funds," the usual recourse 
which states choose for obtaining funds is that of borrowing 
from large financial centers outside the state.^

The usual procedure for state borrowing consists of a 
situation in which funds are transferred through the banking 
system into the borrowing state as reserves of the banks, 
which serve as state depositories. This procedure sets into 
motion expansionary monetary tendencies. Except for purchases 
of goods and services from outside the state, bank reserves

7. Ben Ratchford, American State Debts. (Durham, North 
Carolina; Duke University Press, 194l), p. 545.
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are increased and thus the banking group within the state 
can make loans several times the amount of the new reserves.

The effect of this action tends to reduce interest 
rates, other things remaining equal. When this action 
occurs, an easy money.policy may be forthcoming from the

. Qbanks; the banks may make credit more easily available."
Referring again to the usual method of securing funds 

by borrowing from financial centers outside the state, it 
is important to note that to the extent to which debt is held 
by persons outside the state, the effect is the same as if 
the national (or federal) debt were held by foreigners.
In such a case the debt would constitute a claim of foreign
ers against the people of the debtor state. Assuming full 
employment and’that all other things remain equal, servicing 
the debt requires an increase of exports over imports, thus 
lowering the real standard of living.9 This conclusion 
must be qualified, and it must be realized that the social 
benefit accruing from the public works built from the 
borrowed funds is not taken into account; otherwise, the 
opposite result (an increase in the standard of living) 
could very well be expected. The latter statement implies 
that the utility derived from the expenditure of borrowed 
funds could exceed the disutility of paying service charges

8. Ibid., p. 548.
9. J. F. Due, Government Finance. (Homewood, Illinois: 

Richard D. Irwin Inc., 1954), p. 452.
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and principal.
Of the two methods of financing government, i.e., tax

ing (pay-as-you-go) and borrowing, borrowing (debt creation) 
is the more expansionary. Lending money to the government 
is voluntary and does not reduce the wealth of the lenders 
because what occurs is that their wealth merely changes 
form.10 Reasons usually put forth as to the expansionary 
nature of debt creation are:

1. Borrowed funds would have been saved in any event.
2. Because it is a voluntary action, borrowing will 

have less adverse effect on incentive than taxation 
produces.il
' " - -  ' ' I ' " ' / " . ; ,  -The financial activities of state governments have 
decreased relative to the financial activities carried on 
at the federal and local government levels. Because of 
the relatively small volume of state financial activity, 
the effects of states’ operations have been said to be 
offset by financial activities of other government levels 
and/or the private sector.1% This result of course means

10. Ibid., p. 445.
11. Ific. Cit.
12. To substantiate this contention, amounts of 

expenditures at the state and local levels may be compared 
over a given time period. In 1938 total expenditures for
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that fiscal policy action.at the state level could be 
rendered ineffective either by the small volume of activity 
at that level or by counter-activity at other levels. 
However, the effect, if any, would vary to the extent of 
the amount of spending done within a particular state.13

Due to the practical impossibility of definitely 
measuring the economic effects of state spending, any 
analysis will have to be deductive. There are several 
reasons why it is difficult to measure the economic effects 
of the;states' participation and activities as debtors.
Some of the more inportant reasons are: .

1. State financial policies are and have been only 
minor forces in the over-all economic scene.

2. Given the multitude of economic activities 
carried on,within a national system such.as oursj economic 
effects of debt policy in a given state may be widely dis
persed because of the fact-that some services and'goods

12. (from p. 10 cont.) all state governments were 
$4.6 billion while those for local governments were $7 
billion; in 1946 the figures were $7 billion for the 
states and $9 billion for the localities. More recently 
in 1957 the states spent $24 billion while the localities 
spent $31 billion. The trend in Arizona is similar: 
expenditures of local governments for 1957 were,$216: 
million; those of the state were $181 million. U. S, 
Bureau of the Census. U. S. Census of Governments: 1957 
volume IV, number 3, Historical Summary of Government 
Finances in the United States. U. S. Government Printing ; 
Office, Washington, D. C., 1959.

13. Ratchford’, 0£. Cit., p. 549.
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have to be imported from other states. This dispersion will 
reduce any positive effects state spending may have.

3. The initial effects of expenditures from borrowed 
funds vary,widely,depending, on the use for which the funds 
are spent.1** ‘ " 1 ' ' *

While there are many economic advantages to be gained 
from debt creation, there*are in turn disadvantages due 
mostly to irrational behavior which ignores basic financial 
and economic principles.

Borrowing is relatively less oppressive than taxation 
and usually additional expenditures financed by borrowing 
do not give rise to immediate tax Increases. Consequently, 
little or ho opposition would be expected from the populace 
if borrowing were to be the method of financing. In 
comparison, if taxation were to be the method used for 
financing, legislators must take into considerationpossible ^ 
adverse reactions of the community towards immediate in
creases in taxation; These possible reactions will in turn 
be compared to the possible future benefits derived from the 
expenditures financed by tax revenue. The method of financing 
depends on the outcome of the above comparison and also on 
the pressures that exist for deficit financing.1  ̂ If borrow
ing is the chosen method of financing and little attention 
is given to future consequences, borrowing activities may be 
extended too far. This result could occur if there are no 14 15

14. Ibid., p. 542.
15. Due. Op. Cit., p. 458.
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restraints on borrowing to offset the relative ease and 
immediate benefits of borrowing activities. This sort of 
possible behavior is imich like that of the states during 
the nineteenth century, when there were no legal limits on 
their borrowing capacity. Vast sums of money were borrowed 
and used for purposes of very doubtful value to society.10 
In some cases debt burdens became so great the state 
governments were unable or unwilling to meet them and 
default was inevitable.

States handicapped by limited taxing capacities may at 
times be unable to meet their obligations. In such situa
tions state jurisdictions have at their disposal bankruptcy 
laws which were amended in the United States in 1938 to 
provide readjustment of debt.I? . . 16 17

16. Loc. cit.
17. Loc. cit. Bankruptcy laws appeared in the United 

States with the introduction of the Bankruptcy Act of July 1, 
1898, sometimes called the Nelson Act. These laws were 
amended on June 22, 1938 by the Chandler Act, which revised 
this title generally and included provisions covering state 
jurisdictions. Specifically, section 401 states "courts of 
bankruptcy shall exercise original jurisdiction for the 
composition of indebtedness of incorporated authorities, 
commissions, or public agencies organized for the purposes 
of constructing, maintaining, arid operating revenue pro
ducing enterprises; or any county, city, town or - municipality." 
U. S. Code, volume 2, title 10 and 11, (containing the 
general and permanent laws of the United States in force on 
January 6, 1959), U. S. Government Printing Office, Washing
ton, 1959, pp. 1675, 1739. The application of the preceding 
laws in Arizona's particular case can be seen in reference
to the Board of Regents (a public agency appointed by the 
Governor of the State). The Board of Regents having juris
diction and control over the universities and state colleges 
may purchase equipment, make necessary repairs, construct



14

Among other objections raised against creation of debt 
at the state level, those most worthy'of note are:

1. The use of loan instruments to finance continuing 
capital projects has an eventual cumulative result, i.e., 
as total indebtedness increases, the amount which must be 
held aside from the current budget for purposes of paying 
interest and debt retirement increases.1° This situation 
accelerates^ and reaches a point at which debt.service at 
first equals then exceeds the sum which is borrowed each 
year for - current capital expenditures (all things remaining 
equal).

2. Another common objection voiced against government 
borrowing is that it tends to induce inflationary condi
tions if full employment exists.

Economic Effects of Deficit Spending: In some re
spects state.and federal governments are similar. Such . . 
aspects as the elections of officials and the mechanics of 
law-making show similarities between the two levels of 
government. However, in the area of public finance many 
dissimilarities exist between the state and federal levels. * 17 18 19

""' V " 2 "  '... ■ ■ ■ ■ ■ \ >  \  ■ . c .
17. (from p. 13, cont.) new buildings and generally 

pay all expenses connected with the management of - the 
universities and state colleges. These powers implicitly 
give the Board of Regents the prerogative of accepting 
loans or grants, and/or borrowing money and issuing bonds. 
Arizona Revised Statutes, (St. Paul Minnesota: West Pub- 
lishing Co., 1956), Section 15-721, pp. 427, 438. Note: 
These provisions are unchanged as of April 1961.

18. Eliaabeth Y. Perart. Financing Capital Improve
ments: The Pay As You Go Approach. (Berkley, California: 
University of California Press, 1961), p. 9.

19. Lq c . cit. . . V
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State government must in many respects.subscribe to the 
same financial principles and philosophy as those a con- 
servatively managed corporation would follow. , With _ .
regard to debt financing, the state is in a position some
what similar to that of an individual. The federal govern- 
ment, on the other hand, has powers vastly exceeding those 
of a state or an individual. The reasons for this apparent 
difference between federal,and state government include at 
least three factors:

1. The states have limited (practical) taxing capaci
ties; most state revenue now comes from sales taxes.

2. States have no control whatsoever over the central
banking system. •• -

. 3. States do not possess power to coin or print money.
The absence of these basic factors greatly limits a 

state’s powers in many fiscal activities. The federal 
government, on the other hand, is in a position to engage 
in vigorous expansion programs via monetary and fiscal 
policies. These programs have a far greater economic 
effect than state financial activities.20 21 .

Attention will now be given to state expenditures per 
se. When a state spends within its borders this action may 
tend to raise wages, prices of goods and services, money

20. A. H. Hansen, and H. S. Perloff, State and Local 
Finance in the National Economy. (New York: W. W. Norton and 
Co., Inc., 1$44), p. 205.

21. Loc. Git
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incomes and profits (assuming conditions of full employment). 
When the state acting as an employer decides to enter the 
market, and if there exists a situation of full employment 
of factors, the state will in fact be bidding against 
other employers for the factors of production.^. This act 
of bidding for factors at a time of full employment will 
raise wages and.prices,of factors. To the extent that the 
above conditions remain true, over-all production will not 
increase and there will be no change.in real income.^

The boundaries of states, however, are unique as com
pared with those of foreign countries in that they are 
conveniently and easily traversed, at least for economic 
reasons. If unemployed factors are available in other 
states, and these factors are attracted by the higher 
returns in the fully-employed state, total production and 
real income will increase when these factors relocate and 
become employed. /

If conversely there.exists a situation of less-than- 
full employment at the beginning of the spending period, 
income (both money and real) will increase along with 
production without necessarily generating a rise in prices 22 23

22. Ratchford, Op. Cit., p. 548 .
23. Loc. Cit.
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and wages.^
Although state-level expenditures may raise the level 

of income within the state, the employment of particular 
out-of-state factors will "limit the effect of expenditures. 
In this case particular out-of-state factors do not relocate, 
and thus remove their income from the state. Leakages 
(geographic) widely dissipate the primary and secondary 
effects of state public spending.^5 This result almost pre
cludes the multiplier effect and especially any hope of 
measuring it. ; ! ,

The following two reasons are offered to explain the 
effects which both state and federal borrowing have on 
private income:

1. When the state borrows outside its boundaries:
(a) The funds are imported and this will tend 
to raise interest rates and lower bank reserves

: within the state:where the funds are:borrowed.
(b) . .The opposite will tend to occur in the
borrowing state, i.e., interest rates will 
decline while bank reserves will increase as 
funds are imported. ::
(c) * In the same respect (as in b above), all
things remaining the same, importing the funds 
will undoubtedly have more of a stimulating 
effect on income than borrowing the funds within 
the state. . ’ .

24. Loc. Git.
25. Hansen, State and Local Finances, pp 197-98.
26. Ratchford, Ojd. Cit., p. 547.
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2. At least part of the expenditures from funds, 
whether borrowed within or outside of the state, may,take 
place outside the state borrowing the funds. To the extent 
that this action occurs, at least a part of,the stimulating 
effect will be lost to the borrowing state.

This situation is admittedly in sharp contrast with 
national borrowing carried bn at the federal level. Here, 
virtually all the debt is internally held by the citizens. 
The effects of borrowing at the federal level depend on 
existing fiscal policy, and tend to be highly expansionary 
if the debt is borrowed from the banking system or less 
expansionary if the debt is borrowed from individuals.

In many cases state debt is serviced from revenues 
which conto from relatively regressive taxes, for example, 
state sales taxes. In the latter case redistribution of 
income entails greater inequality.Not only is this 
result possible, but increasing debt charges could impede 
or even preclude a state from providing the basic services

27. It should tie noted here that the term inequality 
as used throughout this paper is applied to the apportion
ment of certain taxes collected to meet governmental costs. 
The particular taxes mentioned here are sales taxes.
General sales taxes (especially those on consumption) are 
regressive, i.e., the tax rate decreases as the base or 
income increases. This regressivity of’the sales tax can 
be objectively said to entail inequality in that a higher 
percentage of income is taken in taxes from the lower 
income group. Inequality defined in this way is empirically 
verifiable and does not imply that inequality perse is 
either good or bad. . .
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required by a growing populace.28 In comparison, if at the 
national level regressive taxation revenues were being 
redistributed through debt services exclusively to persons 
in the middle or upper income groups, the results could be 
detrimental to the economy .29 The extent of these latter 
effects would depend on the relatively lower marginal 
propensity to consume of higher income groups.

The preceding analysis is an example and does not exist 
today. The fact is that not only is the ownership of

28. Hansen and Perloff, Op. Git., pp 196-7. As an 
interesting case in point, the Conlin Committee of the 
Michigan House of Representatives recently conducted a study 
to determine the severity of sales taxes in the State of 
Michigan. The fact that the state’s income is heavily 
based on the sales tax makes the over-all tax structure 
regressive. It was found that persons with an income 
under $2000 pay out twenty cents per dollar of income in 
state and local,taxes while persons, with incomes of $10,000 
or more pay out six cents per dollar of income; Judith 
Laikin. "What Made the Mess in Michigan"?; Reporter,,
22:33-35 (March 31, I960).’ A tax may be.defined as being regressive if the rate (the amount of tax levied per unit 
of tax base) decreases as the base increases. Hence, in 
the above case, by comparing the rate paid by the low income 
group (or 207.) to the rate paid by the higher income group 
Tor 67.), it is readily seen that the rate decreases as the 
base increases. Therefore, the tax may be termed regressive.

29. This statement is intended to apply to the status 
quo, however, a situation such as this actually occurred 
after the Civil War. The revenue system which emerged 
between 1865 and 1885 was completely regressive. Debt manage
ment during this period of time emphasized a rapid debt 
retirement program which retired approximately §1.5 billion 
worth of debt. This resulted in a transfer of money assets 
from individuals in.the lower income bracket to those in
the upper brackets. Paul Studenski and H. E„ Krooss,
Financial History of the United_States. (New York: McGraw 
Hill Book Co. Inc., 1952), p. l75.
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government bonds relatively widely dispersed among the ; 
various economic groups, but also federal government revenues 
come mainly from highly progressive taxes.^0 .•

' : Ability to Pay: r An analysis of public debt can hardly 
be complete without at least a mention of.the ability of a : 
state to pay or to meet its obligations. This prerequisite, 
as it may be called, very much determines whether a state 
will be able to borrow. •

The past record of a state's financial behavior, as with 
an individual, can very well affect its present day credit 
and its ability to borrow funds when needed. Ability to 
meet obligations in a broad sense, whether of an individual 
or a political subdivision, means responsibility, good 
faith, arid skill in management. These qualifications, 
among others, determine publiccredit despite the inability 
to measure these factors quantitatively.- 'L As a clue to a 
state's ability to pay, it may be said that the states 
generally in and of themselves possess extensive authority 
over the wealth developing within their borders.

Because there are so many areas over which a state 
has jurisdiction and because of its preferred position 30 * *

30. Ibid., p. 197.
31; Edna Trull, Resources and Debts of the 48 States. 

(New York: Dxm and Bradstreet Inc., 1937), p. 90. ;
: 32, Lpc; Git, r  ̂ •
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second only to that of the federal government, any attempt 
of evaluating precisely a state's ability to pay becomes 
highly complex. So it is evident that all factors affecting 
ability to pay cannot possibly be analyzed. The most ration
al method, therefore, is to view and evaluate those factors 
which in most cases are'the most realistic.J -

A favorite criterion used in assessing a state's 
ability to pay is the relation of debt to assessed valua
tion. ' This procedure has been criticized as unsatisfactory 
for judging debt-paying ability.'Summarized below are a 
few valid reasons for this criticism:^

1. The basis of assessment varies from state to state; quality of assessing is uneven in value and follows 
no set standard.

2. Assessed valuation varies as to the categories
of property included.. .

3. This measurement does not include all of the 
resources available for meeting debt obligations. ~

4. Total and per capita personal income are-more - 
relevant.. " " :y. - ;r ' - . :v. •• i:. . :

The following are criteria which provide a more rational 
basis for assessing ability to pay:-3-' 33 34 35

33. Ibid., p. 91. . : ■ .
34. Loc. Cit. . ;
35. Loc. Cit. The distinction between ability to pay 

and willingness to'pay should be noticed. The principle 
of ability to pay is based on the marginal utility theory 
as applied to income. According to the marginal utility 
theory the value of a dollar to the recipient decreases as 
income increases. If the less important dollars are taken
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1. Percentage of population making federal income 
tax returns.

2. Percentage of population making federal income
tax returns above $5,000. . -

3. Retail sales per capita.
4. Gasoline consumption per capita. . ,
5. Motor vehicles per thousand population.
6. Estimated taxable property value per capita.
7. Savings deposits per capita.
8. Amount of public debt that already exists. .
These criteria serve as a measurement and provide a

means to evaluate a state's economic position. The cri- 
terion relating to the percentage of population making 
income tax returns is concerned with diffusion of tax 
paying capacity. "It is felt that this test can best show 
a comparative degree of minimum financial well-being of a 
state's population."36 These standards are selected because 
of their ready availability; they are of fairly recent date, 
they recur periodically, and are relevant to the problem at 35 36

35. (from p. 21, cont.) by the taxation of individu
als according to their means, the total sacrifice collective 
ly will be minimized. A person may be able to pay taxes but 
this does not necessarily mean he is willing to pay. The 
principal of ability to pay provides a.basis upon which 
taxes are legally collected. Legally, the sixteenth amend
ment authorizing Congress to lay and collect taxes on incomes 
and the tenth amendment, granting the states inplicit power 
to tax, are examples under which persons are compelled to 
pay taxes. -

36. Ibid., p. 92
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hand. '
Two major problems confront state legislators who have

to meet large debt services: (1) the political effects of
having to collect more in taxes than can be spent on :
services to the state residents; and (2) future financial
restraints. With respect to a heavy debt burden, the most
significant effect of such a burden is that it limits a

37state's freedom and ability to meet new emergencies. If 
a state is heavily in debt, burdensome fixed charges in 
the form of interest payments must be met. Responsible 
state legislators will make sure these payments are met if 
maintaining good credit is a highly regarded state policy. 
Therefore, a part of the manner in which a state wishes to 
spend its revenue is in fact determined in advance. Such a 
situation can be highly restrictive, because if new needs 
arise the state may not be able to meet them.^

Implications arise concerning the fact that debt 
services from regressive taxes may possibly nullify the 
stimulating effect on the economy of loan-financed expendi
tures. Government obligation bonds (considered by most 
states as the only legal type of state debt) are usually 
serviced from general revenues collected from general sales 
and gross receipts taxes on the state level. These taxes 37 38

37. Ratchford. Op. Cit., p. 551.
38. Loc. Cit.
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are in effect compulsory prices charged for government 
services. The stimulating effects of loan-financed expendi
tures on capital projects will not necessarily be nullified 
purely because the annual charges are financed subsequently 
from taxes.39 The full effect of the loan expenditures on 
employment is felt when the project is constructed, while 
the subsequent taxation accumulates in small amounts covering 
the whole lifetime of the capital projects. :

The analysis may become clearer if in contrast it is 
assumed that the project is financed from current sales 
taxes, i.e., by means of the pay-as-you-go method. In this 
case there would be no expansionist effects because the 
relationship would be one of diverting part of the income 
stream from private consumption to community expenditure 
To the extent that this is true, financing capital outlays 
by means of revenue bonds would be the most expansionary 
method available. The fact that revenue bonds are not 
serviced from state sales tax revenues accentuates the 
expansionary effects of revenue bond financing.41 Future 39 40 41

39. Hansen, Fiscal Policies and Business Cycles, p. 182.
40. Loc. Git.
41. If the project is financed by revenue bonds and 

the cost of servicing the debt is included in the price of 
the goods or service the effect will continue to be re
gressive as individuals of the low income group purchase
the goods or services. However, in this case the transaction 
does not constitute a tax per se because the characteristics 
of compulsion and apportionment without close reference to
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deflationary effects due to servicing the debt from sales 
taxes would be lessened if this method of financing were 
used.

A further consideration of debt service and ability to 
pay is in respect to the usual case where states sell bonds 
to outsiders in the large financial centers. Funds which 
are paid to service the debt are lost to the state and 
represent a net reduction in the state *s purchasing power. 
Stated differently, to the extent that payments are made to 
bondholders outside the state, the purchasing power lost 
by taxpayers cannot be offset by an increase in purchasing 
power (i.e., income from interest payments) realized by - 
bondholders within the state.^ In such a situation a : 
reverse multiplier is brought into action, possibly causing 
prices to fall and bringing lower profits and unemployment. 
Repayment of principal to bondholders is usually regarded 
not as additional income but as a return of capital to be
earmarked for reinvestment.^

Retirement of Debt: Once debt is contracted, decisions
affecting the debt in the future must be made. If the debt 
is to be refunded (regardless of the nature of ownership) 41 42 43

41. (from p. 24, cont.) individual benefit (both 
necessary conditions in the definition of a tax) are absent.

42. Ratchford, Op. Git., p. 553.
43. Loc. Git.
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there will generally be no immediate economic effects; but 
if the debt is to be retired, subsequent deflationary effects 
can be expected.

In recent decades, retirement of state debt has been 
conducted on a systematic basis, that is, by legal or con
stitutional provision or by serial-issue method. Undoubted
ly this trend has hampered flexibility in state fiscal 
policy, which is important in times of general economic 
fluctuation. This situation is sharply contrasted with the 
federal government's policy concerning debt retirement where 
general economic necessity usually dictates the decision.
It would be pure folly, for instance, if the federal govern
ment were tied to a system in which debt is to be retired 
systematically despite the economic conditions then prevail-

Analysis of economic effects in respect to repayment 
of state debts must include the following two factors:.. - - - » i . - : . • . • • • • "
first, those to whom the funds are repaid, and, secondly,

45the way in which the funds are to be repaid.
In consideration of the latter factor, leakages in 

income via sales taxes in the lower-middle and low income 
groups could cause reductions in demand for consumer goods, 
and therefore in aggregate business activity. As for the 44 45

44. Due, 0i>. Cit., p. 467.
45. Ratchford, 0£. Cit., p. 552.
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former factor, the .possible reduction in business activity 
arising from income leakages could be offset by increased 
expenditures from income in the form of interest payments 
accruing to the bondholders.^

If the debt has been borrowed from the banking system, 
then in repayment, funds sent out of the state are remitted 
through the banking system, and act to reduce the reserves 
of the banks within the state. Ultimately, deflationary 
tendencies could result.^

Where the situation is one in which banks have ex
panded credit to the maximum amount their reserves would 
permit, the reduction of such funds via debt retirement

' * * ' ■ ' i • >"■ ........t * i ~  * - . , ' • - , :would force either a curtailment of loans or a resort to 
rediscounting in order to increase reserves. Furthermore, 
deflationary effects may be accentuated by the fact that 
the state generally will carry smaller bank balances during 
such a period of debt reduction. Logically there will be
- -. . .. . - -Aftless need for large balances.

Debt Burden: After state debt has been incurred,
service charges in the form of interest follow. The cost 
of subsequent service charges constitutes a burden on tax
payers. In the case of funds borrowed on the full faith 46 47 48

46. Loc. Cit. ' -
47. Ibid., p. 554.
48. Loc. Cit. '
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and credit of the state the burden is inequitable. This 
inequity arises from the fact that the service charges on 
government obligation bonds are paid from sales taxes, the 
effect of which rest heavily on the low income groups. 
Furthermore, the burden felt by the lower income groups 
aggravates unequal income distribution.^ Again this 
situation is in marked contrast to analysis of debt burden 
at the federal level where virtually all public debt is 
internally held. From the viewpoint of society as a whole, 
debt services merely entail a transfer between bondholders 
and taxpayers. - :

; State taxpayers bear the burden of state debt service 
at the time the charges of such debt services are extracted. 
The real cost is felt to the extent that funds (taxes for 
servicing debt) are not returned to the members of the 
locality from which they were taken.

Some methods utilized in financing non-recurrent 
expenditures are inequitable. -If the financing of the entire 
cost of heavy non-recurring expenditures were conducted in 
a short period of time the result wuld be extremely in
equitable between present and future taxpayers.. Borrowing 
the funds will allow a greater dispersion of the burden 
through more uniform tax rates.

The opposite result will occur if comparable amounts 49

49. Hansen, Perloff, Op,. Git., p. 196.
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are to be spent each year. In this respect, there is no
justification for borrowing for capital .improvements."*®

. , - - - ■ --' - - -

Considering the - state| as a whole, the existence of
external debt is certainly, a burden, since resources must

v  ' ■ ' ... 51be given up in order to service the debt. There is the
possibility, however, that the present generation of tax
payers are better off in the short run. Theoretically 
the benefit derived from the public works financed by debt 
could greatly exceed. the burden and inconvenience of the 
corresponding debt service. The converse is also true; 
the present generation will be worse off if past imports 
of borrowings have been used for consumption purposes 
or for expenditures of durable capital goods that were not 
sound, useful investments.^ ...

Statutory and Constitutional Aspects 
of State Debt

Sanction and Restraints of Borrowing: In the past it has
been seen that if the states are allowed to engage in 
financial practices of any form, certain adverse political 
and economic consequences can occur. Because of this ten
dency many restrictions have been placed on the states’ 50 51 52

50. Due, Op. Cit., p. 456.
51. Misgrave, Op. Cit.. p. 577
52. Loc. Cit.
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freedom to borrow.
Article I, Section 10, of the Constitution of the 

United States prohibited all states from passing a law that 
would impair the obligations of contracts. To fortify this 
prohibition (and for other reasons not pertinent to the issue 
at hand) Article III, Section 2, was.adopted to extend the 
judicial power of the United States to all cases in .law 
and equity arising under the Constitution, the laws of the.
United States, and to controversies between two or more

;■ . .. /states; between a state and citizens of another state; 
between citizens of different states; and between a state, 
or the citizens thereof, and foreign states* citizens or 
subjects.

- Because of the strict limitations, especially between 
a state and citizens of another state, these provisions 
were soon to be amended by the eleventh amendment to the 
Constitution in 1798. This amendment reflected a desire 
to maintain the integrity of states' rights and prohibited 
suit against a state without its own consent, unless the 
party bringing the suit is another state. Thus the states 
regained sovereign powers in all respects concerning their 53

53. W. L. Raymond. State and Municipal Bonds. 
(Boston: Financial Publishing Co., 1923), p. 12.
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d e b t s 1 This amendment was adopted after a controversy 
over states' rights which started in 1792 through a suit 
brought by a citizen of North Carolina in the Supreme Court 
of the United States against the State of Georgia.^5

States are the only governmental units which have im
posed constitutional regulations and limitations on their 
own borrowing power. The limitations have been enacted by 
constitutional amendment and by referendum only after legis
latures had borrowed foolishly and had financially em
barrassed the states.

The first limitations on state debts were imposed 
after many defaults occurred in the 1840's. Many more de
faults, however, followed the reconstruction abuses in the 
South. Subsequently, most states upon entering the union 
included debt limitations in their constitutions.^^ 54 55 56 57

54. United States Constitution as contained in Arizona 
Revised Statutes, volume I, Op. Cit., p. 23.

55. Chisholm vs. Georgia, Raymond, Op. Cit.. p. 12.
56. Ratchford, Op,. Cit.. p. 7.
57. Loc. Cit. The debts incurred by the Southern 

states during the Civil War were legally repudiated by the 
federal government in 1868. This legal repudiation was the 
result of the fourteenth amendment, section four, of the
U. S. Constitution where it is explicitly stated that any 
debt or obligation incurred by any state for aid of insur
rection or rebellion against the United States shall not be 
paid; and that all such debts shall be declared illegal 
and void. Arizona Revised Statutes, volume 1, Op. Cit..p. 26. -
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Consequently the pressing -demand for public services 
that require borrowing often clashes with legal limitations 
designed to restrict such borrowing. In order to meet the 
demands of the populace, this problem has been surmounted 
by the use of other methods to finance state public debt.**®

Notwithstanding these political interferences, the more 
effective limitations on expansion of state debt are the 
weight of federal taxes and debts, the capacity of voters to 
influence public borrowing at state levels, and political 
expediency."^ .

These factors are evident when it is realized that more 
than half of the outstanding state debt is now outside of 
the debt limit of state regulations and does not require 
ballot approval of the populace. These facts suggest that 
constitutional limitations have been ineffective in prevent
ing rapid expansion of state debts and that the limiting 
provisions are becoming nothing more than archaic con
straints.58 * 60 ;

Of historical interest is the fact that few of the

58. R. 'I. Robinson, Postwar Market for State and Local 
Government Securities. (Princeton: Princeton University 
Press, i960), p. 50.

' 59. R. A. Freeman, Workshop on Constitutional Debt 
and Tax Limits. (Phoenix, Arizona: National Municipal 
League, I960), p. 4.

60. Loc. Cit. V  * '
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existing-limitations in state constitutions appeared in the 
original:statutes. Most restrictions were inserted by sub
sequent amendments to state constitutions. The reason 
restrictions have not been repealed is that the opponents of 
constitutional limitations have been unable to attract ade
quate support from the electorate.^ There have been, and 
probably will continue to be, strong objections to these 
restrictions. When new projects or services are forthcoming 
taxpayers will be called upon to pay the required taxes. It 
is the contention of some that those taxpayers who are 
affected in any way by such projects and services should be 
granted the prerogative to approve or veto.them.^

Frequently state legislation pertaining to economic 
matters does not adhere to rational economic analysis. More
over, it is difficult to convince legislators that accumu
lation of debt will not necessarily endanger the economy. 
Increasing income increases the ability to pay taxes. There
fore, if rising debt charges are kept within the limits 
set by the growth of state income, there is no need to fear
economic collapse from an increasing,debt.63 However,
caution should be exercised because a continuous rise in the 61 62 *

61. Loc. Cit.
62. Lq c . Cit. : \
63.. S. E. Harris. Postwar Economic Problems. (New York: 

McGraw Hill Book Co. Inc., 1943), p. 170.
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cost of debt in the face of stable or falling incomes will 
ultimately bring disaster.

A recent example of how constitutional limitations and 
partisan politics can affect attempts to revive a financially 
troubled state occurred in Michigan in 1959. At that time 
Democratic Governor G. Mermen Williams attempted unsuccess
fully to issue a $50 million bond issue to meet payrolls 
and other pressing expenses.^

At this time the Michigan State Senate had a Republican 
majority. This situation was a chief cause of friction 
between the executive and legislative,branches. The Senate 
was deadlocked because the members were unable to compromise 
on a tax issue. The tax issue dealt with choosing between a 
corporate income tax or increasing the existing sales-tax.
This deadlock has been mainly responsible for Michigan's 
recent financial ailment. Michigan's handicap is aggravated 
by the dearth of corporate and personal income taxes, and by 
a $150 thousand debt limitation contained in the state con
stitution.

It is contended that the close link between political 
affiliation and economic interest precludes chances for 
compromise between Michigan's legislators.^5 64 65

64. "How to Go Broke", Newsweek, 53:22, (March 2, 1959).
65. Judith Laikin, "What Made the Mess in Michigan"? 

Reporter. 22:33-35, (March 31, I960).
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Revenue Bonds vs. Government Obligation Bonds: State
debt consists of either government obligation bonds or 
revenue bonds. Government obligation bonds are serviced 
from the general tax;revenues of the state, while revenue 
bonds depend solely on the revenue of the project financed 
by the bonds. A state’s financial position regarding such 
aspects as service charges and debt expansion depends on the 
state's preference for revenue bonds or government obliga
tion bonds. The following analysis is important because 
of the technical differences between revenue bonds and 
government obligation bonds, and because of relatively 
extensive use of revenue bonds.

Some of the following implications are essentially 
financial in nature but in all cases the implications are 
relevant to the underlying economic aspects of state debt.

Since considerable space was devoted to government 
obligation bonded indebtedness when analyzing the economic 
effects of state debt, this section will be devoted to 
revenue bonds.

Revenue bonds seem to be still in a state of evolution. 
They may be issued by a state or interstate agency, by a 
political subdivision or by an agency of a political sub
division (local). Revenue bonds are not full faith and 
credit obligations of any governmental unit. Furthermore, 
revenue bonds may not be serviced from nor lay any claim 
to or upon the tax or other general revenues of a
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governmental unit.66 The most important chatacteristic of 
revenue"bonds (and also the basic reason for their wide use) 
is that they are not subject to the constitutional and 
statutory debt limitations found in most state laws.

Technically, revenue bonds are not backed by the full 
faith and credit of the state government. Debts financed 
by revenue bonds are actually disguised general obliga
tions.6? it is the opinion of some that the state has a 
"moral obligation" concerning all outstanding bonds. The
state will support jeopardized issues for purposes of

■ 68rescuing a project and to maintain good credit.
In many states the state courts subscribe to the

special fund doctrine which holds that bonds serviced from
special funds are not debts in the constitutional sense.

: ' ' * * "This doctrine has been criticized because in its
development many courts have shown a disregard for and ig
norance of economic factors involved. "There is no economic 
justification for the special fund doctrine if a state has 66 67 68

66. B. U. Ratchford, "Revenue Bonds and Tax Immunity", 
National Tax Journal. 7:40-9 (Karch, 1954).

67. Elizabeth Y. Deran, Financing Capital Improve
ments: The Pay-As-You-Go Approach. Legislative Problems
#4, (California: Bureau of Public Administration, University 
of California at Berkley, 1961), p. 10

68. Loc. Cit. . .....
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a reasonable debt limitation.*1̂  Furthermore, the principal 
cause of this doctrine is the existence of strict consti
tutional debt limitations. There appears to be, logically, 
a fundamental inconsistency in applying the doctrine of tax 
immunity under existing laws and conditions. For, in order 
to invoke tax immunity, the agency which issues the bonds 
must:show that they are state or local obligations; but in 
order to prove that the issues are true revenue bonds (not 
subject to legal debt limitations) the agency must in fact 
show that they are not obligations of the state or political 
subdivision. This latter point has been demonstrated 
numerous times in cases involving revenue bonds. As a 
case in point, the Kentucky Court of Appeals has said

The ingenious plan for paying for the property must 
be deemed to be a proprietary venture.... It is 
expressly stated in the statute, ordinance, and bonds 
that they do not constitute an obligation of the 
municipality. Nor is there any lending of credit in 
other form... The city's hand collects and disperses 
the rents. It becomes a trustee but not a creditor 
or guarantor.69 70

Notwithstanding this apparent inconsistency the primary 
purpose of tax immunity remains, namely, to protect the 
existing and essential functions of states. Revenue bonds 
are justified on the ground that states will not use general

69. Ratchford, American State Debts, p. 464.
70. Faulconer v. Danville. 232 S.W. 2d 80, p . 84 

(1950).
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funds to service them.7?-
Generally, revenue bonds are used for the purpose of

financing sone specific revenue-producing project such as,
toll bridges,.toll roads, university dormitories, and off-

79street parking facilities.
It is of financial and historical.significance, that 

before World War I states’ debts were financed almost ex
clusively, in the form of term bonds; i.e., the entire issue 
matures on the same date. This method of financing proved 
to be awkward and tended to create problems. It involves 
detailed planning and strict timing. Legislators have to . 
make yearly appropriations, and the possibility of having 
the accumulated funds raided (borrowed and not repaid) is . 
present. Also, the administration of sinking funds re
quires much routine clerical work and skillful financial 
judgment to insure a fair return, protect the principal 
and maintain a sufficient degree of l i q u i d i t y . T h e use 
of term bonds is wise when refunding is intended.

For more efficiency, the serial bond has been devised. 
This bond does not require a sinking fund, thus avoiding 
many of the aforementioned administrative tasks. Serial 71 72 *

71. Ratchford, Revenue Bonds and Tax Immunity, p. 42.
72. Ibid., p. 40.
73.. Ratchford, American State Debts, p. 268.
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bonds also afford a selling advantage in that they give the 
investor a greater choice of maturities.^ The serial bond 
method affords a further advantage if debt is to be retired.

The market for revenue bonds exhibits a greater simi
larity to the corporate bond market than does the government- 
obligation bond market. Moreover, a greater proportion of 
revenue bonds are in term form rather than in serial form.
In comparing cost, it has been found that when financing 
is handled through revenue bonds the cost is greater than 
financing through government obligation bonds. This differ
ence apparently arises from higher returns paid for greater 
risk in carrying revenue bonds.^

The situation in the State of Florida offers an example 
where virtually all state debt is in the form of revenue 
bonds. This practice arises from the fact that the Florida 
Constitution prohibits the issuance of government obligation 
bonds. With such a limitation Florida has had to resort 
to a method of financing the result of which has been a 
large debt administered without adequate controls and at a 
relatively higher cost.^ - - ' 74 75 76

74. Loc. Cit.
75. Robinson, Op. Cit.. p. 16.
76. Wylie Kilpatrick, Financing State and Local Govern

ments in Florida. (Tallahassee. Florida: Florida Citizens 
Tax Council, State Capitol Building, 1957), p. 86
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... Tax Exemptions: Immunity from tax on income derived
from state government bonds is an important and interesting 
part of the study of state public debt. There is no specific 
provision in the U. S. Constitution prohibiting the federal 
government from taxing state instrumentalities, or the 
states from taxing federal instrumentalities. The prohibi
tions recognized today have developed as a result of court 
decisions which rest upon the philosophy and theory of 
governmental systems existing in the United States, and not 
upon specific mandate. Court decisions have been based on 
the theory of dual sovereignty, which means simply that 
fully sovereign state governments operate within a fully 
sovereign government.^ An important decision concerning 
federal sovereignty originated in the McCulloch vs Maryland 
case in 1819. This case involved an act by the legislature 
of the State of Maryland to impose a tax on all banks or 
branches in the State not chartered by the legislature.
The judgment handed down stated that : . .

The states have no power by taxation or otherwise, 
to impede or burden the operations of the consti
tutional laws enacted by Congress to execute the 
powers vested in the general government.

The court declared that the law passed by the legislature of 77 78

77. Groves, 0£. Cit., p. 396.
78. Reports of Decisions in the Supreme Court of the 

United States. Vol. IV. 5 ed.. (Boston: Little Brown and Co.. 
1870), p. 439.
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Maryland imposing a tax on the Bank of the United States
79was unconstitutional and void. This decision is said to 

have originated the doctrine of reciprocal immunity.
It is difficult to define precisely government instru

mentalities. Broadly speaking, a government instrumentality 
may include: all corporations (they get their charters from 
governments); all land (underlying title lies with state 
governments); copyrights, voting, government bonds and 
government enterprises. However, the doctrine of reciprocal 
immunity does not apply to all of these instrumentalities,^® 
In a case concerning income from bonds the court unanimously
ruled out the application of federal income tax to the

81interest upon municipal bonds.
Recent decisions have.suggested that the courts would 

not appeal to the doctrine of reciprocal immunity unless it 
were evident that a tax in fact was a tangible or certain 
economic burden on a political subdivision.^2 • •.

Until 1941, interest on federal, state and local bonded 
indebtedness had beenn. exempt from liability of income tax 79 80 81 82

79. Loc. Git.
80. Thomas R. Powell, "The Waning of Government Tax 

Immunities", Harvard Law Review, Vol. 58, (May 1945), p. 633.
81. Pollock vs.Farmers Loan and Trust Co., 185 U. S.

601 (1895).
82. Robinson, Op.. Cit.- p-. -22. ' ' v
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when the federal government decided to discontinue tax 
immunity on federal government bonds. However, state and 
local government bonds continued to receive the federal in
come tax exemption. After this decree became law, subsequent 
state and local government bond issues exhibited a declining 
yield pattern which settled to a very low level. Investors 
in relatively high income brackets, faced with declining 
returns from federal government bonds, transferred their 
funds into state and local government bonds. The effect of 
an increased demand for state and local government bonds 
resulted in simultaneously increasing the value and decreas
ing the yield of such bonds.

Limitations on Arizona's Debt: Public debt in the
State of Arizona has been limited since statehood was granted 
in 1912. Acting in accordance with the sovereign power it 
possesses over public debt, the State of Arizona included a 
section in the state Constitution which limits public debt 
to an amount of $350 thousand. Government obligation bonded 
indebtedness is the type of debt which is subject to the legal 
limitations.^4 83 84

83. Ibid., p. 12.
84. The movement of specific types of debt in Arizona 

may be seen over time in Table II, Appendix A. Data pre
sented on Arizona’s state debt are rough because of incon
sistency in the sources, and in places data are missing 
because there was a lack of sources. Despite these short
comings it is felt that the existing figures are adequate for 
the scope and purpose of this analysis.
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Refunding bonds and the legal aspects pertaining there
to are important in determining the composition of Arizona's
state debt. The State Loan Commission provides for the 
refunding and issuance of state bonds for any indebtedness 
authorized by law to be incurred by a county, municipality, 
or school district.

The bonds shall further be issued upon the faith 
and credit of the state only to the extent that it 
will cause to be levied and collected taxes for the 
payment of the principal and interest of such bonds 
and pay the principal and interest when such bondshave been issued.”
The limitation of public debt in Arizona was imposed 

despite the absence of defaults experienced in some other 
states. From the point of view of restrictions on debt, 
Arizona benefited from its late entry into the union, 
being aware of the record of other states during the nine
teenth century. This experience helped guide the lawmakers 
who wrote the Arizona Constitution.

The following are excerpts from the Arizona State 
Constitution and code of revised statutes concerning public 
debt.

1. Article IX, Section 5: The state may contract
debts for casual deficits or failures in revenues or to meet 85

85. Arizona Revised Statutes, Vol. 11, Section 35-429, 
Op. Cit., p. 305. The State Board of Equalization directs 
the amounts to be paid into the state treasury by the county, 
municipality or school district. These amounts are to be 
levied-in the same manner as that of state indebtedness.
L2£. Cit.
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expenses not otherwise provided for; the aggregate amount 
thereof is not to exceed $350 thousand for all periods of time.86 • ■ ' - r • - v - '

2. Article XX, Section 6: This section provided that
the territorial debt and liabilities existing at the time 
of the Enabling Act of_!910 were to be assumed and paid by 
the State of Arizona.87 For further information concerning 
this matter see Appendix B.

3. Article XXll, Section 3: In this section it is
stated that all debts which have been added in the past and 
those which will be added in the future to the territory of 
Arizona shall be applied to the State of Arizona.88

From the annotated statutes come the following laws 
concerning the public debt:

1. Title 35, Ch. 3, Art. 2, Sec. 421: Government
obligation bonds issued under the provisions of this article 
are not to be taxed within the State of Arizona.8°

2. Title 30, Ch. 1, Art. 7, Sec. 226: Under this
section it is specifically stated that the revenue bond 
does not constitute a debt of the State of Arizona and is 
payable only from revenues of whichever authority issued 
them.90

The presence of the constitutional limitations (written 
no doubt with the intention of protecting the State’s

86. Arizona Revised Statutes Annotated. (St. Paul, 
Minnesota: West Publishing Co., 1956), p. 150. No revisions 
have appeared inithe articles and statutes cited in this sec
tion as of the publication of Arizona Revised Statutes 
Annotated, April, 1961.

87. Ibid., p. 181.
88. Ibid., P. 185.
69. Ibid., p. 295.
90. Ibid., p. 122.
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finances) have not handicapped the financial needs of Arizona. 
Legislators in dire need of additional funds have resorted 
to using revenue bonds. In Table II, of Appendix A, it is 
evident that debt in the form of revenue bonds has increased 
appreciably, over the years 1915-60.

. Although the growth in net debt has increased, Arizona's 
financial position appears sound. Starting with 1958 out
standing debt in the form of government obligation bonds 
has dwindled to a negligible amount.

Sales taxes in Arizona have increased greatly. These 
taxes are the greatest source of revenue for Arizona and they 
service the government obligation-type state debt. It is 
contended, therefore, in the light of these developments, 
that Arizona is in a favorable financial position with regard 
to debt policy. ,

Summary: ■ The preceding examination of state debt is 
essentially general in nature. Distinctions are made between 
debt on the federal, state and individual levels. These 
distinctions are necessary in order to compare the effects 
of indebtedness on the federal and state levels. It was 
seen that.the nature.of indebtedness is essentially similar 
between the state and individuals.
: State-level debt is usually external or internal, gross

or net, short-term or long-term. External debt (borrowing 
from financial centers outside the state) is the usual source 
for state-borrowed funds. Thisimethod of borrowing is highly
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expansionary within the particular state when debt is con
tracted^ and highly deflationary when debt is retired. It 
was found that borrowing at the state level is not as ex
tensive as borrowing at the federal or local levels. The 
truth of this statement lies in the fact that the federal 
and local levels handle a greater share of public functions.

The economic effects of state expenditures depend on 
the amount of expenditures that remain within the state, and 
the economic situation existing at the time the expenditures 
are made. Variations of expenditures which remain in the 
state can raise or lower wages, commodity prices, money 
income, and profits. Inflation could be accelerated or 
real income could increase, depending on the level of 
employment at the time the expenditures are introduced 
into the economy.

Debt servicing depends on general state revenues. The 
revenues in turn depend primarily on sales taxes. The 
nature of these taxes tends to be relatively regressive and 
rest heavily on the lower income groups. Eventually, if 
large debts relative to increases in incone are allowed to 
continue, defaults could result. The burden of state debt 
is felt more by the lower incone groups because of the 
larger percent of income that must be paid in taxes by these 
groups.

Although states play a relatively minor role in the 
area of public finance, their record of defaults during the
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last century is not without discredit. Constitutional debt 
limitations have been imposed, thus making new methods of 
financing inevitable - for example, revenue bond financing.

Arizona began its role as a state with public debt 
limitations written into the state Constitution. Apparently, 
these limitations have not been a hindrance to public finance. 
Arizona’s .debt limitations have been successfully circum
vented and its debt structure has accordingly changed. An 
extreme change from government obligation bonds to revenue 
bonded indebtedness"has not threatened the financial stabili
ty of Arizona.



CHAPTER III

5 HISTORICAL ANALYSIS OF STATE INDEBTEDNESS
..............  1912-1948

A historical analysis of Arizona state indebtedness 
first requires an overview of state debt in general.
Among the several states state debt is similar both in 
composition and in behavior during cycles; therefore, 
Arizona’s role in the area of public debt can be reasonably 
deduced. -

A statistical review of state debt over a few decades 
shows changes in structure and increases in the over-all 
amount. The behavior of state debt during the business 
cycle is among the more important observations of histori
cal debt movements. The attempt here is to look at 
statistical data on debt over time, and to examine ten
dencies and.economic effects of fiscal policy during the 
cycle, ■ : . . . r -

Debt Trend: In generali state and local debt increased
from 1916 to 1940, declined during the period from 1941 to 
1946, and then resumed an upward trend. The greater part 
of this debt was incurred by local subdivisions of govern
ment. In 1916 local governments were responsible for 
seventy-one percent of the net public debt outstanding,
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while the states owed only seven percent, and the federal 
government twenty-two percent.*-

During World War I state debt declined while federal 
debt increased. Throughout this period the relative 
importance of state and local debt declined toronly seven
teen percent of the total, mainly because of the sharp 
increase in federal debt. However, 'this situation was 
temporary because as the 1920's progressed the trend was 
reversed, and state and local debt more than doubled while 
federal government debt declined. The reasons are simple 
enough; with war borrowing ended and factors of production 
again available, the states quickly resumed new highway 
construction. Highway construction was the largest factor 
accounting for rapid increases in state debt during the
decade ending in 1930.

- ' ; ■ > . . —

During the depression years, 1930-1940, state debt 
exhibited a stable trend. State and local debt accounted 
for only five percent of total public debt in 1945 as 
compared to forty-six percent in 1930. This fact is due 
primarily to the giant role played by the federal govern
ment during World War II. .

At the termination of World War II there was again a 
sharp rise in state, and local debt issues. This reaction 
was somewhat similar to the experience following World 1

1. Federal Reserve Bank of Philadelphia, "State and 
Local Finance", Business Review. August, 1949, pp. 8-9.
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War I.2 3 ' ;
. • V ' "* ' ' : : • -

From an over-all view of state debt for the past four 
or five decades, there may be gained the impression of a 
long-term.upward trend in total state debt and in state debt 
per capita. However, some observers stress the significance 
of the trend in net debt which is gross debt minus any 
sinking funds set aside to accumulate resources for the 
retirement of bonds. In this respect it is difficult to be 
definite about trend either on an aggregative or a per 
capita basis.

From the 1890's to 1930 net debt, both total and per? • • . * -

capita, increased. The reason for this is that the re- 
sponse of the states to the industrial revolution promoted 
an increase in expenditures for capital and current purposes. 
Table 1 shows that between 1909 and 1929 state arid local 
expenditures were, growing more rapidly than gross national 
product. Expenditures for the decade 1929-38 were substan
tially higher than for the preceding decade. This latter

2. L2£. Git.
3. Kbrris A. Copeland, Trends in Government Financing. 

(Princeton: Princeton University Press, 1961), p. 172.
■ 4. In reference to the industrial revolution in the 

United States, the period preceding the Civil War witnessed 
the introduction of machinery and the factory system. It was 
not until after the Civil War that machinery production, the 
factory system, and a wage earning class were definitely 
established in the United States. H. E. Barnes, An Economic 
History of the Western World. (New York: Harcort, Brace and 
Co., 1937), p. 404.



A COMPARISON OF STATE AND LOCAL GOVERNMENT NON-FINANCIALb 
EXPENDITURES TO GROSS NATIONAL PRODUCT, BY SELECTED PERIODS

; TABLE I

YEAR ANNUAL AVERAGE 
OF G.N.P. 
(Billions of 
Dollars)

(1 )

RATIO OF TOTAL 
NON-FINANCIAL 
STATE & LOCAL 
EXPENDITURES 
TO COL. 1 
(Percent)

(2 )

RATIO OF STATE 
& LOCAL G.N.P. 
EXPENDITURES 
TO COL. 1 
(Percent)

(3)

RATIO OF TRANS
FER TYPE STATE 
& LOCAL
EXPENDITURES TO 
COL. 1 
(Percent)

(4)

RATIO OF STATE 
& LOCAL ENTER
PRISE PAYROLLS 
TO COL. 1 
(Percent)

(5)
KUZNETS ESTIMATES

1 8 9 0 12.4 4.6a
1 9 0 9 - 1 8 40.12 . 6 . 3
1914-23 6 1 . 9 0 6 * 6

1 9 1 9 - 2 8 8 1 . 2 0  ; 8 . 2

1924-33 79-13 1 0 . 9 ■

1 9 2 9 - 3 8 69.95 14.2
COMMERCE DEPARTMENT ESTIMATES

1 9 2 9 - 3 8 77.9 12.7 ...
1 9 3 0 - 3 9 76.7 13-5 9*2 2 . 1 0*23
1940-45 1 6 8 . 8 8 . 2 4.6 1 . 1 0 . 1 8

1 9 4 6 - 4 8 234.5 9.6 5.5 1 . 2 . 0 . 2 0

1949-50• 270.0 1 1 . 6 7.0 1.4 0 . 2 2

a - The state and local expenditure figure used in computing this percentage is the total 
shown in the census.

b - Non-financial expenditures means payrolls, procurement and construction costs, aids and 
benefit payments, interst and tax refunds.

NOTE - Columns 3, 4, and 5 are based on Department of Commerce income and product estimates.
Transfer type expenditures include transfer payments plus gross interest.

SOURCE - Morris A. Copeland, Op. Cit.. p. 47*
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behavior may have nullified partially the contraction of state 
and local expenditures for the years 1932-33. From 1939 to 
1944 the ratio of total state and local expenditures to 
gross national product dropped to a level equal to that of 
the 1920's.5 : '

A very moderate correlation exists between the differ
ences in regional per capita state and local debt (net) and 
regional per capita incone for the period ranging from 1890 
to 1942. Between 1890 and 1922 (the impact of the indus
trial revolution on state and local government capital 
outlay seems to have been particularly strong during this ' 
period) these observed regional differences became wider.
But this tendency was reversed during the period between 
1922 and 1942; the differences tended to approximate one 
another.<■ This behavior has been attributed to the growth 
of cities in regions that were relatively less urbanized in

In analyzing long-term debt trends on the state level 
the debt can be identified by purpose of issue in most 
cases. 'Furthermore, it is apparent that capital outlays 
account for the majority of state debt issues. On the state 
level these capital expenditures include: construction of 
buildings, roads and other improvements; for purchase of

5. Copeland, Op.. Cit., p. 48.
6. Ibid., p. 168.
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equipment, land and existing structures; additions, replace
ments, and major alterations to fixed works and structures.?

' - As observed by most authorities, in the pre-World War 
II period, and in certain post-war and rearmament periods, 
peaks in general business tended to be periods of expansion 
in state financing activity. During these inflationary :

‘ Qperiods states took on increased burdens of debt service.0 
Evidence to support this latter point may be seen in Table I, 
Appendix A, where gross state debt and interest charges 
show increases for the post-war recoveries of World War I 
and the Korean War. During the entire period of World War II 
state debt declined about one billion dollars. From 1946 
and on through the post-war recovery, however, state debt 
increased significantly. An appreciable increase also 
occurred during the rearmament period of 1949-50 just prior 
to the Korean War. Again, the greatest percentage of 
expenditures was devoted to highway construction while 
state schools and public welfare received secondary atten
tion.^

More recently, the expansion of state debt from 1947

7. Ibid., p. 169. See Tables I and II in Appendix A 
for specific data on debt for all states, and for Arizona 
during each year of the period 1912 to I960.

8. R. W. Lindhqlm, ”State Fiscal Activity1', National 
Tax Journal. 3:242-7, (September-1950), p. 243..

9. Ibid., p. 242.
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through 1948 and 1950 created an inflationary force at the 
sam time that post-war and rearmament pressures were taking 
place.' A substantial portion of the debt was financed 
through the commercial banking system, thus accentuating 
the inflation. Net and gross debt increased for states on 
the whole during the 1949 recession, but in Arizona net and 
gross debt declined at this time.10

The opinion has been expressed by some experts that in 
the past the taxing, borrowing, and spending activities of 
the states "have imitated,to.a surprising degree the fluc
tuations of the business cycles from crest to trough."H
In practice the states have spent and built in times of

. .. . % . . - . ■ -  .

prosperity, while during times of recession they have con
tracted expenditures and other expansionary activities.

During booms, instead of restraining inflationary 
pressures, states have added to disposable income of the 
community through activities financed through borrowing. 
Table 1, Appendix A, shows that for the decade of the 1920*8 
construction expenditures increased noticeably, and that 
through the 1930's they remained relatively stable. In 
contrast, state construction expenditures declined from the * 11

10. Loc. Git..
11. S. E. Harris. Post War Economic Problems. (New 

York: McGraw Hill Book Co. Inc., 1943), p. 221.
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years 1939 to 1945. The post-World War II inflationary
period was marked by an upsurge of state construction expendi 

12 ;tures. From the upsurge in 1945 an .increasing trend has 
continued;through I960.

In the 1930's, expenditures, especially those in con
struction, were cut at the state level. Not only was con
struction affected, but borrowing in general was restricted 
while consumption taxes were increased, (see Table .2)
This type1 of policy not only aggravates the business cycle, 
but it partially counteracts countercyclical activities of 
the federal government. Although the federal government 
increased;taxes along:with the state governments during the 
1930's, the federal government conducted countercyclical ; 
activities such as deficit spending.

General sales and gross receipts taxes on the state 
level increased from $500 million in 1929 to a level of 
$1.5 billion in 1940. Data on Arizona during the 19301s 
are incomplete; however, the figures available show that 
sales taxes increased from $2 million in 1930 to a high of 
$8 million in 1937, but fell to $7 million in 1939. This 
indicates that the Arizona tax policy was not in keeping

12. It should be noted that this inflationary period 
started in 1941, but was-checked by direct economic controls 
for the duration of World War II.

13. Loc. Cit.
14. Loc. Cit.



; SELECTED EXPENDITURES BY THE FEDERAL, STATE, AND LOCAL GOVERNMENTS
FOR THE YEARS 1928-3$:
(Millions of Dollars)

TABLE 2 '

FISCAL NET INCOME-INCREASING EXPENDITURES FOR NEW TAXES ON SALES
YEARS EXPENDITURES PUBLIC CONSTRUCTION
______ Federal State & Local Federal State & Local Federal State
1 9 2 8  • - 7 7 8 1 0

*""4 2,104 1,054 . NA
1 9 2 9 - - 2 3 2 ,928 1,065 • NA
1 9 3 0 3 8 8 1,221 307 ; 2,409 / 1,060 484
1 9 3 1 2,419 1,291 : 422 2,156 839 531
1 9 3 2

1 9 3 3 !:■$ 6 7 6

-705
460
647 961 s

1 9 3 4 3,460; -1,165 1 , 3 8 0 794 ■ 1,404 921
1 9 3 5 3,56b 657 1,234 6 1 6 • 1,573 1,211
1 9 3 6 4,374 -45 2,335 8 8 1 1,795 1,217
1 9 3 7 1,114 -244 2 , 0 4 3 8 4 5 .2,104 1,318
1 9 3 0 2 , 2 2 5 - 3 2 1 2 , 1 3 9 1,084 1,935 1,454
1 9 3 9 3.5B1 , 2 0 9 1,905 1,475
SOURCES* Net income-increasing expenditures; Estimates of Lachlin Currie, Temporary 

National Economic Committee Hearings. Part 9 (Washington, May, 16, 1939)> 
p. 4011, as revised by Haskell Wald.
Estimated expenditures for new public construction* National Resources Planning 
Board, The Economic Effects of the Federal Public Works Expenditures. 1933-38, 
prepared by J . K» Galbraith (Washington, November, 1940, pp 17-18 .
Federal sales taxes* Annual Report of the Secretary of the Treasury. 1941 
(Washington, 1942), pp. 416, 484-87' State sales taxes* 1930-35* Treasury 
Department, Collections from Selected State-imposed Taxes. 1930-1935 
(Washington, November 30, 1936), Table A; 1936* Tax Research Foundation Tax 
Systems (8th Ed., Chicago, 1940), pp. 351-355? 1937-39* Census Bureau, Division 
of State and Local Government Financial Statistics of the States, annual series. Cited by Seymour E. Harris, Postwar Economic Problems. (New York; McGraw Hill Book Co., Inc., 1943), p. 2 2 ? % -------
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with an anti-cyclical policy. Outstanding gross debt and 
construction expenditures did not show a decrease until 
1937. ... .... . .. .

Changes in outstanding debt constitute one way of 
measuring the effect of state fiscal policy, i.e., increases 
in debt mean net additions to income flow, while decreases 
in debt mean net subtractions from flow of income.^ As 
seen in Chapter II, this observation is of course true for 
the state only to the extent that expenditures of the 
borrowed funds are made within the state. In order to 
determine the net effect of state fiscal policy it is im- , 
perative to have some measure of government spending which 
has been financed exclusively from idle funds,that is, 
funds which would not have been spent on current output.
All this practice amounts to in fact is that the state taps 
the savings stream by selling bonds and thus creating debt.

State governments increased their outstanding debt every 
year during the period from 1930 to 1933, and it was not 
until after 1935'thatdeht started tb decline, as shown in 
Tables I and II, Appendix A. This increase of debt during 
the early 1930's may be.explained by the proposition that 
depressionary forces do not reduce the demand for state or

15. Ansel M. Sharp, "The Countercyclical Fiscal Role 
of State Government during.the 1930's". National Tax Journal. 11:138 (June, 1958),
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local s e r v i c e s . F r o m  this proposition it can be reasoned 
that a recession or severe depression may in fact increase 
the pressure for state-level services. Following this rea
soning through to its logical conclusion, it is evident that 
because depressionary forces reduce the base on which 
important taxes are levied, it will be necessary to resort 
to deficit financing in order to support state services.1? 
Although this conclusion may be rationally justified, it 
cannot be supported by the past spending patterns of state 
governments.

Pressures from the state level which tend to aggravate 
general business cycles are due in part to institutional 
limitations, of which a few may be listed:1®

1. Strong pressures for new capital works when the 
treasury has a surplus.

2. Strong pressure for reduction of taxes.
3. Requirements of state constitutions to balance the 

budget, which in themselves prohibit accumulation of re
serves.

4. Limitations on the reduction of expenditures for 
maintenance and replacement.

5. Mandatory grants-in-aid.
6. Limitation of ability to accelerate the rate of 

reduction of debt because the bulk of debt at times lacks callable features.

16. Ibid., p. 143.
17. Ibid., p. 142.
18. The following section is primarily derived from 

Harris, 0&. Cit., p. 223.
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Since the days of the Great Depression, controversies 
have occurred concerning the behavior of state fiscal policy 
during the depression. Even though there are statistics 
available on the finances of states during this era there 
seem to be divergent opinions concerning the interpretation 
of these data.

It seems quite convincing from Table 3 that state debt 
activities during the 1930's may not have intensified the 
cycle as much as expected due to the fact that state govern
ments actually increased their debt in the early 1930's and 
did not decrease it until the latter 1930's. These facts 
are in keeping with a rational countercyclical policy.19 
It is important to realize, however, that during the 1920's 
state and local net debt increased annually by more than a 
billion dollars (mostly in local debt)• With the coming of 
the 1930's arid the catastrophic depression, these relatively 
large increasing amounts were cut to net figures of less 
than one-fifth of the previous annual amounts.^ Such a 
vast decline in spending certainly must have had some aggra
vating effects on the depression. Evidently the decline in 
local debt was responsible for the initial shrinkage of the 
total debt. It seems reasonable to conclude, therefore, from 
the foregoing evidence, that the countercyclical nature of

19. Sharp, 0&. Cit., p. 143.
20. Loc. Cit.



60

TABLE 3

CHANGES IN STATE AND LOCAL GROSS DEBT 
OUTSTANDING DURING FISCAL YEARS 1930-38 

(Millions of Dollars)

YEAR STATE DEBT LOCAL DEBT
1930 , 144 ..... 1 , 0 8 1

1931 2 0 0 853
1932 223 - r ...... . 9 .
1933 1 2 2  r.-: . - . • . • 59
1934. 1 6 ? - 8 2 6

1935
130 : 13

1936 -9 3 0 6

1937 -42 _ - 2 6

1938 - 3 2 6

Source: U. S. Dept# of Commerce, Bureau of Foreign and
Domestic Commerce, Economic Series #21, Indebted
ness in the U. S., 1929-41 (Data for 1930, '31, 
’33, '35, ’37); Historical Statistics of the State 
and Local Government Finances, 1902-1953 (Data for 
1932, '34, '36, '38).
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state fiscal policy cannot be justified.
Table 4 shows that 1933 and 1934 were the only years in 

which state and local governments exhibited perverse be
havior by reducing expenditures. The fact that aggregate 
business activity was the lowest in 1933 accentuated the 
deflationary effect of declining state expenditures at that 
time. But as mentioned previously, it is the amount of 
deficit spending that adds to income and consumption most 
effectively. As seen in Table 5, net outstanding debt
issues for all governmental units provides the basis for

21two interesting observations:
1. Unusual steadiness.may be seen in the entire 

decade of the 1920*s.
2. The extent of the subsequent rise in total debt 

during the thirties can be attributed to the federal govem- 
ment alone.

For reasons beyond its immediate control, a state is 
handicapped severely during a significant recession or 
depression. Due to the nature of these handicaps state- 
level fiscal policy is helpless to aid the general economy 
through countercyclical me as ur es. Am ong  the most signi
ficant handicaps which face the state are:

1. Inability to maintain and increase borrowing 
capacity, due to legal limitations.

21. Henry Villard, Deficit Spending and the National 
Income, (New York: Ferrar.and Finehart, Inc., 194l), p. 271.

22. Harris, Op,. Cit., p. 224.
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r GOVERNMENT EXPENDITURE BY LEVEL OF GOVERNMENT
, 1930-30_______ . .(Mil1ions.of Dollars)

.1

TABLE 4

YEAR FEDERAL STATE LOCAL TOTAL
I9 3 O 3 . 2 3 7 2,179

/  ■ w .r

6 , 6 3 0 12,037
1931 3,640 2 , 2 9 8 6,541 12,479
1 9 3 2 4,712 2,257. 6,448 13,417
1933 4,732 2,067 5,433 1 2 , 2 3 2

1 9 3 4 6,784 2,044 5,621 14,449

1935 6,844 2 , 2 3 0 5,857 14,931
1936 8 , 6 1 1 2,433 5,966 1 7 , 0 0 9

1937 8 , 3 8 6 2 , 8 5 1 5,950 1 7 , 1 8 7

1938 7,526 9,274 a 1 6 , 8 0 0

: a; The last figur 
for both State 
1938.

e in column 
and Local

marked "State" 
expenditures for

is a total 
the year

Source: Through 1935$ National Industrial Conference Board, 
Cost of Government in the U. S « . (Chapter XIX,
Table ti), p. 4, Table 1. Subsequent figures: 
correspondence with National Industrial Conference 
Board. Cited by Henry H. Vi Hard, Deficit Spending 
and the National Income. (New York: Ferrar and Rine- 
hart Inc., 1941), p. 2 7 0 .
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TABLE 5
NET OUTSTANDlNG DEBT 1SSUES OF ALL GOVERNMENT 

(Millions of Dollars)
UNITS

YEAR FEDERAL STATE & LOCAL TOTAL CHANGE
1 9 2 0 23,854 ; . 6 , 6 6 6 3 0 , 5 6 8

1921 23,389 7,386 3 0 , 8 3 2 264
1 9 2 2 . 2 2 , 2 8 9 8,565 30,930 9 8

1923 21,596 9,092 3 0 , 8 0 6 -124
1924, 2 0 , 5 9 6 1 0 , 0 0 6 30,727 -79
1925 ... 19,695 1 1 , 0 7 7 30,897 1 7 0

1 9 2 6 18,758 11,775 30,667 . - 2 3 0  .

1927 17,523 12,715 30,379 .. - 2 8 8

1 9 2 8 16,497 .1 3 , 5 6 0 3 0 , 2 0 6 - 1 7 3

1929 15,755 14,479 30,381 175
1930 14,950 1 5 , 5 6 6 3 0 , 6 6 8 2 8 7

1931 1 6 , 0 8 4 1 6 , 9 1 8 331150 2,482

1932- ; -18,542, •• 17,930 3 6 ^ 6 0 9 3,459
1933 -- 2 1 , 4 5 6 : 1 8 ,0 7 4 ; v. 3 9 , 6 6 1 3,052
1934 2 5 , 1 7 4 1 7 , 2 3 4 42,533 : 2 , 8 7 2

1935 2 6 , 0 0 6 1 7 , 1 7 2 43,296 7 6 3

1936 3 0 , 8 2 5  • 1 7 , 3 1 7 48,261 4 , 9 6 5

1937 32,562 1 7 , 1 3 3 49,815 1 , 5 5 4

1938 3 2 , 0 9 9 1 7 , 1 3 1 49,353 -462

1939 3 4 ,2 7 1 . 1 7 , 6 7 0 5 2 , 0 7 0 2,717

Source: Annual Report of the Secretary, of Treasury for the
Fiscal Year ended June 30, 1939# PP» f)09-12, Table 58.
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2. Lack of availability of reserve funds.
3. Inability to obtain funds through taxes which do

not reduce substantially the level of consumption of the 
community; -- n; v i : :, : t V

4. Inability^to maintain grants-in-aid from a higher 
level of government (namely, the federal level).

Not of least importance -as a technical reason impeding 
a state's ability to compensate a depressed economy is the 
fact that the need for capital improvements is a continuing 
one, and such need cannot be timed according to cyclical 
changes.^

Federal Aid: A thorough examination of fiscal activi
ty on the state level during or after the 1930's cannot be 
complete.without giving attention to federal policy. . Federal 
aid to states during the last three decades has been extreme
ly significant. To. ignore such aid would inply autonomous 
state fiscal activity - a gross error indeed.

Federal aid assumes many forms including relief, pur
chases of debt, and outright grants. State debt is affected 
at least indirectly by these formsof federal aid. However, 
for purposes here only direct effects will be examined.

Historically, direct federal aid to states for reduction 
of debts began in 1790 when the federal government assumed 
the state debts of the Revolutionary War. In addition, 
indirect assistance has been extended in the form of tax

23. A. H. Hansen and H. S. Perloff, State and Local 
Finance in the National Economy. (New York: W. W. Norton and 
Go., 1944, pp. 197—8.
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exemptions on state and local bonds. .
With the mounting pressures of the Great Depression, 

federal aid appeared in many forms. The following forms 
appear to have most direct influence on the state debt.

1. Federal relief expenditures, i.e, grants-in-aid to 
states and direct federal expendituresT *~

2. Loans to state and local governments.
3. Specific financial assistance to defaulting-

municipalities. - .
4. Special legislation, i.e., the Municipal Bank

ruptcy Acts.
The Reconstruction Finance Corporation (authorized 

in 1932) disbursed some $300 million in relief loans in the 
same year. Later in 1938 the relief loans were cancelled, 
of which less than $20 million had been repaid. The relief 
loans were supplemented in 1932 by self-liquidating loans to 
states and local governments for public works.

Upon its establishment in 1933, the Public Works Admini 
stration made loans to state and local governments for 
public works and purchased significant amounts of state and 
local securities.25 In addition to purchasing the bonds out 
right, the federal government gave further aid by guarantee
ing the issues of outstanding state and local government

24. Federal. State and Local Government Fiscal Rela
tions, Senate Document No. 69, 76th Congress, 1st Session, 
(Washington: U. S. Government Printing Office, 1943),
p * 389e

25. Ibid., p. 391.
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debt.26 in Table 6, the amounts and percentages of state 
and municipal debt purchased by federal agencies are shown 
for the years 1932-41. In 1933 the Public Works Administra
tion and the Reconstruction Finance. Corporation purchased 
about two-fifths of all state and local bonds. Although : 
purchases during the following years were significant, the 
amounts purchased in 1933 were the largest. ;

After the immediate change in 1933, the transition of 
debt sales from government agencies to "all others" pro
ceeded rather smoothly until 1938. Increased purchases 
by the governmental agencies at the latter time were 
required by the recession of 1938.

Summary: Apart from a notable decline in 1941-46
and a leveling off during the depression of the 301s, total 
gross state debt increased from 1912 to I960. This in
creasing trend has been found to be greater than in the 
decades previous to 1890. Capital outlays accounted for 
the greatest amount of debt financed expenditures. Among 
the important projects financed by capital outlays are:

1. Construction of buildings, roads and other improvements.
2. Purchase of equipment and land.
The data presented in this chapter lend support to the

26. Mabel Newcomer, "State and Local Financing in 
Relation to Economic Fluctuations", National Tax Journal. 
97:109 (June 1954). .



STATE AND MUNICIPAL BOND SALES AND AMOUNTS PURCHASED BY THE 
RECONSTRUCTION FINANCE CORPORATION AND THE PUBLIC WORKS ADMINISTRATION

1932-41
(Millions of Dollars)

TABLE 6

YEARL
AMOUNT OF SALES : < :

TO
ALL
OTHERS

1 %PERCENT OF SALES
ALL OTHERSTOTAL TO R.F.C.: . TO P.W.A. TO R.F.C. TO P.W.A. TO

1932 937 1 6 9 2 1 1-7
•' -- ' ,
98.3 .

1933 1 , 1 2 8 2 0 6 2 7 8 644 1 7 . 4 24.6 ’ 5 8 . 0

1934 1,175 6 1 2 2 7 8 8 7 5.2 19.3 75,5
1935 1 , 1 9 6 58 2 1 1,117 4.8 1 . 8 " 93.4 ; :
1936 1,156 38 1 8 1 , 1 0 0 3.3 1 . 6 9 5 . 1

1937 9 8 4 58 * 875 -5*9 5.2 ; 88.9
1938 1 , 2 2 9 1 0 5 5 3 1,071 : .8.5 r 4.3 1 : 8 7 . 2

1939 1,099 39 1 9 1,041 , 3.5 1*7 94^8
1940 1 , 4 9 8 12 ‘ .' 2 1,484 0 . 8

;
0.1 9 9 . 1  :

1941 1,229 159 1 1,069 1 2 . 9 0.1 8 7 . 0

Source* The Bond Buyer* Cited by Senate Document No* 6 9 , 7 8 th Congress, 1st 
Session; Federal State and Local Government Fiscal Relations* 
(Washington* Government Printing Office, 1943) 1  p* 3 9 2 *
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proposition that state fiscal policy tended to aggravate the 
depression of the 1930's. It was particularly pointed out 
how Arizona's tax policy during the 1930's obviously en
hanced the cycle. For specific years during the depression 
when debt increased or remained fairly stable, it can be said 
that deflationary forces, instead of reducing the demand 
for state services, did in fact increase the demand.

Several handicaps affect a state during severe economic 
fluctuations. The most notable are:

1. The inability to maintain and increase borrowing
capacity. - • " - -

2. The inability to obtain funds through taxes which 
do not reduce the level of consumption of the community.

Federal aid in the form of grants-in-aid and the 
purchase of state debt have done much to alleviate the 
aforementioned handicaps. Federal grants to Arizona have 
increased significantly over the years 1918 to I960. Aside 
from small decreases during the mid-1920's and 1940's, 
federal grants increased steadily over the four decades.



CHAPTER IV

ANALYSIS OF RECENT STATE DEBT POLICY 
1948-1960

Among significant events which occurred during the 
period 1948-1960 were the three economic recessions of 
1948-49, 1953-54 and 1957-58. -

In presenting relevant facts on state debt in general 
and in Arizona in particular, attention will be focused oh 
state fiscal policy during these three recessionary periods. 
With the facts available a further attempt will be made 
to apply the analytical aspects presented in Chapter II to 
Arizona’s fiscal policy concerning indebtedness. It will 
be remembered from Chapter II that state-level deficit 
spending tends to increase economic activity, assuming less 
than full-employment. On the other hand, debt retirement 
tends to decrease economic activity if the retirement funds 
are supplied from sales tax revenues.

At the end of the 1920’s net indebtedness of state and 
local governments stood at $11 billion, while in 1954 total 
state and local government net debt amounted to $8 billion. 
This decrease between the two periods occurred despite the 
establishment of a higher level of expenditures in the years 
immediately preceding 1954. A partial reason for this seem
ing paradox was the accumulation of large tax surpluses by

69
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state and local governments during World War II. Another 
operative factor wasithe rapid growth of net debt after 
World War I, especially for highway construction. The 
relatively small amount of state and local borrowing 
after World War II, even though expenditures increased 
greatly in this period, reflects in part a lower ratio of 
state and local governmental expenditures to gross national 
product than was achieved during the decade of the 1930's.
It might be concluded, therefore, that pay-as-you-go 
financing was not too burdensome during this period.i Al- 
thou^i the data in Table 1 include local governmental amounts, 
it is found that states as a group increased their borrow
ings first at an increasing then at a constant rate during 
the fiscal years 1946 to I960. This observation is made 
from Table I, Appendix A, in column eleven. In this column, 
starting with a decrease in net debt in 1946, each successive 
year through 1959 shows an increase in net debt. The largest 
percentage of the increase in net debt for the years 1946 to 
I960 was allocated to highway construction and education.^
In reference to. Arizona in particular, deficit spending for 
education from 1948 to I960 increased at an increasing rate, 
rising from $2 million in 1948 to $12 million in I960. The 1 2

1. Morris A. Copeland, Trends in Government Financing. 
(Princeton: Princeton University Press, 1^61), p. 49.

2. Maurice Mann, "A Look, at State Finances", Business Trends. January 22, 1961, pp. 1-2.
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increase of approximately $6,million in the fiscal year 
1956-57 is especially notable. • - : '

Debt Policies Purine Three Recent Recessions: Diffi
culties arise when attempts are made to analyze state 
financial activities during economic downturns. This is 
especially true concerning the last three recessions (1949, 
1954, and 1958) because of their relatively brief durations 
and also because there is lack of uniformity in the termi
nation of state fiscal periods, i.e., the periods end at 
different times.̂  For example, forty-four of the states 
end their fiscal periods o n 1 June 30, while that of Alabama 
ends on September 30, New York on March 31, Pennsylvania 
on May 31 and Texas on August 31.^

State and local government capital expenditures do not 
seem to have been influenced by the po st-World War II re
cessions. Such expenditures do not appear to have been 
retarded during the three minor recessions, and these 
expenditures may even have been stimulated in 1954. It is 
unusual that capital expenditures would be insensitive in

3. The first cycle began in 1948; in the autumn of 
1948 general assistance expenditures accelerated. The 
bottom of the recession occurrediin October of 1949. The 
second cycle began in the fall of 1953. The bottom turning 
point was in August of 1954. The third cycle began in 
September of 1957. General assistance spending was still 
rising until April, 1958.

4. J. A. Maxwell, ”Countercyclical Role of State and 
Local Government", National Tax Journal. 11:371-6 (December, 1958).
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this respect because such spending is generally expected to
reflect cyclical influences. Unusual also is the fact that; : ; •, . . • ;
Arizona's capital expenditures were insensitive during the 
same three recessions. This tendency is reflected in 
quarterly data of purchases of goods and services by state 
and local governments published by the Office of Business 
Economics of the United States Department of Commerce. Data

. .: ■ ■ i ,on capital expenditures, adjusted for trend and seasonal 
- . ■ ; : V 5

fluctuations, exhibited countercyclical tendencies also.
Data in Table 7 indicate that in the fourth quarter of 1948,
state and local governmental spending rose,then moved down
in the fourth quarter of 1949. An upturn occurred in the
third quarter of 1953, coinciding with the beginning of that
recession, although the recovery in late 1954 did not
generate a sharp downturn in state and local purchases.
The fourth quarter of 1957 showed a sharp upturn.**

Judging by the recessions studied it may be concluded
that in a moderate downturn of economic activity state and
local finances behave somewhat in a countercyclical manner
and do not wholly follow the activities of private business.
This conclusion must be qualified because even though the
countercyclical performance is not pronounced in these
periods, the spending is stable, rather than extremely

5. Ibid., p. 375.
6. Ibid., p. 376.



TABLE 7

RELATIVES OF STATE AND LOCAL GOVERNMENT PURCHASES 
OF GOODS AND SERVICES, BY QUARTERS, 194? to 1957 

(ADJUSTED FOR SEASONAL AND TREND FACTORS)

QUARTERS 1 9 4 7 ; 1 9 4 8 1949 1950. 1951 1952 1 9 5 3 1954 1955 1956 1957 I958a

1 ' ■'9 8 . 4 ; 9 9 . 3 1 0 3 . 0 1 0 3 . 2 1 0 0 . 0  9 7 . 4 96.4 96.4 99-3 1 0 0 . 0 1 0 5 . 2•.? 1 0 6 . 3

1 1 9 8 . 0 9 9 . 7 1 0 3 . 2 100.2 1 0 0 . 7  9 7 . 7,> 94.0 94.0 99.8
,

1 0 0 . 8 1 0 3 .9 ,

III 9 7 . 7 101.3 :103.4 103.4 99-5 : 95-9 94.3 94.3 99*0 1 0 1 . 2?: 1 0 0 . 3

IV 9 9 . 4 101.9 1 0 3 . 0 1 0 3 . 0 98.0 • 95.8 95.3 94.3 9 8 . 8 1 0 2 . 5 1 0 5 . 8

a. Adjusted relatives for the II, III, and IV quarters of 1958 were not computed.
Source; J. A• Maxwell ^Countercyclical Role of State and Local Government", 

National Tax Journal. 11*371-6; (December, 1958)•

-n3w
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expansionary in recessions or contractionary in booms.̂
While the aforementioned analysis may be true for 

state and local expenditures, the financing of the ex
penditures through the sale of securities appears to be 
sensitive to such conditions as economic fluctuations. The 
evidence may be seen in Chart I. This chart shows seasonal
ly adjusted state and local government borrowings for the

' Qthree post-war recession periods under consideration. 
Especially notable is the increase in the 1949 downturn, 
the.1953-54 downturn and the 1957 recession. Conversely,
- during the business peaks borrowing appears to have been 
reduced.

While this evidence may imply countercyclical behavior, 
it must be remembered that the volume of state borrowing is 
relatively minor. Furthermore, an indication of this counter
cyclical role of states' financing activities may be true 
for a very short period over a relatively moderate ampli
tude. The latter phenomenon may be more related to the 
condition of the capital markets than to somewhat broader 
business developments. This observation is reasonable 
because state government financial managers may be able, when

7. Loc. Cit.
8. Roland I. Robinson, Postwar Market for State and 

Local Securities. (Princeton: Princeton University Press, I960), p. 38.
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CHART 1

State and Local Government Securities Sold by 
Public Offering, Monthly at Annual Rates, 1946-1957 

(Six month moving average of seasonally adjusted series)

billions of Dollars

56 57

Note: Shaded areas represent business cycle contractions and 
unshaded areas represent expansions, according to 
National Bureau of Economic Research reference cycle 
dates.

Source: The Bond Buyer, cited by Roland Robinson in Postwar
Market for State and Local Government Securities, 
(Princeton: Princeton University Press, I960), p. 57.
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certain conditions exist, to withdraw temporarily from the
active capital markets in order to avoid high interestq ■ . - P 'rates. The sensitivity of sales of state and local govern
ment securities during business fluctuations may further
more be explained by an outside influence. Stockholders, 
interested in earning reasonable amounts on their savings 
yet wanting protection for their savings, may in times of 
recession switch their holdings from common stocks to state 
and municipal bonds. By doing this, the earnings on the 
savings may not be comparable to that of common stocks, but 
the added protection may well offset any earnings loss 
suffered on the savings. This latter contention is 
especially true if savings have been switched to government 
obligation bonds.

During the recession of 1948-49 Arizona shows a slight
ly perverse behavior in respect to changes in outstanding 
debt.10 Specific figures during the 1948-49 downturn show 
that net debt outstanding in Arizona decreased by an amount 
of $200 thousand. The ultimate deflationary effect of this 
decrease in debt depends on the amount of outstanding debt 
redeemed during the same period of time. Figures for debt 
redemption in Arizona are shown in Table 8, and in column 11

9. Ibid., p. 56.
10. See Appendix A, Table II, for specific data relating 

to Arizona1s financial operations during each of the three 
recession periods.
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TABLE 8
AMOUNT OF DEBT OUTSTANDING AND DEBT SERVICE 

IN ARIZONA, BY FUNCTION 
FISCAL YEARS 1948-60 
(Thousands of Dollars)

YEAR DEBT OUTSTANDING
. Schools and Other and
Institutions Unallocable
of Higher 
Education

DEBT REDEMPTION

1948 1,990 8 6 5 1 1 6

1949 ■1,925 840 92
1950 2,721 776 1 6 0

1951 2,634 721 144
1952 2,531 6 7 6 1 6 0

1953 2,412 331 466
1954 2 , 6 6 1 304 1 8 1

1955 4,166 2 2 2 2 1 2

1956 5,62? 175 1 8 9

1957 11,183 75 247
1958 1 3 , 2 1 2 15 284

1959 12,744 15 471
I9 6 0 12,412 15 335

Source: U. S. Department of Commerce, Bureau of the Census,
Compendium of State Government Finances, 
(Washington: Government Printing Office, Annual 
Issues, 1948-60).



78

of Appendix A, Table II. In 1948-49, debt redemption de
creased, which, from a fiscal policy standpoint has bene
ficial effects for the state economy. A decrease in debt 
redemption means that sources used for redeeming outstanding 
net debt are subject to less pressure. If the sources for 
debt retirement come from state sales tax revenues, the 
relief from a decrease in debt retirement could possibly 
increase consumption expenditures and hence stimulate business 
activity. If sales taxes are lowered, disposable income is 
increased. Ultimately, a fractional amount of the increased 
income could be spent on more goods and services.11

In the 1953-54 recession, Arizona again shows a decrease 
in debt redemption and an increase in net debt outstanding. 
These changes would tend to aid countercyclical movements.
In the 1957 cycle Arizona behaved perversely by increasing 
debt redemption. This action was deflationary since the 
debt was paid from the general fund, the largest sources of 
which are sales taxes. However, net indebtedness increased 
appreciably and may have offset the effects of the debt 
retirement, because new debt expenditures went primarily 
into the construction of new units at the state’s institu
tions of higher learning.

11. It may be worthy to note here that guaranteed 
obligation bonded indebtedness fof the State of Arizona 
is redeemed through the general fund. The general fund is 
supplied with revenues from the privilege sales taxes, 
property taxes, luxury taxes, income taxes, etc.
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Arizona's policy regarding debt structure during the 
period 1948-60 has been characterized by a move away from 
government obligation bonds and into revenue bonds. This 
trend began in a somewhat sporadic fashion during the first 
three decades under study. The years 1923 to 1936 are 
particularly difficult to assess because there were no 
records of revenue bonds available. However, from 1947 to 
i960 the trend has continued upward, especially in 1957 when 
revenue bonds indebtedness increased notably. Significantly 
important is the fact that not only has there been a great 
change in debt structure, but also the overwhelming majority 
of this revenue bond indebtedness is for purposes of 
financing dormitories at.Arizona's institutions of higher 
learning. Of the total gross debt outstanding for Arizona 
in 1957, over ninety-nine percent of the funds were allo
cated to the financing of the dormitories. Evidence of this 
can be verified by comparing the amount of gross debt given 
in Table II, Appendix A, with the data given in Table 8.

While the percentage change from government obligation 
bonds to revenue bonds has been greater in Arizona, the 
trend has been generally true for all states. Recently, 
skepticism has been voiced over the apparent trend. For 
example, in 1915, $13 million was in the form of revenue 
bonds while $479 million was in the form of government obli
gation bonds, for all states. In I960, $9,216 million was 
outstanding in the form of revenue bonds while $8,912 million
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was in the form of government obligation bondsi for all 
states. The anxiety over this trend is centered on the 
possible danger for investors in revenue bonds in the event 
a severe recession or depression should occur. The nature 
of projects financed by revenue bonds is such that if there 
is a decline in general business activity, the possibility 
that revenues from the project will decline is greatly in
creased. If revenues decline sufficiently, investors may 
be faced with subsequent defaults.12

Comparisons: In attempting a comparative study of state
debt or any aspect thereof, it can be said that the compari
son can only be quantitative. The reason for this is that 
no test can be devised which will measure the quality of 
public service. What citizens pay for governmental services 
can be measured by the dollar amounts of tax collections, 
revenue receipts, or government cost by operation. In turn 
however, the quality of"the governmental services received 
by the citizens cannot be measured in any arithmetic 
manner and can be verified only by opinions expressed by the 
c i t i z e n s . *

12. Wade S. Smith, "A Time for a Checkup in State 
and Local Borrowing1', Banking. February, 1961, p. 4.

13. G. L. Leffler, "Public Expenditures, Tax Burdens,
and Bonded Debts in Wisconsin and Neighboring States", 
Bulletin of the University of Wisconsin. (Wisconsin: Bureau 
of Business and Economic Research,1933), p. 33. *.
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Quantitative measures of debt burden were used in a 
comparative study dealing with the effects of debt on 
economic growth in different geographical areas. In this 
study relative population changes were, used to measure 
economic growth. In comparing the states, as shown in 
Charts 2 and 3 below, it is found that there are great 
differences among the states in their debt burdens and in 
their ability to service debt.

Interestingly enough, it may be noted that the states 
with relatively larger debts are not necessarily the ones 
which have been growing rapidly.̂

It should be stressed that these differences in state
debt are accounted for by differences in the level at which

' ,various governmental functions are provided. By far the 
most important factor influencing state debt is the scope
of functions in which a state participates. The functions

. . .. ;of a state vary and change with the social and economic con
ditions. For example, states no longer have the responsi
bility of defending their borders from outside uprisings, 
while relief for the poor and unemployed is now a joint 
function of federal and state governments.

' !14. Rank correlation was used to verify this contention. 
Rank correlation is defined as the degree of accordance 
between rankings of two statistical series. In this case 
debt per capita was ranked against relative population 
changes for the years 1950-55. The rank correlation co
efficient was found to be only .11. Robinson, Og,. Git., 
p. 61.



CHART 2
State Government Debt per Capita, by States 

End of Fiscal Year 1955
Delaware 
Massachusetts 
New Jersey 
Maryland 
West Virginia 
Maine
Pennsylvania
Connecticut
Oklahoma
South Carolina
Kansas
Washington
Indiana
Louisiana
Oregon
Michigan
New Hampshire
Rhode Island
New York
Georgia
Arkansas
Montana
North Carolina
Ohio
MEDIAN
Mississippi
New Mexico
California
Tennessee
Illinois
Virginia
Minnesota
Florida
Kentucky
Vermont
Alabama
Texas
Colorado
Wyoming
Iowa
Nevada
Utah
ARIZONA
Idaho
North Dakota 
Nebraska 
Missouri 
Wisconsin 
South Dakota

Dollars per capita
Source: Robinson, Op,. Cit., p. 62.



CHART 3
Ratio of State Government Debt (Gross) per Capita 

to Personal Income per Capita 
For Year 1954

Delaware 
West Virginia 
Maryland 
Maine
South Carolina
Massachusetts
New Jersey
Arkansas
Oregon
Pennsylvania
Louisiana
Oklahoma
North Carolina
Georgia
Kansas
Mississippi
Washington
New Hampshire
New York
Rhode Island
Indiana
Montana
Connecticut
Michigan
MEDIAN
California
North Dakota
Ohio
Tennessee
New Mexico
Virginia
Alabama
Kentucky
Minnesota
Florida
Illinois
Vermont
Texas
Colorado
Wyoming
Iowa
Utah
ARIZONA
Nevada
Idaho
Missouri
Nebraska
Wisconsin
South Dakota

P

0 2.5 5.0 7.5 10.0 12.5 15
Ratio (percent)

Source: Robinson, 0£. Cit., p. 64.
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Prior to testing, it had been suspected that differences 
in personal income levels account for the diversity in state 
debt levels. However, testing this hypothesis by comparing 
debt to personal income proved inconclusive. Some of the 
extreme differences disappeared; but as seen in Chart 3 the 
majority of the differences remained. It Is postulated that 
eventually there may be a gradual trend toward greater uni
formity in per capita debt occurring regionally and by size 
of community.3-5

More recently, declining tax revenues are forcing some 
states to resort to tax surpluses built up during prosper
ous periods. In the face of declining tax receipts some 
states are planning to curtail construction programs. 
California may serve as an example of a state in such a 
predicament. During I960, California*s general fund 
expenditures totaled $90 million more than revenues. The 
sales tax, which accounted for some two-thirds of total tax 
revenue, was the first to reflect the impact of the 1960-61 
recession. This situation not only created a deficit, but 
could have affected the cost of selling and servicing bonds. 
In other words, a slight dip in investors' confidence could 
generate higher interest charges on new debt issues. Thus, 
in order to conserve present capital, California may be 
forced to switch from pay-as-you-go financing to. revenue bond

15. Copeland, Qb,. Cit., p. 175.
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financing for the purpose of constructing college dormi
tories.^ Thus, financial drainage on the general fund 
would be lessened and the principal and interest would be 
paid by the revenue-producing projects.

Arizona's recent history looks brighter, indeed. Legal
ly, Arizona has no bonded indebtedness. As of June 30, I960, 
outstanding State Refunding Bonds amounted to $459 thousand. 
State Refunding Bonds are issued for the purpose of re
funding state, county, and municipal indebtedness when:
(1) officially requested by the Board of Supervisors; and
(2) said bonds of the state could be sold at a rate of 
interest sufficiently lower than previously paid by the 
county.I? As stated before, these bonds are issued upon 
the faith and credit of the state only to the extent that 
the state will cause taxes to be levied and collected for 
the payment of principal and interest. These bonds are 
primarily responsibilities of the municipalities or taxing 
districts which issued them and.are not liabilities of the 
state to be serviced from the general fund.

Summary: Several problems arise when analyzing state
financial activities during business cycles. In analyzing 
the recessions of 1949, 1954, and 1958, the most troublesome

16. D. M. Burnham, "States Squeeze: Recession Re
duces Tax Revenue, Lifts Outlay", Wall Street Journal. 
(December 14, I960), p. 1.

17. Maricopa County vs. Osborn. (1942) 59 Arizona 244.
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problem was the brief duration of the cycles. In full 
realization of this problem, it was concluded that state 
and local capital expenditures were insensitive during the 
cyclical swings. It was also concluded that Arizona’s 
expenditures on capital outlays were insensitive during the 
sane cycles. This apparent insensitivity toward cyclical 
influences may be considered as countercyclical in effect. 
Furthermore, state and local' government purchases of goods 
and services, as well as securities sold by public offering, 
exhibited countercyclical tendencies.

The role played by Arizona during the three recessions 
appeared to be slightly perverse at times, jL.e., tended to 
move with the cycle. During the 1948-49 cycle Arizona's 
debt decreased and during the 1957 cycle Arizona increased 
its debt redemption. Other than these two deflationary 
actions, Arizona debt policy seems to have exhibited counter
cyclical features.

Policy in Arizona concerning debt structure changed 
considerably from 1947 to I960. Revenue bonds have almost 
completely replaced government obligation bonds. The great
est transformation has occurred since 1957. The largest 
percentage of outstanding debt (which is also in the form 
of revenue bonds) is invested in Arizona's institutions of 
higher learning.

Two recent studies have been made concerning the dis
parities in public debt among forty-eight states. The
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following conclusions resulted from the study:
1. States with the highest per capita debts are not 

necessarily the ones with the highest rate of economic 
growth.

2. Differences in per capita income among the states 
bear little or no. relationship to differences in state per 
capita debt.

The recent cyclical pressures of 1960-61 have reduced 
some of the states' tax revenues. As a result, some states 
have been compelled to use their tax surpluses, curtail con
struction programs and switch their methods of financing 
from a pay-as-you-go method to a debt-creation method.

Arizona's debt financing has been unaffected by recent 
cyclical pressures because of the lack of dependence on 
general tax revenues for servicing the public debt. This 
lack of dependence on general tax revenues arises from 
the fact that virtually all public debt in Arizona is in 
the form of revenue bonds.



CHAPTER V 

CONCLUSIONS

From the preceding analysis the problems concerning 
state debt can be generalized into two areas: (1) the area 
of qualitative or structural change in state debt, and (2) 
the area of debt growth in general, which includes a 
consideration of the impact of economic fluctuations upon 
state debt.

Structural change in state debt reflects, partially, 
the states* adaptation to changing economic factors. It 
was seen how unfortunate past experience inevitably brought 
forth legal restrictions on state debt. However, the 
public’s growing demand for goods and services could not 
be satisfied with such a limited debt. Factors such as 
general increases in prices, given a fixed debt limit, 
tended to aggravate the situation. Consequently, the sta
tutory restrictionsxere circumvented and states',purchases 
of goods and services were financed by means of revenue 
bonds. These bonds do not legally constitute state debt 
and were therefore not subject to the statutory debt limi
tations. The only requisite for revenue bond financing is 
that the project under consideration is capable of earning 
sufficient revenue to pay the service charges on the bonds.

88
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Over the years 1915 to I960 a striking change occurred in 
the composition of state debt, i.e, the amounts raised 
through revenue bonds greatly increased as conpared with 
government obligation bonds. The outstanding amounts of 
both types of bonds have increased steadily except that 
the dollar amount of revenue bonds exhibits the faster rate 
of growth. As of I960, more than half of the outstanding 
net state debt consisted of revenue bonds. The tendency 
to prefer revenue bonded indebtedness could deprive the 
public of worthy projects. On the other hand this change 
in debt structure may be advantageous for the taxpayer.
As shown.in Chapter II, the debt burden from government 
obligation bonded indebtedness rests heavily on the tax
payer, especially taxpayers in the lower income groups.
Since government obligation debt is considered legal state 
debt, the revenues for servicing such debt are derived from 
the general tax sources, with state sales taxes constituting 
the largest source of these tax revenues. Other factors 
remaining equal, as states resort to greater use of revenue 
bonds, the tax burden on lower income groups tends to de
crease. If goods and services of a project financed by 
revenue bonds are purchased by low income groups, the effect 
will be regressive. In spite of this effect, the transaction 
fails to constitute a tax because the essential character
istics of the tax, namely, compulsion and apportionment 
without close reference to individual benefit, are absent.
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Revenue bond financing can be highly expansionary 
depending on the level of employment and the source of the 
funds. The econony of the State of Arizona may benefit 
from its extensive use of revenue bonds. If there are un
employed factors of production within the state and the funds 
are imported from outside the state, the economy of the state 
should expand. Also, under full employment conditions, 
such debt-financed spending could draw unemployed factors 
of production to Arizona from other states, thus expanding 
the economy of.-the state. This economic expansion will be 
accentuated to the extent that servicing government obli
gation bonds from general tax revenues is absent.

There has been recent skepticism voiced over the 
apparent trend away from government obligation bonds and 
into revenue .bonds.: Mention is made of the possible danger 
to the investors in revenue bonds should a severe recession 
or depression occur. This fear arises from several factors: 
revenues derived from a public project are in turn generally 
dependent upon the income and consumption of the residents 
within the state. Therefore, default could follow from the 
prevalent use of revenue bonds which depend on specifically 
earmarked revenues. Of course, the extent of the latter 
occurrence depends.on the nature of the public project.
For example, revenue from university dormitories (which is 
the case in Arizona) may not decline as much as, say, the 
revenue of a civic auditorium during a severe recession or
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depression. If default should threaten as a result of . 
declining revenues from a public project, attempts to save 
the project may require use of the state's general revenues. 
Such a decision may be made if the state considers that 
its credit standing would otherwise be endangered. However, 
if the situation is one of general economic decline, a 
state's general revenues will also be affected. It has been 
seen in the 1930's that state governments will default on 
their debts rather than subject their citizens to intoler
able tax burdens.

Generally speaking, state debt policy during business 
cycles could aggravate the situation if; the cycles were 
lengthy and severe. If the debt is mainly composed of 
government obligation.bonds, fear of an increasing debt 
can be alleviated only if the state's income is growing 
at a rate which is at least equal to the growth rate of its 
debt. •

On the other hand, if the debt is composed predomi
nantly of revenue bonds, the possibility of default will . 
increase when general economic activity declines. The 
latter situation explains why well-planned revenue bond 
indebtedness is normally limited to financing projects which 
are capable of producing revenues even in times of mild 
economic decline. -

Such factors as recessions and capital outlays that 
have given rise to most of the state government debt in the
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past may very well continue to be responsible for most debt 
in the future. In the years ahead the following conditions 
will influence greatly the debt financing policies of the 
states:

1. Community size and regional debt patterns: some 
economists agree that there may be a gradual trend toward 
greater uniformity in per capita debts. This uniformity in 
per capita debt will occur regionally and according to size 
of community. . If the trend towards uniformity occurs, the 
per capita debt may become uniform at dollar amounts higher 
or lower than previous levels. The extent of any increase 
or decrease in per capita debt will depend on subsequent 
changes in government financial assets.

2. Improvements in fiscal procedures: particularly 
relating to short-term debt and to elements affecting a 
state's liquidity position. It is contended that the pro
portion of short-term budget borrowing is expected to in
crease. This will mean that the liquidity position of the 
state government will be dominated by short-term, influences. 
Examples of short-term influences may include: (a) differ
ences in seasonal patterns of revenues and expenditures, 
and (b) time differentials between receipts from long-term 
debt issued to finance a capital outlay and the capital outlay itself.

3. Regulations governing tax exemptions: the tax...
exemptions which investors in state and local bonds have 
enjoyed in the past should continue to encourage such investment in the future. - -

4. Purposes of borrowing: past outlays financed by 
long-term debt went toward highway and educational projects. 
Recently, a considerable part of capital expenditures for 
such projects has. been financed by federal government 
grants-in-aid. Future levels of state indebtedness will cer
tainly depend on the extent of future grants-in-aid programs.

The possibility of a continued upward trend in per 
capita state debt depends essentially on state policy relating 
to the:financing of capital projects. State debt incurred 
for capital outlays fluctuates with changes in the ratio of 
the rate of growth for government expenditures to the rate
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of growth for gross national product. If the ratio is high 
the amount of debt outstanding for capital outlays will be 
high. And conversely, the amount of debt will be smaller 
to the extent that capital expenditures are financed by 
federal grants-in-aid.

The discussion and analysis presented in Chapter III 
tend to support the conclusion that state fiscal policy in 
general aggravates the business cycle. The length and 
severity of the Great Depression was undoubtedly respon
sible for the eventual perverse behavior of state fiscal 
policy at that time. It was pointed out that Arizona*s 
policy of increasing sales taxes may have aggravated the 
cycle. This type of policy enhances the deflationary 
action because greater pressure is placed on a shrinking 
sales tax base, which in turn creates a multiplying effect 
on declining business activity. Regardless of the effects 
of Arizona's policy by increasing sales taxes, unbalanced 
state budgets may have led to a worse situation.

The results from more recent studies of state fiscal 
policy during cyclical fluctuations are not the same as 
those found during the Great Depression. It has been shown 
that state capital expenditures were insensitive during the 
recessions of 1949, 1954 and 1958. The problem in com
paring state fiscal policy during the 1930 * s with the more 
recent recessions is that the durations were different. The 
downswings of 1948, 1953 and 1957 each lasted only several
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months while that of the 1930*s lasted several years.
During the three recent recessions under study, Ari

zona's policy deviated somewhat from that shown by all other 
states. During the 1948-49 downswing, net debt outstanding 
in Arizona decreased and during the 1957 downswing the 
redemption of debt in Arizona increased. Basically, there 
is no real difference between an increase in debt redemption 
and a decrease of outstanding debt. Both actions are de
flationary in effect and complement one another when 
occurring simultaneously. Other than these two deflation
ary actions, Arizona's debt policy was in keeping with 
rational countercyclical activities.

Using past experience of state financial behavior, it 
may be asked if possible countercyclical increases in 
state debt could occur similar to those which occurred 
in 1929-33, 1949, and 1954. In reply, it is confidently 
felt that in the future, inter-governmental flows of funds 
such as unemployment compensation and flexible grants-in-aid 
programs may be used in a countercyclical manner. This 
financial strategy will tend to reduce any perverse cyclical 
effects of states' fiscal policy.
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Year

1912
1913
1914
19151916
1917
1918
1919
19201921
1922
1923
1924
19251926
1927
1928
1929
1930
1931
1932
1933
1934
19351936
1937
1938
1939
19401941
1942
1943
1944
19451946
1947
1948
1949
1950

DEBT, BY TYPE, AND SELECTED REVENUES AND 
(All figures are in millions

(1) (2) (3) (4) (5) (6)Gross Debt Gross Debt Revenue Government Net Debt Net DebtPer Capita Bonds Obligation Per(dollars) Bonds Capita
(dollars)

423 — — —

580*" 5.90
603 6.03
659 6.47
699 6.77
744 7.08
469 8.51

1,266 11.69
1,419 12.95
1,739 15.63
1,746 15.501,858 16.04
1,995 17.01
2,144 18.07
2,300 19.06
2,444 20.03
2,907 — — *

3,248* — — —

3,413* mm mm mm

3,276 25.53
3,301 25.64
3,449 26.58
3,514 26.82
3,462 — — —

3,267 24.26
2,939
2,792 ---

2,525 ” — —

2,370 — — •

2,956 — — —

3,592 - -

4,090 — — —

5,268 34.68

13 479
19 508
16 565
19 587
15 625
11 376
26 1,064
48 1,165
65 1,449

159 1,508
58 1,610
51 1,726
49 1,867
86 1,971
55 2,094

41 2,983
112 3,004
149 2,948
188 2,423212 2,229
426& 2,294
441 2,342
366 2,156
316 2,030342 2,530368 3,116
642 . 3,423883 4,267

346 3.56
424 4,"*314£0 4.59502 4.93
502 4.86
519 4.95
298 5.41
879 8.12
956 8.72

1,183 10.64
1,249 11.091,328 11.46
1,445 12.32
1,585 13.35
1,662 13.77
1,833 15.03
2,361 18?91

2,425 18™90
2,510 19.49
2,502 r 19.28
2,460 : 18.78
2,711
2,569 19.08
2,318
2,100
1,890 mm mm mm

1,737 mm mm mm

2,269 mmmm ~

2,827 WWW

3,238 WWW

4,232 27.86
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A, TABLE I.
EXPENDITURES FOR ALL STATES, 1912-1960 
of dollars except where noted)

(7) (8) (9) (10) (11)Interest Sales Taxes Construction Federal Changes inOn Debt Revenues Expenditures Grants-In-Aid Net Debt

14 WWW 48 3
WWW WWW

19 78 95 519 78 8521 91 68
23 113 66 9 WWW24 123 71 12

, w w w

13 78 111 3341 174 319 9450 191 354 10256 259 446 111 268 301 503 121 11977 372 490 115 7979 419 . 519 113 10587 505 585 116 7694 555 659 118 79101 696 789 120 144
WWW WWW . 200*114 726* 775 238 223*
WWW

m m  m m  m m . 122*119* 978* 619* 968* 167*
WWW ■ WWW 130*124* 1,394* 634* 828* -9*122 1,289 712 565 23124 1,370 695 628 23117 1,394 759 645 40123 1,638 725 663 51116 2,043 664 731 -155122* 2,218* 642* 809 -233*101 2,152 468 816 -30130 2,160 324 807 -20527 2,295 266 739 -21078 2,826 357 743 -15063 3,442 949 1,125 69371 4,045 1,425 1,399 63276 4,365 1,827 1,705 40988 4,670 2,112 1,960 1,164



APPENDIX j :TABLE I (Cont.)

Year (1)Gross Debt
(2)

Gross Debt 
Per Capita 
(dollars)

(3)Revenue
Bonds

(4)Government
ObligationBonds

(5)Net Debt
(6) ; 

Net Debt 
Per i Capita i
(dollars):

(7)
Interest 
On Debt

(8)Sales Tax 
Revenues

(9)Construction
Expenditures

Federal
Grants-In-Aid

Changedin 
Net Debt

1951 6,223 1,286 4,688 4,944
i

130 5,270 2,506 2,359 9381952 6,874 45.06 1,714 4,926 5,620 35.84 1 144 5,730 2,657 2,329 6521953 7,824 50.50 2,347 5,158 6,296 40.64 ; 162 6,209 2,847 2,570 9471954 9,600 60.69 3,547 5,770 7,877 50.02 193 . • 6,573 : 3,346 2,668 1,7421955 11,198 69.84 5,022 5,929 9,493 59.21 ? 251 6,864 3,989 2,762 1,6041956 12,890 78.96 6,430 6,213 11,175 68.37 ) 311; 7,801 4,563 3,027 1,5971957 13,738 80.33 7,032 6,490 11,772 68.84 \ 351 .. 8,436 5,156 3,500 8321958 15,394 88.46 7,716 7,349 13,027 74.86 ‘ 396: : 8,750 5,945 4,461 1,6521959 16,930 95.64 8,210 8,211 14,180 80.U ' 453 9,287 : 7,058 5,888 1,5261960 18,543 103.84 9,216 8,912 15,595 87.33 - 536 10,510 „ 6,607 : 6,382 1,411

a - Government Obligation Bonds plus guaranteed revenue bonds.
* - Historical Statistics on State and Local Government Finances 

1902-1953. State and Local Government Special Studies #38, 
(Washington: U. S. Government Printing Office, 1955), 
pp. 18, 19, 20.

Source: Compendium of State Government Finances. U. S. Department
of Commerce, Bureau of the Census, (Washington: Government 
Printing Office, Annual Issues 1915-1960).



DEBT, BY TYPE AND SELECTED REVENUES ' 
(All figures are in Thousands

(1) (2) (3) (4) (5) (6)
Year Gross Debt Gross Debt Revenue Government Net Debt Net Debt

Per Capita Bonds Obligation Per
(dollars) Bonds Capita ■

(dollars)

APPENDIX A

1912 —  —  — 947& 3.751913 ■ mm mm mm —  —  —  . 911a1914 —  —  — mm mm mm —  —  — mm mm mm 911a1915 3,319 13.65 310 3,009 911 3.751916 3,135 12.47 125 3,009 844 3.361917 3,460 13.32 35 3,009 837 3.221918 3,509 13.10 101 3,009 774 2.891919 4,276 15.48 41 3,009 747 2.701920 mm mm mm 873b1921 mm mm mm 870b1922 5,765 15.97 2,500 2,9131923 3,202 8.56 «. w  w 2,873 2,329 6^221924 3,210 8.28 2,873 2,268 5.851925 3,010 7.51 748 71 0.181926 2,961 6.79 mm mm mm 748
1927 2,980 6.59 mm ~  mm 748 433 0.961928 3,011 7.29 mm mm mm 748
1929 3,506 8.28 mm mm mm 489 351 0.831930 2,467 5.70 mm mm ̂ 352 295 0.681931 3,708 —  — — mm mm mm 301, 3,676 8.341932 3,708 —  — — mm mm mm 252b 3,676 8.341933 """""" mm mm mm 252b mm mm m m m * *

1934 —  mmwm mmtmm mm 252b m m m m m m mmmm —

1935 —  —  — —  —  — mm mm mm 200b „  *  w * * * * *1936 —  —  “ — mm mm mm 190b
1937 2,932 7.17 1,594 172 1,598 3.911938 2,839 5.87 1,549 162 1,564 3.231939 3,079 6.27 1,493 151 1,566 3.191940 3,027 6.06 1,819 *  —  — 1,840 3.691941 3,010 - - - 1,828 mm mm mm 2,8681942 3,663* —  — — 2,034* 1,596* 3,000 " m mrn*

1943 3,565 1,987 113 3,379 m m m m *

1944 3,454 —  — — 1,929 1,525 3,160 ## #m ̂1945 3,339 —  — 1,879 1,460 3,0671946 5,794 —  — — 1,813 3,981 5,506 * * * * *1947 3,016 2,106 910 2,779 m mrn*1948 2,900 —  —  — 2,035 865 2,6421949 2,808 —  —  — 1,968 840 2,484 m m m *

1950 3,538 4.67 2,762 776 3,228 * * * * *

I
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TABLE II
AND EXPENDITURES FOR ARIZONA, 1912-1960 
of Dollars except where noted)

(7) (8) (9) (10) (11)Interest Sales Tax Construction Federal Changes in
On Debt Revenues Expenditures Grants- Net Debt

In-Aid

•  ̂ M  ~

137 66 846 mm'mm m m

153 62 589142 75 529148 81 1,171 179
159 83 1,709 184—
262 282 3,353 1,694522 316 3,416 1,439146 471 1,804 1,150 -97
68 575 2,354 962 -97
120 648 2,228 777 -10488 682 1,524 918 -2996 1,257 1,902 -773 -16196 1,686 3,565 1,457 -39124 1,919 4,268 1,936 5790 2,920 6,386 3,84990 204 6,386 3,849
--- ■ - - -  .

Ill 8,074f 7,163 4,932 35896 6,334 5,955 4,755 -3391 6,967 5,337 5,074 -61145 10,255 6,040 5,667 -52154 11,332 5,362 5,312 -85
119*'- 13,173* 4,990* 6,857* -111160 13,855 2,901 7,420 -96
50 14,864 2,485 5,722 -11115,646 2,477 5,990 -117118 20,619 3,030 5,383 2,455
103 27,236 11,436 11,325 248
104 31,450 12,616 11,929 -116
101 33,384 15,170 13,126 -92102 32,381 16,453 14,762 740
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APPENDIX A TABLE II ( Cont.)
(1) (2) (3) (4) (5) (6) v (7) (8) (9) (10) (11)Gross Debt Gross Debt Revenue Government Net Debt Net Debt Interest Sales Tax Construction Federal Changes in

■ ': -V'" .
Per Capita 
(dollars)

Bonds Obligation
Bonds

Per
Capita
(dollars)

On Debt Revenues Expenditures Grants- 
In—Aid

Net Debt

1951 3,394 2,673 721 3,071 122 38,734 20,138 19,271 -1441952 3,244 4.03 2,568 676 2,834 3.52 104 43,475 19,372 19,413 -1601953 2,778 3.23 2,447 331 2,263 2.63 93 47,692 24,135 20,516 -4661954 2,998 3.22 2,694 304 2,407 2.59 148 49,146 26,009 21,060 2191955 4,418 4.76 4,196 222 3,831 4.13 117 52,605 24,184 22,024 1,3881956 5,829 5.79 5,654 175 5,340 5.30 144 61,007 33,600 28,594 1,4111957 11,282 10.18 11,207 75 10,399 176 66,514 45,329 30,797 5,4531958 13,248 11.27 13,233 15 12,301 346 70,643 51,433 47,944 1,9661959 12,777 10.36 12,762 15 11,519 402 80,248 58,823 61,244 -4711960 12,442 9.55 12,427 15 11,184 --- 383 105,073 59,650 59,966 -335

a - Treasurers Report, 1912-13-14.
b - Auditors Report. 1920-21-22-32-33-34-35-36.
c - Figures from 1937-1960 represent general sales taxes;

previous figures represent license and motor fuel taxes only.
Source: Compendium of State Government Finances. U. S. Department

of Commerce, Bureau of theCensus, (Washington: Government 
Printing Office, Annual Issues 1915-1960).
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Vr. The following are notes concerning Funding Law and 
Inherited Debt from Arizona Territorial Days. .

In 1887 the Funding Law. was enacted when Arizona as a 
territory had an unsatisfactory debt condition. This law 
appears in the Revised Statutes of 1887 under Title XXXI. 
This law provides for the refunding of the territorial debt 
and assumption of county, municipal and school indebtedness 
by issuing territorial bonds. In applying this law, the 
State Loan Commission was created by the first State Legis
lature and was given certain powers to endeavor to refund 
bond issues at lower rates of interest at or after the date 
of option.^

Debt inherited by the State of Arizona by issue in 
1912:1 2
July 1, 1892; bonds for the Chicago Worlds Fair..$ 30,000.

99

APPENDIX B

July 15, 1892; territorial funding bonds........  2,000,000.
January 15, 1896; territorial funding bonds.....  300,000.
June 1, 1898; capitol building bonds............  100,000.
January 2, 1902; University bonds........ . 25,000.
January 1, 1903; St. Louis Exposition bonds...... 30,000.
January 15, 1903; territorial funding bonds.... . 92,000.

1. Treasurer's Report, 1912, (Phoenix: Republican Print Shop), p. o,
2. Ibid., p. 18
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January 15, 1903; territorial funding bonds.....  318,275.
July 15, 1904; territorial funding bonds........  94,000.
January 15, 1904; Asylum for Insane bonds......  20,000
March 15, 1905; University Experiment Station

bonds........ ............ 11,000.
January 15, 1906; territorial funding bonds.....  25,000.

Total...................................... $3,045,275.
Deduct County and City indebtedness....... ...... 2,098,302.

Net Debt of State...........................$ 946,973

\
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