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Foreword

Act 1, Session Laws of Hawaii 1977, the act making appropriations to
the legislative branch, directed our office to prepare and publish a taxation and
finance manual for the use of the 1978 constitutional convention. This study
is the result of that legislative direction.

We assigned the project of writing the manual to Newton N. S. Sue, with
the research assistance of Thomas W. Wong and William Nagashima., Mr. Sue
and Mr. Wong had co-authored the 1968 constitutional convention study of taxation
and finance and had worked closely with the 1968 Taxation and Finance
Committee. Mr. Nagashima had served on the staff of the Committee on Finance
of the House of Representatives. Together, they would bring to the study a sense
of perspective of old and new issues.

The study team wishes to extend its thanks to Dr. Thomas K. Hitch,
chairman of the 1968 Taxation and Finance Committee; Mr. fred Bennion,
executive director of the Tax Foundation of Hawaii; and the many public officials
who offered advice on the issues of the day. The team also thanks Yoshie Hoshino,
who composed the final manuscript; Chivoko Koito, who prepared the final lavout;
and Evelyn Kanja and Beverly Kimoto, who proofiead the final copy.

We, in turn, hope that the study will be of some use to the delegates of the
1978 constitutional convention, and we wish them well in their deliberations.

Chlinton T. Tanimura
Legislative Auditor
State of Hawaii

June 1978



Chapter 1

OVERVIEW OF THE TAXATION AND FINANCE ARTICLE

Compared with provisions in other state
constitutions, Hawaii's constitutional article on
taxation and finance Is a model in simplicity.
By and large, it deals with fundamental
questions and is free of detailed prescriptions
and restrictions, thercby providing the executive
and the legislature with substantial Iatitude and
flexibility in formulating taxation and finance
policies.

In many other state constitutions, the taxa-
tion and finance provisions are among the most
badly batiered and cluttered, and the amend-
ment cycle is seemingly unending as detailed
restrictions, which do not stand the test of time,
beget more detailed restrictions.

There are at least two reasons why taxation
and finance receive such detailed treatment in
constitutions. One is historical: among the
states, there have been widespread abuses in the
conduct of financial affairs, particularly in the
19th century, and the response was to include in
state constitutions detailed provisions to prevent
financial mismanagement and to curb executive
and legislative authority. Apart from the effort
to formulate constitutional protection from the
actual and potential abuses of government, there
is a second, less noble, reason for the pro-
liferation of taxation and finance provisions.
Powerful interest groups have frequently sought
to advance their financial interests through
constitutional provisions, and to the extent that
they have succeeded, the result has been not
merely  cluttered  constitutions, but, more
seriously, the insidious promotion of private

gain and the insulation of special interest from
the overall public interest.

To the credit of the 1950 and 1968
drafters of Hawaii’s Constitution, the taxation
and finance article reveals no excesses in
checking executive and legislative authority or
provisions designed to shield any particular
interest group. It is salutary that the kinds of
provisions found in some state constifutions,
which give special economic favors to influential
interests, have never even been discussed In two
constitutional conventions. Whatever may be
their defects or weaknesses, the existing con-
stitutional provisions have their origins in the
public interest.

The Structure of the
Taxation and Finance Article

The taxation and finance article consists
of seven independent sections:

Section 1 states that the taxing power is
inalienable and shall never be surrendered,
suspended, or contracted away.

Section 2 prohibits the use of public
money, property, or credit except for a public
purpose,

Section 3, the longest section of the article,
prescribes the debt limits of the State and
counties and the kinds of bonds which can be
excluded from the debt limit,



Section 4 assigns budget preparation
responsibilities to the governor and establishes
a biennial budget system.

Section 5 reguires the legislature to make
biennial appropriations and to pass the operating
budget bills before passing other appropriation
bills.

Section 6 requires the legislature to estab-
lish a system for confrolling the rate of expendi-
tures and for reducing expenditures under
prescribed conditions.

Section 7  establishes the post-audit
function and assigns the function to an official
appeointed by the legislature.

Some of the sections have been remarkably
durable. Sections 1, 2, 6, and 7 remain
unchanged from their original 1950 language. In
1968, Section 3, dealing with debt, was sub-
stantially changed, and Section 4 on the budget
and Section 5 on appropriafions were amended
only to the extent of accommodating biennial
budgeting. Also, in 1968, a section dealing with
uniformity of taxation as between residents and
non-residents was deleted in its entirety because
of its redundancy, substantial equality of taxa-
tion being already guaranteed by the equal
protection clauses of the U8, and State
Constitutions, Since 1968, there has been
only one constitutional amendment to the
taxation and finance article, a minor one to
correct- what was apparently a typographical

EI'TOF.E

The Issues

Changing times make for new issues. The
first decade of statehood was largely a
prosperous period for Hawail and, thus, in the
last convention, there was no discussion of what
now appears to be the burning issue in taxation
and finance here and elsewhere, the issue of
limits to government spending. Also, full govern-
ment coffers meant that the executive branch
could spend virtually all that the legislature

[E)

appropriated, whereas, under the leaner times of
recent  years, executive—legislative fiscal
relations have been strained in a collision of the
fegislative power to appropriate funds vs. the
executive power to restrict appropriations.

Private enterprises—the utility companies,
hospitals, housing developers, and, perhaps,
others-are looking for ways to use the State’s
credit to finance the construction of facilities
and will certainly press for amendments to
permif government borrowing on their behalf.
Those supporting conformance of the state
income tax laws to federal income tax laws will
want an amendment so that the legislature will
have the flexibility to act on the matter.

In addition, there are a number of oid
issues. The 1968 convention made a start in
developing a more rational debt limit formula,
but, as events have proven, the limits have heen
ineffectual and of little influence in the develop-
ment of borrowing policies. The search for a
rational debt formula continues. The counties
will press for increased taxing powers as they
did in 1950 and 1968, and the constitutional
provisions which assign the post-audit function
to the legislative auditor will probably be re-
viewed in the context of the continued conduct
of auditing by the executive branch.

These and other issues are discussed in this
study under the chapter headings of executive—
legislative fiscal relations, fiscal restrictions,
state and local debt, county taxing powers, and
governmental audifing.

Yemate Bill 194772 was passed by the legislature in the
1972 Regular Session and ratificd by the voters in the 1972
general clection. The 1968 amendment 1o Section 3 stated
that no other appropriafion bills shall be passed until “such
supplemental  appropriation  bills™  shall have been trans-
mitted o the governor, sithough the obvious intent was to
have just one supplemental appropriation bill. The 1971
amendment corrected the error.



Chapter 2

EXECUTIVE—-LEGISLATIVE FISCAL RELATIONS

In the second decade of Hawaii’s
statehood, no single issue has affected the rela-
tionship of the executive branch with the
legislative branch more than the continuing con-
fiict over the power of the legislature to make
appropriations vs. the executive power 1o
execute them. The issue goes no less than to the
basic question of the fundamental powers of
each branch of government, and how, if a
svstem of separation of powers continues
to be provided for by the Constitution, the
conflict can be resolved—if at all-without
impairing the independence and responsi-
bilities of each branch. This chapter traces
the origins of the conflict, reviews the un-
successful legislative efforts to redress a balance
which has been tipping heavily in favor of the
executive, and summarizes the issues and alter-
natives in budget preparation and budget
execution and expenditure controls. Finally,
the chapter discusses the issue of control over
federai funds, an issue which has increasingly
captured the attention of other states but
which has not yet reached a flash point in
Hawaii.

The Ascendancy of Executive Power

In the development of representative
government, the central struggle between
legistatures and execufives has been concerned
with control over policies in the raising and
spending of revenues. The struggle appears to
have evolved full circle from (1} dominance
of the sovereign when represeniative assemblies

first began to appear in Europe around the
13th century; (2) increasing influence of legis-
lative bodies in granting or withholding their
consent to expenditures of the king; (3) a pertod
of exertion of legislative power by American
state legislatures and Furopean parliaments in
the 19th century; and (4) a return to executive
ascendancy in the 20th century with the
development of  complex, technological
societies.! The dominance of the executive is
manifest in many ways, but perhaps in no
more forceful and continuing way than in its
control over the proposal and execution of
spending policies.

The executive budget. Among state legis-
latures, the traditional legislative control over
the purse, long held to be their most important
source of power and authority, began to slip
away in the first quarter of the present century
with the emergence of the executive budget
movement. The reform conceived by its advo-
cates was not designed specifically to undercut
legislative bodies (although it ultimately did
have that effect) but to bring the fragmented
spending practices of government under the
responsibility and accountability of a single
person—the chief executive,

Prior to the development of the executive
budget, and during the period when legislatures
were dominant in financial affairs, budgeting

lChaxles R. Adrian, Stete and Local Governmenrs {(MeGraw-
Hill Book Co., New York, 19763, p. 290, See aiso the 1960
edition, pp, 286287,



and spending had these characteristics: (1) no
central official was empowered to review or
revise the spending requests of the various
agencies or to make budget recommendations
to the legisfature; (2) each department’s
estimates were submitted separately io the
legislature, often at different times during the
session; (3) each agency classified its accounts
in its own way; (4) agency requests were often
presented in lump sums and were not supported
by data and justifications; {5) the requests were
not related to projected revenues or overall
expenditures; (6) agencies dealt separately with
legislative committees and received separate
appropriations; and (7) deparimental spending
was controlled by little or no central super-
vision.”

Under the executive budget reform move-
ment, budget preparation authority in a
majority of states was vested in an administra-
tive board, comprised of the governor and
other administration officials, or in an executive-
legislative commission, but when these initial
arrangements proved unsatisfactory, governors
became the chief budget authorities for the
states.” The exccutive budget movement had
such a profound influence in the shift of power
from the legislature to the governor throughout
the United States that, today, 45 states have an
executive budget under the governor’s control,
and, in two others, an executive board prepares
the budget.*

State legislatures went along with the
establishment of executive budget systems,
although perhaps not without some reservation.
One leading authority on the development of
budgeting explains the acquicscence of state
legislatures from the following perspective:

“it was not casy for state legislatures to
yield portions of their power of the purse to the
executive, Perhaps more than any other, this
power had been regarded as the mark of legislative
vitality and independence. It was over this power
that the long strugglhes were waged between
Parliament and the Crown in England and between
icgislature and  governor in the colonies. The
decisive language of the U.S. Constitution-‘No
money shafl be drawn from the treasury, but in

consequence of appropriations made by law’—is
echoed in most state constitutions, In nincteenth
century practice, this power of appropriations
meant that there was no intermediary between the
legistature and the spending agencies, ne authori-
tative executive budget that might constrain
legislative action. But as it was conceived by the
leading reformers, the executive budget would
have forced a radical shift in fiscal power {rom the
legistature to the chief execuiive. Yet legislators
could not resist the tide of reform; they too
wanted to do something about the incessant rise
in public spending, and they were frustrated by the
loose financial arrangements that weakened thelr
legal control over spending. . . .7

In Hawaii, the principle of the executive
budget was firmly established in  territorial
government even before the reform movement
tock hold elsewhere in the United States. The
Organic Act, which was passed by Congress in
1900 and which was to serve as the Territory’s
fundamental law for the next 59 years, placed
the power of budget preparation in a
Washington-appointed governor, rather than in
an elected territorial legislature, by stating
simply and clearly: “. .. the governor shall
submit to the legislature at each regular session,
estimates for appropriations for the succeeding
biennial period.”®

When the drafters met in 1950 to frame
the original State Constitution, they noted that
the trend in governmental budgeting had been
definitely in the direction of the executive
budget and that the Territory had followed
the practice of leadership by the chief executive
in developing spending proposals. The Taxation

zAuen Schick, Budget Mnovation in rthe States (The
Brookings institution, Washington, D.C, 1971), pp. 14-15.
The work of this author, a frequent consultant to the Hawaii
legislature and to the state administration, holds special interest
for its treatment of budget developments in Hawaii,

3hid., pp. 17-18,
4Adrian, Statre and Local Governmenrs, pp. 236-237.
SSc?aic:k, Budyget Innovation in the States, p. 18,

E’Sestéon 53, Organic Act, An Act to Provide a Government
for the Territory of Hawail, fune 14, 1900,



and Finance Committee regarded the executfive
budget as being “‘of utmost importance In
financial planning and control”’ Therefore,
the executive budget prineciple was accorded
constitutional status in the clause, “‘the governor
shall submit to the legislature a budget setting
forth a complete plan of proposed general fund
expenditures and anticipated receipts of the
State for the ensuing fiscal period. . . .78

In 1968, not only was the principle of the
execufive budget uphell but executive power
was furthered by specifying that the governor
would submit a two-year budget and by
requiring the legislature to make appropriations
for a two-year period, even though the legisla-
ture would continue to hold regular sessions
each year. While the trend among the states had
been running strongly in the direction of annual
sessions and annual budgets, Hawaili became
uniquely one of the few states with annual
sessions but with biennial budgets and biennial
appropriations.g

While the Constifution requires the legis-
lature to enact a general appropriations bill
covering two vears in the regular session of each
odd-numbered year, it also allows the governor
to submit, and the legislature to enact, a sup-
plemental appropriations bill to amend any
appropriation for operating expenditures of the
current fiscal biennium and to amend any
appropriation act or bond authorization act of
the current fiscal biennium or prior fiscal periods.
There have been four general appropriation
acts since biennial budgeting and biennial
appropriations went into effect in 1971, and the
legislature has found it necessary to amend each
such act with a supplemental appropriations
bill in the even-numbered vyear. Thus, while
the State is on a biennial appropriations system,
there are stili characteristics of annual appro-
priations with respect to operating expenditures

and particularly with respect fo capital  invest
ment appropriations.
That a change to biennial budgeting,

and particularly biennial appropriations, had
vast political implications and would further

Ly

erode the legislature’s power of the purse did
not appear to weigh too heavily on the 1968
deliberations. Rather, the 1968 convention
seemed to have been persuaded by the state
administration, which made a strong push for
biennial appropriations, that the annual budg-
eting process was taking up too much time
and that extending the fiscal period from one to
two vyears would result in economies. There
was little appreciation of the view that the
exercise of legislative power to approve, modify,
or deny budget proposals of the governor was
virtuailly the only effective check against com-
plete executive supremacy, and that by requiring
appropriations to be made for two-year periods
rather than annually, this, in effect, would
reduce the frequency of confrontation between
the legislature and the executive branch over
the whole budget, {ree the executive from
financial dependence on the legislature for
lopger periods, and thus advance executive
power,

Expenditure controls. The power of the
chief executive in budget preparation tells only
half the story of the dominance of governors in
fiscal affairs. Of perhaps even greater force
is the power of the governor to execute the
budget and other appropriations after they are
passed by the legislature--to grant or withhold
funds, to transfer funds from one program to
another, and to otherwise modify the appropria-
tions made. This power developed during the
Great Depression when many states accumulated
large deficits and it became apparent that

78?3:1& of Hawsli, Proceedings of rhe Constitutional Con-
vention of Haweil, 1950, Vol I (Honolulu, 1968), p. 192,

3State of Hawail, The Constitution of the State of Hawall,
1950, Article V1, Section 4.

gThe Councit of State Governments, Stare Legislative Appro-
priations Process (Lexington, Kentucky, 1975), p. 57. With the
1968 censtitutional amendment, Hawaii joined Georgia as states
with annual sessions and biennial budgets, There are now eight
other states with annual sessions and bicnnial budgets, but this
is the resuit of the states shifting from biennial sessions to
annual sessions while retaining biennial budgets, rather than a
change from annual budgets to biennial budgets.



complete adherence to legislative intent and
legislative appropriations could not work under
conditions of uncertainty and high government
spending, Thus:

“The solution was to eguip the governor with
expanded powers over expenditures, enabling
him to force agencies to adiust to unforeseen
circumstances and {o hold their spending below
the levels specified by the legisiature, In particular,
the governor was empowered 1o conirol the
transfer and alfotment of funds and to superintend
the execution of the budget. By means of this new
power, governors became controllers in their own
right, no longer mere agents of legisiative control,
This transformation was abetted by the enlarge-
ment of central budget staffs in which were lodged
the roiutine adminisirative controls over expendi-
ture.”’

Section 6 of the present Taxation and
Finance article provides the constitutional basis
for the establishment of a system for expendi-
ture controls. It states: “Provision for the
control of the raie of expenditures of appro-
priated state moneys, and for the reduction of
such expenditures under prescribed conditions,
shall be made by law.” It is a section which has
its origins in the 1950 Constitution and was not
amended in 1968. Initially, the 1950 Taxation
and Finance Commitiee proposed to confer
directly to the governor the power to curtail
expenditures, but the proposal was defeated
and a substitute proposal was adopted to
provide for more general language requiring
the legislature to establish a system of expendi-
ture controls,!?

The laws enacted by the legislature
regarding expenditure controls comprise what
is known as the allotment system.}? The
legislature has declared its policy that its appro-
priations are maximum  amounts and that the
governor and the director of finance have the
power to reduce expenditures “in order that
savings may be effected by careful super-
vision . ., and by promoting more economic
and efficient management of state departments
and establishments.” In addition, if the director
of finance determines at any time that the
probable receipts from taxes or any sources
for any appropriation will be less than antici-

pated, the director can, with the approval of
the governor, reduce the amount allotted or
to be allotted after giving notice to the depart-
ment concerned.

While the governor has the constitutional
power {o use the item or reduction veto to
delete or reduce appropriations, that power has
not been used, except in rare instances, to
correct errors. The deletion or reduction of
appropriations can more easily be done through
the allotment process as a matter internal to the
executive branch. Therein lies one of the reasons
for executive-legislative conflict.

Revenue estimates. Combined with budget
preparation and expenditure controls, revenue
estimating can also be a source of power,
inasmuch as it governs the overall spending
policies of state governments. Here, the
executive is again dominant. Among the states,
20 state legislatures must or do rely only on
executive sources for revenue estimates, usually
the revenue departments or budget offices,
or both. In West Virginia, the legislature is
constitutionally required to rely only on the
governor’s estimates. Only Arizona reports
relying on legislative estimates. The remain-
ing 29 states report using both executive and
legislative estimates.! 3

Hawaii’s Constitution assigns to the
governor the responsibility for submitting to
the legislature a complete plan of proposed
expenditures and anticipated receipts. Thus,
the governor has the responsibility to make
revenue estimates. Nothing in the Constitution

1041ten Schick, “Review and Evaluation Can Focus Light
On Legistative Reform,” in Yearbook of the Nationagl Con-
ference of Smate Legislative Leaders (Milwaukee, November
1971}, p. 8.

“swze of Hawali, Proceedings of the Constitutional Con-
vention, 1950, Vol. I, pp. 194195, 328,

Hgections 37-31 to 37-42, Hawaii Revised Statutes.

13’I“he Councti of State Governments, Srere Legislative
Appropriations Process, pp. 38, 99100,



requires the legislature to be bound by those
estimates, but, in practice, the execufive’s
estimates heavily influence the legislature’s
financial plan and its establishment of overall
appropriation levels.

The credibility of the governor’s estimates
is probably enhanced by the practice of using
a revenue-estimafing committee, drawing on
sources outside of government to assist in
making the estimates. The governor is not
required to adhere to the estimates of the
revenue-estimating committee, which has no
legal status. Over the years, individual [egis-
lators have complained that the estimates have
been low {some say deliberately low to constrain
the legislature in its expenditure policies), but
their quarrel is probably less with the revenue-
estimating committee than with the estimates
themselves as they ultimately appear in the
executive budget.

Table 2.1 shows the estimated general
fund tax revenues as they were presented in
the executive budget for two previous
bienniums, and compares them with the actual
revenues each year.

Table 2.1

General Fund Tax Revenues—
Estimated vs. Actual
FY 1973-74 1o FY 1976-77

{Thousands of $)
Estimated Actual
Fiscal years revenues revenues Difference
197374 . $428,579 $472,848 $44,269
197475 . oare iR 551,914 81,189
197576 580,497" 604,313 23,906
197677 36,6850 648,030 12,345

PSource: The Executive Budget for Fiscal Biennium 1973~
75, Vol iV,  *

bSource: The Mufti-Year Program and Financial Plan and
Executive Budget for the Periog 19751881 (Budget Period
197519771, Vel 1

“Source: Annual financial reparts of the State of Hawaili,
1974--1977.

~d

Under the system of biennial budgeting,
the estimates for each of the two fiscal years of
the 1973-75 bienniwm were made in late 1972
and the estimates for the two fiscal years of the
1975.-77 biennium were made in late 1974.
Thus, the time horizon which needs to be con-
sidered in making the estimates for biennial
budgeting purposes extends over 30 months.
One view of the forecasting problem isthat i
15 “usually safe’” to make forecasts for one or
two quarters, but forecasts one year ahead
present “‘hazards,” and two-year (forecasts
have “high risk” and carry the probability
of “high” plus-or-minus errors. !4

Executive-Legislative Conflict

Cognizant of growing executive dominance
in fiscal affairs and its own diminishing confrol
over the purse, the legislature in recent years
has aftempted to regain control, but it has
managed to exert its influence in only two
areas: (1) in specifying the details which need
to be included in the executive budget
submitted to the legisiature; and (2) in insulating
its own budget and the budget of the judiciary
from the item veto and reduction veto powers
of the governor.

Of the first, a change made by the 1968
Constitution opened the door to an active
fegislative role in the reform of the budget
process. In place of the 1950 requirement of
separate capital and operating budgets, the
1968 Constitution left the form of the
budget up to the legislature. The result was
legislative passage of The Executive Budget
Act of 1970, an act which emphasized the plan-
ning focus in budgeting, or what is known in
government circles as planning-programming-
budgeting (PPB). It was a significant legislative
accompishment, in the view of one close ob-
server of the Hawaii scene:

Yria, p. 252



“Yhe most unusual and enlightening success
story comes from Hawaii wherc the state legis
lature disregarded the unwritten rule that budget
innovation is the prerogative of the chief executive
and seized the initiative in promoting and designing
a comprehensive PPB system for the state. To be
sure, this assertive role led to some conflicts with
the governor’s office and with agencies which had
to cope with multiple and diverse insfructions.
But it also made Hawail the fust (and probably
the only) government in the United Siates to enact
a4 budget faw that speciffes and madates both the
principles and forms of the PPR system ., , 715

As to the second accomplishment, the
legislature in the 1974 regular session initiated
a copstitutional amendment to exclude appro-
priations to the legislature and the judiciary

from bemng subject to the item veto and
reduction veto power of the governor. The
legislature stated as its purpose:  “The

amendment is designed to safeguard the judicial
and legislative branches from being dominated
by a governor. At the same time, the principle of
checks and balances is retained by allowing the
govermnor to veto, as a whole, bills which
appropriate funds to be expended by the judicial
and legislative branches.” % The amendment
was subsequently ratified by the people in the
1974 peneral  clection.

In the same session, the legislature further
shielded the judiciary and the legislature and
its service agencies from executive branch con-
trols by passing a bill which clarified the
relationship of executive agencies with the
judicial branch and the legislative branch. The
legistature declared as its findings and purpose:

“The Constitution of the State of Hawaii
provides for three separate and co-equal branches
of government, the executive branch. the judicial
hranch, and the legislative branch.

“The ilggislature finds that, although the
Constitation incorporates the principle of separa-
ton of powers and the principle that no one
pranch of povernment shall dominate another
branch, the Hawaii Kevised Statutes are not
completely consistent with these constitutional
principles. This s particularly the case with respect
1 those statutes which appear 1o permit the
executive branch to exXercise various administra-
tive controls over the judiciary and its courts and
the legidature and its agencies. Such statutes
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are in conflict with the constitutional status of
the judicial branch and the legislative branch as
separsie and co-equal branches of government,

“The purpose of this Act is to clarify the
Hawaii Revised Statutes and to bring the statufes
into conformance with the separate and co-equal
status infended by the State Constitution for the
executive branch, the judicial branch, and the
Jegisiative branch.”17

The more important changes made by the bill
now prevent the state comptroller from stop-
ping specific expenditures of the legislature and
the judicary, allow the judicial branch to submit
its budget directly to the legislature rather than
through the Department of Budget and Finance
and the govemor,lg and vest in the chief justice
ultimate authority for personnel appointments
and other personnel actions of the judiciary.

However, the legisiature’s accomplishments
in taking the initiative in budget reform and in
insulating its budget and that of the judiciary
from executive controls were virtually its only
successes in the effort to regain control over
the purse. In the crucial areas of financial policy-
making, it lost ground. As discussed in
Chapter 4, it had long before lost effective
control over the capital improvements program.
In more recent vears, the legislature has seen
its authority to make appropriations for
operating and new programs being subordinated
to the authority of the governor to implement
them.

ISSf:hzick, Yearbook of the Ngrional Conference of State

Lepisiative Leaders, p. 12,

165 nate Bill 194374, 1974 Repular Session.

17

Act 159, Session Laws of Hawaii 1977,

m?f@vious%}m the judiciary was subject to all controls exer-
cised by the Department of Budget and Finance over executive
departmenis in the preparation of the budget. The central
budge! ageacy could-and often did--modify the judiciary's
budget requests prior to their inclusion in the executive budget.
Morecver, it was inflaential, if pot decisive, in determining how
the programs and budget categories of the judiciary were 10 be
structured,



Budget restrictions. The administration’s
practice of restricting legislative appropriations
had long nettled individual legislators. In 1976,
following the legislative session, the simmering
dispute erupted info open conflict foliowing
reports that the administration intended to
reduce pgeneral fund spending in fiscal year
197677 by $60 million. Particularly because
the State had reported an $83 million general
fund surplus at the close of fiscal year 197475,
the announcement provoked the ire of legis-
lators. The chairman of the House Finance
Committee summarized the legislature’s case
and related it to constitutional issues in this
way:

“1 question the administration’s proposed restric-
fions on fwo grounds, First, they are wrong
on their financial plan, and, second, if the governor
disagrees with legislative appropriations, he should
be using the item veto, where everything is in the
open and the legislature has the opportunity to
override the veto, rather than the administrative
practice of restrictions.

“A year ago, they were doing the same thing in
restricting funds, but we quickly learned how far
off the mark they were, They estimated the 1975
surplus to be $47 million, and it actually turned
out to be %83 million, 2n alnost unbelievable
error of $36 million. They aiso underestimated
tax revennes by 522 million.

... there I8 a constitutional solution to differ-
ences between the legislaiure and the executive
branch on spending matters, but the administra-
tion has by-passed the constitutional machinery,

“By providing for the item veto, the State Con-
stitution clearly intends that the governor should
reduce or delete appropriations through the use
of his veto power in those cases where he disagrees
with the legislature. The use of the veto power is
an open and visible process and because the legisla-
ture can sustain or override the velo, this preserves
the checks-and-balances under our system of
government. However, when the governor uses
administrative restrictions 1o sfop spending,
this is subject to no checks af all. He can rewrite
legistative budget acts at will, and I don’t think
that’s what was intended by those who drafted
our Constitution,

“ ,.if a constitutional convention is called by
the peaple, 1 will urge the delegates to review
how to stop the governor's assumption of complete
authority over appropriations and the crosion of
{he legislature’s traditional power of the purse,”" 19

Two legislators filed a suit in Cireuit Court
challenging the governor’s authority to withhold
funds, contending that the administration’s
actions were, in effect, item vetoes outside of
the constitutional framework. Another suit
was filed by the Legal Aid Society on behalf
of clients challenging the withholding of
$105,000 which the legislature had appropriated
for bilingual health aides.?® With respect to the
suit filed by the Legal Aid Society, the court
upheld the administration’s authority to make
budget cuts, and, with respect to the suit filed
by the legislators, the court dismissed the suit
on the basis that they lacked standing to
institute the action.??

Legislators would probably have a lesser
quarrel with the administration if the adminis-
tration merely reduced program expenditure
levels  under the changed condition of
anticipated revenues being less than originally
estimated at the time the appropriations were
passed. Frequently, however, entire amounts
for particular programs are withheld, as
Table 2.2 shows.

Act 226 was the Supplementary Appropria-
tions Bill passed in the 1976 legislative session.
In addition to accommodating administration
requests to amend the biennial budget which
was passed in the 1975 session, Act 226 also
appropriated funds for a number of programs
and projects initiated by the legislature. The
administration withheld the entire amounts of
51 legislative programs, totaling some $3.2
million, and, on June 30, 1977, all of the
appropriations for the 51 programs lapsed.

chpresentative Jack K. Suwa, News Release, House
Finance Chairman Attacks Budget Restrictions, June 15, 1976,

3

“{}Homlula Star-Bulletin, Lawmakers Sue (Over Ariyoshi’s
Budget Cuts, September 14, 1976; Honolul Advertiser, Two
sie State over budget cuis, September 15, 1976.

leamlafu Star-Bulletin, Ariyoshi's Cuis Ruled Legal,
September 30, 1976; Honolulu Advertiser, Judge rejecits chal-
fenges to cuts, September 340, 1976,



Table 2.2

Programs and Appropriations Not Implemented
Act 226, 5.1 H, 1876

Amount

Program tapsed
Hawaii Transportation Services . .., . ... .. $ 118,000
Kauai Transportation Services . ., ., . .., .. .. 85,238
Maui Transportation Services . ., ... ... ... 86,000
Achieve Selected Excellence for Viewership . | | 78,600
Hamakua Pamakani Plant Project . . . . . . . .. . 50,000
Statewide Facility for Aguacuiture ., . . . |, 78,000
Grant to Habititat . . . ., .., ... ....... 100,000
Maui Day Activity Program . . . . . ... .. 50,000
Expand School Health Project . . . . .. .. . ... 667,604
ronokaa Hospital Equipment . . . . . .. . . . .. 543,000
Grant ro Moiokai Hospital . ., . . .. .. ... 130,000
Family Planning Service . . .. . .. .. .. ., . 300,000
Learning Disabilities Pifot Project . . . . . . . ., . 50,000
Hawaii Association for Retarded Children | . | | 70,000
Alternative Education Praograms . . . . . . . .. . 153,460
Support Language Schools . . . . . .., . 50,000
Counseting and Guidance Teachers ., . . . . . . . 167,000
Fitrs Relating to Governmental Processes . . . . . 758,000
Research Alternate Uses for Lava Rock . . . . | 106,500
Outward Bound Program . . . . _ . .. .. . ... 60,000
Others? 529,103

Tota « o e $3,182,495

131 other programs, each under $50,000,

Annual Financial Report of the State of Hawaii For
the Fiscal Year Ended June 30, 1977, Supplernental
Datail, pp. 2-32.

Saurce:

The scope and frequency of restrictions
on appropriations were apparently not foreseen
by the drafters of the 1950 Constitution. In
discussing ifs original proposal for expenditure
controls, the Taxation and Finance Committee
observed:

“...In omder te keep reasomably close to the
actual {revenue] collections, provision should be
made for owtadbment of expenditures by the
governor, It can be reasorably expected that this
power will be seldom used. Governors are
responsive to public opinion, as is the iegislature.
The governor nommally ooks uwpoen the appro-
priation as the preper amount for the department
to spend. B will be only under extraordinary
cenditions that he will be called wpon to reduce
the spending level established by ihe legis
latuse."22

Transfers of program appropriations, In
addition to the substantial power that can be
wielded by the administration in the with-
holding or reduction of appropriations, the
governor can also influence the execution of the
budget in the transfer of appropriations from
one program to another. Recent legislative
history concerning the authority for appropria-
tion transfers discloses that the legislature has
attempted to strike some kind of balance
between (1) according the governor some
flexibility in executing the budget, and (2)
trying to assure that legislative intent is met. It
also shows that legislative efforts have not
achieved the results intended.

Prior to 1970, legislative appropriation acts
commonly gave to the administration the
authority to transfer appropriations within a
department, but they were qualified to
safeguard legislative interests. For example, the
General Appropriations Act of 1969 specified
that:

* . transfer of funds between program appro-
pristions within a department .. . may be made
by the head of the department upon his certifi-
cation, and approval by the director of the Depart-
ment of Budget and Finmance, that appropriation
balances are or witi be avaitable for such transfers
after the program objectives intended by the
iegistature have been accomplished and that such
fransfers are necessary o accomplish program
objectives authorized by the Iegis]ature."23

With the passage of The Executive Budget
Act in 1970, appropriation transfers would
ordinarily have been prohibited thereafter.
Among the provisions included in the act was
one which specified that no appropriation
transfers or changes between programs can be
made without legislative authorization. It also
provided that, when authorized iransfers or
changes are made, they must be reported to the
legislature 24

Psrate of Hawail, Proceedings of the Consriturional Con-
vention, 7950, Vol I p. 195,

Bsection 13, Act 154, Session Laws of Hawaii 1969.

2
"4Sc.ct§0n 37 -74{d), Hawaii Revised Statutes,



However, in the General Appropriations Act
of 1971, which provided for program appropria-
tions for the first biennial budget as required
by the 1968 Constitution, a provision was
included which permitted the governor, or the
director of finance if so delegated, to transfer
appropriations made for research and develop-
ment and operating purposes.?® No conditions
needed to be met, in effect allowing transfers
anywhere within the operating budget. In 1973,
the General Appropriations Act provided for
the same general authority to the governor,
except for the general limitation that the pro-
grams from and to which transfers are made
must fall within the same major program area.>®

Recognizing that it had perhaps accorded
to the governor too much authority to modify
the budget acts,®’ the legislature moved in the
1975 session ifo regain a measure of controi.
It authorized the governor to transfer funds
within a department, “provided that such
transfer shall be with the concurrence of the
President of the Senate and the Speaker of the
House of Representatives.”?® In 1977, the
legislature further strengthened that provision
by specifying that the governor must obtain the
approval of the presiding officers and that the
approval must be obtained prior 1o effecting
any transfer.??

Whether the budget acts require concur-
rence of approval, it 18 apparent that legislative
efforts to reassert control in the last two General
Appropriation Acts  have been ineffectual,
since the governor, in effect, approves the
transfers of appropriations and informs the legis-
lature that they have, in fact, been made.3?

Cther inconclusive legislative initiatives. In
the last two vears, three different approaches,
in the form of three different bills, can be dis-
cerned in the efforts of the fegislature to regain
control, one originating in the Senate and two in
the House of Representatives. All three efforts
failed to complete the entire legislative process
necessary for passage, and, in any event, they
would have faced the possibility of a veto, given
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the strong opposition of the administration to
all three measures.

The Senate. In 1977, the Senate passed
a bill which would have established a joint
Senate-—House controlling committee to oversee
appropriations and authorize transfers of appro-
priations. It would have also provided for an
emergency purposes fund, to be built up by all
appropriations not allotted by the end of a
quarter, with the controlling committee having
the authority to make authorizations and
expenditures from the fund.?!

The bill was in part patterned after the
system in the Oregon Constitution. The Oregon
Constitution provides for a joint legislative
committee, called the Emergency Board, with
authority to allocate funds for emergency
situations and unforeseen contingencies from
funds appropriated to the joint committee. The
Emergency Board has the authority to establish

B gection 17, Act 68, Session Laws of Hawaii 1971

zéSecti{m 97, Act 218, Session Laws of Hawat 1973,

27011 the opening day of the 1975 legislative session, the
mewly-elected President of the Senate, Senator John T, Ushijima,
stated: “An assessrnent of past legislative sessions has seen the
erosion of legislative contrel in the total concept of govern-
ment . . ., Qur position as architect of jegisiation and the over
seer of the implementation process via the Executive Branch wil)
be established. We have abdicated to the executive branch
many of the inherent powers that were rightfully within the
province of the legislature . .. .7 Journsl of the Senate of the
Eighth Legislature of the State of Hawed, Regular Session
of 1975, p. 4.

PBSection 102, Act 195, Session Laws of Hawaii 1975,
29Scctitm 99, Act 10, First Special Session Laws 1977,

3GEZ,g,, letter from the governor to the presiding officers
of the legislature, dated June 30, 1977. The letter begins
“1 have, on rhiy day, approved the following transfer of
funds....” and closes with: “This transfer was made
pursuant {o Section 102 of Act 195 SLH 1975, General
Approrpiations  Acl.”  [Emphases added.] This particular
letter announced the transfer of §7 485,362 among programs
of the Department of Education.

Hgenate Bill 790, 8.0, 1, 1977,



hudgets for new programs or activities for which
appropriations were not made, to increase ex-
penditure limitations established by the legisia-
ture, and to review federal grant applications
prior to their submission fo the federal govern-
ment. Thus, in the view of Oregon’s legislative
fiscal officer: “As a result of this constitutional
authority, the Legislature has not found it
necessary to provide the Executive Branch with
the flexibility as to the administration of the
state budget as would otherwise be the case.”™3?

Among the objections raised by the state
director of finance, two were based on consti-
tutional issues:

“ .. First, we believe that the provisions
of this bill are in direct conflict with a fundamental
principle of our democratic system of goveinment;
te,, the doctring of the separation of powers, The
Constitution of the State of Hawail clearly estab-
lishes this doctrine in the Hawall governmental
process, It provides for a Legistature as the law-
making and policy-setting body; and it provides
For an Executive Branch, under the direction of the
Governor, responsible for the day-ioday adminis-
tration of the affaizs of the State, We believe that
ensctment of this bill would seriously leopardize
the functioning of State government as conceived
by the Constitution for it places certain day-to-day
administrative  functions with a  legislative
‘contrelling beard” and severely erodes the powers
of the Governos to effectively administer the
Executive Branch of govermment as reguired by
the Constitution.

“Secondly, we seriously question the con-
stitutionality of: 1) a delegation of legislative
suthority which this bill provides 10 a sefect group
of legislators and 2) the authority of any individual
fegislator or group of legislators to act in any
capacity at a fime when the [egislature is not u
formally constituted body (ie, in session) as
provided by law,”33

The Senate bill did not advance in the
House, possibly because of the constifutional
issues raised by the director of finance.

The House. The approach of the House
of Representatives was to amend the allotment
system statutes to reduce the discretionary
authority of the governor and the director of
finance in making resirictions, with shortfalls
in revenues being the only condition under
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which restrictions can be made, In addition, the
House sought to reduce the power of the
Department of Budget and Finance and assign
the responsibility for making specific program
reductions, If necessary, to the operating
departments.®*  The House Committee on
Finance explained the reasons for its proposal
for a system of aggregate fiscal controls:

“The present system of allotment cogntrol
exfends to a fine level of detedl, This coatrol
imvolves the approval, disapproval, o1 modification
of specific objects of expenditure, Such a system
poses no serjous problems when the amounts
allotted are the same as the amounts appropriated,
However, in time of austerity when allotments are
substantially below appropriations, the central
budget agency, through the allotment system,
exercises control over program execution decisions.
In order to place the responsibility for such
decisions where it rightfully belongs without any
detraction from  the central budget agency’s
responsihility to oversee and safeguard the overall
financial condition of the State, this bill provides
that when allotments are less than appropriations,
the central budget agency would notify the various
agencies of the apgregate reductions to be made
but each agency would decide which program and
which objects of expenditures are to be
reduced 39

This was mnot an original idea. It was
evidently what the 1950 constitutional drafters
had in mind when they wrote the original pro-
vision on expenditure controls:

“To avoid the reduction of expenditures
item by item, the governor is given the authority
to reduce expenditures and conirol the rate of
expenditures only to the extent ‘proper to effect
cconomies.” Thus, in the opinion of your Com-

32Lctter, Floyd G. Gould to Semator Richard S. H. Wong,
dated August 18, 1976,

33Ei}een R. Anderson, Ditector, Departmeni of Budget
and Finance, Testimony to the Senate Commitiee on Ways
and Means on Senate Bill No, 790, March 3, 1977 _pp. 2--1.

Miouse BEl 9, 1977, A similar bill, House Bill 10, was
passed by the House in the 1975 regular session, but it
faiied to pass the Senate,

Bhouse Standing Committee Report No. 159, March 1,
1977, on House Bill No. 9.



mitiee, any reduction authorized by the governor
would be in total sums by depariments, agencies,
ete,, and the respective heads thereof would deter-
mine which expenditures under their jurisdiction
wowid  be  ourtalled, unless the legistature
spectfically authorizes more detailed budget
control. This provision on control of expenditures
is definitely in @ine with pood financial manage-
ment,”36

The chairman of the 1950 Taxation and
Finance Committee amplified the committee’s
intent in this way:

“It’s not proposed in here, and 1 think it's
covered quite clearly in the reportf, that whatever
legislation is enacted to implement this procedure
could require that in making any reductions under
those situations where the revenue falls below
estimate that the governor would be Hmited in
making those reductions to making them by
amounts instead of by heing able to tell a depart-
ment head that he shouldn’t be able to employ this
man for this partictlar purpose or that he
shouldn’t buy this desk or that he shouldn’t - - he
onght to put off the purchase of a typewriter
until the following quarter, or something like that.

“I know that there has been some criticism
of the present system due in part, in my humble
opinicn, to iaeffective administration when the
budget director gocs 10 the extent of instricting
the department head what items he should have
and what items he shouldn’t have, and I think the
report is quite explicit on that. And, of course,
it should be very - - the legisiation should be very
carefully drafted to make sure that that idea is
cartied ouf in the law 37

Thus, the House bill could be viewed as an
effort, albeit beiated, to meet the intent of the
1950 drafters of the Constitution. However, the
bill, opposed by the administration, did not
pass the Senate. The position of the present
administration is that it has already provided
the operating departments with greater
authority i  determining  specific  program
expenditure levels,

In the 1978 legislative session, the House
attempted another approach.38 The chairman
of the House Finance Committee drafted a pro-
posal patterned after the Federal Impoundment
Control  Act, which currently governs the
relations of the President with the United Sfates
Congress. The federal act was enacted by

Lud

Congress for essentially the same reasons which
prompted the introduction of a state version
of the act. President Nixon had unilaterally
impounded congressionat appropriations
through executive actions which the Congress
believed were unconstitutional. While the Con-
gress was supported i the courts, it also sought
to resolve disputes with the President through
the establishment of a formal system,

Staff comments on the House measure
explained the purpose of the bill as follows:

“The purpose of this bill is to change the
cilrrent practice whereby the governor exercises
unilateral authority in determining how much of
legisiative appropriations should be expended
of whether they should be expended at all, This
authority is currently cxercised by the governpor
through administrative processes which are not
subject to full public view, The bill would change
the current practice by reguiring all proposed
recissions or deferments of appropriations to be
subject to a formal and visible system of executive
reporting and legistative review,”39

The following are the main features of the
impoundment control bill:

i. All appropriations to be withheld by
the governor, whether permanently
or femporarily, must be reported to
the legislature.

2.  Proposed recission or permanent with-
holding of appropriations must be
released for obligation and ex-
penditure if the legislature fails to
approve the proposed recission within
45 days.

Bstare of Hawail, Proceedings of the Constitutionzl Con-
vention, 1950, Vol, 1, p. 195,

3?State of Hawaii, Proceedings of the Constitutional Con-
vention of Howadi, 1830, Vol 1 {Honolulu, 1561), p. 195,

3B ouse Rill 197278, 1978,

39Staft Comments on House Bill 1972-78 Relating to
impoundment Control, undated.



3. Temporary withdrawal or deferral of
appropriations may be made if either
the Senate or the House does not
transmit to the governor a message
disapproving the proposed deferral.

Predictably, the bill also ran into the
opposition of the state administration. The
director of finance argued on practical grounds
that it has been necessary for the executive not
to altot all of the appropriations authorized by
the legislature in the past five vears, because
H it had done otherwise, the State would have
incurred a cumulative deficit of $245 million.
In addition, the director objected on constitu-
tional grounds:

“. .. it is our belief that the reguirements for
the concurrence by the Legislatuze in the affotment
process as outlined ... would not only dilute the
budget execution authority and responsbility of
the governor .. . but it also appears to us to be in
conflict with the sepazation of powers doctrine
of the Hawaii State Constitution. The allotment
process is cleatly an Executive Branch function,
and inclusion of the Legislative Branch in the
precess would, in our opinion, constitute an
mfringement on the executive powers of the
Governor as delineated in our Constitution, ™40

The bill did not advance, and because of
the constitutional questions which had been
raised with respect to the impoundment control
measure as well as the Senate bill, several key
legislators saw the issue of executive—legislative
fiscal relations as one for the constitutional
convention to resolve.

Control over Federal Funds

Federal funds have come to assume an
important part of state and local finances
throughout the United States. In f{iscal vear
1976—77, the federal government channeled
aver $73 billion in federal aid to state and local
governments. Between 1960 and 1975, federal
aid to the state and county governments
in Hawaii increased by over ten times, the third
highest increase among the states.*! With
respect to state government only, Hawaii
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teceived into iis general and special funds a
total of some $326 million in federal funds
in fiscal year 197576, or 25 percent of total
state receipts.*?

In many states, federal funds escape the
atfention of state legistatures, because the
federal grants are requested and obtained
directly by executive agencies. Frequently,
the first time that legislatures are aware of
the federal funding of a program is when the
federal funds are about to run out, and state
funds are requested to keep the program-going.

The National Conference of State Legisia-
fures has been leading a movement for state
legislatures to assert controls over federal
funds. The national organization points out that,
with federal funds, state agencies have been able
to support programs and employees entirely
outside legislative purview, and that very few
state officials, from the governors to the legis-
lators, have comprehensive information on
current amounts of federal aid, let alone the
stat§3ﬁnancia} obligations resulting from the
aid.

The Speaker of Minnesota’s House of
Represeptatives summarizes the case for legis-
lative control over federal funds as follows:

* ... Without legislative oversight, executive
departments and agencies have the tendency to
reach for whatever federal money they can obiain
without considering the implication of bloated
departments or state assumption of these programs

40Eiieen -R, Anderson, Director, Department of Budget and
Finance, Testimony to the House Commitfee on Finance on
House Bl No. 197278, February 14, 1978.

ﬂNatiQnal Conference of State Legislatures, Srare Legislative
Control of Federal Funds, State Legislative Report (Denver,
Calorado, March 19783, pp. 1. 4.

42§)e§zrtment of Accounting and General Services, Annuel
Financigl Report of the State of Howeii {Honolulu, 1976},

43?‘6‘3;1‘(}::3} Conference of State Legislatures, Program
Announcement of Seminar on State Legislotive Conirol of
Federal Funds, May 12--13, 1978,



when federal money expires. This fragmented
approach usually leads to duplication and wasteful
expenditure of dollars. Just iike the average wage
carnet, states feel the pinch of inflation and are
searching for ways to maximize every dollar going
out of the treasury.

“That's why legistators have takem pains
to become more professional in appreachiog
today’s  complex  problems, especially in
budgeting, Yet, they are accountable to their
constituents—the public. Unlike many bureau-
crats, they are not concealed from public view,
but are open to constant scrutiny. They are
in the position to make judgments an where and
how federal aid can best serve the inferests of their
communéiy.“‘*‘}

However, state legislatures have faced legal
challenges in their attempts to assert control
over federal funds. Often, the definition of
“public funds” has been held to exclude federal
funds. There is also the contention that a state
may violate contractual obligations if the legis-
lature denies funding for a particular program.
The most serious challenge to  legislative
authority is that delegation of legisiative appro-
pristions authority to a commiftee has been
judged unconstitutional in many states, thus
making it difficult for legislatures, during the
interim period between sessions, to authorize
or deny the use of federal funds.??

The Iandmark case to date appears
to be in Pennsylvania, where, since 1976,
the Pennsylvania legislature has appropriated
federal funds. Its authority was upheld in a
Commonweatth Court decision, Shapp v. Sloan,
affirming the constitutional right of the
legislature to appropriate all funds deposited
in the state treasury.*® The decision has been
appealed.

While the states elsewhere seem to be
steeped in execulive—legislative conflict over
the control of federal funds, the dispute has
not emerged in full force in Hawaii, although for
vears individual legislators have complained
about their lack of information and control
over federal funds, There are probably two
reasons why legislative control over federal
funds has not erupted as a salient issue in

Hawaii. First, The Executive Budget Act of
1970 requires all sources of funding to be
identified in the program appropriation requests
contained in the budget, including all soutces
of federal funding, and the appropriation acts
likewise identify federal funds wherever
applicable. Thus, it gives the appearance, if not
the reality, of the legislature having control over
federal funds. Second, with the lack of effective
legislative control over the execution of appro-
priations generally, the question of federal funds
control is merely secondary.

As a practical matter, the legislature has
little information as to the specific purposes
for which certain federal funds will be used and
there is, moreover, no cerfainty that the amount
of federal funds identified in the various pro-
gram appropriations will, in fact, be received.
It could be more, less, or none at all. Current
legislative policy seems to be to allow the
executive branch to go after federal funds with
the understanding that federal funds should be
used to reduce state expenditures. Thus, the
general appropriation acis routinely mchide
the following provision:

“Where the Governor or any agency of any
government unit is sble to secure federal funds
or other property made available under any Act of
Congress of any funds or other property from
private crganizations or individuals, to be ex-
pended in connection with any program or works
authorized by this Act, oy otherwise, the Governor
or agency with the Governor’s approval shait have
the power to enter into such undertaking with
the proper offices o1 agencies of the federal govern-
ment or private organizations or individuals. While
most federal-aid allocations are known and local
matching funds aye provided in this Act, there
may be programs for which federal-local cost
sharing are not yet determined. In such cases, the

44Mar’{m Olav Sabo, “State Control of Federal Funds,”
Nationgl Journef, July 9, 1977, p. 1096,

‘;SNaﬁOna% Conference of State Legislatures, Stare Legis-
lative Controf of Federal Funds, p. 3.

4“:"»’Vinnie Austerman, “Can Legisiatures Control Federal
Funds?”, Srare Legislarures, Janvary/February 1978, p. 12



availability of federal funds shall be construed
as a reduction of State costs whenever possible."37

Should Hawai’s legislature move in the
direction of greater control over federal funds,
as other state legislatures appear to be doing,
constitutional questions could develop with
respect to the powers of the executive vs. the
powers of the legislature. This has been the
experience in other states. Therefore, it may be
appropriate to review the Constitution to deter-
mine whether the legislature has the authority,
or should have the authority, to approve what
kinds and amounts of federal funds should be
pursued and to authorize the specific purposes
to which they are to be applied.

Issues and Alternatives

Arguments. The ascendancy of the execu-
tive to the dominant role in financial affairs
can be viewed from several perspectives. One
perspective is that the dominance of the execu-
tive not only should be accepted but that it
is absolutely necessary for the day-fo-day con-
duct of financial affairs. The governor is the one
single person who can logically be charged with
the responsibility of preserving the fiscal in-
tegrity of the State along with overseeing the
efficient use of state funds. The transfer of all
or part of the governor’s discretionary anthority
to the legistature would be unworkable, as it
is doubtful that a collective body would be
willing to, or could, assume responsibility for
preserving the fiscal integrity of the State on a
day-to-day basis.

The second perspective is that, while there
may be an imbalance between the executive
and the legislature in the exercise of fiscal
authority, that imbalance has been brought
about—at least in part—by the legislature’s
abdication of its powers. What has been given
away legislatively can be returned legislatively,
if the legislature has the determination to re-
assert its control. Thus, there should be no
attempt to correct through the Constitution
what might be corrected by statute and by a
change in legislative policies and practices.

The third perspective is that a serious im-
balance in executive—legislative fiscal relations
has developed, an imbalance not intended by the
Constitution. Inasmuch as legislative initiatives
have been inconclusive and challenged on
constitutional grounds, the Constitution should
be reviewed to determine how to redress the
balance and prevent further erosion of the
legislature’s power of the purse. It should be
done from the standpoint of correcting the
balance by amending certain provisions, or at
the minimum, assuring that legislative initiatives
to correct the imbalance will find constitutional
support.

Alternatives. If the reviewers of the Con-
stitution adopt the first or second perspective,
then little more needs to be said. It is only under
the third perspective that alternatives emerge.

Among the alternatives are the following:
A return to annual appropriations.

A limitation on the power of the governor
to restrict appropriations, ranging from a
prohibition of executive impoundments
to some degree of securing legislative
approval,

A requirement that a system of aggregate
fiscal controls be adopted, as originally
intended by the drafters of the 1950
Constitution.

A formal mechanism for the making and
revising of reverie estimates, under which
the executive would be bound in preparing
the budget and the legislature would be
bound in making appropriations.

A method by which the legislature can
delegate i#s powers to a hoard o1
committee of its establishment to oversee
the expenditure of funds and authorize
transfers of appropriations and other
actions.

gection 106, Act 10, First Special Session Laws 1977,
Other general appropriation acts contain similar provisions.



Even before any of the foregoing alter-
natives can be considered, some consensus
would need to be reached that there is an im-
balance in executive—legislative fiscal relations
and it is one that should be corrected through
the Constitution. Against that view would be the

~d

perspective that the governor should rightfully
play the leading role in the discharge of fiscal
responsibilities, or the perspective that the legis-
lature has not exhausted its efforts through
changes in the statutes or changes in its appro-
priation practices.



Chapter 3

FISCAL RESTRICTIONS

Al state constitutions restrict the taxation
and finance powers of the respective states in
some way, some much more extensively than
others. Restrictions can be the only effect of
constitutional provisions relating to taxation and
finance, because a state constituiion cannot
augment the power of the state beyond what
it already has as a sovereign state in the federal
system. Under the United States Constitution,
the states have all those powers not delegated
to the national government. They cannot have
more than that. But they can have less, if,
through their state constitutions, they restrict
themselves from the full exercise of their
taxation and finance powers.

Constitutional restrictions directly affect
the powers of the legislature, since it is the
branch of government which authorizes the
raising of revenues and the expenditure of funds.
However, the executive branch is also affected,
since restrictions against the legislature would
constrain the governor's powers in proposing
taxation and f{inance policies. Generally, the
extensiveness and force of constitutional re-
strictions reflect the degree of trust that the
people have in representative government, and
particularly the amount of faith they have that
the legislature will act responsibly in balancing
government costs vs. taxpayer interests.

In other state constitutions, it is not un-
common to find prohibitions against certain
kinds of taxes, the earmarking of tax revenues
for specific purposes, or requirements for a
specific process 1o be followed, such as the
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referendum, before a financial decision can be
authorized. In Hawaii’s Constitution, the most
extentive restrictions are the limitation on debt,
which is treated as a separate subject in
Chapter 4, and the requirement for biennial
appropriations, which is discussed in the con-
text of executive—legislative relations in
Chapter 2.

This chapter covers the other restrictions in
the taxation and finance article concerning
(1) the public purpose clause and its relationship
to new purposes of borrowing being advocated
by various special interest groups, (2) the
prohibition against the delegation of taxing
powers and its implications should the
legislature attempt to pass legislation to have
Hawaii’s income tax laws conform automatically
to federal changes and amendments, and (3) the
restriction on the legislative process which
requires that priority be given to passage of the
General Appropriations Bill in  the odd-
numbered year and the Supplemental Appro-
priations Bill in the even-numbered year. This
chapter also reviews the notion of the balanced
budget and the earmarking of revenues, and
treats, as perhaps the leading contemporary issue
in taxation and finance in Hawail and elsewhere,
the question of limitations on government
spending.

Limitations on Government Expenditures

Spending limits were not an issue in the
1968 constitutional convention. Times were



good, the Islands were enjoying the economic
boom of the first decade of statehood, and the
state and county treasuries were being
replenished to the extent that old programs
could be enlarged, new programs could be
started, and a considerable amount of cash
could be spent on capital improvements. The
national economy, although it was soon to feel
the effects of the escalation of the Indochinese
war, likewise appeared fo be in a relatively
zood condition, with stable prices, cheap energy,
and excess capacity holding out the promise that
growth could be accelerated and unemployment
decreased without stimulating inflation.

Times have changed, and the public’s
tolerance of government spending has changed.
There are a number of rcasons for the change
in public attitudes. First, inflation has ravaged
personal and family budgets, and, even as
inflation decreases real income, government
taxes, applied from all levels of government,
continue to take larger bites from paychecks,
larger in the absolute sense if not larger propor-
tionately. Second, government is perceived to
be the culprit for seemingly not being able to
do anything about the large problems of
inflation and unemployment, for spending
money foolishly, and for having too little
regard for the plight of taxpayers. Third, and
this has specific application for Hawaii,
spiraling welfare costs, the costs of unemploy-
ment compensation, the notoriety attached to
payv raises for public officials, and the salary and
wage demands of public employee unions under
collective bargaining, all combine to raise
public fears that government budgets are headed
out of sight at the expense of business and
individual taxpayers.

In Hawaii, most discussion has revolved
around the issue of state spending limits rather
than county spending limits. This is probably
because the state government is much more
visible and pervasive in both its collection of
revenues and its expenditures and because it is
by far the largest employer. However, most
spending limit actions in other states have
originated with state legislatures or state consti-
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tutions and have been directed against local
governments.  California’s  Proposition 13,
probably the most widely discussed tax Hmi-
tation in the Nation this vear, is an initiative
which would directly affect the revenues of
local governments by rolling back real property
taxes drastically and limiting their increase
thereafter. !

A discussion on state spending limitations
could just as easily be applied to local govern-
ment spending limitations. Some would further
insist that it is not logical to propose state
spending limils only, because a state could shift
functions and programs to local governments,
impose higher financing burdens on them, and
the net result would be the same.

Limiting expenditures vs. limiting revenues.
The first question that limitation advocates
should pose for themselves is whether they
propose limiting expenditures or whether they
propose limiting taxes. Theoretically, either
approach is possible. One study poses the issue
ini this way:

... either approach to a limit will achieve
the same result.

“Drafters may wish to restrict expenditures
if they believe spending pressures are the catalyst.
Since a growing level of appropriation must be
matched with growing revenue sources, capping
expenditures might seem the most logical
mechanism for restraining taxes.

“On the other hand, it’s spiraling taxes
which are the source of concern for millions of
citizens. [Taxpayers] might approve of public
spending sprees H additional faxes were somnehow
not reguired to finance such outbursts. But more
spending means more taxes, From this perspective,
controlling revenues might have more appeal since
it is a distaste for rising taxes which arouses tax-
paver ire.”~

]Caii{ornia‘s voters were to have decided on Proposition 13
in an election on June 3, 1978, If approved by the voters and if
it survives legai challenges, the measure would requize that the
propetty tax not exceed 1 percent of market value and the
valuations would be based on 1975 prices. Also, subseguent
increases wourld be limited to a maximum of 2 percent a year,

2szshington State Research Council, Srate Tax and Ex-
penditure Limiration {Olympia, March 1978), p. 12,



Rather than the choice being almost equal,
it would appear, however, that a limitation on
tax revenues would pose a particular problem to
the credit standing of a state or local govern-
ment, as was actually experienced in Hawail
at one time. The subject of the relative strength
of bonds is discussed more fully in Chapter 4,
but with respect to its relationship to limitations
on tax revenues, it can be summarized as
follows.

The strongest credit instrument of a state
or local government is the general obligation
bond, because it carries the jurisdiction’s pledge
of security that it will use all of its taxing
powers to assure that payments will be made
on the principal and interest on the bonds.
If that unconditional pledge of security is
weakened, for example, by a constitutional
limit on the amount of tax revenues that the
jurisdiction could raise, then, conceivably,
bonds issued by that jurisdiction could drop to a
lower ¢lass of bonds, incur higher inferest rates,
and increase government expenditures.

Until 1963, when the legislature abolished
statutory ceilings on real property tax rates,
the general obligation bonds of the counties
were classified by the municipal bond market as
“limited tax bonds,” a lesser grade of bonds
than the unconditional general obligation
bonds, This resulted from a dilution of the
general obligation bond pledge of security, since
a Hmitation on real property tax rates meant, in
effect, that there was a limitation on tax
resources available to make payments on the
bonds.? Thus, an effort to hold down real
property taxes actually had the counter-
productive effect of driving up interest rates
on the bonds issued.

Therefore, as between a limitation on
expenditures and a limitation on tax revenues,
it would appear that the latter could have the
direct effect of undermining a jurisdiction’s
credit standing.

Limitation on general fund expenditures
vs. all expenditures. If a limitation on expendi-

tures, rather than a limitation on tax revenues,
is considered, then limitation advocates must
also determine whether they are {rying to
control general fund expenditures or all expendi-
tures.

In Hawaii, the general fund supports those
programs of state government which do not have
“special resources set aside for them. This
embraces the vast majority of state programs.
The most significant sources of revenues, such as
the income fax and the excise tax, are entirely
the realization of the general fund. Special
revenue funds are used to account for revenues
and expenditures for particular programs, and
their most common characteristic is that the
programs are capable of generating revenues
which are applied against their expenditures,
The more significant special revenue funds are
those for airports, commercial harbors,
highways, and hospitals. There is also the bond
fund which is used to account for bond proceeds
and expenditures for capital investment.

To the extent that the State Constitution
already limits bond authorizations and therefore
already limits bond fund expenditures, however
ineffectually, it can be argued that limifs already
exist and that, if they need to be tightened, it
should be handled as a separate issue in the
context of alternative constitutional debt limit
formulas. As for special revenue {unds, it can be
argued that most of the larger funds, such as
those f{or airports and highways, are self-
sustaining. On the other hand, there are some
funds which are not seif-sustaining and which do
make demands on the general fund, such as
those for hospitals and small boat harbors.

A limitation on only general fund expendi-
tures could have the effect of shifting
expenditures to special revenue funds, creating
new special revenue funds (unfess there is some
constitutional restriction against their creation),

3Ne“wton N..S. Sue and Thomas W. Wong, Article Vi:

Taxation and Fingnee, Hawail Constitutiongl Convention Studies
{Leogislative Reference Bureaw, Honolulu, July 1968) pp. 63
i,



or forcing those programs which are not self-

sustaining to increase their own program
revenues.
Within a Hmitation of general fund

expenditures, there must also be considered
whether the lmifation should apply to all
expenditures, including those financed by
federal funds, or whether they should apply
only to those expenditures supported by state
revenue sources. There is the addifional con-
sideration whether a general fund expenditure
Iimit should apply to expenditures for debt
service or whether debt service should be con-
trolled by some other formula* Finally,
advocates of a limitation on general fund
expenditures would need to consider whether
there should be an exemption for emergencies.
One organization advocating spending limits
says that an exemption f{rom Hmits for
emergencies is absolutely  necessary: “Sound
public policy requires that an emergency pro-
vision be included in a limitation. In the face
of a sudden disaster, it would be appalling
to find the State’s funds impounded by overly
restrictive legal language. At the same time,
an emergency clause must be drafted with care
to avoid creation of a major loophote.””

Limitation proposals and enactments,
Spending Hmitation proposals vary greatly in
their details, but they all have the common
characteristic of limiting the legislature’s
authority in some way. In forcefulness of re-
striction, these proposals range from rolling
back government expenditures to some earlier
and lower level; limiting the increase in the rate
of spending to some cconomic measure, such as
the cost of living, gross state product, or
personal income; to requiring the legislature
to establish for itself a spending limitation
formula.

California. In 1973, Proposition One was
advocated by Governor Ronald Reagan as a
means to control spending. The initiative was a
complex measure, affecting virtually all aspects
of state and local finances, but, perhaps, ifs
most important provision was to initially limit

expenditures from state tax revenues to their
current percentage of sfate personal income and
to require that this percentage decline by
1/10th of 1 percent each fiscal year. When the
limitation reached 7 percent of personal income,
the legislature could, by a two-thirds vote,
choose to stop further decreases in the expendi-
ture ceiling. The proposition was voted down,
sotne  say, because it was embroiled in the
govex;nor’s campaign for the presidential nomina-
tion.

More recently, a proposed alternative limi-
tation for California contains these provisions
for limiting appropriations and refunding excess
revenues:

“Control of appropriations. Commencing with
tiscal year 197980, the annual appropriations of
2 nnit of government during any fiscal vear shall
not exceed the appropriations, as adjusted, for the
prior year, except for cost-of-living and popalation
changes, unless the voters of such unit approve a
different amouni.

“Refund of excess revenues. From year to vear,
the governing body of each unit of government
shall adjust fax rates to reasonably minimize the
collection of revenues in excess of those which
may be appropriated . .., Should excess revenues
goerue 1o oa unit, such excess shafl be refunded
io the people in such manner as shall be defer:
mined by the governing body of the unit.”’

New Jersey. In 1976, New Jersey adopted
a statutory limit on state and local spending.
With respect to the state, growth in the state
budget is linked to growth in state per capita
personal  income. Exemptions from the
limitation are extended to: state aid to counties,
municipalities, and local school districts;

4p . . s
The alternative of controlling debt by limiting annual
debt service o a maximum of some percentage of the general
fund is discussed in Chapter 4.

SWashiﬁgtan State Research Council, Stere Tux & Expend-
iture Limitetion, p. 21.

Ohid., pp. 2327,

i, pp. 1213,



expenditures of federal funds; and debt service
on general obligation bonds, In 1977, an amend-
ment was enacted which requires the governor
to present a budget which conforms to the
state limitation.®

Tennessee. In a referendum on March 7,
1978, the voters of Tennessee, by a 65 percent
to 35 percent margin, approved a constitutional
amendment limiting state spending. Among the
provisions included in the amendment are the
following:

A prohibition against deficit spending.

A prohibition against using debt {o finance
current operations.

A limitation that the growth of appropria-
tions from state tax revenues shalt not
exceed the estimated growth of the state’s
economy as determined by law,

A requirement that no appropriation in
excess of the limitation can be made
unless the legislature, in a separate bili,
specifies the dollar amount and the rate
by which the limit will be exceeded.’

One organization supporting the Tennessee
amendment has observed:

* .. The lmitations are really fairly lenient;
the chief value of the proposai is the psychological
effect it will have on legislators. If they choose
to increase spending faster than the growth in
the economy, they must go on record in favor
of the dollar amounts and rate by which the limits
will be exceeded. This willi throw the spotlight
of publicity on the pressure groups and  legislators
who endorse the continued growih of government
v. the private economy.”

Hawaii. The expenditures of Hawaii’s
state government are unique, because it is
responsible for functions which are normally
local government functions elsewhere in the
United States. Public schools, public welfare,
libraries, community colleges, district courts,
and hospitals are among those functions which
Hawaii’s state government performs but which

(3]
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are uvsually under the control of local govern-
ments in continental America. Thus, it would be
misleading to compare the per capita expendi-
tures of Hawaii’s state government with those
of other state governments. A more reasonable
comparison would be combined state—local
per capita expenditures, and, here, the data
shows that, in 1975, Hawail ranked fourth
behind, in descending order, Alaska, the District
of Columbia, and New York.!! The measure,
however, tells Little as to whether Hawaii's state
government expenditures are reasonable or not.

Some advocates of state spending limits
propose limiting increases in state spending to
increases in the growth of the state economy,
using some measure of econpomic health, such as
gross state product or personal income.
Table 3.1 shows the percentage increase of state
general fund expenditures from the year of the
last constitufional convention to 1975 and the
corresponding  Increases in the gross state
product and personal income.

For each of the years shown in Table 3.1,
the data is inconclusive that state expenditures
are increasing at a much higher rate than the
gross state product or personal income, as critics
of state spending contend. Overall, from 1968
to 1975, the data does show a somewhat higher
mcrease in state expenditures, with expenditures
in 1973 representing 2.30 times what it was in
1968, while gross state product increased by
2.06 times and personal income by 2.09 times.
Part of the increase in state general fund
expenditures is accounted for by the increase
in expenditures financed by federal funds.
Federal funds have come to comprise about
one fourth of general fund expenditures, and the

81bid.. pp. 30-31.

9 Article 11, Section 24, Constitution of Tennessee.

mfﬁﬂﬁ?. Tennessee Taxpayers Association to each Tax-
payers Association and Expenditure Courncil, March 9, 1978,

uTax Foundation of Hawail, Government in Haweii, A
Hardboak of Financigl Staristics (Honolulu, 1977), pp. 38-39,



Table 3.1

General Fund Expenditures, Gross State Product,
and Personal Income
State of Hawaii
1868 to 1975
{In miftions of $)

% % %
General  in- in- in-
fund crease Gross crease  Per- crease
expendi- prior  state prior sonal prior
tures?  year product?  year income? year
1968 $329.8 10.5% $3,350.7 11.2% $2729 11.8%
1969 3865 17.2 3,7425 117 3,087 131
1970 464.6 20.2 4,164,7 11.3 3,623 141
1971 5294 139 44606 17.1 3,773 7.1
1972 577.2 9.0 49354 1086 4,124 9.3
1973 591.3 2.4 5638389 155 4517 120
1974 683.4 156 6,318.7 109 5177 1241
1975 7587 11.0 6,808.8 9.3 5706 101

?S{)urce: Department of Accounting and General Services,
Repart of the Comptroiler, 19681975,

Source: Department of Planning and Economic Develop-
ment, Hawaii Income and Expenditure Accounts,
forthcoming.

350urce: Departrment of Planning and Economic Develop-

ment, Hawali State Data Book, 1978 and 1977

amount expended in 1975 is about 2.5 times
what was expended in 1968.

While the contention of some is that state
spending should move as either the gross state
product or personal income moves, there is a
practical reason why it is difficult to base imme-
diate spending policies on either economic
measure. Both measures are derived from statis-
tical gathering, they are subject to adjustments,
and it usually takes some time before the data
for the measures is available.!? Thus, the reason
why a more updated comparison cannof be
shown in Table 3.1 is because the data for gross
state product is not vet available for 1976 and
1977. It remains to be seen, then, whether
the Tennessee constitutional restriction of
limiting appropriations to the estimated rate
of ywowth of the state’s economy, let alone the
actual rate of growth, will have practical force.

While numerous proposals have been in-
troduced in the legislature to limit state tax
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increases or state expenditure increases in some
way, the only bill to receive any depree of
attention was a proposed constitutional amend-
ment in the 1974 legisiative session, possibly
because of the prestige associated with the
bill’s having been introduced by the chairman
of the House Finance Committee.l? The
amendment would have required the following:

The executive budget submitted by the
governor could not exceed any general
fund expenditure ceiling established by
the legislature, unless the governor pro-
poses additional revenue measures to meet
the expenditures above the ceiling.

By a two-thirds vote, the legislature could
establish a general f{und expenditure
ceiling, and the legislature could exceed
the ceiling only by a two-thirds vote or
by enactment of revenue measures to meet
the expenditures in excess of the ceiling.

Thus, as in the constitutional amendment
adopted in Tennessee, no limitation formula
was to be established in the Constitution itself,
but the legislature would have the authority
to do so and the governor would be required
to accept it. The major difference between
the Hawaii proposal and the Tennessee amend-
ment is that the Tennessee legislature is required
to establish a limitation, whereas the Hawail
proposal would merely have permitted the
legislaiure to do so. The proposed constitu-
tional amendment was supported by a bill
amending the statutes to establish a lmitation
based on some factor of the average of the
revenues received into the general fund for the
preceding two fiscal vears.!* However, neither
the proposed constitutional amendment nor the
statutory amendment advanced in the legisla-
ture.

12 : . :
As discussed in Chapter 4, efforts to tie state debt to gross
state produet or personal income would ran into the same
problems,

BHouse Bill 2094--74, 1974 Regular Session,

MHouse Bill 2094--76, 1974 Regular Session,



An indirect approach to the issue of spend-
ing limits emerged in the 1976 legislative session.
Following reports that the state general fund
had realized a surplus or fund balance of $83
million at the end of fiscal year 1974-75, a
constitutional amendment was proposed to
require the legislature to provide for special
tax refunds to state individual income taxpayers
whenever a percentage of the state general fund
balance exceeded a prescribed threshold. The
amendment was designed to “‘guarantee that
individual  income  taxpayers will recesive
benefits, in the form of special tax refunds,
whenever there is a sizeable general fund
balance.”!® The proposed amendment was
said to have three basic purposes:

“(1} It adopts as a basic {inancial princi-

ple that taxpavers will be the
beneficiaries of any sizeable tax
wind falls,

“(2) It removes from politics the question
as to when special tax refunds are to
be granted.

“(3) It controls government spending to
the extent that whenever large
surpluses materialize, at Jleast a
portion of that surplus will be
returned to the taxpayers.”} 9

A bill which would have provided for tax
rebates to 1975 income faxpayers passed the
House but failed in the Senate. The proposed
constitutional amendment likewise failed to ad-
vance. Those who opposed the special tax
refund measure argued that excess tax revenues
should be plowed into cash financing for capital
improvements to lower debt service charges.
As il turned out, the legislature did authorize
the expenditure of cash for capital improve-
ments, but the infusion of general fund cash did
not appear 1o make any significant dent in
borrowing levels. }7

Issues and alternatives. The issues of a
limitation on government expenditures seem
clear enough: first, whether government spend-

ing needs to be controlled; second, whether
the Constitution is the proper place to control
government spending; and, third, if the Con-
stifution addresses itself to the issue, whether
a limitation formula should be placed in the
Constitution itself or whether it should require
the legislature to establish a limitation.

Arguments, Those who favor expenditure
limitations, regardless of the specific form the
limitations might take, would coniend generally
that there is real concern over the escalating
costs of government and that the rate of growth
in expenditures exceeds the rate of growth of
the economy. They would argue that the present
legislative process is not effective in controlling
government spending, inasmuch as there is no
real incentive for lawmakers to keep appropria-
tions within the estimates of revenues available
for expenditure. Therefore, an expenditure
limitation expressed in the Constitution is
necessary o constrain state elected officials
and force them to address and resolve some of
the fundamental questions leading to an over-
expansion of government spending.! 3

Those who oppose constitutional limita-
tions on spending would argue that the
establishment of a limit would severely limit
the ability of the state government and its
elected officials to respond effectively and
rapidly to the changing needs of the people.
The benefits of government expenditures
should be decided on their own merit and not
on the basis of some artificial and arbitrary
ceiling. Moreover, constraining the people’s
elected representatives runs counter to the
fundamental  principle of  representative

P House Bill 2474-76, 1976 Regular Session.

1(’i\i'm'mam Mizuguchi, Chairman, House Committes on
Education, Swrmnary of House Bill 257476 (undated).

Y rable 4.5, Chapter 4.

lSTax Foundation of Hawaii, News Release, March 5, 1978.



government, which holds that elected repre-
sentatives should be given the full authority and
flexibility to act in the interest of the common
good, including determining the level of state

spending.!?

The Netion of a Balanced Budget

Related to the issue of spending limits is
the perennial and elusive issue of a balanced
budget, the notion that, at some point, ex-
penditures should not exceed revenues. The
issue is elusive because it has never been too
clear which budget is to be balanced.

In the budget preparation and budget
execution process, there are three budgets which
are identifiable and which may be said 1o
represent, at a particular point in time, the total
speniding plan of the State. The first is the
executive budget which the governor is required
to submit to the legislature and which sets forth
a complete plan of expenditures and revenues,
The second is the budget passed by the legisla-
ture, together with miscellanecus appro-
priations. The third i1s the budget executed by
the executive branch, the uaggregate level of
which may or may not be at the level authorized
by the legislature and which is subject to adjust-
ment throughout the budget execution period.

The significant variable (and under the
current system an uncontrollable variable) is
the revenue side of the budget. Since revenue
estimates are just that—estimates which may or
may not be accurate—-budgets can be made to
balance or they can be made to show a deficit.
A governor wanting little change to the
executive budget would submit a balanced
budget or show a small deficit. A governor
wanting to shift budget-cutting responsibilities
to the legislature or to force a tax increase
would show a significant deficit. A legislature
wishing to justify a budget larger than the
governor submitted would adjust the revenue
estimates upward. A legislature wishing to
fustify  Jarge budget cuts would lower the
revenue estimates.

S
thy

Thus, the concept of a balanced budget
is illusory, whether it is the executive budget
submission, the budget authorized by the legis-
lature, or the budget executed by the executive,
unless (as discussed in Chapter 2) a formal
system for revenue-estimating and -updating is
established under which both the executive and
the legislature would be bound.

Article VI, Section 4, of the present Con-
stitution requires the governor to submit to the
legislature “a budget setting forth a complete
plan of proposed expenditures and anticipated
receipts of the State,” and it also requires the
governor to submit bills to “provide for such
proposed expenditures and for any recom-
mended additional revenues or borrowings by
which the proposed expenditures are to be
met.” This requirement is complemented by
statutory  provisions which require that:
“Proposals for changes in the existing tax and
non-tax rates, sources or structure shall be made
in every case where the proposed, total state
expenditures exceed the fotfal state resources
anticipated from existing tfax and non-tax
sources at existing rates.””2?

Although nowhere in the Constitution or
in The Executive Budget Act is the term
“balanced budget” used, the existing consti-
tutional and statutory language points to the
submission of a balanced budget.

If the balanced budget advocates helisve
that the present language is insufficient and that
additional constitutional protection is required
to safeguard the State from incurring large
deficits, there is small comfort to be gained by
inserting “balanced budget”™ language, given the
current state of affairs with revenue estimates.
A more direct approach would be to limit the
magnitude of the deficit which the State could
incur for any particular period.

19Eﬂeen R. Anderson, Con: A State Spending Limit,
Honolulu Star-Builetin, March 28, 1978,

2OSection 37 -71d{1 By, Hawaii Revised Statutes.



Earmarking of Revenues

“Farmarking” is the term used to describe
the automatic channeling of revenues from a
specific tax to finance a particular government
program. There are two ways by which the
mandatory dedication of revenues can be accom-
plished. First, state constitutions can require
that certain revenues be applied to certain
programs, often with no legislative appropriation
being required. Second, state legislatures can
authorize the accumulation of certain revenues
in special funds which are used to finance the
expenditures of specific programs.

Usually, but not always, earmarking occurs
when a program has the capacity to generate
revenues, and the revenues, in turn, are used to
support the program. This practice flows from
the benefit theory of finance: that those
who benefit from the program should pay for
the program. It is the basis by which highways,
for example, are supported by the users of
highways through the taxes they pay Ffor
fuel and through other taxes and fees related
to the use of motor vehicles. Farmarking is
more defendable when there is a clear

is no such linkage and earmarking is used solely
as a political shield to protect a program by
providing it with an automatic means of
support,

Earmarking, including constitutional ear-
marking, is used extensively among the states.
At one time, 36 states carmarked revenues of
various kinds through constitutional pro-
visions.” ¥ Constitutional earmarking is usually
frowned upon, on the basis that it weakens
executive and legislative controls over finances,
insulates programs from the legislative appro-
priations review process, and contributes 1o an
imbalance in resources. In its sixth model state
constitution, the National Municipal League
recommended the inclusion of a flat prohibi-
tion against even statutory earmarking, except
when required by the federal government for
state  participation in  federal programs
{Article VI, Section 7.03). The Alaska
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Constitution contains such a constitutional
prohibition against ecarmarking (Article IX,
Section 7). Hawaii’s Constitution contains
neither a prohibition against earmarking nor
provisions which earmark funds to certain
programs,

Such earmarking as exists with state
revenues in Hawaii fand from all indications,
earmarking is far fess extensive than it is else-
where) results from statutory authorizations.
Table 3.2 compares the proportion of revenues
commanded by the general fund with those
channeled to special funds.

Table 3.2

General Fund and Special Fund Receipts
Comparison for 1968 to 1977
fin thousands of $}

Fiscal Greneral Special
year Sund % fund i
1968 $339,831 78.2% % 89,440 208%
1969 398,905 78.2 111,047 218
1870 463,708 71.8 132,146 222
1971 509,988 773 149,509 227
1972 546,250 76.0 172,790 24.6
1973 608,278 74.8 206,131 252
1974 708,252 75.6 228,795 24.4
1975 823,486 73.9 290,605 26.1
1976 908,236 71.0 371,429 290
1977 989 343 73.3 360,584 28,7
Note Borrowing reported as receipts have heen exciuded
for all yearsand both funds; no borrowing was
recorded for the special fund in 1969.
Sources: Department of Accounting and General Services,

Anrnue! Fingncigl Report; 1977 data provided by
Aceounting  Division of  the Departmem  of
Aecounting and Generat Services,

As Table 3.2 shows, there has been no
significant growth of earmarking in the last
ten years. The slight increase of the proportion
of special funds in refationship to the combined
total of general and special funds is probably

2 .
“ESuc and Wong, Article VI Taxarion and Fingnee, pp. 8-9.



due to increased revenues in two of the largest
special funds, those for the airports system and
nighways, rather than the result of new earmark-
ing. The legislature has generally resisted efforts
to establish new special funds, for the reason
that special fund programs do not receive the
scrufiny that general fund programs recelve.
In the past ten vears, there have been few sig-
mificantly large special funds established, the
notable exceptions being the special funds for
hospitals and for recreational boeating.

if there are special interests intending to
make a case for some form of constitutional
carmarking, their views have not yet been made
public,

The Public Purpose Clause

Section 2 of the Taxation and Finance
article states simply and with apparent finality
that: “No tax shall be levied or appropriation
of public money or property made, nor shall the
the public credit be used, directly or indirectly,
except for a public purpose.” It also declares:
“No grant shall be made in violation of
Section 3 of Article | of this constitution,”
which prohibits the enactment of any law
“respecting an establishment of religion or
prohibiting the free exercise thereof....”
The issue of public aid to nonpublic schools
is covered by the Legislative Reference Bureau's
constitutional convention study on Article IX:
Education.??  This chapter discusses the public
purpose clause in the context of the various
laws enacted or proposed to use public credit

to assist  varlous  private enferprises or
individuals.
Those laws enacted which have public

purpose implications include a law authorizing
the State fo issue anti-pellution bonds to assist
private firms to finance anti-poliution projects;
a law authorizing the counties to issue anti-
polfution bonds?® a law authorizing the
counties to issue economic development bonds
to finance the development of agricultural
industrial, commercial, or hotei enterprises; a

o
e}

law authorizing the State to issue special facility
bonds to assist airlines in constructing airline
facilities; and a law authorizing the issuance
of bends to finance the conversion of residential
leaseholds to fee simple ownership. Of the
foregoing authorizations, only the law per-
faining to the issuance of bonds for airline
special facilities has been implemented.

Other legislative proposals, initiated but
not enacted, include economic development
bonds to be issued by the State io assist the
same industries authorized to be assisted by
county economic development bonds, bonds to
assist the utility companies in constructing
electrical or gas facilities, bonds to assist private
health organizations to construct health facil-
ities, and tax-eXempt housing bonds to assist
private developers.24

Where the bonds, enacted or proposed, are
revenue bonds, they face the problem, discussed
in Chapter 4, of the Supreme Court having
rendered a decision that the state anti-pollution
bonds do not qualify as revenue bonds and,
therefore, need to be counted against the debt
limit. The second issue is whether any of the
special purpose bonds, enacted or proposed,
should be allowed or prohibited by the specifi-
cation of public purpose in the Constitution.

State anti-pelflution bonds. In 1973, the
legisiature enacted a law authorizing the State
to enter into project agreements with private
parties under which the State would issue
revenue bonds for private parties to construct
anti-pollution facilities and under which the

b)

22 Lolan Ho-Wong, Article IX: Educarion {Lower Education)
Hawail Constiturional Convention Studies {Legislative Reference
Bureau, Honolule, April 1968}, pp. 59-66.

3

‘3Seztase Bill 134277 was passed by the legislature in the
1978 Regular Session but had not yvet been signed into law at
the time of the writing of this study.

24Al§ of the legislative proposals {o use slate credit to assist
the various privale enterprises have been in the form of bills,
with the exception of the proposal for housing bonds, which
is in the form of a resolution directed to the 1978 constitutional
convention.



private parties would reimburse the State in an
amount sufficient to meet principal and interest
payments on the bonds.?’ The rationale for
this approach is that the private parties would
be able to secure financing at a lower interest
rate, by virtue of the fax-exempt status of
state bonds,”® and the State, in turn, would be
able to pursue its anti-pollution program
objectives.

In a test case before the state Supreme
Court, the court held that the anti-poliution
bonds were for a public purpose, 56 H. 566,
545 P. 2d 1175. Even though the bonds have
not been issued because the court also found
that they did qualify as revenue bonds
excludable from the debt Limit, the case holds
interest from the stapdpoint of the court’s
approach to the question of public purpose.
The court’s principal considerations were
the following:

“Determining what constitutes a public
purpose is generally a guestion for the legislature
to decide . ...

“. .. Though the legisiature’s determination
is not conclusive, it is given wide discretion and
should not be voided by the courts unless it is
manifestly wrozg, Le., the purpose invoived is
clearly a private one.... Howevey, “wihen a
constitutional question i properly presented, it
is the duty of the court 1o ascertain and declase
the intent of the framers of the Constitution and
to reject any legistative act which is in conflict
therewith ., .. The presumption, however, is in
faver of constitutionality, and all doubts must
be reseived in favor of the act)’

“A few purisdictions have found acts similar
to Act 161, which aliowed fimancing or credit-
lending arrangements by the state to private enter-
prises, for anti-poliution purposes, to be for other
than public purposes despite the benevolent
objectives of the acts. The vast majority of juris-
dictions, however, have found 4 public purpose in
such acts. Though the mineority view presents
persuasive reasoning, we are of the opinion that
the purpose of Act 161 constitetes a public
purpose a5 reqiired in section 2, Article VL

“Our opinicn is premised upon several
factors, Fist, during the 1968 State Coanstitu-
tional Convention, the public purpose requirement
of Article Vi, section 2 was discussed by the
Committee on Taxation aad Finance in relation

to the issuance of industrial development bonds.
The committee implied that they considered the
issuance of industrial bonds to be for a public
purpose but decided against trying to define
‘public purpose” for fear of weakening the section.
Although antipoHution bonds were not con-
sidered at that convention, we believe that the
obvious purpose of Aet 161, which is to aid in
the control of pollution, is as important as, or
more so than, the encouwraging of industral
deveiopment.  Second, virtwally every State
appropriation, financing or lending of credit
resuls in seme private benefit. The crucial factor,
we helieve, is the uitimate objective of the Act;
the fact that incidental benefits accrue to private
interests is immaterial, The objective of Act 161
is 10 help private enferprises insiall facilities
designed to fight air, water, sewage and other
pollation. As pointed out by the court in Formers’
Flectric, “There will not be any increase in pro-
ductive capacity of piolengation of the useful
lfe of any private industrial facility.” The sole
purpose of such facilities is to protect the health,
safety and penezal welfare of the people of Hawaii.

“Third, as stated in a law review note cn
the public purpose doctrine and revenue bonds,

... the exigencies of modern state government
virtuaily compel the use of tax exempt financing
as an incentive to pubbely desirable activities
in the private secfor.... Just so, the public
purpose doctrine need not be a static barrier
to state activity in areas of consuming public
importance.”” [Citations omitted.}

The Supreme Court appeared to give sub-
stantial weight to the legislature’s perception
and declaration of public purpose. Therefore,
those who might oppose the use of state credit
to assist private enterprise to meet objectives
deemed by the legislature to be in the public
purpose have a-choice of either (1) trying to
win their case in the legislative arena; or
(2} trying to define public purpose more ex-
plicitly in the Constitution to preclude such aid.

County anti-pollution bonds. In the 1978
iegislative session, a bill was passed to permit
the counties to issue revenue bonds for anti-

25?&5& V, Chapter 39, Hawail Revised Statutes.

o] . .
%6 he tax-exempt status of municipal bonds, the bond issues
of state and local governments, is discussed in Chapter 4.



poltution projects,?’ similar in approach to the

state  anti-pollution bonds. The bill was
supported by the City and County of
Honolulu,?® and one representative of an

investment banking {irm, noting its involvement
as financial adviser to develop a resource
recovery facility on Oahu to process and dispose
of solid wastes, explained the desirability of the
bill in this way:

“ . .recognizing that the risk of constrye-
tion and operation of resource faciiities is morte
than would be prudent for a governmental body
to undertake without the direct and active
participation of private industry, we believe that
the most advantageous finaancing alternative is
one which combines the advantages of public
financing with the responsibilities of private
ownership and operation .. ..

“The proposed legislation would enable a
combination of tax-exempt financing and private
ownership which would take advaniage of lower
interest rates as well as federal tax benefits which
are avaiiable ondy to the private sector, ., |

“In issuing these bonds, the municipality
essentiaily lends i1s tax-exemption to a private
business to enable it to finance facilities at the
lower  inderest rates  prevailing in  the
tax-exempt market . .. ."

From all appearances, the county anti-
pollution bonds are identical in purpose to
the state anti-pollution bonds, and, thus, there is
no apparent reason why it would not pass
constitutional muster insofar as public purpose
is concerned, if the Supreme Court continues to
hold to its reasoning in the case of the state
anti-polhution bonds.

County economic development bonds.
Since 1964, the counties have been author-

ized to issue industrial development bonds,
later renamed ECONOMIC development
bonds.’Y The statute authorizes the counties,

upon securing a certificate of convenience and
necessity from the state Department of Planning
and Economic Development, to issue either
general obligation or revenue bonds to construct
facilities for agriculfural, industrial, commercial,
or hotel enterprises. The facilities would be
leased fo private enterprises at rentals adequate

to meet the principal and interest payments on
the bonds.

Up to the late 196('s, the industrial
development bond market had been expanding
at a rapid rate. The issuance of industrial
development bonds was particularly widespread
in the South. More recently, however, the
tax-exempt status of industrial development
bonds has come under the increasing scrutiny
and control of the Infernal Revenue Service, and
the expansion of this form of financing has
been slowed. Industrial aid financing has been
upheld in the courts of some states and struck
down in others, on the basis that the bonds did
not meet the constitutional requirement of
public purpose.?!

In 1968, the Taxation and Finance
Committee reviewed the subject of indus-
trial development bonds and decided not to
amend the public purpose clause to
accommodate specific purposes:

* ... The advisability of specifying partic-
ular purposes as public purposes was discussed
and rejected. In the particular case of industrial
development bonds, it was felt that such a use of
public credit would be desirable when it consti-
tutes a public purpose and as such is already
provided for with the existing wording.”

2788%}31& BilE 134277 H.D. 2, 1978 Regular Session.

ZSLetter, Wallace Miyahira, Director and Chief Engineer,
Department of Public Works, City and County of Honollu,
to Representative Russell Blalr, Chalrman, House Committee
on Ecology and Environmental Protection, February 3, 1978,

29Rene’ Rofe’, White, Weld & Co,, Inc, Testimony on
House Bill 2354 Relating to Pollution Control Bonds {undated).
The House b} was a companion bili to Senate Bill 1342-77,
which ultimately was passed by the legislatutre.

3 napter 48, Hawaii Revised Statutes,

3}Sue and Wong, drricle VI Taxetion and Finance,
pp. 1719,

5
Hstate of Hawaii, Proceedings of the Constitutional Con-
vention of Heweli of 1968, Vol. I tHonolulu, 1973), p. 224



The chairman amplified the Taxation and
Finance Committee’s position in the Committee
of the Whole debates:

* .. 0ur compittee had a number of
proposals with fespect to this section to add a
definition of what constitules public purposes,
particularly with Tespect to authorizing indusirial
development  bonds. We feel that industrial
development bonds perhaps should be issued but
they should only be issued if they are in fact for
a public purpose and if they are in fact for a
public purpose, we have no doubt that the courts
would hold that they were for a public purpose
and we feel that trying to spelf any censtitutional
definition as to what we mean by public purpose
would serve no end and in fact might weaken
the section.”

As noted earlier in this chapter’s discussion
of state anti-pollution bonds, the state Supreme
Court took the Taxation and Finance Com-
mittee’s position to mean that they considered
the issuance of industrial development bonds
to be for a public purpose but decided against
trying fo define public purpose for fear of
weakening the clause.

To date, no county economic development
bonds have been issued, and it is generally
believed that no such bonds can be issued uniess
their constitutionality has been fested,

Special facility bonds for airlines, In 1971,
the legislature authorized the state Department
of Transporfation to issue revenue bonds for the
purpose of assisting the airlines to construct
special airport facilities.?® Under a special
facility lease, the airlines would reimburse the
Department of Transportation with  rental
payments sufficient to meet the principal and
interest payments on the revenue bopds issued
for the special facility.

There were two basic reasons cited by the
legislature for extending state credit to the
airlines. The Senate Committee on Transporta-
tion reported that:

“Becsuse the airdines do not have title to
the properiy at the awport, they have foumd it
difficult to obtain financing  to  acguire or

construct the special facility. Therefore, state
assistance in financing is required.”

In the House of Representatives, the
Committee on Finance reported that:

“If the lessee  afrlines themselves are

required to finance the construction of .. im-

. provements, Honolulu International Airport would

be at a competitive disadvantage with other major

airports which continue to provide these improve-

ments with public funds raised on a tax exempt
hasis.”

In April 1972, the Department of Trans
portation issued $6.8 million in revenue bonds
to finance facilities for Pan American World
Airways.®7  In June 1977, Western Air Lines
was aided through a $2.3 million special facility
bond issue.8

Land reform bonds. In 1987, the legisla-
ture passed a fandmark act to provide for the
conversion of residential leasehold tracts to fee
simple 0wncrship.39 The legisiature summarized
its findings of necessity and public purpose in
this way:

“The dispersion of ownership of fee simple

residential lots 1o as large a number of people
as possible, the ability of the people to acquire

3 . o : . N
gt of Hawail, Proceedings of the Constititional Con-
vention of Heweil of 1968, Vol. 11 (Honolulu, 1972), p. 419,
Mgection 261- 51 to 26155, Hawaii Revised Statutes,

35561’13&‘ Standing Committee Report No. 182 to Senate
Bill 210. 197 | Regular Session.

i1ouse Swunding Committee Report No. 864 to Senate
Bl 210, 1971 Regular Session,

L)

T

"Department  of  Transportation,  Official Statement,
$6.800.000 Special Facility Revenue Bonds, Seriesw of 1972,
June 1, 1972

"ﬁgi}cpaﬂmem of Transportation.  Offioal Statoment,
$2. 300 000 Special Facility Revenue Bonds, Series of 1977,
Apnl 11,1977,

‘?ql’.ﬁ'}mgicf 514, Hawait Revised Swtates



fee simple ownership of residential lots at a fair
and reasonable price and the ability of lessees of
residential Jeases to derive full enjoyment from
their leaseholds are factors which vitally affect
the economy of the State and the public interest,
health, welfare, security and happiness,”

Initially, the issuance of revenue bonds
was authorized to assist residential lessees in
the financing of fee simple ownership. In 1971,
the law was amended to authorize the issuance
of general obligation bonds.*!

It has been widely recognized that the law
cannot be implemented until such time as its
constitutionality has been decided by the courts.
Beginning in 1975, each annual certificate of
indebtedness has carried a statement of the
comptroller disagreeing with the reflection of
the land reform bonds as part of the authorized
but unissued debt of the State:

.., The reason for the disagreement by
the Comptrolier with such reflection is that Aet
213 is in violation of several provisions of the
Constitution, among them being Article I, Section
18, prohibiting the taking of privaie property
other than for public use and Article VI, Section 2
prohibiting the appropriation of public money
or property or the use of the public credit, except
for a public purpese. Act 215, Session Laws of
Hawaii 1971, being in violation of the Constitution
of the State of Hawaii, the authorization of the
issuance of general obligation bonds made by that
act is invalid. Thus the general obligation bords
purportedly authorized by said Act 215 shouid
not be reflected in the attached Certificate in any
way . ...

Seemingly, the disagreement of the
comptroller would establish the basis for a fest
of the law’s constitutionality in the courts.
However, no case has been pressed to resolution,
In the meanwhile, supporters of the land reform
law are cognizant not only of the possible public
purpose challenge but of perhaps the more
serious challenge of the constitutional prohibi-
tion against the taking of private property other
than for “public use.” [Article ], Section 18]

Revenue bonds for electrical emergy or
gas facilities. In 1975, the Senate passed a bill
which would have authorized the Department

of Budget and Finance to issue revenue bonds
to finance private construction of facilities for
“the local furnishing of electrical energy or
gas.’*?  The bill contained a declaration of
purpose to the effect that the health and welfare
of the people required that the State make use
of opportunities to assist the utility companies
in providing electrical energy and gas at the
lowest possible cost; that interest on borrowings
to finance facilities could be reduced through
state issuance of tax-exempt bonds; that the
promotion of the health and welfare of the
public could be encouraged through state
assistance in financing the cost of the facilities
of utility companies; and that the issuance of
the bonds would be for a public purpose.“ 4

The bill also provided that the revenue
bonds would- not be issued unless the attorney
general determined that the bonds were ex-
cludable from the constitutional debt limit.
The attorney general’s opinion was to be based
on the Supreme Court’s determination with
respect to the anti-pollution revenue bonds.

The bill was not passed by the House of
Representatives, possibly because the Supreme
Court had ruled in the meanwhile that the
anti-pollution bonds did not qualify as revenue
bonds excludable from the debt limit.

Health facilities revenue bonds. Also in
1975, a bill was introduced to assist private hos-
pitals through state issuance of revenue

4GSection 1, Act 307, Session Laws of Hawail 1967,

act 215, Session Laws of Hawaii 1971,

2 entifieste of Total Indebtedness of the State of Hawaii
as of November 1, 1975, A smilar statement of disagreement
is attached to the indebledness certificates for 1976 and 1977,

#genate Bill No. 649, S.D. 1, 1975 Regular Session.

Hsonate Standing Committee Report No. 508 to Senste
Bill 649, S.12. 1, 1975 Regular Session,



bonds.?5 The bill would not only have author-
ized the issuance of bonds to assist hospitals in
renovating factlities or constructing new facil-
ities but it would also have authorized using
revenue bond proceeds to refinance existing
indebtedness of the hospitals. Just as the
Supreme Court’s decision on the anti-pollution
bonds appeared to have stalled the passage of
the bill for bonds to assist the utility companies,
so it appeared that it had a chilling effect on
revenue bonds for hospitals.

State economic development bonds, In
1977, the House passed a bill which was in-
tended to be essentially the state counterpart
to the statute on county economic develop-
ment bonds.*® It would have authorized the
State to issue general obligation or revenue
bonds for agricultural, industrial, commercial,
or hotel enterprises. However, the bill did not
pass the Senate.

Aid to housing developers. In the 978
legislative session, the chairperson of the Senate
Housing  Committee offered 2 resolution
directed to the 1978 constitutional convention.
It requested the convention to review the
constitutional provisions “in ferms of hroaden-
ing the definition of revenue bonds o include
tax exempt housing revenue bonds.” The
intent would be to make possible the use
of state credit by private housing developers.
The resolution contended:

.. & appropriately designed lax exempt
housing revenue bond program is able to combine
the advantages of publc financing with the
responsibilities and risk of private ownership and
operation due to the private sector’s ability to take
advantage of certain federal tax benefits since
Interest income is not subject to federal taxation
{fram the standpoint of the bondholder) and
thereby providing a lower interest rate than private
financing vehicles of & similar nature ... .7

Issues and alternatives, The basic issue is
whether the Constitution should be amended
to clearly allow for the issuance of the various
special purpose bonds, or from the perspective
of those who oppose the use of state credit to
assist private enterprise or individuals, whether

the Constitution should be amended to clearly
prohibit their issvance. The middie ground
would be to take the position of the 1968
convention which decided that the burden
should be on the legislature to state the case
of public purpose for any of its measures
and, if the measures are in fact for a public
purpose, the courts would so hold,

Arguments, Those whao favor clarifving
the Constitution o clearly permit the issuance
of special purpose bonds would argue that
such issuance is in the public interest, that
the use of state credit would bring about lower
interest costs and lower costs to consumers,
that the industries for which financing assistance
measures have been passed or have been
proposed are those which affect a broad segment
of the public, and that ultimately it would be
the people  who woulkd benefit [rom such
assistance.

Those who oppose the extension of state
credit to private enterprise would argue that the
rash  of legislative measures enacted and
proposed  indicates that the {loodgates have
been opened. that there would be no end {0 any
other mndustry having a claim on the Stafe’s
credit, that no case has been made that con-
ventional credit sources are insufficient or
unavailable to the various private enterprises,
that special purpose financing is special interest
legislation, and that the State’s credit should be
conserved solely for those programs and projects
operated by the government.

Non-Delegation of Taxing Powers
What was in 1950 and in 1968 2 non-

controversial section of the Taxation and
Finance  article has emerged as an  issue.

455cna§e Bill 576, 1973 Regular Session,
46 ke " .
House Bill 8, 1977 Regular Session,

4736!}&'{& Resolution 413, 1978 Regular Session.



Article VI, Section 1, titled “Taxing Power
Inalienable,” states: ““The power of taxatjon
shall never be surrendered, suspended or
contracted away.” The issue emerges because
the section is seen as a constitutional barrier
should the legislature decide to have Hawaii's
income tax laws conform automatically fo
changes and amendments to the federal income
tax laws, or to express state income tax
liability as a percentage of federal income tax
liability.

Section 1 as it stands can reasonably be
interpreted as preventing the legislature from
delegating its taxing powers to any eniity
outside of state government, although, by
virtue of Article VII, Section 3, the legislature
does have the authority to delegate taxing
powers to the State’s political subdivisions.
This interpretation is drawn from the report
of the 1968 Taxation and Finance Commitiee:

“Section 1 relating to the inalienability of
taxing power is not amended. The only guestion
raised was the apparent conflict with Section 3
of Article Vil which authorizes the legislature to
delegating taxing power to political subdivisions.
The question was resolved with the determination
that Section 1 of Article VI concerns only relations
berween the siate govermment and any entity
outside of the stgte government,; since political
subdivisions are creatuses of the State, a delega-
tion of taxing power to them is not a surrender,
suspension, or contraction away of the taxing
power by the State .. . .98 {Emphasis added.]

A fairly recent case in Minnesota sheds
light on the problem faced by advocates of
income tax conformance. In Walluce ». Com-
missioner of Taxation, 184 NW. 2d 588 (1971),
the Minnesota Supreme Court invalidated a
state income tax statute attempting to incor-
porate future federal income tax amendments.
In dealing with a state constitutional provision
similar to Hawaii's provision, the court stated:

“In considering the issue of whether a
change in Federal faw may alter the force and
effect of provisions in a prior state law goverping
the same subject, it may be sakd that the principle
which centrois is that a state legislature may not
delegate its fegisfative power to any cutside agency,
incuding the Congress of the United States.™
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Even though a state constitution may
spectfically provide authority for the legislature
to base the state’s income tax laws on federal
laws, such a provision could still be challenged,
as it was in Nebraska. Article VIII, Section 1B
of the Nebraska Constitution states:

“When an income tax is adopted by the Legis-
lature, the Legislature may adopt an income
tax law based upon the laws of the United States.”

Notwithstanding the provision, its constitu-
tionality was challenged on the basis that “even
though there was specific constitutional
authority, an adoption of future laws of the
United States would still constitute an uncon-
stitutional delegation of legislative authority.”
However, the Nebraska Supreme Court upheld
the validity of the income tax provision in
Anderson v. Tiemann, 155 NW, 2d 322 (1967).

In 1971, the then director of taxation
of Hawaii sought an opinion from the Depart-
ment of the Attorney General as to whether the
legislature could enact legislation providing for
state income tax lability to be based upon a
percentage of federal tax liability in view of the
non-delegation of taxing powers provision in
the Constitution. The Department of the
Attorney General concluded that basing the
state tax liability upon a percentage of federal
tax liability would incorporate the existing
federal law and not subsequent federal laws,
thus ruling out automatic state--federal con-
formance. The department stated:

“It is our opinion that the legislature may
enzct legislation basing the state income tax upon
a percentage of an individual’s federal tax lability.
However, any such legislation will be interpreted
as incorporating federal law cxisting at the time of
passage of such act and not future federal statutes.
A statute awtomatically incorporating  future
amendments by Congress would violate the state
constitution, 49

488&1%& of Hawail, Proceedings of the Constitutional Con-
vention of 1968, Vol I, p. 220.

49Leiier, Alana W. Lau, Peputy Attorney General, to
Ralph W._ Kendo, Director of Taxation, January 12, 1972



In the 1978 session, the legislature passed
a bill to update the conformance of the Hawaii
income tax laws with the federal Internal
Revenue Code. The bill also requires the Depart-
ment of Taxation to submit each vear additional
conformance amendments, stating-

“H is the intent of the legislature that it
shali each year adopt all amendments to the
internal Revenue Code for the calendar year
preceding the year in which the legisiature meets;
provided that the legislature may choose to adopt
nere of the amendments to the Internal Revenue

Code or may provide that certain amendments are
limited in their operation, 30

Although the bill was welcomed by
advocates of state—federal income tax con-
formance, it is still far from the automatic
conformance which they are seeking.

Issues and alternatives, Advocates of state—
federal income tax conformance are not pushing
for a mandatory requirement in the Constitution
that therc must be such conformance. Rather,
they would want to see the non-delegation of
taxing powers clause amended in a way that
would permit the legislature, if it so decided at
some later time, to pass legislation bringing state
income tax laws into automatic conformance
with federal laws or establishing state income
tax Hhability as a percentage of federal income
tax lability. However, this issue of modifying
the legislature’s inalienable {axing powers
could turn on the substantive question as to
whether federal taxable income should be used
as the basis for Hawaii income taxation.
Arguments.® ! Those who favor automatic
state—federal income tax conformance or using
federal taxable income as a base would argue
that state tax returns, instructions, and regula-
tons would be simplified: the accounting and
compliance burden on taxpayers would
decrease; fewer state adjusiments would be
necessary to information on taxpavers' federal
income tax returns; the Internal Revenue Code
and federal rules, regulations, and court deci-
sions can be utilized and thereby relieve the
State of that burden; it would be easier to ex-
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change tax information between federal and
state auditors.

Those who oppose would contend that the
State would be surrendering one of ifs most
sovereign powers; a4 change in federal tax rates
may require a change in the state tax rates to
offset an unwanted effect on state tax revenues
which would result from the federal tax rate
change: that the State would be obhligated to
accept federal changes in the exemption allow-
ances and deductions; that, by adopting the
Internal Revenue Code, the State automatically
accepts the social and economic aspects inherent
in the Code; and anything that the State might
want to do in the income tax field would have
to await the action of the United States
Congress.

Priority Passage of the General Appropriations
and Supplemental Appropriations Bills

The Hawaii Constitution is one of several
state constitutions requiring the General Appro-
priations  Bill to be passed before other
appropriations bills can be passed. In addition,
uikler the biennial appropriations system, this
requirement  extends to any supplemental
appropriations bill which may be passed in the
even-numbered year. The General Appropriations
Bill is defined as the bill which authorizes
operating expenditures for the ensuing fiscal
biennium (or more commonly, the “operating
budget™), and the Supplemental Appropriations
Bill 1s the bill amending any appropriation for
operating expendifures of the current fiscal
biennium.

The exceptions fo the requircment for
priority passage of the General Appropriations
and Supplemental Appropriations Bills are bills

Ssenate Bill 2200.-78. H.D. 1, 1978 Regular Session.

Sll,ezzer, Thomas F. Kimball, Assistant Professor of Business
Law, College of Business Administration, University of Hawaii,
to Wilbest K. Sskamoto, Office of the Legislative Auditor,
March 24, 1977,



recommended by the governor for immediate
passage or bills to cover the expenses of the
legislature.

This restriction on the legislative process
originated with the 1950 Constitution and was
modified in 1968 only to accommodate biennial
appropriations. In the reasoning of the 1950
Taxation and Finance Committee:

“Prior  consideration of the General
Approprations Bill seems to your Committee to
provide several distinet advantages—all of which
are believed to be in line with good financial
procedure, In the first place, it will focus the
immediate attention of the legislature on the
targest single appropriastion. The amount of the
General Appropriations Bill fends {o determine
the tofal legislative appropriation and to a large
degree what will be available for other purposes.
Second, the General Appropriations Bill covers
the most esseniial aspects of state spending. It
goes without saying that the budget should include
all normal operating expenses of the State. It
covers each of the several majoy departments
deemed to be essential services. The budget bill
in effect provides for the “bread and butter’ items
of government expense. Quite obviously, spending
for other purposes should be secondary io these
necessities.  Third, the passage of the General
Appropriations Bill in the early period of the Jegis-
lature is desirable in order fo prevent the
confusion, which in the past has taken place in
Hawaii and takes place in many of the state legis-
latures, of passing the governor's budget in the
dying moments of the legisiative session. During
this part 6f the session frequent compromises and
changes may be made. Since no complete and
accurate knowledge is thea available as to the
amount that has been authorized outside the
budget, if the budget itself has not been adopted
balancing revenues against anticipated expenditures
is well nigh impossible. Finally, the appropriation
bill should receive prior consideration in order that
the legislature may be given ample time to intelli-
gently review the action of the governor. Should
the governor veto or reduce iterns after the
legisiature adjourns, the legislature is without
redress, If, however, the budget bill receives early
consideration, such changes as may be made by the
governor are subject to review by the legislature,
and items cam be restored under mormal proce-
dares. This in effect greatly increases the authority
of the legislature in determining the level of the
state bzxdgei,"sz

The 1950 Taxation and Finance Commit-
tee considered a time limit of 30 days for
passage of the General Appropriations Bill, but

Led
LA

it discarded the idea because it feared that, if for
some reason the legislature was not able to pass
the bill within the specified time, the validity
of the budget might be questioned.

'The priority passage proposal came under
considerable attack in the Committee of the
Whole. As one delegate put it:

“As I read this section, it is rather restric-
tive. It does not give the opportunity to the legis
lature to pass emergency appropriations, Say that
along the Hamakua coast they would have a plague
and we have to wait a month for the general
appropriation bill to pass, T don’t think the legis-
lature couid appropriate emergency money to take
care of that area. Likewise, if we have another
eroption of Mauna Los and the legislature wants
to do something about it, i woukin't be able to
do so until this general appropriation bill is passed.

“. .. I the Congress itself had a restrictive
clause like that they couldnt make emergency
appropriations, Now the answer to that as I under-
stargl it is that the governor must consent to it
As 1 read the whole proposal it makes the governor
the most powerful individual in the State, bt will
create him and his commissar of finance dictator.
They could, in my judgment, throttle the whole
State if they wanted to. Fee never seem any
provision like that in any constitution in which
the governor is given so much power over the
finances. Now, historically speaking, finances are
always in the hands of the legislature, and that's
where it should rest , . .»53

The 1950 drafters believed that a require-
ment of priority passage for the operating
budget would force early passage of the bill and
prevent the legislative logjam characteristic
of territorial sessions. However, the objective
of preventing a logjarn was never realized in
the first decade of statehood,** and as
Table 3.3 shows, it has not been achieved in the
second decade of statehood.

2
S'State of Hawall, Proceedings of the Constitutiongl Con-
vention of Hawail, 1950, Vol. I (Honolulu, 1960}, P, 193,

:’3Statc of Hawail, Proceedings of the Constitutional Con-
vention of Hawaii, 1950, Vol 11 (Honolulu, 1961}, p.445.

56593 and Wong, Article V1. Taxgtion and Finance,
p. 2%,



Table 3.3

General and Supplemental Appropriations Biils
Session Day of Final Passage

Year Session day

1869 . . .. L o B66th and final day
1870 . . e e 70th and final day
- 1 55th day of B0-day session
1972 e e e 60th and final day
2 7 SN Bist and final day
1974 . . e e e 60th and final day
3 = 60th and final day
1976 . . . e 62nd and final da
1877 e 5th day, Specia! Session
1878 . . . . . e, 5%th day of 60-day session

1In 1977, the General Appropriations Bill failed to pass
on the 63rd and final day of the reguiar sossion,

House and Senste Journais for the session years
1889 1o 1977; Legislative Reference Bureau Status
Table for the Year 1978.

Sources:

The General Appropriations Bill and the
Supplemental Appropriations Bill almost always
pass on the final day of the session. This is
because much of the legislative bargaining
revolves around the budget, and the fate of
other bills often depends on what happens to
specific items in the budget. This is a political
reality which constitutional prescription has not
been able to change.
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Issues and alternatives. The issue is whether
the legislative process should continue to be
circumnscribed by a requirement which evidently
has not achieved its objective.

Arguments. Those who would favor
deleting the priority requirement for passage
of, the General Appropriations Bill and Sup-
plemental Appropriations Bill, thus leaving the
fegislature free to determine the priority of
passage of any bill, would argue that the present
requirement 18 unduly restrictive of the legis-
Iative process and impinges upon legislative
powers; matters concerning the priority of bills
are rightfully a prerogative of the legislature;
it should be free to act on appropriation
measures, including emergency  measures,
without being dependent on the recommenda-
tions of the governor: and details concerning
the priority of bills belong in the rules of the
legislature, if they are to be specified anywhere
at all.

Those who favor retaining the requirement
of priority passage would argue that the present
provision encourages the legislature to look
at the entire financial picture; if miscellaneous
appropriation bills were allowed to pass before
the budget bills, it would make it more difficult
to balance revenues and expenditures; and that
the practical effect of the provision is to provide
the legistature with constitutional support to
resist special interest groups favoring specific
appropriation measures.



Chapter 4

STATE AND LOCAL DEBT

The large capital investment authorizations
in recent years, the effects of borrowing on debt
service requirements, the mushrooming backlog
of authorized but unissued bonds, the shadow
cast by New York City’s financial crisis, public
disenchantment over taxes and government
spending—all have conirtbuted {o renewed
concemn over the constitutional debt provisions,
particularly as they apply to state government.
This chapter reviews the arguments of bond
vs, cash financing, the origins of constitutional
debt restrictions, the current constitutional
provisions governing dJebt, the State’s debt
structure, the issues of a more rational or
effective debt limit formula, the growing pool
of unissued debt, the method of authorizing
bonds, the State Supreme Court’s decision
on revenue bonds, and the debt limits and debt
positions of the counties.

“Pay-As-You-Go” vs. “Pay-As-You-Use”

There are basically two ways that state
and local governments pay for public facilities.
One way is to pay cash out of current revenues,
and advocates of this method of financing give
it a ring of responsibility by calling it “pay-as-
you-go.” The second method is to borrow the
funds to finance the facilities and repay
principal plus interest in a series of payments in
future years, and its advocates also align them-
selves with responsibility by labeling the method
“pay-as-you-use.”’

The favoring of one method over the other
depends largely on one’s personal political and

economic perspective. The “pay-ag-you-go”
proponents argue that cash financing, ranging
from a down payment to full financing from
current  revenues, encourages responsibility
in spending because tax dollars are harder to
come by than borrowed dollars; in periods of
economic adversity, such as a severe depression,
a jurisdiction would not be saddled with
unalterable commitments to repay debt; interest
payments over long periods are avoided; and
future generations should not be burdened with
debt.

On the other hand, advocates of borrowing
contend that bond financing provides for a more
effective means of allocating the costs of public
facilities among those who will benefif from the
facilities and that, because facilities generally
benefit present as well as future taxpayers, all
who benefit, or all who use, should share in the
costs. Morcover, they argue that, because state
and local governments can almost always eam
more in  interest from their short-term
investment than the interest they pay on long-
term debt and that because repayments for
borrowing will be made in the future with
“cheaper” dollars as a result of inflation, it
makes good economic sense to borrow. !

lieﬁnox L. Moak, Administration of Local Government

Debt (Municipal Finance Officers Association, Chicago, 19703,
pp. 192-195. In discussing the arguments of cash vs. bond
financing, the author uses the ferm ‘“‘pay-as-you-acquire™
rather tham ‘“pay-asyou-ge”” [t is a more revealing term
although not as commonly used,



Fven the strongest advocates of borrowing
would concede, however, that there are limits
to bf:)rrcmfiﬂg.2 There are economic constraints
to be considered, such as the size and frequency
of bhond issues which the bond market will
accept, as well as legal constraints, such
as the debt restrictions found in many state
constitutions.

Origins and Characteristics of
Constitutional Debt Restrictions

Constitutional restrictions over state debt
date from 1842 when Rhode Island adopted an
amendment prohibiting its general assembly
from incurring any debt over 350000 except
with the consent of the people. Beginning in
1817, with New York’s construction of the
Erie Canal, states began to borrow for public
works, particularly for canals and later for
railroads. In the South, a2 number of states
also used debt to finance banking facilities,
with funds from state bonds being used to
finance fand banks. The depression of 1837
severely affected the financial position of states,
and the most burdened states defaulted on their
debt and other states repudiated portions of
their debt.

The financial plight of the borrowing states
resulted in a growing movement for restrictions
over the authority to incur debt. After Rhode
Island, New Jersey adopted a debt limit, and
other states followed; prior to the Civil War,
there were 19 states with constitutional amend-
ments which limited the amount and purpose
of state debt. Several southern states adopted
debt restriction amendments during the
reconstruction period, and all states which
subsequently entered the Union have included
some  provision restricting  debt  in their
constitutions.’

While the state constitutions vary widely
in their specific debt provisions, several broad
categories of restrictions can be discerned.?
In descending order of forcefulness of restric-
tion, these include:
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The requirement that debt can be incurred
only through constitutional amendment.
A number of states have a fixed dolar
ceiling up to which funds can be borrowed,
but the amount is usually so low as to have
no relevancy. Thus, constitutional amend-
ment is the real requirement.

! The requirement that debt can be incurred
only after approval in a public referendum.

The requirement that the legislature can
authorize debi up fo some amount related
to a percentage of real property valuation
or a percentage or factor of state revenues.

In addition, it is common for state constitutions
to prescribe the terms for which bonds can be
issued, the mannper in which they are to be
repaid, and to prohibit borrowing for private
individuals and associations.

Types of Bonds

Debt for the ltong-term financing of public
facilities and programs is incurred by state and
locat governments through the issuance of

2}‘01 example, a government could not berrow 1o the extent
that its requiremenis for repayment ultimately consume 100
percent of its revenues, leaving no amounts for other expendi-
tures. As a practical matter, the bord market would have iong
before judged such a government to be bankrupt and its honds
unsalable,

3 ; . I .
A. fames Heins, Constitutional Restrictions Against State
Debr (University of Wisconsin Press, Madison, 1963), pp. 3-9.

4Advi§0ry Commission on Intergovernmental Relations,
Significant Features of Fiscel Federalizm, 197677, Vol [i-
Revenue and Debt (Washington, D.C., March 19773, pp. 54~
96. The state constitutions vary so widely inn their details that
it is not possible to display each state’s debt provisions in a
convenient and casily understood table. The Advisory Com-
mission’s effort is the latest compilation of the principal aspects
of each state’s debt provisions. but it covers three pages and is
qualified by 30 footnotes.



bonds. The major characteristic which separates
the bonds of state and local governments from
other bonds, such as corporate bonds or bonds
of the United States Government, is that the
interest on the bonds is exempt from federal
imcome taxes, usually exempt from state income
taxes with respect 1o the state’s own bonds, and,
in a few states, exempt also from state income
taxes even though the bonds are those of other
states. In Hawaii, the interest paid on bonds
issucd by the State and counties is exempt from
the state income tax, but the interest on bonds
issued by other government junisdictions is
taxable.

[t is the tax-exempt feature of state and
local government bonds which makes them
uniquely  atfractive to certain  classes
corporate and individual investors. And it is the
tax-exempt status of the bonds which enables
state and local governments to borrow more
cheaply than other entities. more cheaply
than even the federal government can borrow.
This situation can be interpreted as a national
policy of subsidizing borrowing at the state and
focal levels. Whatever the merits of the policy
from a national standpoint, many state and local
governments view borrowing through bonds as a
barpain and take advantage of the opportunity
to issue tax-exempt and, therefore, low-interest
bonds.

The types of bonds issued by state and
local governments may be categorized by the
security supporting the bonds, and they fall
into two broad classes:

(1) General obligation bonds are bonds
for whose payment of principal and interest
the issuer has pledged its “full faith and credit.”
In essence, the issuing jurisdiction pledges its
full taxing powers to guarantee payment on the
bonds. Thus, in the case of Hawaii’s general
obhgation bonds, the official statement relating
o any particelar issue would contain the
standard pledge: “Under the Constitution and
the laws of the State of Hawaii the interest and
principal pavments of the Bonds shall be a first
charge on the general fund of the State of

of
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Hawaii. Under said laws the full faith and credit
of the State of Hawaii are pledeed to the
punctual payment of the Bonds.”"®

€2}y Revenue bonds are bonds for whose
payment of principal and interest the issuer
has pledged the revenues of an undertaking,
such as an mrport, an off-street parking facil-
ity, or other revenue-producing enterprises. The
bonds are wused to finance the specific
undertaking. A necessary condition for the
marketability of such bonds is that there is a
clear demonstration that the undertaking will
produce sufficient income to meet all operating
expenses as well as interest and principal pay-
ments on the bonds. An official statement for
the issuance of revenue bonds for Hawaii's air-
ports system would contain this typical pledge
of security: “The principal of and interest on
the Bond . . . will be equally and ratably payable
solely from, and secured solely by & prior and
paramount len on, the receipts of the aviation
fuel tax and ihe revenues of the airports
system.” There would also be the disclaimer:

“The Bonds do not constitute a general obliga-
tion of the State of Hawail nor Isic} a charge
upon the general fund of the State. Neither the
full faith and credit of the State of Hawaii nor
the full faith and credit of any political
subdivision thereof are pledged (o the payment
or security of the Bonds.”’

All other things being equal, the general
obligation bond is the stronger of the two debt

SCOmmcrce Clearing Housc, Stare Tax Review November |,
1977, While state and local governmment bonds have enjoyed
z {ax-exempt status since the enactment of the federal mcome
tax b 1913, there have been proposals in Congress to tax such
bonds, proposals which are still very much alive but stzongly
resisted by state and local officials.

Ogtate  of Hawafi, Official  Siatement Fertaining (o
§75 000,000 General Obligation Bonds of 1977, Series AL,
Tuly 15,1977, p. L.

TState of Hawaii, Official Statement, 20,000,000 Ajrports
System Revenue Boads, Sevies of 1975, July 1, 1975, p 8.



instruments, and the pledge of security of the
full taxing powers of a jurisdiction will usually
produce a lower interest rate than the narrower
pledge of the revenue bond. Also, among those
states with constitutional debt limits, general
obligation bonds are usually counted against
the debt hmit, while revenue bonds are usually
excluded.

Thus, a reasonable case can be made that,
when governments borrow, their first choice
shiould be the general obligation bond. However,
if states have constitutional restrictions which
make it difficult or virtually impossible to
engage in straightforward borrowing, the likely
consequernice is that they will borrow through
other more gxpensive means, such as through
revenue bond issuance or through the estab-
lishment of special authorities to finance and
operate facilities.® These considerations appear
1o have influenced the current debt provisions
in Hawaii’s constitution.

Hawali’s Debt Provistons

At the time that the 1968 constitutional
convention deliberated, state debt was perilously
close to the constitutional debt limit. Rather
than merely adjusting the then existing formula
to accommodate future borrowings, the drafters
chose to make sweeping changes o the debt
provisions. The changes, drafted by the Taxation
and Finance Committee, adopted by the
convention, and ultimately ratified by the
people, were designed to achieve the following
objectives:

{1} To retain limits on state and county
indebtedness.

{2} To set limits that are flexible and are
related to the ability of each respective unit of
government to repay the debt.

{3y To set Hmits that are sufficiently
liberal as to permit adequate financing of future
capital improvements but that at the same fime
provide assurance to investors that their invest-
ments in Hawaii municipal securities® are safe.
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(4) To encourage the issuance of general
obligation bonds rather than revenue bonds
in order to make substantial savings in inferest
charges.

{5} To ensure that the Sfate has a margin
of debt issuance 1o provide for unforeseen
contingencies,

(6} To discourage devious and expensive
devices used in so many states to circumvent
debt ceilings.

(7} To encourage a broad review of debt
in terms of the capital needs of the entire com-
munity in contrast to the desires of only a
segment of the community.

(&) To encourage an annual review of the
debt structure of the State and counties.

{9y To remedy technical flaws in the
revenue bond provision.'9
When  viewed in  their entirety, these

objectives are seen (o abm at (1) 2 debt limit
which is neither too high nor too low; and
(2} incentives  for the State to utilize its
strongest debt instrument, the general obligation
bord, for purposes which would otherwise be
financed by the weaker and more expensive
instrument, the revenue bond.

The state debt limit. As a territory, through
provisions in the Organic Act, Hawaii's outstand-
ing debt was Hmited to 10 percent of the
assessed valuation of property, and the total
indebtedness in any one vear could not exceed

SHeiﬂs, Constitutional Restrictions  Against State Debt,
pp. 8290,

g“}v‘iuﬁicipal securities,”  “municipal bonds,” or simply
“municipals” are generic terms used to identify the bonds of
state as well as local governments,

]GState of Hawaii, Proceedings of the Constitutioned Con-
vention of Hawaii of 1968 Vol 1, Iournal and Documents
(Honolulu, 1973), p. 221



1 percent of the assessed valustion of property.
The 1950 Constitution did not fix an annual
fimit but established $60 million as the basic
debt limit, and provided also that indebledness
bevond 360 million and up fo 15 percent of the

assessed  valuation of property <ould be
authorized by a  two-thirds vote of the
legisiature,

The 1968 convention swept away the fixed
360 miltion JYimif and the use of the assessed
valuation of property as a basis for calcnlating
the additional debt limif, In their place, the
1968 drafters decided on a state deb! ceiling
equal to three and onenalf times the average
general fund revenues {minus federal funds and
debt meimbursements) of the prior three fiscal
years., This is the reasoning of the Taxation and
Finance Committee in proposing the change:

“Our present siate debt cedfing i 15% of aet
assessed vatues of yeal property--z provise that
is an affront to reasen boceuse the State obtaing no
revemues  from real  propefiy  taxes Neo-
reimbursable stase general obligation bonds are
epatd out of the genersl fuads of the Siate, so
that the smoust of general fond yevenues i @
jogical measure of the size of ponrgimbursable
debt that can be prudently contracted, For this
purpoie we chminsie from the general fumd all
federal funds and debi reumbursenient rersipis,
smoe these mandes are not available o cover
nonreimbursable  debt  service  charges, The
Committee was ypanimous in rejecting any fixed
dallar Hmit, The moltiple of 3% times general fund
revenues was agreed upen by the Commiites
after considerable  dsbate. The muitpls of
3% roughly represents the equivalent of raizing
our present debit ceiling based on real property
yalues fromid% o sround 25%, The thyce-vear
base period was selected i preferonce to 3
sherier base period in order to keep the ceiling
fram  changing too mapidly, pasticulatly = the
svent of areeession,”

How the formula operates in calculating
the present constitutional debt limit is shown
in Table 4.1

White the caletiation of the constitutional
debt limit appears to be straightforward, two
questions might be raised with respect 1o the
formula: (1) Why was a base period of three
vears chosen for the purpose of calculsting the
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Table 4.3

Caleulation of the
Constitutionat Debt Limit

Movember 1, 1877

Ganeral fund revenues

Fistal year fmittions of dotlars)
197478 C o L $ 6149
187576 ... ... 670.8
YOIe-TT L 714%
Thres-yesr totat L ... . L L L L. L., .. 1.004.2
ANRUBT AVESAYR . . . . e i e e 866.7

Debt limit = 3.5 « §666.7 = 32,333.5 million

Serived foam Certificate of Tomwd (noebredness of
the State of Hawail a5 of November 1, 1877,

Soagte:

average annual revenues? (2} Why was a multiple
of three and one-half selected as the factor for
calculating the debr limit? Delkegate Thomas
Hitch, chairman of the Taxation and Finance
Committee, addiessed the (wo guestions in
presenting the new debt limit {ormaula to the
1968 convention:

“{he {115t area of debate in this husipess was
with respect 10 fthe length of the base pericd.
Puerte Rico has 2 iwo-vear base poviod. New
York's Constitulion proposed & two-year base
period. Penrsylvania bag @ fve-yeae base period,
There =re 1ois of good aguments for a shogt
hase period, There are iots of good arguments
for » long base period, The primary argument for a
shoTd base pericd s that ¥ 15 2 more updodate
base period that’s more uearly related to the
current sconomic situation of the State. The
primary atgument fn o3 long base period 13 1o
smooth out sizable changes i the debt celling as
you Rave sizable changes in general fund revenues
from one year to the next, sizably up in the evemt
of a high level of prosperity and very possibly
dowzi--and this ¥ whii worries the people whe
wastted 2 onger Base period -very possibly dowa in
the awnat of 8 recessiop, So simply
compromised on a tiree-vear base period and [
drongly recommend that 1o Vo

we

“The Tl area of debate on this subject i
redated to e meliiple, Should the multiple be two
times average gemeysl fund revenues of the jast
ifree vears, of (w0 and a half, o thres, o thiee
and 3 hatf, or four, or four and s hall, or fve? Lot

Myvaa, g 223,



me, for background, give you some figures. I we
were to take the current debt ceiling of fifteen
percent of net assessed real property valuations for
tax purposes, we would come up for the spring
of 1969, when the legislature will meet again, with
an estimated figure of 589 million dollars, If we
were to adjust that ceiling to our new proposed
formula ceiling that bases the ceiling on general
fund revenues, but al the same time fake out
of the ceiling self-financing general obligation
bonds, we would take out of that ceiling 151
million, an estimated--this can’t be a tight figure
but an estimated— 151 million dollars of self-
liquidating general obligation bonds, So  that
putting the old debt ceiling formula related to real
property, on ¢ a base that would be comparable
to the formula we are proposing with
seif-liquidating general bonds out of the ceiling, we
would have a ceiling of $438,000,060, taking 151
off of 589. The average general fund revenues as|
have been referring to, over the last three years as
of the spring of 1%69%--we're talking about the
next legislative session—would be $2206,000,000.
So that a multiple of two would give a debt ceiling
of $440,066,000 which s almost identical with
what the adjusted present debt ceiling would be. A
multiple of twe and a half would be the equivalent
on an adjusted basis of a real property ceiling
of nineteen percent instead of fifteen percent; a
matitiple of three would be equivalent to a real
property ceiling of twenty-three percent instead of
{ifteen pereent, a mubliiple of three and a half
would be equivalent to a real property ceiling of
twenty-six percent; and a multiple of four would
be the equivalent of a real property ceiling of
thirty percent, As [ say, the committes debated
this subject to which there is no ultimate, absolute,
final ordained answer--debated this sublect at great
lengih. | must confess that I felt that T was going
rather as far up as possible ia recommending a
multiple of three. The commitiee decided on a
multiple  of four by a rather considerable
majority, and then decided later to reconsider and
ended up with the multiple that is in the
committee Teport of three and a half, . .12

In essence, there was nothing sacred about either
the three-year hase period or the 3.5 multiple.
Both represented compromises arrived at in the
Taxation and Finance Committee.

General obligation ® exclusions from the
debt Jimit. While the 1950 Constitution required
that all authorized general obligation debt be
counted against the debt limit, the present
Constitution permits the exclusion of those
general obligation bonds which are issued for
self-sustaining undertakings. These undertakings
are those which generate sufficient user taxes

or revenues to meet all debt service charges
{the annual amount of money necessary (o pay
the interest and principal on outstanding debt).
The imtent of the exclusion was to encourage
the use of general obligation bonds, rather
than revenue bonds, for self-sustaining projects
in order to realize savings in interest charges.
In the reasoning of the Taxation and Finance
+ Committee:

... A seif-sustaining  activity of the
government (such as the Harbor Division) can issue
revenue bonds (secured solely by the revenues of
the division), but revenue bonds usually sell at
about 1% higher interest rate than general oblizga-
tion bonds-perhaps these days the difference
being between 3%% interest and 43%% interest. A
1% interest rate differential on a twenty-year
$10 militon bond would cost about $1 million over
the life of the bond, Since the State would in any
case undoubtedly stand behind harbor revenue
bonds rather than see them in default, the fulf
faith and credit of the State might just as well
be pledged in the first place~with sizable interest
savings. This could be done today, except that
charging thess reimbursable general obligation
bonds against the state debt fimit encourages the
legislature to protect its debt margin by issuing
revehue bonds which do not count against the debt
ceiling."l 3

Such  excluded bonds are  sometimes
referred to as “reimbursable” general obligation
bonds, because the special funds supporting the
various  undertakings are  obligated to
“reimburse” the general fund for payments of
interest and principal.}? More specifically,
the following constitutional provisions are
applicable in determining whether general
obligation bonds can be excluded from being
counted against the debt limit;

i23%3&3 of Hawaii, Proceedings of the Constinutioneg! Con-
veation of Hewail of 1968, Vol, 1, Committee of the Whole
Debates (Honolulu, 1972), pp. 384 385,

Vstate of Hawaii, Procecdings of rhe Constitutiongl Con
venrion of 1968, Vol 1, p. 221,

4 : . P
}The identification  of such  excluded honds  as

“reimbursable” general obligation bonds is an internal state
matter, with the term being used to facilitate budgeting. appro-
priations, and calculating the debt margin. In the bond market,
they are issued as straight general oblipation honds.



{1} General obligation bonds issued for
a public undertaking from which revenues or
user taxes (or both) are derived, can be
excluded, but only {o the extent that the
revenues or user faxes are sufficient to meet
the debt service charges for the undertaking
in the preceding fiscal year, after the costs of
operations, maintenance, and repair have been
metf. If revenue bonds had previously been
issued for the undertaking, the revenues or user
taxes must alse be sufficient to meet the debt
service charges for the revenue bonds, before
any computation can be made as to the extent
general obligation bonds shall be excluded from
the debt limit.

{2} General obligation bonds which have
been authorized but which have not yer been
issued for an existing undertaking, which yield
revenues or are supported by user taxes (or
both), are excludable, but only if in the
preceding fiscal year the undertaking was fully
selfisustaining in meeting  operating, main-
tenance, and repair costs and  debt service
charges. If the undertaking was not fully self-
susigining, the authorized but unissued bonds
may be excluded if the lepislature increases
the user charges or user tax rates so that the
net revenues or net taxes are sufficient to pay
the debt service charges on all general obligation
bonds then outstanding and authorized.

Because the test of whether an undertaking
or enterprise is self-sustaining is based on its
financial status in the previous fiscal year, a
general obligation debt for new and unproven
types of revenue-producing enterprises is not
excludable. Thus, the Taxation and Finance
Committee noted that, in the first year at least,
bonds which may be issued for such under-
takings as an interisland ferry, hovercrafts, or a
mass transit system would have (o be counted
against the debt Hmit.! 3

Revenue bonds. As a class of bonds,
revenue bonds, which were excludable from the
debt iimit under the 1950 Constitution,
continue o be excludable under the 1968
Constitution. However, the definition of revenue
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bonds was cla{iﬁed to permit a more flexible
pledge of security without affecting their status
as bonds exempt from the debt Hmit.

In permitting their exclusion from the debt
limit, the 1950 Constitution defined revenue
bonds as indebfedness incurred under revenue
bond statutes by a public enterprise or political
subdivision or by a public corporation, when
the only security for such indebtedness is the
revenues of the enterprise or corporation. This
particular provision was reviewed by the State
Supreme Court in Employees Retirement
System v, Ho, 352 P. 2d (19560). As a terrifory,
Hawail had issued $14 million revenue bonds
to be repaid from the revenues of the Hawaii
Aeronautic Commission and from an aviation
fuel tax. The Territory had also issued nearly
350 mitlion of highway revenue bonds payable
from a vehicle fuel tax.

The State Supreme Court held that the
Constitution contemplated only two classes of
bonds, one class being payable solely from the
revenues of a government enterprise, which were
not to be included when calculating state debt
against the debt limit, and the other class being
all other bonds, which were to be included in
the debt Hmit calculations. Since the bonds
of the Hawail Aeronautic Commission were not
payable solely {rom revenues of the enterprise
but were also secured by the aviation fuel tax,
the bonds had to be included in determining
whether the state debt limit had been exceeded,
even though the bonds had been issued as
revenue bonds. The highway revenue bonds also
had to be included since they were not payable
solely from revenues but were supported by user
fuel taxes. The effect of the decision was that
the only revenue bonds which could be excluded
when determining whether the debt limit had
been exceeded were bonds payable solely from
revenues of an enterprise with no taxes of any
sort being pledged to secure the bonds.

Bsute of Hawaii, Proceedings of the Constitutionsi Con-
vention of 1968, Vol §, p, 222,



The 1968 Constitution made possible the
exclusion from the debt limit of the type of
revenue bonds covered by the 1960 Supreme
Court decision. Observing that the State Con-
stitution should stdl provide for the issuance of
revenue bonds *‘since under some circumstances
they may stiil be desirable,” the Taxation and
Finance Commitfee, and subsequently the
Committee of the Whole, redefined revenue
bonds as all bonds payable solely from and
secured solely by the revenues, or user taxes, or
any combination of both, of a public under
taking, improvement, or system.!® Thus, the
application of user taxes foward the repavment
of revenue bonds does not affect their exempt
status from the debt limit and has made possible
the substantial expansion of revenue bond
isstance for the airports system, which is
financed by concession revenues, rentals,
and other revenues as well as the aviation fuel
tax. While the 1968 Constitution did take care
of a long-standing problem with respect to
revenue bonds, another issue affecting revenue
bonds has emerged and is discussed subsequently
in this chapter.

Other exclusions from the debt limit. In
addition to the exclusions {from the debt limit
of general oblipation bonds for self-sustaining
projects and revenue bonds, the Constitution
also provides that bonds issued by the State for
the ¢ounties are excludable, but only for so fong
as the counties reimburse the State for the pay-
meni of principal and interest on the bonds.
Also excludable are bonds authorized or issued
under special improvement statutes when the
properties involved and the assessments on them
are the only security, and general obligation
bonds authorized or issued for assessable
improvements to the exteni that reimburse-
ments to the general fund for debt service are
made from assessment collections.

The legal debt margin. In order to provide
the legisluture with information as 1o the
amount availsble for bond authorizations under
the constitufional debt hmit, the director of
finance is required by section 39--92, Hawaii
Revised Statutes, to prepare annually a state
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debt statement as of November | of each year.
Table 4.2 is a condensed version of the
certificate filed.

Tabie 4.2
Constitutional Debt Margin

of the State of Hawaii
November 1, 1977

Millions of dollars

Constitutional debt limit . .. ... ... ..... $2,333.5
Debt countabde against limit . . . . . .. . .. .. 1,961.8
Constitiztiona debt margin . .. . . . . . ... .. 371.7

Source: Derived fram Certificate of Total indebtediiess of
the State of Hawaii as of November 1, 1977,

Thus, in the 1978 session, the legislature
had a constitutional debt margin of $371.1
million against which it could make additional
bond authorizations. The legislature did pass a
supplemental appropriations bill which called
for $22.9 million in additional authorizations
and another bill cancelling $2.7 million in prior
authorizations, so the debt margin on June 30,
1978 is estimated to be $351.5 million.!”

In addition to the provisions related to the
constitutional debt limit and the calculation of
the constitutional debt margin, the present
Constitution contains two provisions concerning
the method of authorizing debt and the form of
bonds which are essentially unchanged from the
1950 Constitution. Before pgeneral obligation
bonds can be issued, they must be authorized by
an extraordinary two-thirds vote of the mem-
bers to which each house of the legislature is
entitled. This provision was retained because
“a two-thirds vote . .. provides some dssurance
to the municipal bond buyer, helps to ensure
that debt will be authorized only for sound

Worid. pp. 221, 352,

Y he 1978 legistature also passed H.B. 2430, H.D. 1, which
contains an authorization for additional 33,9 million in general
obligation debt, effective July 1, 1978,



projects, and has worked well in the years that
it has been a requirement.”'® Also retained
from the 1950 Constitution is the provision
requiring all general obligation bonds to be in
serial form, the first installment of principal to
mature not later than five years from the date of
the issue, and the last installment not later

than thirty-five years from the date of issue.!”
The Structure of State Debt
As between general obligation bond

issuance and revenue bond issuance, the debt
structure shows remarkable stability in the
proportion of debt for which each type of bond
is responsible. This is shown in Table 4.3.

Table 4.3

Qutstanding Debt
State of Hawaii
Generai Obligation 2nd Revenue Bonds

Selected Dates

June 38, 1968 % MNovemnber 1, 1877 %

General
obfigation $261,771,200 85.3% $1,227,128,000 82.3%
Revenue 45,082,600 14.7 263,142,000 177
Total £306,853,200  100.0%  1,490.271,000 100.0%

Sources: Report of the Compitroller, State of Hawaii, for the
Fiscal Year Ended June 30, 1988 and Certificate nf
of Total Indebtedness of the State of Mawaii a$
of November 1, 1977,

At about the time the 1968 convention
met, general obligation bonds were responsible
for 85.3 percent of outstanding state debt
while revenue bonds accounted for 14.7 percent,
Nearly a decade later, on November 1, 1977, the
latest date for which official figures are avail-
able, the respective percentages for general
obligation bonds and revenue bonds were 82.3
percent and 17.7 percent. Nationally, among
all of the states, 50 percent of state long-term
debt is accounted for by general obligation
bonds and 50 percent by bonds of limited
obligations, such as revenue bonds.?? Thus,
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if one of the objectives of the 1968 debt pro-
visions was to encourage borrowing through
general obligation bonds and to discourage
debt limit evasion through the expansion of the
use of revenue bonds, the situation has not
worsened, and, indeed, Hawaii’s record of
using its strongest debt instrument when it
does borrow holds up much better than the
average record of the 50 states.

The reason why the proportion of debt
commanded by revenue bonds has not been
reduced, even though the 1968 Constitution
removed the debt limift “penalty”™ in the use
of general obligation bonds for self-sustaining
projects, is because of the State’s reliance on
revenue bonds for the financing of the ex-
pansion and improvements to the airports
system. There has been substantial peneral
obligation financing for the airports (some
$66 million in general obligation debt were
cutstanding in 1977), but of far greater
importance has been revenue bond financing,
As of November 1, 1977, the State had some
$263 million in outstanding revenue bonds,
of which nearly 90 percent, or 5234 million,
were for the atrporfs system as a result of
bond issues since 196921

As for general obligation bonds, the most
important trend has been the significant increase

Bstate of Hawail, Proceedings of the Constitutional Con-
vention of 1968, Vol |, p. 222,

lgBy requiring general obligation bonds to take the form of
serial bonds, the Constitution in effect prohibits the issuance
of “term bonds,” where the entire principal matures on one
date. No such constitutional restriction applies to revenue
bonds. With respect (o serjal bonds, the 1968 Constitution
adds one aspect of flexibflity to how repayment of bonds iz
1 pe made. The 1930 Constitution required that ihe principal
of bonds mature in equal apmual instaliments, but the 1968
Constitution authorizes the additional option of bonds maturing
i equal installments of both priacipal and inferest,

mAévim:y Commission on Interzovernmental Relations,
Significant Features of Fiscal Federalism, Vol H, p. 71,

ziCertiﬁcaw of Indebtedness of Total Indebtedness of the
State of Hawaii as of November 1, 1977



Table 4.4
General Obligation Bonds (“G. 0." Bonds}
Selected Data

Now, |, I970
Outstanding $394,529,000
Direct "G. 0.7 288,734,581
Rewnbursable G, Q.7 105,794,419
Auvthorized but Unissued $644,788,427
Direct G 07 485 657 917
Retmbursable "G, 0.7 56,130,510

Sources:

Nov. 1, 1977 increase

$1,227,129,000 211.0%
980,803,133 2432
236,325,867 123.4

$1.098 825 587 161 T
476 056,836 101.0
107.6

172,788,753

Derivest frovmn Certificate of Totat Indebtedness of the State of Hawali, as of

Noveriber 1, 1970 and Novernber 1, 1977,

in the present decade of outstanding debt, as
shown in Table 4.4

In seven vears, cutstanding general obliga-
tion debt has increased over four times, from the
neighborhood of $400 million to $1.23 billion.
With an additional $150 million having been
issued since November 1, 1977 minus some
$32 million in maturities retired since that date,
an estimate of the outstanding debt at the close
of fiscal year 1977--78 would be somewhat
higher — about $1.345 billion. The largest
increase has Been in what might be called direct
general obligation bonds, or bonds for which the
general fund is directly responsible for payment.
This category has increased nearly five times in
the present decade. Reimbursable general
obligation bonds, or those bonds for which
special funds are responsible for paying into the
general fund to service the bonds, have also
increased, but nowhere close 1o the extent that
direct general obligation bonds have increased.

Also showing increases are those general
obligation bonds which have been authorized
but not issued. As accounted for by direct
general obligation bonds and reimbursable
general obligation bonds, authorized but un-
issued bonds have doubled in the past seven
years but, again, the increase has not been as

46

significant when compared to the increase in
ouvtstanding general obligation debt.

The reason for the increase in outstanding
general obligation debt can be seen in Table 4.5,
which displays the annual issuance of general
obligation bonds from fiscal year 1961--62 to
the present fiscal year.

A review of the annual issuance of general
obligation bonds shows that the State has been
borrowing much more heavily in the decade of
the 1970°s than it did i1 the 1960°s, and more
heavily again in the last several years than in
the ecarlier vears of the present decade. In the
sixties, the Stafte issued an average of %37
million in bonds each vear while in the
sevenfies annual general obligation issuance
has averaged $159 million.

Not only has the State been entering the
bond market more {requently, but its individual
wsues have been larger. In the sixties, the State
issued bonds once or twice a vear,?? and its
largest ssue was a 539,600,000 issue in 1963

33
“*The exceptions were (iscal vears 196569 and 19697,
when the State {loated three bond issues each vear.



Table 4.5

General Obligation Bonds
tssued by the State of Hawaii

FY 1961—62to FY 1977-78
Armount

Fiscal year issued

TGB1--8B2 . e i e e e e e s & 20,000,000
TOBZ—B3 .o e e e 10,000,000
106364 L e e 54,600,000
TAB4—B8 L L iy e e e 33,000,000
1965—B6 ..o h o i e 74,000,000
1966—B7 . e i 26,006,006
196768 . . i h e e e e 58,150,000
1968—6B3 ... o e e e 79,504,000
196370 o i i e e e 33,875,000
197071 e o e e - s 110,060,000
197172 o e et a e e e 110,600,000
197273 i e e e e 180,125,000
G731 e 110,000,000
1974—75 L . i e e e 75,000,000
R T O 275,000,000
T9I6—77 o e 176,410,000
167778 oo e e 225,000,000

Source: Parived from Certificere of Total in-

detitedness of the Stare of Hawaii as of
November !}, 1877 For fiscal  year
1977—78, the amount issued includes
5150 mittion issued since November 1,
1977,

to refund other bonds. Ordinarily, state issues to
finance capital improvements in the sixties were
for $10 million, $20 million, $30 million, or
amounts in-between. In recent years, the State
has been cntering the market about three times
a vear, and the standard size for a single issuc
now seems to be 375 million, the amount of
each of the State’s last five issues up to June 30,
1978.

In future years, a consuitant’s study for the
state administration has projected general obliga-
tion bond issuance for the next five years to be
somewhat higher than it has been in recent
years. For fiscal years 1978--79 and 1979--80,
it projects bond issuance of 32235 million each
year; for 198081, $375 miilion; for 1981--82,
$240 mitlion; and for 198283, §295 million.*?
All told, this would mean additional bond
issuance of some $1.36 billion i the next five
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vears, an amount close to the State’s total
outstanding general obligation debt of $1.345
biltion estimated as of June 30, 1978.

Issues and Alternatives

The debt Hmit formula. I any change is
made to the current debt limit formula, it
should be preceded by the identification of the
specific problem to be resolved. Most critics
of the current debt limit formula contend that
fhe present formula allows the debt limit to be
set too high, As evidence, they point to what
they consider to be the heavy borrowing prac-
tices of the State in recent years and the large
accumulation of authorized but unissued bonds.

If “too high a debt limit” is indeed the
problem, there are farly simple and straight-
forward ways of dealing with it without altering
the framework of the current constitutional
provisions. For example, the debt Hmit could
be decreased by veducing the current multiple
of three and onc-half times or fengrhening the
base pertod of three vears against which the
multiple is applied, or by doing both. Thus,
a multiple of three, instead of three and one-
hatf, applied against the average annual general
fund revenues of the last five vears, instead of
three years, would have the immediate effect of
reducing the constitutional debt limit from the
present $2.33 billion to $1.78 hillion. It would
be a lost opportunity, however, if the reviewers
of the Constitution were to examine the debt
limit issue solely from the perspective of the
debt imit being set oo high.

The more serious defects of the current
formula are that: (1) it has little influence over
the debt authorization policies of the kegislature
or the debt management practices of the execu-
tive: and (2) related to that condition, it does
not force either the legislature or the executive

23 -

““Peat. Marwick, Mitchell & Co.. 4 Review and Evabuation
of the State of Hawaii Debt Program, First of Three Reporis
{Honolulu, November 1976}, Exhibit 1117,



info a recurring examination of what impact
curtent and future borrowings will have on
current and future budgets.

While credit should be given to the 1968
drafters for laying the foundation for a more
rational state debt Hmit based on the general
revenues of the State rather than the aggregate
real property valuations of the counties, one
can, in retrospect, discern an element of reserva-
tion as to what they had accomplished, as in
these words from the report of the Committee
on Taxation and Finance:

“In making s recommendations, the Commitiee
wants i1 to be clearly understood that a consti-
tutional debt ceiling is not a substitute for good
debt policy and effective debt management, It
is merely a statement of the upper legal limit
under which appropriate borrowing policies may
be formulated. The maintenance of a sound
financial postute .. . requires that policy-makers
give due consideration to a proper balance of cash
and bond financing and that, in the future as in
the past, an ‘adminisimtive” debi ceihing safely
below the constitutional  debt  ceiling  be
established.” 28

In effect, the drafters perceived the con-
stitutional debt Lmit, not as a Hmit having
practical force, but as some kind of “outer”
limit under which they hoped a scund “inner”
limit would be devised by the administration
and the legislature. I there is such an *‘inner”
Hmit, it has not been enunciated or adopted as
a matter of public policy. Therefore, the only
agreed-upon and understood restriction on debt
is the constitutional debt limit. Yet, no one
has seriously argued that Hawail, within its
present  tax  structure and tax rates, could
borrow up 1o the limit allowed by the
Constitution or even up to the additional
amount represented by the present $1 billion-
plus in authorized but unissued bonds.

If a debt hmit has any rationale, it is to
control debt with the specific oblective of
preventing a jurisdiction from so S‘eriousiy
mismanaging its borrowings that it is forced into
insolvency, Whether & jurisdiction can remain
solvent when it borrows can only be arrived at
by an assessment as to whether it has the ability

to repay from future income the debt that it
incurs today. Thus, the review of the debt
limit formula and the construction of any
alternative debt limit should proceed from two
basic questions: (1) What should be the measure
of income? and (2) What should be the measure
of debt???

Measures of income. As to the first
question, from a general economic perspective,
the ability to borrow is limited by the ability
to repay. In the case of borrowing by individuals
or corporations, lenders look to future income,
or assets, or both, for repayment. In the case of
general obligation bonds issued by the Stiate,
however, it is not practical to think in terms of
the State pledzing assets to secure debt or of
lenders  attaching assets of the State. Hence,
state general obligation deht must be repaid out
of future income, and a debt limit provision,
if there is to be one, is properly based on some
measure of income.

There are two categories of income
measures which might be used for a debt Hmit
provision. One category pertains to the income
of state government. The other relates to state-
wide economic measures which are analogous
to national income and economic statistics, such
as gross personal income or gross or net state
product. While both categories measure in some
way the economic health of a jurisdiction, there
are several reasons why the income of state
government is the befter income measure.

First, and perhaps the most important
reason, the income of state government is a
“hard” measure subject to audit and verifica-
tion, whereas measures such as gross personal
income and gross state product are “softer”

2 . "
Hgpate of Hawail, Proceedings of the Constitutional Con-
vention of 1968, Yol I, p. 221.

2 yuch of the ensuing discussion around the guestions of
measures of income and measures of debt is drawn from 2
memorandurs from John Haldi to Newton Sue, subject:
“Constitutional Debt Limit Provision,” dated December §,
1977,



measures based on numerous statistical esti-
mating techniques, subject to adjustment before
becoming final, and not subject to audit by
anyone in state government.

Second, the repayment of debt is from the
income of state government, and, thus, there is
a direct relationship between the two.

Third, state govermnment income is com-
monly understood and is under continuous
review by policy makers in the executive branch
and the legislature, whereas economic statis-
tical measures are less commonly used,

Within the category of income of stafe
government, it is logical to focus upon general
fund income and to exclude special fund income
and income from the federal government.
Special fund income is, by definition, earmarked
for specific uses, and, In some instances as in the
case of the special fund for the airports system,
these uses include the repayvment of revenue
bonds. Receipts from the federal government
have come to represent a major augmentation of
state funds, but except for general revenue
sharing funds, federal funds are earmarked for
specific purposes, and the amount of money
received from the federal government is beyond
the control of state government.

Therefore, the present constitutional
income measure based on the state general fund,
and excluding receipts which are not derived
from the State’s revenue-raising powers, is an
appropriate income measure, and there is no
persuasive case to change it.

The second question as to what should be
the measure of debt introduces several alterna-
tives: (1) the total amount of debt authorized
at any one time, which would include outstand-
ing debt as well as authorized but unissued debt,
as provided for in the present Constitution:
(2} the total amount of debt ousstanding at any
one fime: and {(3) debt service, or the
annual payments on principal and interest
required to service and retire the debt.
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The major difference between the first
two approaches and the third approach is that
the burden of interest payments as well as
principal maturities is accounted for by the
debt service measure, while only principal is
accounted for in viewing debt in its totality.
Yet, interest is a very real cost, and is thus a
sigpificant component of debt. For example,
on $100 million borrowed at 6 percent and to
be retired in annual maturities up te 20 vyears,
the total interest cost would be nearly 375
million. Theoretically, one could redefine out-
standing debt to include total inferest payments,
and, while this would be a more accurate
measure of the State’s total debt burden, it does
not immediately reveal what the burden would
be on each year’s budget. For these reasons,
there has been renewed interest in constructing
a debt limit around what is called the debt
service ratio, the annual amount required to
pay principal and interest expressed as a per-
centage of the revenues of the general fund.

The debr service limitation. The precedent
for a constitutional debt limit based on debt
service has been set by the Commonwealth of
Puerto Rico. Up until 1961, Puerto Rico’s debt
Hmit was governed by the Puerto Rican Federal
Relations Act and, subject to the action of the
United States Congress, the limit was expressed
as an amount equal to [0 percent of the assessed
valuation of property. In July 1961, the
commonwealth was given the authority by
Congress to establish its own debt limit in the
form of an amendment to its constitution.2®

The constitutional formula adopted by
Puerto Rico sets no maximum on the total
amount of debt itself but establishes a limit to
the amount of money which can be applied to
service the debt. It provides that the maximum
annual debt service in any future year for all
bonds outstanding cannot exceed 15 percent of
the average of the last two vyears’ annual
revenues. Only revenues raised by common-

3
“6}’uerto Rico, A New amd Renlistic Concept of Debt
Controf, August 1962, p. 3.



wealth legislation can be included in computing
the limit. Thus, federal funds are excluded,
At the time of the adoption of the constitu-
tional amendment, commonwealth debt service
was about 7% percent of ireasury vevenues,
and Puerto Rico officials believed that “a
limitation of 15 percent of the average of the
last two years’ revenues should permit suffi-
cient borrowing to provide necessary capital
improvermnents and at the same time . ., be
well within the limits of the Commonwealth’s
capacity to repay debt.”?7

Puerto Rico’s constitutional debt limit
reads:

“ .. The power of the Commonwealth
of Puerto Rico fto contract and to authorize the
contracting of debts shail be exercised as deter-
mined by the Legislative Assembly, bat no dizect
obligations of the Commonweaith for money
borrowed  directly by the Commonwealth
evidenced by bonds or notes for the payment of
which the full faith, credit and taxing power of
the Commonwealth shall be pledged shall be
issued by the Commenwealth if the total of (D
the amount of principal of and interest of such
bonds apnd notes, together with the amount of
principal of and interest on al such bonds thereto-
fore issued by the Commonwealth and then
ouistanding, payable in any fiscal year, and {ii}
any amounts paid by the Commonwealth in the
fiscal year next preceding the then current fiscal
yvear for principal or interest on account of any
ouistanding obligations cvidenced by bonds or
notes guaranteed by the Commonwealth, shall
exceed 15% of the average of the total amount
of the annual revenues raised under the provi-
sions of Commonweaith legistation and covered
into the Treasury of Puerto Rico in the two fiscal
vears next preceding the then cuyrent {iseal
year . ... [Article VI, Section 2]

In 1967, New York’s constitutional con-
vention proposed an amendment similar to
Puerto Rico's:

“No debt shall be contracted by or in
behalf of the State unless authorized for capital
construction by law enmacted by two regular
sessions of succeeding terms of the legislature,
and unless the amount of debt service on such debt
together with the total amount of all other debt
service as hereinafter defined, for any fiscal vear,
shall not exceed 12 per cent of the average of the
total amount of 1ax revenues and other revenues
received by the state in its gegeral fund in the two

preceding years.” [Proposed Article X, Section

iia}

The amendment was lost when New York voters
rejected the product of the constitutional con-
vention under the all-or-nothing procedure for
ratification. As far as can be determined, the
proposed debt amendment was not the reason
‘for rejection. There were many other proposed
amendments, the most controversial of which
was an amendment related to aid to parochial
schools.

experience  is

Hawaii’s debt service

displayed in Table 4.6,

Table 4.6

Hawaii's Debt Service on General Obligation Bond
As & Percent of the General Fund

1968--1977

Debr
service % of

General fund?  on GO debt general

Year {in million $} {in million §}  fund
1968 $253.2 $12.1 4.8
1968 299.7 5.6 5.2
1970 3539 174 4.9
197t 2801 2.1 5.8
1972 402.8 29.8 7.4
1973 452.2 35.7 7.9
1974 5281 47 4 4.0
1975 614.9 58.3 9.2
1976 870.8 712 0.6
1977 7145 855 12.0

Yexciudes federal funds and debt service reimburse-
ment funds as defined in the State Constitution.

zgxcfudes debt service on reimbursable generaf
obligation bonds excludable under Arricte Vi, Section 3,
of the Constitution,
Sourze.  Finance Oidsion, Depaniment of Budget ard
Finance.

bid pp. 11-15.



As is revealed by the table, debt service has been
trending  increasingly higher, not only in
absolute amounts but in the percentage which
it commands of the general fund. In the past
ten years, debt service has increased more than
seven times—a function of outstanding debt
{(for which the general fund is responsible)
Lkewise increasing by almost the same ratio.
Also pertinent is the increasing percentage
of the general fund which is required for debt
service, nearly tripling from 4.8 percent fo
12.0 percent in {en years.

It should be noted also that the maximum
debt service at any point in time is not usually
revealed by the debt service required in the cur-
renf year. Under Hawaii’s practice of issuing
bonds in 3- to 20-year maturities, the maximum
debt service would be in the third vear from the
year of bond issvance, when the first principal
payments are due, not in the intervening period
when only interest payments are made. 1t was
for similar reasons that both the Puerto Rico
and New York formulas specified a limitation
based on maximum debt service {in whatever
year that might be) rather than debt service
in the immediate or next fiscal year.

If an altermative debt limit were to be
formulated for Hawaii based on the debt service
ratio, and taking into account maximum debt
service and flattening out general fund fluc-
tuations by requiring the calculation of average
apnual revenues from a base period of two or
more years, the current percentage of maximum
debt service to general fund revenues would be
higher than is shown for the last fiscal year in
Table 4.6. What that percentage might be as a
constitutional limit depends on whether one’s
view s that debt service already imposes too
heavy a burden on the budgef or whether the
percentage should be set at a level at least
sufficient to accommodate the projected
issuance of an additional §1.36 billion in general
obligation bonds over the next five years. One
suggested approach is fto limit debt service
charges so that such charges in relation to
general fund revenues in the future will be no
higher than they are now.?®

Arguments. In the 1968 convention, the
alternative of a debt limit centering on the
concept of the debt service ratio was discussed
by the Taxation and Finance Committee, but
not to the point of the Committee either
favoring the idea or rejecting it. It was first
broached to the committee by Andrew Ing, then
State Director of Finance, who favored abolish-
ment of the debt lmit, but if such a proposal
were not politically acceptable, his second
choice was a debt limit based on debt service
being not more than 15 percent of the average
annual general fund revenues calculated from a
two-year base, similar to the formula adopted
by Puerto Rico and proposed by New York.??

Subsequently, Senator John J. Hulten, then
President of the Senate, presented the case
before the committee for a constitutional imit
based on debt service. Noting that the
commitice was considering proposals to limit
total debt as a multiple of tax revenues, he
stated that “a simpler and more direct relation-
ship than f[the] ratio of total debt to tax
revenues wounld be a relationship between
debt service and the revenue base,” outlining
the following reasons as to why the debt service
ratio was to be preferred:

1. When we speak of totaf debt, be it
outstanding debt or awthorized debt, we speak
only of our commitment to repay principal, As
of July 1, 1968, the State had oufstanding debt
congisting of over $250 million in general obligs-
tion bonds. This is 2 sum cquivalent to our total
principal repayment requirements. But in addition
te principal, we also have a requitement to pay
about $85 million in interest over the next 20
years. 11 would appear that any meaningful assess-
ment of our debt position should take into con-
sideyation nol only principal but #lso our interest
cbligations.

2. Debt service, of the amount required {0
pay principal grd interest, is a more accurate
measurement of our repayment commitments
than total debt. A Bmitation on debf service would

281@!(3:‘ Dr. Thomas K. Hitch to Rep. Fack K. Suwa,
Angust 131976

ngtate of Hawaii, 1968 Conpstitution Convention,
Faxution andd Finance Committee, Minuses, July 25, 1968,



set no maximum on the teial amount of debt
itself but would limit the amount of money which
can be pledged 1o service the debt. In essence, we
would simply be saying that the State couid not
spend more than some established percentage of
its revenues for debt service in any paticular vear,

"3, We need to think of debt not as some
mrystical sum to be repaid sometime in the future.
Our orientation should be that if we borrow, it
would have a specific effect, in terms of debt
service charges, on the budget for a pazticular
year, And if is particularly important o measure
net only the debt service requirements for the
next vear, but for the year in which the maximum
debt service will be required.” 30

In the commitfee’s discussion of the debt
service proposal, the only argument raised
against it was that a jurisdiction, if it found it-
self restricted by the annual debt service himit,
might be tempted to lower its annual debt
service requirements by issuing bonds with
fonger maturities and stretching out the pay-
ments “‘even beyond the life of the facility
being financed.” In response, Senator Hulten
did not see it asa problem:

...in the fixst place, your mvestors are going
to jook askanee at that There 18 a limit to which
vou ¢an extend these bonds, They are eertainly
not goirg to be interested in bonds that are alive
when the faciiities are lomg gone, so [ don't think
there is a problem of attenuation, it has been well
established in the market as to the terms of these
bonds., Another thing, if you want to go from a
20-year bond to a 30-year bond, it does give you
some flexibility if you are pressing vour debt
ceiling and if you have z legitimate, necessary
project, Secondly, you can take advantage of lower
interest rates because if interest rates go down you
can finance more and this will encourage you to
finance more. I think it gives you the flexibility.
1f you felt that this was a problem, cne thing you
may 4o to get around this is, even though it will
take away some flexibility, to pul a statement in
the constitution to limit the term of any general
obligation bond to thirty vears, | don't think there

is & problem but this Is one way you could check
i3

Another possible argument against a debt
limit based solely on debt service is that it would
not control the amount of bonds which the
legislature could authorize, and the result could
be further expansion of the already large pool
of authorized but unissued bonds. However,

L

o

there is an alternative way to deal with the
accumulation of authorized but unissued bonds
without necessarily having to place a limit on
authorizations. The alternative is discussed in
the following section.

The growing pool of authorized but
unissued debt. The large and increasing amount
“of authorized but unissued debt, which has been
runming over 51 billion for the past three vears,
represents a large number of capital improve-
ment projects vet to be completed, including
a substantial number vet to be initiated. Based
on past experience, a reasonable prediction is
that many of the projects for which bond
financing was authorized will never be
implemented. Table 4.7 shows how the author-
ized but unissued debt has increased in the
present decade:

Table 4.7

Authorized But Unissued General Obligation Debt
As of Novermber 1, 197077

1970 . ... L. ¢ 544 788,427
o7 L 786,654,326
W72 832,306,326
1 S T £BE, 145,217
WM, L 927,360,574
1876 ... o .. 1,058,157.514
1976 ... ... ... .. 1,050,281,818
W27 .. 1,098,825,587
Source: Certificate of Fotal debtedness of the Stare

of Hawak, November 3, 1976 — 1977,

At around the time of the 1968 conven-
tion, authorized but unissued bonds amounted
to about 3239 million. With the more generous
debt limit provided by the 1968 Constitution,
authorized but unissued debi rapidly increased

304hn 1, Hulten, President of the Senate, Testimony 10 the
Commitiee on Taxation and Finance, 1948 Constitutional

Convention, August 2, 1968,

NStaie of Hawall, 1968 Constitutional Convention,

Taxation and Finance Committee, Minures, August 2, 1968,



to $345 million in 1970, and it has since more
than doubled. As Table 4.7 shows, the trend is
for unissued debt to increase each year, the only
exception being 1973, when the General Appro-
priations Bill was not passed by a two-thirds
majority of both houses (thus invalidating the
accompanying bond authorization), and, in
1976, when from November 1 of the prior year
the State made a small dent in the authorized
but wunissued backlog by selling an unprece-
dented $226 million in general obligation bonds.
The trend can be reversed only if the State
issues bonds in amounts larger than the amounts
of pew bond authorizations by the legisiature,
or if another more effective gystem is applied
toward the periodic cancellation of umissued
debt.

How old some of the bond authorizations
are is shown by Table 4.8, which displays the
specific ~ legislative authorizations and the
purposes and amounts for which the bonds were
authorized,

As of November 1, 1977, about one third
of the authorized but unissued debt related
to  authorizations made before 1975, The
condition of a growing pool of unissued debt
is the result of several factors,

First, there is no effective system for the
review of appropriations for capital improve-
ments to determine whether those
appropriations which have no expenditures
or encumbrances can be cancelled or lapsed.
In addition, large appropriation balances for
projects which have been implemented can
remain on the books as a result of having only
relatively small encumbrances against them.
And as one study found: “Encumbering small
amounts against an appropriation (for perhaps,
a planning study) is often done deliberately
to preserve approptiations about to Japse.”3 2

Second, the period during which the appro-
priations for capital improvements are effective
run far longer than for other appropriations.
Generally, appropriations which remain  un-
expended and unencumbered at the close of

Tabile 4.8

Authorized But Unissued
General Obligation Debt
By Legislative Acts

As of November 1, 1977

Act @7, 1970, swteparks . . .. L, .. ... 3 913,000
Act 110, 1970, tands for houselots . ., . . . . . 4,403,084
Act 187, 1970, pubtlic improvements, , . . . . . 1,000,000
Act 68, 197%, capital investment . . . ., .. .. 81,420,604
Act 215,197, housing . ., . ... .. ... .. 5,000,000
Act 68,1972, Sand islandpark . ., . ., .. .. 1,600,000
Act 146, 1972, university projects , . . . . . . . 5,837,478
Act 176, 1972, public improvements. . . . . . . 19,523,269
Act 197, 1872, North Kohala development . . | 958,600
Act B3, 1973, Mclokai development . . . . . . 4,600,000
Act 105, 1974, bikeways, , . . ., .. .. ... 50 000
Act 218, 1974, public improvements, . . . ., . 218,870,232
Act 3, 1975, Hamiltan Library . . ., . . . ... 1,357,000
Act 185, 1875, public improvements, . ., . . . 267,301,827
Act 197, 1975, Judiciary facilities . . _ . . .. . 167,000
Act 28, 1976, taw school facilities . . . . . . . . 838,000
Act 226, 1976, capital improvements . . . . . . 204,420,824
Act 2, 1977, industrial loan companies, . . . . . 28,600,006
*Act 8, 1977, public improverments . . ., . . 43,935 000
*Act 10, 1977, public improvements. . . .. . 212,639,000
*Act 11,1977, Judiciary facilities . ., . .. . .. 21,618,000
*Act 13, 1977, public improvements. . . . . . . 28,362,000

Subtotal authorized but unissued. . . . . . .. §1,144,307 418
Lass excess bond sliocation over appropristion
t0 be realflocated to above acts

45,481,831

$1,008,825,587

P

Total autherized but unissued

*Enacted in Special Session, 1977,

Sourcer  Lertificate of Toral Indebredness of the Swute of

Hawall o5 of November 2, 1977,

any fiscal vear are lapsed. In the case of capital
improvements, however, appropriations made
for a particular fiscal year are not lapsed at the
end of the year. The practice of special
treatment for capital appropriations has varied.
In the sixties, some legislative acts gave capital
improvement appropriations indefinite life.
Beginning in 1968, most capital improvement
appropriations have been governed by provisions
for lapsing. The effective period of the appro-
priations has generally ranged from two to five
years, the more recent practice being four vears

BEPea:( Marwick, Mitchell & Co., Review and Evaluation of
the Stare of Hawaii Debt Program, Final Report {Honolul,
May 1977), p. 53.



—the year for which the appropriations are
made, plus three additional years. The legislative
acts originally providing for the appropriations
can also be amended to extend even further
the effective period of the appropriations.®?

Third, appropriations are made for capital
improvement  projects which  are  not
implemented in the fiscal year for which the
appropriations are requested. This is a
phenomenon known as “front loading,” request-
ing and making appropriations in the first and
second vears even though the projects are not
likely to be implemented then. As long ago as
1968, one study found that no real planning
and programming of capifal improvemenis can
occur because the budget includes far more
projects than can reasonably be expected to be
undertaken in any fiscal vyear3¢ It is a
continuing condition, Appropriations for legis-
lative “‘pork barrel” projects are not the sole
cause of this condition. The executive branch
requests many capital project appropriations
for a particular year or biennium even though
there is liftle likelihood that all of the appro-
priations will be expended or encumbered. This
can be seen in Table 4.9, which reflects the
implementation performance for one single
act providing for capital improvement appro-
priations.

Table 4.3

Status of Act 195, SLH 1975
General Obligation Bond Appropriations
As of June 30, 1977

{fn miftions of $}

Amount requested by the executive . . .. .. L., 667
Amount appropreated . ..o ..o Lo L. L 32Sb
Expendilur®s .. .0 o e e e e e e 43b
EACUMBIENCES .+ . - o v o v v v m e e e e 34b

?State of Hawait, The Multi-year Frogram and Financial
Plap and Executive Budget for the Period J975.-198] {Budget
Period: 19751977}, Vol 1, p. 133,

hf}epartmem of Accounting and General Services, Sum-
mary Sterement of Bond-lLoan-Fund Approprietions, Allor-
ments, and Expenditures as of June 30, 977, p. AL

Act 195, SLH 1975, is the General
Appropriations Act of 1975, which made appro-
priations, including capital investment
appropriations, for the fiscal biennium July I,
1975 to June 30, 1977. As can be seen from
Table 4.9, even if the amount requested by the
executive is used as a base rather than the larger
amount appropriated by the legislature to

-accommodate ifs own projects, the amounts

expended and encumbered in the fiscal
biennium comprise only a fraction of the total
amount requested in the executive budget. In
the case of Act 195, at the end of two years,
the amount of expenditures and encumbrances
was 28 percent of the executive budget request.

Fourth, it is not in the political interest
of either the executive or the legislature to lapse
capital improvement appropriations. From the
standpoint of the executive, the large number
of projects represented by the pool of
authorized but unissued debt has significant
implications regarding executive vs. legislative
power. Combined with the discretionary
authority accorded to the governor to deter-
mine which projects are to be implemented,
the vast pool of projects on the books provides
the administration with the opportunity to pick
and choose.’? Effective authority over the
development of the capital improvements
program thus passes from the legislature to
the executive. From the standpoint of individual
legislators, capital improvement appropriations
for projects in their district are held out to
constituents as evidence of their legislative
performance, and it is thus not easy for them to
support their cancellation.

3‘31"}19: ofiginal 1972 appsopriation {and accompanying
general obligation bond  authorization) for Neorth Kohala
development called for the authorization to lapse on Jane 30,
1973 In 1973, the lapsing date was extended to June 30, 1974,
and in 1974 if was extended to June 30, 1979,

34Smte of Hawail, Legislative Auditor, Capital Improve-
ments Planning Process (Honohutu, Tune 196%), p. 34,

15 - i
State of Hawaii, Legislative Auditor, Fiscal Authority

ard Relationships of the Brunches of State Government,
Testimony before the House Finanee Committee, December 6,
1973,



All this has several consequences, one of
which is that it is virtvally impossible io fix
accountahility for the capital improvements
program. The legislature blames the executive
for not implementing the projects, and the
executive blames the legislature for authorizing
too many. In addition, if each capital improve-
menis budeet is, in effect, @ “‘wish list,”” rather
than a program to be definitely executed within
the time frame indicated by the budget, there
can be little public confidence in either the
capital budgeting or appropriations process.
Finally, and perhaps more ominously, the
growing authorized but unissued debt can
hardly escape the attention of the bond market.
As early as 1972, Moody’s, the major bond-
rating service, alerted the market to the size
of the State’s authorized but unissued debt.*¢ A
concern of investors would be that, without any
further legislative authorization, there could
be issued vast additional amounts of Hawaii
bonds, with the effect of diluting the security
behind existing bonds. The concern might
not be justified, but it is one which is a natural
consequence of the growing size of the State’s
authorized but unissued debt.

Constitutional lapsing, One alternative to
the present non-system is to include in the
Constitution provisions for the periodic lapsing
of authorized but unissued debt. One approach
to the existing authorized bui unissued debt
would be the cancellation of any portions of
appropriations from ali prior legislafive acts
which have not been expended or encumbered
as of a certain future date, e.g., one year from
the date of ratification of the proposal, with the
corresponding bond authorizations to be reduced
accordingly. An approach to future debt author-
izations would be to specify a definite period,
e.g., two vyears if the biennial appropriations
system i$ retained, during which the appropria-
tions are to be effective and after which any
portions of the appropriations not expended or
encumbered would lapse and their bond author-
izations would be reduced accordingly 7

Such constitutional approaches to resolve
the problem would likely have the following

effects. As to past authorizations, executive
agencies would be forced to review every capital
project and determine which projects are still
“alive,”” which projects can  be safely
implemented before their appropriations lapse,
which projects would require reauthorizations
by the legislature, and which projects are, in
fact, “dead” and can be cancelled. As to future
authorizations, executive agencies would have to
program the development of their projects and
their appropriation requests more carefully,
or they would risk provoking the inguiry or in-
curring the displeasure of the legislature in
requesting reauthorizations,

In the 1968 convention, the Taxation and
Finance Committee considered the problem of
autheorized but unissued bonds, and the
chairman stated the case for constitutional
treatment of the problem:

“There should be an antomatic lapsing provision
in the Constitution. There are some real advantages
to this provision due 10 the faet that the governor
has not chosen 1o veto capital improvement bond
authorizations and the legisiature has not chosen
to restrict fself. For example, we have $5% million
of authorized peneral obligation bonds from 1960
for Jow mcome housing. In terms of costs, the
figures that were calculated in 1960 aze so anti-
guated that if this authorization were to be
reactivated tomerrow, it would have fo be updated
in every respect, Therefore, there should be in the
constitution a provision that would automaticaily
lapse authorized but unissued bonds after a
specified period of time, unless there is a firm
contract to begin a project. As has been testified,
the City and County of Honelulu automatically
tapse these authorizations that are not activated
by the end of the fiscal year.”38

36Moody s Bond Survey, Vol 64, No. 4, January 24, 1972,

p. 1235,

3

"Executive agencies have sometimes argued that capital
appropriations need to be continued in order 1o secure matching
federal funds. If this is, in fact, the case, an eXception to lapsing
might be made (o sccommoedate federal funding requirements.

state of Hawaii, 1968 Constitutional Convention, Taxa-
tion and Finance Committee, Minutes, August 13, 1978, While
their specific provisions vary, all of the charters of the four
counties mow provide for some form of lapsing of capital
appropriations.



However, the proposal died when g sub-
committee appointed by the chairman to deal
with the issue could not reach agreement.

Arguments. Proponents of some form of
consitutional lapsing of authorized but unissued
debt would argue that the accumulation of over
£1 billion in unissued debt, with no end in sight,
refiects the disinclination of both the legisiature
and the executive branch to deal with the
problem and that, therefore, it is a proper issue
for constitutional remedy. The cancellation of
existing authorized but unissued debt and a
provision for future lapsing would contribute
to more rational development of the capital
improvements program, more careful program-
ming and budgeting of capital appropriations,
and restoration of confidence in legislative
appropriations.

These who oppose constitutional pro-
visions would argue that, while it may take a
long time to get capital projects off the ground,
the time is often necessary for all aspects of
implementation to fall into place. If there is
constitutional  lapsing, agencies would find
it necessary  to  seek reauthorizations, thus
placing an additional burden on the legislative
process. Moreover, forcing appropriations to be
expended or encumbered within a specified
time frame would remove the flexibility of
deferring projects if conditions in the construc-
tion industiy or in the bond market indicate
that implementation should be undertaken at
a later time.

Method of authorizing state debt. The
present Constifufion requires the authorsiza-
tion by a two-thirds vote of the members to
which each house of the legislature is entitled
before bonds can be issued. The two-ihirds
requirement gencrally applies to the issuance
of longterm general obligation bonds.
Exceptions 10 the two-thirds requirement,
with a majority being sufficient for their
authorization, are bonds 1o meet appropriations
in anticipation of the collection of revenues or
to meet casual deficits or failures of revenue,
if required to be paid in one year; bonds to sup-

56

press insurrection, to repel jnvasion, to defend
the State in war, or to meet emergencies causad
by disaster or act of God; and revenue bonds.

The two-thirds requirement has its origing
in the 1950 Constitution. It was retained in the
1968 Constitution for the reasons stated by the
chairman of the Taxation and Finance

- Committee:

“When you incur indebtedness for 20 or 25 vears,
this commits not only the present generation
te financial cbligations, but also the next geners
tion. A majority vote would be sufficient for
short-term indebiedness; however, 2 major com-
mitment that will be a drain on the resources of
the state for an extended period of time should
take more than a simple majority.”

There was also the consideration that a
two-thirds vote of both houses of the legislature
would provide “some assurance to the municipal
bond investor” and would help fo “climinate
the passage of unsound prajects.”w

Alternatives to the current requirement
for authorizing bonds flow in  opposite
directions. One approach would be to make
authorization more stringent and  difficult,
such as approval by a vote of the people. The
second approach would be to relax the two-
thirds requirement and have bonds authorized
by a majority of the legislature,

Referendum.*! Proposals io have bond
issues authorized by a referendum of the people,
a procedure long in force in a number of states
and many local governments, have been
introduced in the legislature from time to time.
Referendum proposals were alse introduced
in the 1968 convention, but none made any

3r8id

40g1ate of Hawaii, Proceedings of the Constitutional Con-
vention of 1968, Vol I p, 383,

4lyre 1975 Constitutional Convention Study on Article
11, Suffrage and Elections, includes a general discussion of the
referendum,



headway. The referendum issue did not come up
for any substantial discussion in the Taxation
apd Finance Committee, possibly because
members were persuaded by the view that, when
straightforward borrowing is made too
restrictive, the experience elsewhere is that
governments will evade the restriction and use
more costly means to finance their
requirements.

The evidence is that bond authorizations
are frequently turned down through the
referendum process. Table 4.10 displays the
aggregate results in the United States of state
and local bond issue elections. In certain years,
more bonds are defeated than are approved,
and while more recent data is lacking, it would
appear that, given the increasing concern of
taxpayers over government spending generally,
bond issues will continue to face significant
opposition whenever they are brought before
the people.

Table 4,10

State and Bond issue Elections
in the United States

{Bithions of $}
Amt Amt

approved % defeared %

1970 $5.4 B83% $ 3.2 37%
1971 3.1 34 5.8 66
1972 79 64 4.4 36
1973 6.3 52 5.8 48
1974 8.0 62 4.9 38
1975 34 29 11.8 71
Source:  Advisory Commission on Intergovernmental Relatians,

Significant Features of Fiscal Federalism, 197677
Edition, Vol II, p, 74.

Relaxing the two-thirds requirement. Other
critics of the current constitutional requirement
for bonds to be authorized by a two-thirds
vote of each house of the legislature would
relax the requirement, on the basis that it should
be treated like any other legislation, with a
majority being sufficient for passage.

In practice, the two-thirds requirement,
given the substantial presence in each house
of the majority party, has not proven to be a
substantial barrier for the passage of bond
authorizations, but it can at times be trouble-
some for supporters of passage.

The bond authorization is usually included
in the General Approprations Bill in the odd-
numbered year or in the Supplemental Appro-
priations Bill in the e¢ven-numbered year. With
both bills being omnibus measures covering
many appropriations for operating expenditures
as well as capital expenditures, members of the
legislature may have cause to vote against the
hills for reasons other than the bond authoriza-
tion. This seems to have been the case in 1973,
when the General Appropriations Bill was passed
by a majority, in each house but failed to attam
a two-thirds majority. Thus, the bond authoriza-
tion portion of the bill was invalidated.

Arguments. Supporters of the referendum
for the authorization of bond issues would argue
that, because of the long-lasting impact and
effects of borrowing, the voters should reserve
to themseives the burden of debt which they
are willing to assume, They would point out also
that the referendum requirement is common
in other states and could serve to generate
interest in government programs. Another
argument would be that, if proposed bond
issues need to be approved through the
referendum process, the administration and the
legislature would be more selective in proposing
projects to be financed by bonds and govern-
ment spending would be held down.

Opponents of the referendum for debt
would argue that it runs counter to a basic tenet
of representative government that public
officiais are elected to study all of the facts
and issues and to make decisions on behalf
of the people. They would argue also that the
referendum process is cumbersome and that the
time it takes to authorize hond issues might
mean that the government would not be able to
take advantage of favorable bond market condi-
tions. Another argument would be that the



referendum might  restrict  straightforward
borrowing, but it would then invite cir-
cumvention of the referendum reguirement,
as other jurisdictions have managed to do, by
using various nonguaranteed borrowing methods
at higher costs to the public.

As to the alternative of relaxing the fwo-
thirds vote requirement and providing for the
authorization of bonds by a majority vote of
the legislature, proponents would argue that
the reguirement produces an effect opposite
from what the constitutional drafiers intended.
Rather than hringing about more soundly
concelved capital improvement authorizations,
the two-thirds rule simply means that more
legislators need to be accommodated with
respect to their special projects, and the result
is larger capital budgets and, correspondingly,
farger bond authorizations,

Opponents of relaxing the {two-thirds
requirement would argue that, as important a
matter as the authorization of debt should
reqiire an extraordinary majoriy, because the
effects of debt are {o be felt by taxpayers long
after the legislature makes the authorization.
Those who belong to or are sympathetic to the
minerity party would argue that the two-thirds
requirement on bond authorizations strengthens
the rofe of the minority in the legisiature.

Revenue bends. A 1976 Supreme Court
decision, 56 H. 566, 545 P. 2d 1175, raises the
issue as to whether revenue bonds need to be
redefined.

In 1973, the legislature enacted Act 161,
which authorized the State {o issue revenue
bands to finance anti-pollution projects. Under
the act, the Department of Budget and Finance
could enter into a project agreement and lend
the proceeds from the revenue bonds to a
private company for the purpese of acquiring,
constructing, improving, or equipping an anti-
poliution project, and the company weould be
obligated to pay the principal and interest on
the bonds, The act was passed in response to
the concern that, with the mcrease of anti-

pollution requirements, private companies,
such as the utility companies, needed to be
assisted with less expensive financing than
could be provided through conventional
sources.

As discussed in Chapter 3, the Court found
no problem with the act satisfying a “public
.purpose.”’ However, the Court found that the
anti-poliution bonds did not qualify as revenue
bonds as defined in the Constitution and,
therefore, the bonds would have to be charged
against the debt lmit. In reviewing the con-
stitutional provisions for revenue bonds, the
Court’s opinion was that the law authorizing
the bonds must obligate the issuer of the bonds
to (1} impose rates and charges for the use and
services of the undertaking sufficient 1o pay for
the costs of its operations and to pay the
principal and interest on revenue bonds and
deposit such revenues in a special fund; and
{2y have sufficient proprietary confrol, for a
period of time, over the undertaking, because
such control is necessary to provide the required
sccurity, in the form of revenues, to make the
required payments. The Court held that, since
the anti-poliution bond act did not meet the two
requirentents, the revenue bonds woukl have to
be included in the debt countable against the
consiitutional debt cejling. Since it was
legislative imtent that the act would not be
implemented i the revenue bonds had to be
counted, no anti-poliution revenue bands have
been issued.

Conceivably, other revenue bond laws, such
as the anti-pollution revenue bonds authorized
to be issued by the counties,*? the special
facility revenue bonds for the airlines, economic
development bonds for the counties and other
bonds proposed but not yet enacted, such as
revenue bonds 1o assist housing developers,
revenue bonds for private hospital construction,
and  state  economic  development  bonds,

2
325 B No. 1342-77. LY. 2. was passed in the 1978 session
of the legislature but had not been signed imto law by the
governar at the tirme of the wiiting of this repont.



could be affected by the Supreme Court’s
decision. Thus, supporters of these typesof
revenue bonds would want to see the Constitu-
tion amended in a way that will allow for their
issuance as revenue bonds and for their
exclusion from the debt limit,

Arguments. Those who favor redefining
revenue bonds to clearly include bonds to assist
the private sector would argue that it is in the
interest of the State to secure financing for
those enterprises which would otherwise have to
be financed conventionally, because, ultimately,
lower interest costs mean lower costs 10 con-
sumers. Those who oppose would argue that
constitutional redefinition would, in effect,
open the floodgates, and that public credit
should be conserved by using it only for those
enterprises which are owned and operated by
the government.

County debt imits, The 1968 Constituiion
made two changes to county debt limits. It
provided for a higher debt ceiling by changing
the 1930 limitation of 10 percent of real
property  valuation to 15 percent. It also
provided the counties with greater flexibility
in bond issuance by removing the 1950 restric-
tion that lmited annual bond issuance to a Hmit
of 2 percent of property valuation. The 1968
Constitution retained the 1950 provision of
considering county debt as being the debt
outstanding rather than the debt authorized,
as in the case of the State. For the purpose
of calculating the debt limit of each county,
it also retained as a base the fotal of the assessed
values for tax rate purposes of real property
in gach county, “since the counties obtain
the bulk of their revenue from real property
taxes.” ™

There has been littie attention to county
debt Hmits as an issue, This is because all of the
counties appear to have ample legal debt margins
as shown in Table 4.11, and there are no
pressures to increase the counties’ legal borrow-
ing capacities.

Table 4.11

Legat Debt Margin of the Counties
June 30, 1877

Honofulu:

1977 property valuation $7,805,949576

Debtimit ... .. ...t 1,170,892,436
Fundeddebt . ... .. .. .. .. ... 167,288,790
Debtmargin - ... ., .. ... . 1,013,603,646
Maui:
1877 property valuation . . . . ... .. £ 923,361,980
Debt Mt -« v = v v v e e e 138,054,297
Fundeddebt ... ... ......... 26,622,420
Debimargin . . . . v oo 117,431,877
Hawali;
1977 property valuation . . . ... ... % 916,666,000
Debt limit - .. .. ... oL 137,500,000
Fundeddebt . .- ... .. ... ... 35,884,000
Debt marging -« « v o n e e 101,616,600
Kauai:

$ 412,706,395

977 property vatuation

Debtiimit - . ... ... ... ... 61,805 952
Fundeddebt .. .. ........ ... 15,677,935
Debt margin ... ... .. ... ..., 46,228,024
Sources.  Fingnce Directror’s Annudt Report for the Fiscal

Year Ended June 38, 1977, for each respective
county.

No debt of the counties is anywhere close
to the constitutional debt limit. While the
counties can legally borrow up to 15 percent
of assessed valuation, the debt of Honolulu and
Maul amounts to 2 percent of net assessed
valuation; Hawaii, 3.9 percent; and Kauai, 3.8
percent. There are several reasons why the
debt margin has been ample, not only as of
June 30. 1977, but for the past decade. First,
the 1968 Constitution changed the percentage
of real property valuation from 10 percent to

a‘*Sme of Hawal, Proceedings of rthe Constiturional Con-

vention of 1968, Vol 1, p. 222,



15 percent. Second, the real property valuation
base of each county has socared in the last ten
years, Compared to 1967 valuations, the 1977
valnations for Honolulu are 2.7 times higher;
Maui, 4.85 times; Hawaii, 3.96 times; and Kauai,
4.12 times. Third, as can be discerned in Table
4.12, the counties have borrowed infrequently
and in relatively modest amounts.

Table 412
General Dbligation Bonds issued by the Coum’res1
1968—1977
Honolulu: Hawaii:
1968 $ 15,845 000 1970 $10,000,000
1971 30,000,000 1972 8,325,000
1472 35 060 600 1974 10,600,000
1876 35,000 000 1976 7,080,600
1977 20,000,000 1977 500,000
Tatal $736,645,000 Totat $35,825,000
Maui: Kauad:
1968 $ 2,200 000 1970 $ 2,000,000
1971 14,004,000 1972 5,000,000
. e 1973 5,000,000
Totst $16,800,000 1977 5,000,000
- Total $17,800,000

YExcludes reimbursable general obligation bands issued
for the water supply departments of HMHonolulu, Maui, and
Kauai.

Sousces: fingnce Director's Annual Financial Report for Fiseal
Year Ended June 30, 1977, for each respective county,

Given the present debt position of the
counties and even allowing for an acceleration
of borrowing for needs not now foreseen, there
is the belief that the current debt celling formuia
is too generous and too usarealistic. ** If the
present 15 percent formuld is retained, Table
4.13 shows what the estimated annual consti-
tutional debt limit would be for each of the
counties through 1985,

By 1985, under the present constitu-
tional debt It formula, the Hmit for Honolulu

60

Tahle 413

Projected Debt Limits of the Counties
{tn miltion $}

Honolulyu  Maui Hawall Rauar

197879 1,346.5 164.6 1563 70.4

1979--80 1.481.2 181.0 t7.e 714

- 198081 1.629.3 1991 189.1 852

198182 1,792.2 2181 208.0 83.7

198283 19714 241.0 228.9 103.1

198384 2,168.6 768.1 251.7 113.4

1984--85 2,385 4 291.6 276.9 124.7
Soyrce: Derived trom Department of Taxation, Real Property

Ner Assessed Valuations for Fach County, 1¢77-

1985 January 1978,

would be 1.8 times what it was in 1977,
for Maui, 2.5 times higher; for Hawaii, 2.0
times higher; and for Kauai, 2.7 times higher.
The more than adeguate debt margins today
and the projection of substantially higher debt
limits over the near term have led some to
advocate that county debt Hmits should be
lowered, virtually the only issue with respect
to county debt Hmits receiving any comment.

Arguments. Those who support lowering
the debt imit of the counties would argue that
the counties already have adeguate debt
margins, that the present debt hmit formula
has no influence over county debt policies
because it has been set too high, and that the
debt Imit would not serve as a resfraint on
indiscriminate borrowing practices should any
county embark on such a course. Those who
oppose lowering the debt Hmit would argue that
the constitutional limit is only an upper imit
under which the counties have managed to set
their own debt issuance levels, that the ample
legal debt margins enable the counties to display
their debt positions to the bond market from a
favorable perspective, and that a large margin is
necessary agamnst the contingency of needs not
now foreseen,

44"1‘11@ Tax Foundation of Hawaij advocates the lowering
of the county debt Limit to 14 percent of the resl property
assessed valhuation for tax rate purposes.



Chapter 5

COUNTY TAXING POWERS

Over the vyears, the counties have
accumulated a long list of grievances against
the State. Each of the counties probably has its
own set of grievances, but the more common
complaints have included the continuing county
assumption of debt for facilities taken over
by the State; the proliferation of types of real
property exemptions and increases in exemption
levels which the counties view as seriously
eroding their real property tax base; the
uncertainties of state grants-in-aid; the real
property assessment practices of the State;
and the establishment of a state motor vehicle
weight tax. Efforts to secure remedy from the
legistature have failed, and, thus, the counties
believe that their situation can be corrected
only through constitutional provisions granting
the counties greater taxing powers and financial
authority.

The issue of taxing powers for the counties
was discussed in the 1950 convention; it was
reviewed in 1968 it surfaces in practically every
legislative session; and it is likely to emerge
again as an issue in the 1978 convention. This
chapter reviews the considerations of the 1950
and 1968 conventions, the jssue of residual
taxing power for the counties, and, as now
supported by the Hawaii State Association
of Counties, the Bsue of exclusive county
control over the real property tax and the issue
of authority for the counties to levy a general
excise tax.!

ol

The 1950 Framework for
State—County Fiscal Relations

The federal system divides powers between
a sovereign central government and the several
sovereign states, but no such division is inherent
in the relationship between the state and local
governments. lLocal units of government are
creatures of the state and have only such
powers as the state confers upon them. This
is the prevailing pattern of state—local relations,

and it was the framework under which the
current  constitutional provisions were estab-
fished.

Counties have no taxing powers under the
current Constitution. Rather, county taxing
powers are clearly dependent on the legislature,
as shown by the following constitutional pro-
visions:

Political subdivisions are creatures of the
legislature and exercise those powers
granted to them under general laws.
fArticie VII, Section 1]

The taxing power is reserved to the State
except so much as may be delegated by

I'f%sc focus of this chapter is on issues. For an overview of
the revenue system of the counties, see Legislative Reference
Bureau, Heweii Constiturional Comvention Studies, Article
VIE: Local Government (Honolulu, 19783



the legislature to the political subdivisions.
Article Vil, Section 3}

These provisions have their origins in the
1950 Constitution. The Commitiee on Local
Government presented the following reasons
for not making any constitutional grant of tax-
ing powers to the counties:

“Your Commitiee recognizes that complete home
rule would grant broad powers of taxation to the
local units of government. Applied to the situation
which exists in Hawali, the Committee found it
impractical to advocate such broad local tax
power. The facts show that much of the wealth
is produced on istands other than Oahu; that much
of the taxes paid in Oahu could be attributed to
the other islands: and that many business concerns
have property located on severa} islands. On the
basis of those findings the committee felt that it
would be ineguitable to base the power of taxation
of the political subdivisicns on the present status
of property and earnings. Moreover, any attempt
in the Constitation to apportion property and
earnings for taxation pufposes hetween the several
political subdivisions would make for further
confusion and injustice because of the great
interdependence of these political subdivisions,
The Committee also felt that a wealthy county
owed an obligation to the state 1o aid the develop-
ment of a poorer county. These considerations
constrained the Commitiee to leave the entire
taxing power to the state.”2

There was no expression in the Commitiee
of the Whole for a constitutional grant of taxing
powers to the counties. The only opposition
to the provision reserving taxing power to the
State came from those who felt that the
provision in the local government article was
redundant, since the proposed Taxation and
Finance article afready declared that the power
of taxation resided in the State.?

1968 Rejection of County Taxing Powers

The 1968 constitutional convention left
unchanged the original provisions governing
state—local fiscal relations. The Taxation and
Finance Committee reported that it had voted
“overwhelmingly™ to retain full taxing power
to the legislature, subject to the right of the

fny

I

legislature to delegate taxing power to the
counties. The committee stated:

... Some of the reasons for this decision
were: efficiency, infegrated statewide tax policy,
simplicity and uniformity of taxation. Concern
was expressed about the effect of substantial
disparities between the counties’ fax bases on their
relative abilities to raise tax revenues and abso the
possibility of proliferation of local taxes such as
has ovcurred in some siates which have granted
broad taxing powers to political subdivisions.™4

The 1968 Committee on Local Govern-
ment also took up the issue of county taxing
and concluded that taxing powers should not
be granted to the counties for the following
reasons:

“1. Additional taxing powers are pot

needed unless major functional powers are granted.,

2. Taxes should not be levied to meet
local conditions without regard to the State as
a whole,

3. As the npeighbor isiand counties lack
an economic base of sufficient gize to create a
new tax base, contimued dependence upon sfate
financial aid would be required—or at Jeast ex-
pected.

4, The economic base of the State is well
defined and only the state legisiature can effec-
tively tap that hase through taxation,

“5. Lowwield nuisance taxes would prevail
with high sdministrative costs.

“6. Apportioning taxes among the counties
according to wealth produced would cause many
raxpayers compliance problems and  greatly
ncrease sdministration costs.

7. The countles already possess taxing
powers iR twe major areas: property faxation
ard highway-user taxation,

“State of Hawain Proceedings of the Constitutional Con-
vertion  of Hawail, 1938, Vol, 1. Journal and BDocuments
{Honoluly, 1960), p. 229,

33'{;&%@ of Yawain, Proceedings of the Constityriongt Con-
veation of Howgid, 1933 Vel B, Committee of the Whole
Debates (Honolulu, 1861}, p. 539

4Smse of Hawalh, Proceedings of the Consthytioral Con-
vertion of Howgii of 1968 Yol 1, Journal and Documents
(Honolulu, 1973}, p. 220.



“8 There are no major sources of fax
revenue left open 1o the counties,

g, Past experience indicates the counties
will continue a preference for seeking state aid
rather than levy local taxes,

“10. As the counties perform relatively
minor functions of government In terms of fotal
governmental responsibilities, the legislature should
control the axing power.

“11. The advantages of uniform iaxation
would be lost,

“12. The present svstem of taxation is

more econemical and more elficient,”?

Residual taxing powers. In rejecting a
constitutional grant of taxing powers to the
counties, the 1968 delegates rejected the pro-
posal of the Hawaii State Association of
Counties calling for a constitutional amendment
to read: “Each political subdivision shall have
all powers of government, including the power
te tax, not denied by this Constitution or by
general law " b

As the proposal was explained to the Taxa-
tion and Fipance Committee, ‘‘the counties
would be allowed to tax in all areas without
restriction  untif such time a8 the legislature
decides to preempt a particular field of taxa-
tion.” Councilman George Koga, representing
the Honolulu City Council and the Hawaii
State Association of Counties, explained why
the counties were supporting the proposal:

“ ... Adoption of this contept does not mean that
there will be an increasc im faxes, uniess nmew
functions  are  assamed  or  existing  functions
broadened. Thix would happen  even il this
cancept 15 not adopted. As an example. the
only balancing tux the City and County of
Horolulu has ar the present iime is the real
property tax. H we should want 16 broaden our
functions of assume a sew function. the only arca
we can Jook 16 for revenue & the real property tax,
Some of the legidators and a lasge segmont of the
popuiation feel that perhaps real preperty is being
taxed zbout ay high as it should be, but undery the
present system we would have no alternative, if we
want 1o assume @ new function, but fo rabse
the property tax. I given residual powers as
proposed, we could Jook possitly to other sources
that we think should pay some of the costs of
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caftying on some of the mew functions, This we
wonld be able to do within each respective county
without going to the legisiatare. To me, thisis the
heart of home sule. If you permit the counties
to perform their functions with the broadest
possible flexibility, the needs of the people within
each county are best fulfilled.””’

At the time of the writing of this report, it
is not known whether the counties will resur-
rect their 1968 proposal for “‘residual taxing
powers,” but it would appear from the resolu-
tions that they have adopted that their more
immediate concerns are control over the real
property  tax program and  constitutional
authority to levy a general excise 1ax.

The Real Property Tax

Restrictions. Since colonial times, the prop-
erty tax has been the most important source
of tax revenues for local governments, However,
the power of local governments to fevy property
taxes is subject to constitutional or statutory
restrictions, or both, in most states. As recently
as 1976, a survey showed that 21 states had
some form of constitutional restriction over the
real property fax, and many other states had
some form of statutory controls.®

State restrictions on the real property tax
can be grouped into five categories:

Rate limits are the most common type of
control on the local real property tax, usually
expressed as the maximum number of mills per
dollar of assessed valuation which can be applied
against assessed valuation without a vote of the
electorate,

Sibid, p.
b, p. 2

?Smte of Hawaii, Commitice on Taxation and Yinance, 1968
Constitutional Convention, Mineaes, August 2, 1968,

SAdvésor}’ Commission on  Intergovernmental Relafions,
Stare Limftgtions on Local Taxes gnd Expomdinires (Washington,
D.C., February 1977}, pp. 5465,



Levy limits establish  the  maximum
revenues that can be raised through the property
tax, usually expressed as an allowed annual
percentage increase. If the assessed valuation
of a jurisdiction increases, the property tfax
rate may have to be reduced to conform to the
controlled levy.

Full disclosure laws represent a newer form
of controt that relies not on explicit tax or
spending limits but on forcing public discussion
before proposed tax and expenditure decisions
become final, Under a full disclosure procedure,
a property tax rate is established that will yield
revenues equal to the previous year’s, and, in
order to increase the amouni, the local
governing board must advertise its intent to set
a higher rate and hold public hearings before its
governing board can vote on a higher rate.

Expenditure or total revenue limits are
ceilings on the amount local jurisdictions can
gither appropriate or spend during a vear.
[nasmuch as real property tax revenues usually
constitute the main source of revenues for Jocal
governments, overall expenditure or appropria-
tion lmits indirectly restrict the real property
tax,

Assessment ratio rules require assessments
to be lmited by some fraction or percentage
of full market vatue.”

The Advisory Commission on [ntergovern-
mental Relations, the organization which has
probably done the most work in the real
property tax field, particularly from the per-
spective of state—local relations, continues fo
believe in the suthority of local governments
to determine local fax and expenditure policies.
However, the commission now concedes that,
when local governments are compensated by a
different tax source or by a state revenue
sharing program, the state can enact lmits to
achieve ifs fiscal objectives, but that local
political authority should not be impaired any
more than is necessary to achieve legitimate
state goals, The commission does suppost
full disclosure procedures, and it recornmends
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that “all local governments adopt, or be required
to adopt, a full disclosure policy, which requires
in advance of public hearings, the preparation
and dissemination of any analysis of revenue
changes attributed to rate revisions as well as
those which result from property assessment
reevaluations or other non-egislative actions.”
The commission sees such disclosure as being
Ihe desirable middie ground between complete
local {iscal discretion and tight state controls.!®

Hawaii’s real property tax system, There
are no constitutional restrictions on the real
property tax. In two constitutional conventions,
the only substantial discussion of the real
property tax occurred in the 1950 convention,
when the Taxation and Finance Commitiee
initially proposed to  abolish  the home
exemption in order to achieve “spreading the
burden of property taxes on all property .. . .»
The proposal was subsequently  withdrawn
after a vote to table it in the Committee of
the Whole was accepted by the Taxalion and
Finance chairman as an expressicn of the con-
vention that it did not want home exempticns
discontinued.!! Such state controls as exist
over the real property tax are entirely
statutory. 12

Hawaii has been the only state with a com-
pletely centralized administration of the real
property tax. Administration has been cen-
tralized since the real property fax was infro-
duced in the days of the Hawailan monarchy,
and it has remained so through territorial
vears and since statehood. Real property tax
revenues are used exclusively for county
support, but the county governments are
responsible only for the determination of the

1bid., pp. 12214,
Winid, pp. 6-7.

”State of Hawall, Proceedings of the Constitutional Con-
vention, 1950 Vol I, pp. 427 -436.

nﬂwptcr 244, Hawai Revised Statutes.



basic tax rates and for the expenditure of
tax revenues. The legislature has not granted to
the counties any powers over exemptions or
assecssments. The state administration is entirely
responsible for administering the tax, including
the functions of assessment, assessment notifica-
tion, billing, collection, tax map maintenance,
research, technical support, and the hearing of
appeals.t? '

While the real property tax remains
the most important revenue source for the
counties, its actual relationship to total revenues
can be seen in Table 5.1, which compares real
property tax revenues with total operating
revenues for each county.

Table 5.1

Real Property Tax Revenues of the Counties
Compared with Total Operating Revenues
Fiscal Year 1976

Toral Reql

operaling property % of

Fevenues revenues totgl
Hanolulu $249,256,063 §117.249.132 47%
Hawail 35,260,528 §8,78]1 089 53
Maui 33,951,377 11,896,154 33
Kaual 14,607 427 5,982,956 41
All counties $333,675,332 $153,9659,332 46%
Source: Perived from Tax Foundation of Hawali, Government

fm Hawai, 1977, pp. 3132, Certain exclusions are

noted in the source document.

Table 5.1 shows that real property fax
revenues of the four counties, unlike some local
jurisdictions elsewhere in the United States,
do not occupy an overwhelmingly dominant
position. Only Hawaii county has over half of
its total operating revenues accounted for by
real property tax revenues, The lowest county
is Maui, with 33 percent of its total operating
revenues being comprised of real property tax
revenues, with the average of the four counties
being 46 percent.

One recent survey of the 350 states
and the District of Columbia assigned cach
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of the junsdictions to one of three categories:
(1) greatest dependence on the property tax;
(2) moderate dependence on the property
tax; and {3) least dependence on the property
tax. Hawaii was one of 15 jurisdictions assigned

to the “least dependence” category.!*
The impetus for county control The
counties had long sought control of the

administration of the real property tax, but their
efforts to obtain control through the legislature
have been unsuccessful. However, two related
events in 1973 contributed to creating a climate
which gave renewed impetus to efforts by the
counties to control the real property tax,
through the legislature if possible, and through
the constitutional convention if necessary.

In 1975, net assessed valuation of real
property went up sharply, 23.1 percent state-
wide over the previous year. Some communitics
saw their residential real property voluations
increase drastically, and the result was tax-
payer ouirage, particularly among homeowners.
An unprecedented 6186 real property tax
appeals were filed on Oahu alone.’® Shortly
before the appeals deadline, the legislative
auditor submitied an audit report on the State
Department of Taxation.!® The auditor’s basie
finding was that there were widespread
inequities in the State’s assessments of real
property, resulting from the unsystematic and
non-rational basis on which parcels were selected
for reappraisai; the use of faulty assessment
techniques; inadequate policies and guidelines

ISLegislative Auditor, State of Hawali, An Analysis of the
Decentralizavion of Real Property Taxation, p. 3.

MAdvisory Commission on Intergovernmental Relations,
Significant Features of Fiscal Federglissr, Vol 1T (Washingion,
D.C, Masch 1977y, p. 124,

5
;"Departmcm of Taxation, State of Hawail, Annual Reporr,
{97576, pp. 18, 16.

IéLeg%s%ative Auditor, State of Hawail, Fingneial Audit of
the Department of Taxation (Honolulu, August 19750



on assessments; and tedious, manual assessment
procedures.t’?

The Senate in the 1976 session studied the
question of decentralization of real property
tax administration on the basis of an analysis
its Committee on Ways and Means requested
from the legislative auditor as to the possible
effects if real properly administration were
to be assumed by the counties, The legislative
auditor’s findings were the following:

“Effects of Decentralization an Administrative
Costs

Decentralization may have little effect on the real
property tax administration costs borne by the
city and county of Honolulu; however, it may
fay more than double administrative costs borne
by each of the neighbor istand counties.

Assessed Inequities

Pecentralization will have no clearly predictable
effect upon inequities between parcels and
between neighborhoods within a county. State-
wide, intescounty eguity and oniformity i assess
ment would no longer be an attainable possibility
nor a recognized objective under a decentralized
system of real property taxation,

Tax Relief

Statewide tax relief measures, enacted under a
centralized system of yeal property taxation,
can have unequal impacts upen the tax bases
and revenues of the various counties. However,
the potential for affecting an equitable distribu-
tion of the tax burden s far greater under
a centralized system, Individual county tax relief
measures can involve counties in competitive
stuations which can erode their tax bases.

Accountability

Pecentralization  would  solve  accountabiiity
problems only to the extent that the counties
would actually control the real property tax,

Land use and Feornomic Control

Decentralization would result in a net foss in the
power to eXecute land use and economic policy
with this State.” 18

In the 1978 legislative session, the Senate
Committee on Interpovernmental  Relations
reported out a bill which would have transferred
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all of the powers, functions, personnel, and
equipment relating to real property taxation
to the several counties.!”® However, the bill
did not advance further in the legislative process,
thus leaving the issue pretty much as it was in
the past few years.

Meanwhile, two other legislative actions
served to intensify county sfforts to control
the real property tax, In the 1976 session,
the legislature increased the home exemption
from $8,000 to $12,000.2° In the 1977 session,
the legislature passed a law Hmiting assessments
to 60 percent of fair market value, rather than
7O percent as had been the case under the
practices of the state Department of Taxation,
and requiring “full disclosure” procedures,
patterned after a Florida law, before tax rates
could? ibe changed from those of the previous
year.”

These two enactments caused an imme-
diate shortfall in real property revenues, as can
be seen in Table 5.2, Only Kauai showed an
increase in reventues.

Thus, rather than relief in the direction of
assuming greater control over their financial
affairs, the counties saw in the more recent
action of the legislature further erosion of their
tax base, as well as infringement on the setting
of tax rates. Therefore, the counties appeared
more than ever determined to secure through
constitutional amendment what they have not
been able to obtain through legislative action.

HLEgis!ative Auditor, State of Hawali, An Overview by the

Legistative Auditor of the Financial Audit of the Department of
Taxation, September 8, 1975 pp. 24,

Igf»egiﬁative Auditor, An Analysis of the Decentralization of
the Real Property Tax, pp. 15+ 16.

EgS{fnate Bilf $732-78, 5.0, 1, 1978 Regular Session.

3
“GAct 6, Session Laws of Hawaii 1976,

ziAct $39, Session Laws of Hawaii 1977,



Table 8.2

Real Property Tax Collections
EY 1977 v, FY 1978

{In thousands of $)
%
change
1976—
FY 1877 FY 1976 1877
Oshu - - - - - £114,326 $117.124 [2.4}
Maup - - -+ - 11,726 11,856 [1.4}
Hawaii + - - - - - - 16,943 18,781 {a.8]
Kaugi - ------ 6,208 5,683 38
State $149,203 $153,784 3.0}

Source: Department of Taxation, Annual Report 19761977,
p. 26,

Issue and alternatives. The issue revolves
arcund substance and means: first, whether
the counties should be given control over all
aspects of real property tax administration and,
second, whether the Constitution is the proper
place {o assign such control.

Arguments, Those who favor assumption
of control by the counties over real property
tax administration would argue that it is legit-
imate for the counties to seek redress through
the Constitution where all efforts to secure
remedy through the legislative process have
failed and that as basic a matter as division
of functions between the counties and the State
should be a matter for the Constifution to deter-
mine. As to the substance of the issue, they
would argue that the State has done a poor job
in assessments; that the county governments
would be more willing than the State to give
assessment  administration the atfention and
resources to ensure equitable assessments; that
statewide uniformity in assessments is not
necessarily urgent in a geographical sefting of
noncontiguous island counties; that, with
respect to exemptions, the counties could
tailor tax relief to meet their own particular
social needs while being able to control their
revenue needs; and that the result of complete
county confrol would be to assign control to

a2 single level of government, thus enhancing
accountability to the public.

Those who oppose decentralization of real
property tax administration would argue, first
of all, that the entire question over the real
property tax is statutory and that, since the
counties are creatures of the legislature, the
Constitution is no place for a resolution of the
issue. As to the substance of the issue,
opponents would argue that statewide equity
in assessments is important to prevent competi-
tive, and potentially ruinous, underassessments
to lure industries and businesses from one
county to another; that inequities within a
county are just as likely to arise from county
administration as with state administration;
that, at a lower level of government,
assessments woukl be more political; that, with
respect to exempiions and other tax relief
measures, these should be tailored to statewide
social objectives; and that accountability to the
public can be enhanced, not necessarily by
assigning all of the real property tax to one level
of government, but by assuring that assessments,
exemptions, and appeals procedures of the State
are fair and the setting of tax rates by the
counties are reasonable and decided upon only
after full disclosure to the public.

Autherity for the Counties
to Levy an Excise Tax

In addition’' to the movement for control
of the real property tax, the counties have also
announced their determination to secure con-
stitutional authority to levy a general excise
tax.?? The excise tax, now the exclusive pre-
serve of the Siate, is sometimes referred to as
the “sales tax,” but it is not quite the same as
sales taxes imposed in other states or local
jurisdictions.

ZZHawaii State  Association of Counties, Resolution,
Froposals to Amend the Constitution Relating o Local Govern-
ment, December 8, 1977,



Hawaii’s general excise tax has been cate-
gorized as the “broadest-based multiple rate,
multiple stage sales tax now imposed anywhere
in the United States.” A specific study on
Hawaii’s general excise tax identifies these
distinguishing characteristics:

“No other single sales tax provides such a
high propertion., . of fofal stale revenmues as
does this tax. In many other respects the general
excise tax also defies comparison with the retail
sales tax used elsewhere in the nation: I is levied
on the seller instead of the buyer. It has few
exemptions rather than many, It taxes services
on the same basis as transfers of tangible personal
property. And it is an explicit tax on business
sales  as well as on purchases made by the
household sector.”43

The pervasiveness of {he general excise 1ax
makes it the State’s biggest money-maker. In
fiscal yvear 197778, the estimate was that the
State will realize $371 million in revenues from
the general excise tax, or fully half of the
estimated $702 million in state tax revenues.®?
No other state fax, including the individual
mcome tax, comes cloge to producing the yield
of the general excise tax.

It is not surprising, then, that the counties
should look at the general excise tax as a poten-
tial source of revenues, First, it would take the
pressure off the real property tax, particularly
on residential property, where, if experience
elsewhere is a reliable indicator and the 1975
protests are a prelude, a tax revelt would be
more likely to originate. Second, it is a relative-
Iy stable and reliable source of revenue, with the
characteristic of moving as the economy moves
but without the volatile nature of assessmenis
on real property. Third, whatever the regres-
siveniess of the general excise tax, and a strong
case can be made that it is regressive, the man-
ner of collection is less likely to cause the same
uproar as sharply increased real property fax
bills.

The estimated potential vield of the excise
tax to the counties for the next five years, if
either a 1 percent or 2 percent “piggyback™ tax
were authorized for the counties, is shown in
Table 5.2.

GE

YTable 5.2

Estimated Excise Tax Hevenues
Based on & 1 Percent and 2 percent Levy
FY 197810 FY 1983

tin millions of 3)

Estimagted

Fiscal excise 1% 2%

year tax base levy fevy
1978 $ 95271 $ 953 150.5%
1980 10,5438 105.4 2108
981 11,681.8 1168 2336
1982 1285655 1298 2581
1883 14,3827 143.8 28717

ISsurce: Derived from State of Hawaii, The Multi-Year Progrgm
gnd  Fingncial Plan and Executive Budget, 1976,
7. 118, Base inciudes anly those items taxabie at the
4 percent rate iretail goods and services).

The significant yield of the general excise
fax can be appreciated by comparing it with the
vield of the veal property tax. The amount fo
be raised from taxes on alf real property classes
statewide was estimated to be $154.2 million
in Fiscal Year 1977-78; whereas, a 1 percent
general excise tax would have produced over
$86 million in the same year, and, as shown in
Table 5.2, over $93 million in the next year.
The $86 million which a [ percent general
excise tax would have yielded for the counties
in FY 197778 would have surpassed the
$61 million in estimated revenues f{rom taxes
on all improved residential property by some
$25 million.?®

The power of the general excise fax to
generate revenues has led the chairman of the
House Committee on Finance to pose the issue
in this manner:

23Arthuf B Little. Inc,, MHawaits General Excise  Fax:
Prospects, Problems, and Prescriptions, November 1968, p. 1.

3
sute of Hawaii, The Suppfemental Executive Budeer,
December 1977 p. 85,

?’SData pertaining 1o real property tax revenues from
Department of Taxation, State of Hawail, Reg! Property Taxe
tion and Tax Rates for the Fiscel ¥Year 197778, August 1977,
p. 1. Data pertaining to the excise tax derived from State of
Hawait, The Muiti-year Program gnd Fingrneig! Plan and Execu-
tive Budger, 1976, p, 118.



“ ., .1 would suggest that those who sup-
port giving the counties excise taxing powers
should look at the matter, not merely from the
standpoint of generating mote revenues but from
the possibility of partial or complete replacement
of the real property tax,

“F do not think that the taxpayers would
accept a large levy simply for the suke of
generating raore revenues. That is why 1 think
the alternative of replacing the real property tax,
particularly the real property tax an homeowners,
should be carefully analyzed in any preposal for
increased county taxing powers,

“The appeal to the counties of the general
excise tax as a potentially big money-maker
should be balanced against the interests of tax-
payers. We need to answer the question: Would
an increase in the general excise tax to generate
more revenues for the counties be fair to fax-
payers‘?”35

While the general excise tax has been
denied to the counties, it is, in the form of
a sales tax, common to local jurisdictions else-
where in the United States. As of July 1, 1976,
there were 26 states with local governments
authorized to impose 4 sales tax of some type.27

Issues and alfernatives. Like the issue of
the real property tax, the issue of the general
excise tax is both substantive and procedural;
first, whether the counties should be given the
authority to impose a general excise tax and,
second, whether the Constitution is the proper
place for the grant of such authority.

Arguments. With respect to the question
as 1o whether the Constitution itself should
grant to the counties the authority to impose a
general excise tax, supporters would argue the
failure of the legislature to satisfy county
revenue needs leaves the Constitution as their
only and final resort. As to the merits of the
counties obiaining authority to levy an excise
tax, they would argue that, aside from the real
property tax, the counties have no other sig-
nificant tax sources for general purposes; that
the authority to levy an excise tax does not
mean that it would automatically be used, but
it would be a hedge against constraints on the
real property tax or against revenue needs not
now foreseen; that the excise tax is a preferred
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alternative to continuing increases in the real
property tax; that state assistance, in the form
of grants-in-aid, has been an undependable
source of support; and thai, without a new and
reliable revenue source, financial independence
for the counties would not be possible, and true
home rule would be rendered meaningless.

Those who oppose a grant of authority to
the counties to impose a general excise tax
would argue, from a procedural standpoint, that,
unless there is a fundamental change in the
constitutional framework for state--county
relations, the Constitution should not be used as
a basis for the specification of taxes. They
would argue that grants of tax authority to
political subdivisions, in Hawaii and elsewhere,
have traditionally been a matter for the legis-
lature to decide and should remain so. As fo the
substantive issue of couniy imposition of an
excise tax, they would argue that, far from
placing a greater burden on the general excise
tax, the legislature has made efforts to liberalize
the tax by removing ifs most undesirable
pyramiding effects and that liberalizing the tax
should be the direction in which government
policy should go; that no case has been proven
that the counties actually need new revenues;
that, in any event, there should be a sorting-out
of state and county functions before any
changes are made to revenue sources; that
the public will not accept new taxes simply
to give the counties more revenues; and that any
change in the state—county revenue system
should be accomplished on a comprehensive
basis after analysis of the revenue needs of
each; and that the granting of excise tax
authority to the counties would be a piecemeal
change which does not consider the potential
additional burden that it would impose on
faxpayers.

¥ R .

“6Rep:esentaiive Fack K. Suwa, Excise Taxation for County
Operations  {Panet Discussion, Hawall Swate Assocdation of
Counties, Pecember 7, 1977}, pp. 4 5.

17 . .
~Advisory Commission on Infergevernmenial Relations,
Significent Features of Fiscal Federalism, pp. 188-- 189,



Chapter 6

GOVERNMENTAL AUDITING

In the past decade, two trends have
dominated the development of governmental
auditing at the state and local levels. One trend
is the continuing shift of post-audit responsibil-
ities from the executive branch to the
legislature. The second trend is the expansion
of auditing beyond ifs traditional financial focus
to  encompass examinations of management
performance, agency operations, and program
effectiveness.

Hawaii’s Constitution was a early leader in
assigning the post-audit function to an official
responsible to the legislature, or to a “Legislative
Auditor,” as the position has come to be called.
When the constitutional convention met in
1950, there were only four states with auditors
responsible to the legislature.! By the time the
1968 convention met, there were 29 states with
legislative post-audits.” The latest count is that
there are 39 states with post-audit responsi-
bilities located in the legislative branch.’

As to the trend in the conduct of
“performance audits,” a generic term used to
cover those audits which are not strictly
financial but include tests for efficiency of
operations and effectiveness of programs, a
1971 review found nine states with performance
auditing programs and identified Michigan,
New York, California, and Hawaii as being the
“most advanced.”® Since 1971, a number of
other states have reported the establishment of
performance auditing programs, usually at the
initiative of the legisiature, and the trend in
that direction now appears to be pronounced.

This chapter reviews the generally accepted
principles related to post-auditing, the con-
siderations of the 1950 and 1968 constitutional
conventions, and the issues raised by the
emergence of charter government in all counties
and the practice of the executive branch
auditing its own agencies.

Some Principles of Governmental Auditing

There is a growing body of literature
dealing with post-auditing, particularly as
practiced by government. While practitioners
of governmental auditing may differ as to the
exact scope and content of the post-audit
function, there is substantial agreement as to the
desirable organizational arrangements for the
post-audit and its applications.

The pre-audit and post-audit. /n auditing,
the postaudit function should be separated
from the pre-audit function,

lLeg‘.&s!atéve Reference Burean, Menual on State Constitu-
tional Provisions {University of Hawaii, 19503, p. 275.

Zﬁewton N.5. Sue and Thomas W, Wong, Hewaii Constitu-
tional Convention Studies, Article VI: Taxation and Finence
{University of Hawaii, 1968}, p. 93,

E”ﬂ'ze Council of State Governments, The Book of the States,
1976—1977, Vol. XXI {Lexington, Kentucky, 1976) pp. 130~
135.

4Massachu&aus, Legislative Research  Council, Report
Relative to Legislative Post Audit, February 17, 1971, p. 36.



There are two basic categories of auditing,
the pre-audit and the post-audit. Pre-audits are
examinations made before financial transactions
take place. The purpose of the pre-audit is to
ensure that a proposed expenditure is not in
violation of law or regulation and that sufficient
funds are available fo cover the proposed
expenditure.

The fuanction of the preaudit is
probably of greater importance in government
than in private business because of the
numerous, detailed and technical restrictions
placed upon the use of government funds and
upon the amounts that may be used for desig-
nated purposes. In practice, pre-auditing is
usually conducted as a normal part of
accounting routine. Pre-auditing is a control
function designed to prevent funds appropriated
for one purpose from being used for some other
purpose, and it can have the force of forestailing
expenditures of questionable propriety.

The pre-audit is considered a function
of the executive branch. 1t is appropriately an
executive function, because the pre-audit
enables managers in the executive branch to
exercise control over the use of funds by sub-
ordinate officials. If an external group, such as
auditors responsible directly to the legislature,
were responsible for pre-auditing, the external
auditors would become the effective managers
in the executive branch, and such a condition
would be contrary to the system of separation
of powers.

The post-audit is an after-the-fact examina-
tion. It is condugcted to ensure that revenues are
collected and expenditures are made in com-
pliance with law, that public resources are being
conserved through the efficient and effective
administration of public programs, and that
internal controls exist which safeguard public
funds from loss, waste, extravagance, and fraud.

It is not within the purview of the post-
audit to control, direct, or interfere with the
operations of the government agency being
audited. The accepted parameters of post-
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auditing are to limit the function to examining,
reporting, and recommending.

Since the post-audit is a check on the
administrative branch, it should not be
performed by persons or agents of that branch.
As one public administration specialist puis it,
“The objectivity of post-auditing could not be
jrusted if it were carried out by representatives
of the same branch that anthorized the expendi-
tures in the first place.” It follows that it is
illogical to put the same agency or officials in
charge of both pre-auditing and post-auditing,
because an office approving an expenditure
in the pre-audit is not likely to question it in
the post-audit. Worse, “such a combination of
functions is apl to put temptation in the way of
any weak character who functions in both
roles.” Some years ago, IHlinois separated the
regponsibilities of pre-auditing and post-auditing,
but only aftér an official responsible for both
functions was found to have embezzied millions
of dollars from the state.’

Legislative responsibility for the post-audit.
The responsibility for the post-audit should be
assigned to the legisiutive buody or to an official
responsible to that body.

The objectivity of the post-audit rests on
its conduct as an independent examination.
Because it is designed as a check on the
executive branch, the function should be located
outside that branch. Its appropriate assignment
is to the legislative branch.

The post-audit is implied in the powers
of the lepislature to appropriate money to
administrative departments and agencies {o carry
on the programs of government. Where the form
of government is characterized by separation
of powers, authority commensurate with full
responsibility for all administrative operations
may be accorded the executive as long as the
legislative body utilizes post-auditing to bring

SEelix A. Nigro, Modern Public Administration (Harper &
Row, New York, 19703, pp. 397-398.



it to complete accountability for its per-
formance.

Moreover, there is increased recognition
that, in support of its policy-making responsi-
hility, it is the legislature which needs impartial
information concerning government operations
and programs. The assignment of the post-audit
function to the legislative hody or to an official
responsible to that body provides for independ-
ence from the executive branch and enables
the function to be responsive to legislative
needs.® Because seif-auditing is penerally con-
demned, there are precious few who would
stiil propose that post-auditing responsibilities
can be assumed by agencies or agents of the
executive branch.’

Objectivity and independence of the post-
audit, The organizational arrangements for the
postaudit  function should protect its  in-
dependence and promote its objectivity,

Post-gudits are worth very little if they are
not objective. What is desired from post-auditing
is the fruth about a program or agency, or at
least as much of the truth as can be humanly
perceived. Objectivity will hardly come about if
those who are in the business of auditing are
subject to the pressures of either an agency’s
supporters or its detractors,

The prerequisite to objectivity is independ-
ence, ihe condition which allows auditors to
report the facts as they see them. Without
arrangements and relationships deliberately
designed  to protect its independence, the
fegislative auditing arm would be vulnerable to
influence from powerful interests, both within
and outside the legislature.

One leading theoretician of government
auditing states the necessity for independence
in this way:

L The state suditor may serve the legislature
or he may stand alone; what he absoluiely cannot
do is to be & servant of the executive, except in
minor incidentals. To do so would be to become
an internal zudifor and thus 1o accept a drastic

lowering of his constitutional sianding, No stafe
auditos, or at any yate noe chicf state auditor, can
afford to be without independence; he needs it
as a judge needs it, in order to be impartial and
fearless in criticism,”

The principle of independence of the post-
audit function in a legislative setting does not
mean that the audif agency should not be under
the umbrella of responsibility to the legislature,
Neither does it mean that the audit agency
should not be responsive to legislative requests
to audit certain programs or agencies. But
beyvond satisfving immediate legislative mmterests,
the audit agency should have at least that
measure of Independence which permits it fo
select freely which programs or agencies are to
be audited, and, in the conduct and reporting
of audits, independence means at least being
insulated from the retaliatory pressures which
might ornginate from within the legislature,
from the executive branch, or from forces
outside of government.

Newer dimension of the post-audit. The
post-audit should review the financial activities
of government as well as the efficiency of
govermmen! operations and the effectiveness
of public programs.

The traditional type of governmental
post-audit  addressed itself primarily to the
accuracy of the financial statements and the
adequacy of financial records and infernal
control systems of agencies. The newer dimen-
sions of the post-audit encompass: (1) the
examination of operations to determine the
extent of management efficiency in its utiliza-
tion of public resources; and (2) the examina-

OJesse Burkhead, Govermment Budgeting iohn Wiy and
Som, New York, 1961, pp. 362363,

5
"The state auditer of Washington say s that the independence
of the post-audit can be secured by electing the auditor and
developing the function as a “fourth power” of government:
Robert V. Grzham, “Is Auditing a Fourth Power? Yes, Stete
Government, Autumn, 1970, pp. 258259, 266270,

81:. L. Nororanton, Fhe Accountabitity and  Audit of

Govermments (Frederick AL Praeger, New York, 1966), p. 298,



tion of government programs to determine the
extent to which the programs are accomplishing
the results expected of them.

The more modern concept of the post-
audit is that systematic examinations should
be conducted not only to determine the pro-
priety of expenditures but also to ascertain
how efficiently and effectively government
funds are spent. It recognizes that funds may
be expended legally but unwisely, and that
government must be held to greater account-
ability for the efficient management of ifs
operations and the effectiveness of its programs.

The Congress of Supreme Audit Institu-
tions, an international organization comprised
of national auditors, has recommended that a
full or complete concept for the auditing of
government programs or agencies should include
recognition of the following elements:

“Fiscal accountability, which should include
fiscal integrity, full disclosure and compliance
with applicable laws and regulations,

“Managerial accountability, which should
be concerned with efficiency and economy in the
use of public funds, property, personnel and other
rescurees.

“Program accountability, which should be
concerned with whether goverament programs
and zctivities are achieving the objectives estab-
lished for them with due regazd to both cosis
and results.”?

Similarly, the U.S. General Accounting
Office, the auditing arm of Congress, has recom-
mended as guidelines for state auditing acts and
constitutional amendments that auditing be
defined to recognize the following components:

“Fingncial and complionce--determines whether
financial operations are properly conducted,
whether the {inancial reports of an audited entity
are presented fairly, and whether the entity has
complied with applicable laws and reguiations,

“Eeonomy and efficicncy--determines whether
the entity is managing or utilizing ifs resources
(personnel, property, space, and so forthy in
an economical and ¢fficient manner and the causes
of any inefficiencies or uneconemical practices,

including inadequacies in management informa-

tion systems, administrative procedures, of
organizational structures,
“Program  results--determines whether  the

desired results or benefits are being achieved,
whether the obiectives established by the Legis
lature or other authorizing body are being met,
anxd whether the agency has considersd alterna-
tives which might yield desired results at lower
costs.”10

Formal post-audit reports. Audit reports
should be formal, written reports and a matter
of public record.

The result of post-audit examinations
should be formalized in written reports which
should be submitted to the legislative body
and to the officials responsible for taking action
on the audit recommendations. In addition,
audit reports should be a matter of public record
for the basic reason that the public has a right to
know how well public officials are discharging
their responsibility in the conduct of govemn-
mental operations. Against the general tendency
that “no regime will permit its weaknesses to
be publicized if they are the rule rather than the
exception,” public audit reports assure that no
public agency will be shielded from public view
and scrutiny. !

Formalized audit reports and public dis-
closure serve to safeguard the integrity of the
post-audit itself. As previously stated, the
accepted parameters of the postaudit limit
the function to examining, recommending, and
reporting. Policy-making and the exercise of
management and control functions are beyond
the scope of those engaged in the post-audit.
Formal public reports serve to bring the post-

g\r'ilth International Congress of Supreme Audit Institutions,
Recommendations on Maenagement or Operationsl Auditing
Approved (Montrezl, September 1971}

mCompim%ier General of the United Stiates, Suggested
State Auditing Acis and Constirurional Amendments, 1974,
AR

”Nosmanton, The Accountability and Audit of Govern-
ments, p. 158,



audit function under public accountability,
just as the post-audit itself seeks to bring the
programs and operations of government under
accountability.

The value of publicity and formal reporting
in connection with the conduct of post-audits
has been summed up in this way:

“In a society in which fmformed criticism
it increasingly r1are, the few prime sources of
impartizl reporting and comment based upon
inside information are therefore of especial value,
The iist is 2 short one, and high upon it must
figure the published reports of state audit. These
are checked and double-checked for accuracy
and are issued by officials who enjoy statutory
protection against the pressures to which the
citizen is exposed through authority, hierarchy
and association. State audi is not a participant
in the decisions of power, and H examines their
consequences without involvement, "1 2

Hawaii’s Constitutional
Provisions for Post-Auditing

In establishing the auditor as a con-
stitutional office, the 1950 drafters evidently
believed, as the National Municipal League’s
Model State Constitution was later to point
out, that the post-audit function is of “such
importance as to justify constitutional prescrip-
tion for appointment.”!?

The 1950 convention believed that it was
breaking new ground in establishing the office.
The drafters observed that they were creating
one of the more important positions in the field
of financial managemeni, and they expected
that the auditor would serve as a force in
eliminating waste and inefficiency in govern-
ment operations, provide the legislature with an
effective check against usurpation of powers
by the executive, and ensure that public funds
have been expended in accordance with legis-
lative intent.'*

Several considerations guided the consti-
tutional formulation of the office:

First, the auditor should be responsible

to the legislature. The 1950 Committee on
Taxation and Finance believed that “‘inasmuch
as [the legislature! determines what moneys
are to be spent...and is vested with the re-
sponsibility for determining state policy, it
should be the [branch] to which accounting
is made.” In fixing legislative responsibility,
the committee rejected the idea of popular
election of the auditor, on the basis that it
throws the Auditor directly into politics and
the usual resulft has been the selection of a
strong  politician  rather than a qualified
auditor,” It also rejected the alternative of
having the auditor appointed by the governor
{as was the procedure in territorial government),
because it 13 never good practice to have the
accounts audifed by the agency responsible
for the spending.”

Second, the auditor “must maintain—to be
effective—a degree of independence.”” The dele-
gates believed that the auditor should be free
from the *‘undue pressure” which might be
exerted by any one legislature. It was felt that
the auditor’s position should be stabilized and
that he should be in a reasonably secure position
to offer suggestions and criticisms to the
fegislature.

Third, as part of the responsibility of con-
ducting post-audits, the auditor should also
serve “at all times as the ‘watchdog’ of public
spending.””  Outside the regular audits, the
auditor shouid provide the legislature with “such
information as it may need....” It should
also be the responsibility of an auditor to submit
recommendations covering means and methods
for improving financial management. His work
can never be completely divorced from either

rpia, . 159,

IENational Municipal League, Mode! State Constitution,
6th Ed. {New York, 1963), p. 12,

HSmu: of Hawail, Proceedings of the Constiturional Con-
venrion of Hawali, 1854, Vol I (Honoluly, 19600, pp. 463-464.



budget-making, expenditure controls, or finan-
cial planning.”! 3

With the {foregoing considerations, the
1950 drafters structured a constitutional office
for the post-audit, of which the main elements
are the following:

The auditor is appointed by the legislature
for a term of eight years and thereafter
until a successor is appointed.

The auditor can be removed by the legisla-
ture for cause, but only by a two-thirds
vote of the members in joint session.

The post-audit function and jurisdiction in
auditing the accounts of the State and
political subdivisions are vested in the
auditor.

QOutside of the regular audits the auditor is
empowered to conduct, the legislature may
direct the conduct of other investigations
and the making of additional reports.

The auditor is to report his findings and
recommendations to the legisiature and to
the governor.

In retrospect, and in what now appears to
have been a stroke of farsightedness, the drafters
of 1950 had translated into constitutional
provisions virtually all of the contemporary
post-auditing principles: clear separation of the
post-audit function from the executive branch;
assignment of the function to an official of the
legislative  branch; safeguarding the independ-
ence of the auditor through tenure and the
requirement for an extraordinary majority for
remmoval; and formal public reports of audit
findings and recommendations.

In only one respect did the 1950 pro-
visions not completely translate the currently
accepted principles of post-auditing. The consti
tutional language did not completely articulate
the newer dimensions of post-auditing, although
it is evident that the original drafters had fore-

seen that the post-audit function would en-
compass duties beyond those required by the
traditional financial post-audit. It remained for
the 1968 convention to recognize the newer
dimensions of auditing.

1968 Constitutional Review

The Office of the Legislative Auditor was
not activated until 1965, when the legislature
appointed an auditor in accordance with the
constitutional provisions. Between that time
and the time the 1968 convention met, the
legislative auditor had proceeded to develop and
execute an audit program which included
three kinds of audits: {1) financial qudits which
attest fo the accuracy of the financial state-
ments of the agencies, examine the adequacy of
internal control systems, and determine the
legality of expenditures; (2) operations audits
which examine managenial efficiency, the man-
ner in which agencies are organized and how
well resources are acquired and utilized; and (3)
program audits which assess whether the pro-
grams of government are attaining the results
expected of them.!

The 1968 Taxation and Finance Com-
mittee took note of the newer dimensions of
auditing, and, for a time, considered clarifying
the provisions of the Constitution. However,
it decided against making a change, believing
that, in the changing environment of
governmental auditing, it should not be
necessary, from the standpoint of the
Constitution, to identify the specific kinds of
audits which the suditor is empowered to
conduct.

In its report, the Committee on Taxation
and Finance said:

ESS‘.taw of Hawaii, Froceedings of the Constitutional Con-
vention of Hawaii, 1950, ¥ol. I, pp. 197198,

161 eoistative Auditor, Manual of Guides of the Office of
the Legislative Audiror, September 27, 1967, p. AL



“Your Cominittee has heard and cop-
sidered suggestions that clarifying language be
inclided to define the post-audit funciion more
clearly. If has determined that the current pro-
visions are sufficient to encompass the on-going
audit activities of the auditor, including financial,
program and performance audifs, and that it s
not necessary to enumerate the specific sub-
categories of audit which the auditor is empowered
to conduct.” 7

With that expression of constitutional
mtent, the [968 convention left intact the
original provisions of the 1950 Constitution.

Post-Auditing and the
Emergence of Charter Government

The constitutional provisions for the post-
audit assign  fo the legislative auditor audit
jurisdiction over state agencies as well as politi-
cal subdivisions. With charter government, the
turisdiction over the counties may need to be
reviewed in the context of the charter provi-
sions of the various counties,

With the emergence of charter government
among the neighbor island counties, along with
the charter of the City and County of Honolulu,
all of the counties now have charter provisions
which require the periodic conduct of
post-audits under the responsibility of the
respective legislative bodies of each county.

Rather than duplicate the audits conducted
for the various county councils, the legisiative
auditor, at various times, has assisted the
counties in reviewing audit specifications,
proposals, workpapers, and preliminary reports,
For example, under a long-standing agreement
with the legishative auditor of the County of
Hawail, the state legislative auditor has
“furnished technical assistance to the County’s
Legislative Auditor in the planning and prepara-
tion for the audit, in the administration of the
audit contract and in the review of the prelim-
inary and final drafts of the audit report. This
arrangement prevents duplicating the post-
audit functions of the two offices and allows
Ithe state legislative auditor] to use the report

76

to inform the Governor and the State Legis-
lature on the financial condition and general
operations of the County of Hawaii.”!’?

If there is a movement to provide the
counties with greater “home rtule,” and othet
parts of the Constitution are amended to bring
agbout greater home rule, it may be appropriate
for the constitutional reviewers to examine the
post-audit provisions in the context of whatever
actions may be faken with respect to county
powers. If greater home rule is given to the
counties, one possible alternative consistent with
such action would be to amend the provisions
to delete the legislative auditor’s automatic
jurisdiction over the counties but to retain the
legislature’s prerogative of directing the auditor
to conduct special investigations,

Executive Auditing

While the Constitution assigns the post-
audit function to the legislative auditor, audits
are also conducted by the executive branch,
This has led some to guestion whether audits,
conducted by internal auditors in the executive
branch or by certified public accountants under
contract to agencies of the executive branch, are
consistent with the intent of the Constitution or
whether such audits are tantamount to self-
auditing.

In the 1978 session of the legislature, the
House of Representatives adopted a resolution
directed to the 1978 constitutional convention
and reguesting a solution to the particular issue,
among other issues, of “{t]he conduct of post-
audits and whether all post-audits, including
those conducted by executive agencies or by
firms under contract to the executive branch
should be covered or consolidated under con-
stitutional provisions.”?®

ﬂLegixiatiwz Auditor, An Overview by the Legislative
Auditor of the Financial Audit of the County of Hawaii, 1976~
77, Janvary 1968, p. 1.

;SHouse Resofution 595, H.D. 1, 1978 Regular Session.



The problem of executive auditing has
apparently bothered the legislature for some
time. I received earlier attention, particularly
with respect to audits conducted, by or under
contract to, the Department of Accounting and
General Services. In 19735, a joint Senate-House
report recommended that “the department of
accounting and general services ... refocus its
attention from the conduct of routine audits
to monitoring the internal control and account-
ing systems of agencies and to assist the agencies
in correcting their systems, and, if necessary,
to establish new systems. The appropriation
made for AGS 104 ? is intended for the depart-
ment of accounting and general services fo
monifor and improve the internal control and
accounting systems of the various agencies,
rather than the conduct of post audifs, except
in those specific situations where audits are
required as a condition for receiving or main-
taining federal grants or where a specific audit
is required by statute.”?°

The practice of executive auditing, at least
with respect to the Department of Accounting
and General Services, has a statutory basis.
The general provisions governing the department
were part of the Reorganization Act of 1959,
the basic act which reorganized territorial
government and established state government.
Among the duties assigned is one that “{f}he
department shall preaudit and conduct after-the-
fact audits of the financial accounts of all state
departments to determine the legality of expend-
itures and the accuracy of accounts. . . .21

There appears to be only one reasonable
explanation as to why such an anomalous
provision, which appears to fly in the face of the
Constitution, should have been written info law.
In 1959, no agreement could be reached with
respect to the appointment of a legislative
auditor and, indeed, it would be some vears
later—in 1965—that the position would be
filled and the office established.

On #s face, it would appear that the
assignment of the pre-audit function, together
with the conduct of “after-the-fact” audit to
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one agency, and one which functions as the
accounting agency for the State, would be
contrary to the basic auditing principle that the
pre-audit and the .post-audit should never be
exercised by the same agency. In  this
connection, the federal government, in requiring
audits to be conducted of revenue sharing funds,
has explicitly stated that such audits must be
“independent,” and that ‘“‘no auditor shall be
considered to be independent if such person . . .
maintains the official accounting records being
audited or reports to the person who does
maintain such records.”??

Some legislators have complained that
executive audits are considered to be the pre-
serve of the executive branch. Executive audit
reports are not routinely distributed fo the legis-
Iature or to the news media and public. And
the guestion arises as to whether such audits
can be completely objective, whether they are
conducted by executive agency personnel or by
certified public accountant firms. In the case
of the latter, by the standards of the auditing
profession, the firms are required to maintain
“independence,” but the scope of any examina-
tion and the particular areas to be covered are
matters for the executive agency to decide.

Issues and Alternatives

The issue of audit jurisdiction over the
counties is contingent upon what changes
might be made with respect to county powers.

19“}\(}8 104™ is the appropriations program code for the
internal post-audit program of the Department of Accounting
and General Services,

O onference Committee Report No. 28 on S.B. 535, 1975
Regutar Sesston,

?”]'Seciion 26--6, Hawaii Revised Statutes.

22lilfqaa:rtn’mnt of the Treasury, Audit Guides and Standards
for Revenue Sharing and Antirecession Fiscal Assistarnce
Recipients {Washington, B.C., December 1977y, p. 111,



However, the issue of executive auditing can
stand by itself, and, as raised by the House of
Representatives, it goes to the question whether
such audits should be consolidated under the
constitutional provisions which assign the
post-audit function to the legislative auditor.

Arguments, Those who favor consolidating
all post-audits under the existing constitutional
provisions would contend that auditing by the
executive branch of itself, regardless of whether
the audits are conducted by executive agency
personnel or by CPA firms under comntract to
the executive branch, is self-auditing and, by all
principles of auditing, indefensible; that, if
audits are to be contracted to CPA firms, they
could just as well be contracted by the official
charged by the Constitution with the post-audit
function; and that hundreds of thousands of
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dollars are expended on executive audits and
reports each year, with little opportunity for
legislative or news media review or public notice
of their findings.

Those who oppose consolidating all post-
audits under the existing constitutional pro-
visions would argue that audits conducted by
the executive branch are designed to assist the
executive agencies in improving their various
financial systems; that, when such audits
originate from within the executive branch,
they are likely to be more responsive to the
specific needs of agencies than if they were to
be conducted by external auditors; and that, in
many cases, oObjectivity is safeguarded by
contracting the audits to certified public
accountants, who are required by their profes-
sional standards to remain independent.



APPENDIX A

ARTICLE VI

TAXATION AND FINANCE

TAXING POWER INALIENABLE

Section 1. The power of taxation shall
never be surrendered, suspended or contracted
away.

APPROPRIATIONS FOR
PRIVATE PURPOSES PROHIBITED
Section 2. No tax shall be levied or
appropriation of public money or property
mage, nor shall the public credit be used,
directly or indirectly, except for a public
purpose. No grant shall be made in violation of
Section 3 of Article [ of this constitution. {Sec.
6, ren Const Con 1968 and election Nov 5,
F9681]

BONDS: DEBT LIMITATIONS

Section 3. For the purposes of this section,
the term “bonds’ shall include bonds, notes and
other instruments of indebtedness; the term
“general obligation bonds™ means all bonds for
the payment of the principal and interest of
which the full faith and credit of the State cra
political subdivision are piedged; and the term
“revenue bonds” means all bonds payable solely
from and secured solely by the revenues, or user
taxes, or any combination of both, of a public
undertaking, improvement or system.

All bonds issued by or on behalf of the
State or a political subdivision must be
authorized by the legislature, and bonds of a
political subdivision must also be authorized by
its governing body.

Bonds may be issued by the State when
authorized by a two-thirds vote of the members
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to which each house of the legislature is entitled,
provided that such bonds at the time of
authorization would not cause the total of state
indebtedness to exceed a sum equal to three and
one-half times the average of the general fund
revenues of the State in the three fiscal years
immediately  preceding  the session of the
legislature authorizing such issuance. For the
purpose of this paragraph, general fund revenues
of the State shall not include monies received as
grants from the federal government and receipts
in regnbursement of any indebtedness that is
excluded in computing the total indebtedness of
the 5tate.

By majority vote of the members to which
cach house of the legislature is entitled and
without regard to any debt lmii, there may be
issited by or on bhehall of the State: bonds to
meel appropriations for any fiscal period in
anticipation of the collection of revenues for
such period or to meet casual deficits or failures
of revenue, if required to be paid within one
year; bonds to suppress insurrection, to repel
invasion, to defend the state in war or to meet
emergencies caused by disaster or act of God,
and revenue bonds.

A sum equal to fifteen percent of the total
of the assessed values for tax rate purposes of
real property in any pohtical subdivision, as
determined by the fast tax assessent rolls
pursuant to law, is established as the lmt of the
funded debt of such poiitical subdivision (hat is
cutstanding and unpaid at any tine.

Bonds to meet appropriations for any fiscal
period in anticipation of the collection of
revenues for such period or fo meet casual
deficits or faitures of revenue, if required to be
paid within one year, may be issued by any



political subdivision under authorization of law
and of its governing body without regard o any
debt limit.

All general obligation bonds for a term
exceeding one year shall be in serial form
maturing in substantially equal installiments of
principal, or maturing in substantially equal
mstallment of both principal and interest, the
first installment of principal to mature not later
than five years from the date of the issue of such
series, and the last instalbnent not later than
thirty-five vears from the date of such issue. The
interest and principal payments of general
obligation bonds shall be a first charge on the
general fund of the State or political subdivision,
as the case may be.

In determining the total indebtedness of
the State or funded debt of any political
subdivision, the following shall be excluded:

{a) Bonds that have matured, or that
mature in the then current fiscat year, or that
have been irrevocably called for redemption and
the redemption date has occurred or will occur
in the then fiscal vear, and for the fuli payment
of which monies have been irrevocably set aside.

(b} Revenue bonds, authorized or issued,
it the issuer thereof is obligated by law to
timpose rates and charges for the use and services
of the public undertuking, improvement or
system, OF to impose a user tax, or to impose a
combination of rates and charges and user tax,
as the case may be, sufficient to pay the cost of
operation, maintenance and repair of the public
undertaking, Improvement or system and the
required payments of the principal of and
interest on all revenue bonds issued for the
public undertaking, improvement or system, and
if the issuer is oblizated to deposit such revenues
or tax or a combination of both into a special
tund and to apply the same to such payments in
the amount necessary therefor. For the purposes
of this section a user tax shall mean a tax on
goods or services or on the consumption thereof,
the receipts of which are substantially derived
from the consumption, use or sale of goods and
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services in the utilization of the functions or
services furnished by the public undertaking,
improvement or system.

(¢) Bonds authorized or issued under
special improvement statutes when the only

security for such bonds is the properties
benefited or improved or the assessments
thereon.

{d} General obligation bonds authorized
or issued for assessable improvements, but only
to the extent that reimbursements to the general
fund for the principal and interest on such
bonds are in fact made from assessment
collections avatlable therefor,

{e) General obligation bonds issued for a
public undertaking, improvement or system
from which revenues, user faxes, of a
combination of both may be derived for the
payment of all or part of the principal and
interest as reimbursement to the general fund,
but only to the extent that reimbursements to
the general fund are in fact made from the net
revenue, net user ax receipts, or combination of
both, as determined for the immediately
preceding fiscal year, For the purposes of this
section, net revenue or net user fax receipts shall
be the revenue or receipts remaining after the
costs of operation, maintenance and repair of
such public undertaking, improvement or system
and the required payments of the principal of
and interest on all revenue bonds issueed therefor
have been made.

{f1  General oblization bonds of the State,
authorized but unissued, for an existing public
underfaking, improvement or  system that
produces revenues, or user fax receipts, or a
combination of both, but only it mn the fiscal
vear immediately preceding the authorization,
the public undertaking, improvement or system
produced a net revenue, net user taxes or a
combination of both, that was sufficient to pay
into the general fund the full amount of the
principal and interest then due for all general
obligation bonds then outstanding for such
public undertaking, improvement or system.



2} General obligation bonds of the State,
authorized but unissued, for an existing public
undertaking, improvement or system that has
not been self-sustaining as determined for the
immediately preceding fiscal year, and that
produces revenues, Or user tax receipts, or a
combination of both, but only if the rates or
charges for the wuse and services of the
undertaking have been, or the rate of such user
tax has been, increased by law or by the issuing
body as authorized by law, in an amount that is
determined will produce sufficient net revenue
or net user taxes, or any combination thereof,
for reimbursement to the general fund for the
payment of principal and interest on all general

obligation bonds then outstanding and
authorized for such public undertaking,

improvement or system,

{h} Generai obligation bonds issued by
the State for any political subdivision, whether
issued before or after the etffective date of this
section, but only for as long as reimbursement
by the political subdivision to the State for the
pavment of principal and interest on such bonds
is required by law; provided that in the case of
bonds authorized or issued after the effective
date of this amendment, the consent of the
governing body of the political subdivision has
first been obtained; and provided further that
during the period that such bonds are excluded
from fotal indebtedness of the State, the
principal amount then outstanding shall be
included within the funded debt of such
political subdivision.

Determinations of the exclusions from the
total indebtedness of the State or funded debt
of any political subdivision provided for in this
section shall be made annually and certified by
law or as prescribed by law. For the purposes of
this section, amounts received from on-street
parking may be considered and treated as
revenues of a parking undertaking.

Nothing in this section shall prevent the
refunding of any bond at any time. [Am Const
Con 1968 and election Nov 5, 1968]
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THE BUDGET

Section 4. Within such time prior to the
opening of each regular session in  an
odd-numbered year as may be prescribed by law,
the governor shail submit to the legislature a
budget setting forth a complete plan of
proposed expenditures and anticipated receipts
of the State for the ensuing fiscal biennium,
together with such other information as the
fegislature may require. The budget shall be
submitted m a form prescribed by law. The
governor shall also, upon the epening of each
such session, submit bills to provide for such
proposed expenditures and {or any
recommended additional revenues or borrowings
by which the proposed expenditures are to be
met. Such bills shall be introduced in the
legislature upon the opening of cach such
session. {Am Const Con 1968 and election Nov
5, 1968]

LEGISLATIVE APPROPRIATIONS:
PROCEDURES

Section 5. In each regular session in an
odd-numbered year, the legislature shall transmit
to the governor an appropriation bill or bails
providing for the anticipated total expenditures
of the State for the ensuing fiscal biennium. In
such session, no appropriation bill, except bills
recommended by the governor for immediate
passage, or to cover the expenses of the
legislature, shall be passed on final reading until
the bill authorizing operating expenditures for
the ensuing fiscal biennium, to be known as the
general appropriations  hill, shall have been
transmitted to the governor,

In each regular session in an even-numbered
vear, at such time as may be prescribed by law,
the governor may submit to the legislature a bill
to amend any appropriation for operating
expenditures of the current fiscal biennium, to
be known as the supplemental appropriations
bill, and bills to amend any appropriations for
capital expenditures of the current fiscal



biennium, and at the same time he shall submit a
bill or bills to provide for any added revenues or
horrowings that such amendments may require.
In each regular session in an even-numbered
year, bills may be introduced in the legislature
to amend any appropriation act or bond
authoérization act of the current fiscal biennium
or prior fiscal periods. In any such session in
which the legislature submits to the governor a
supplemental appropriations bill, no other
appropriation bill, except bills recommended by
the governor for immediate passage, or to cover
the expenses of the legislature, shall be passed
on final reading until such supplemental
appropriations bill shall have been transmitfed
to the governor. [Am Const Con 1968 and
election Nov 5, 1968; am L 1972, § B No
1947-72 and election Nov 7, 1972}

EXPENDITURE CONTROLS

Section 6. Provision for the control of the
rate  of expenditures of appropriated state
monies, and for the reduction of such
expenditures under prescribed conditions, shall

be made by law. [Sec. 7, ren Const Con 1968
and election Nov 5, 1968]

AUDITOR

Section 7. The legisiature, by a majority
vote of each house in joint session, shall appoint
an auditor who shall serve for a period of eight
years and thereafter until a successor shall have
been appointed. The legislature, by a two-thirds
vote of the members in joint session, may
remove the auditor from office at any time for
cause. it shali be the duty of the auditor to
conduct post-audits of all transactions and of all
accounts kept by or for all departments, offices
and agencies of the State and its political
subdivisions, to certify to the accuracy of all
financial staiements issued by the respective
accounting officers and to report his findings
and recommendations to the governor and to
the legisiature at such times as shall be
prescribed by law. He shall also make such
additional reports and conduct such other
investigations as may be directed by  the
legislature. [Sec, 8, ren Const Con 1968 and
election Nov 5, 1968}



GLOSSARY OF TERMS

Administrative debr limitation or ceiling

A self-imposed debt Iimitation which is
" below the legal debt ceiling

Amortization

Gradua! reduction, redemption, or lquida-
tion of the balance of an account according
to a specified schedule of times and amounts,
stch as in the extinguishment of a debt

Annual budget

A budget applicable to a single fiscal year

Appropriated receipis

Receipts that are identified with and
dedicated to a specific purpose and are not
available for further appropriation; they are
considered appropriated when received for
such purposes

Appropriation

An authorization granted by a legislative
body to make expenditures and {o incur
obligations for specific purposes. An appro-
priation is usually limited in amount and as
to the time when it may be expended.

Assessed values for tax rate purposes

The valuation set by government on real
estate as a basis for levying taxes
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Assessment of real property

The process of making the official valuation
of real property for purposes of taxation

Authority

A governmental unit or public agency created
to perform a single function or a restricted
group of related activities. Usually such units
are financed from service charges, fees, and
tolls, but in some instances they also have
taxing powers. An authority may be
completely independent of other govern-
mental unifs, or in some cases it may be
partially dependent upon other govern-
ments for ifs creating, its f{inancing, or the
exercise of certain powers.

Authority bonds

Bonds payable from the revenues of a specific
authority (gq.v.). Since such authorities
usually have no revenue other than charges
for services, their bonds are ordinarily revenue
bonds (q.v.).

Biennial appropriations

Authorizations granted by a legislative body
to make expenditures and to incur obliga-
tions for a fiscal period of two years

Biennial budget

A budget applicable to a fiscal period of
two years



Bond

A written promise to pay a specified sum of
money, called the face value or principal
amount, at a specified date in the future,
called the maturity date, iogether with
periodic interest at a specified rate. (The
difference between a note and z bond is that
the latter runs for a longer period of time and
requires greater legal formality.)

Bond fund

A fund used to account for the proceeds of
bond issues

Bonds authorized and unissued

Bonds which have been legally authorized
but not issued and which can be issued and
sold without further authorization

Bonds issued and outstanding

Bonds issued of which the principal has not
yet been paid

Budget

A plan of financial operation embodying an
estitnate of proposed expenditures for a given
period and the proposed means of financing
them. (The term “budget™ is used in two
senses in practice. Sometimes it designates
the financial plan presented to the appro-
priating body for adoption and sometimes the
plan finally approved by that body. Tt is
usually necessary to specify whether the
budget under consideration is preliminary
and tentative or whether it has been approved
by the appropriating body.}
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Capital improvement program

A plan for capital expenditures to be incurred
each year over a fixed period of years to meet
capital needs arising from the long-term work
program of otherwise. 1t sets forth each
project or other contemplated expenditure in
which the government is to have a part and
specifies the full resources estimated to be
available to finance the projected expendi-
fures.

Capital investment costs

Costs associated with capital improvements,
including the acquisition and development of
land, the design and construction of new
facilities, and the making of renovations or
additions to existing facilities

Debit limit

The maximum amount of debt which a
governmental unit may incur under consti-
tutional, statutory, or charter requirements

Debt margin

The difference between the legal debt Hmit
of a government unit and the existing debt
chargeable against the limit

Debt service charges

The annual amount of money necessary (o
pay the interest and principal on outstanding
debt

Debt service ratio

The annual amount required to pay the
principal and interest of general obliga-
tion bonds, expressed as a percentage of the
revenues of the general fund



Debt service reimbursements to the general
fund

Moneys assigned to the general fund from
other funds for the payment of principal
and interest on outstanding bonds

Eagrmarking of revenues

The automatic channeling of revenues to
finance a particular government program

Encumbrances

Obligations in the form of purchase orders,
contracts, or similar commitments which
are chargeable to an appropriation and for
which a part of the appropriation is reserved.
They cease to be encumbrances when paid.

Established undertaking
A governmental undertaking which has an
experience in producing revenues or deriving
user taxes in the fiscal vear preceding the
authorization of bonds for that undertaking
First charge on general revenues
The commitment of the state or political
subdivision to give the highest precedence
in making interest and principal payments

on issued and outstanding general obligation
bonds

Fiscal year
A 12-month period of time to which the
annual budget applies

Fiscal period

Any period at the end .of which a govern-
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mental unit determines its financial position
and the resulis of its operations

Full faith and credit
A pledge of the general (taxing power
for the payment of debt obligations. Bonds
carrying such pledges are usually referred

to as general obligation bonds or full faith
and credit bonds.

Funded debi

Debt which is chargeable against the consti-
tutional debt limit

General appropriations bill

The bill which authorizes expenditures for
the ensuing fiscal biennium

CGeneral fund
Fund consisting of all revenues not earmarked
for specific purposes which are available

for general use in financing government
operations and services

General fund revenues

Revenues other than those revenues ear-
marked for specific purposes

General obligation bonds

Bonds secured by an unconditional pledge
of the issuing government to pay them



Indusivial development bonds, industrial aid
bonds, industrial aid  financing, economic
development bonds

Bonds issued by governmental units, the
proceeds of which are used to construct
facilities for private industrial concerns.
Lease payments are used to service the
bonds. Such bonds may be in the form of
general obligation bonds or revenue bonds.

Municipal securities, municipal bonds

The tax-exempt bonds of stafe as well as
local governments

Operations qudit

The operations andit examines the efficiency
of a program Or agency

FPay-as-you-go

The financial policy of a governmental unit
which finances all of its capital outlays from
current revenues rather than by borrowing.
A governmental unit which pays for some
improvements from current revenues and
others by borrowing is said to be on a partial
or modified pay-as-you-go basis.

Fay-as-you-use

A term used to describe the financial policy
of a governmental unit which borrows the
funds to {inance facilities

Performance qudits

A term used to cover those gudits which are
not strictly financial but include tests for
efficiency of operations and effectiveness
of programs
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Post-audit

An audit made after the transactions to
be audited have taken place

Pre-gudit

*An examination for the purpose of deter-
mining the propriety of proposed financial
transactions

Program audir

An audit to assess whether the programs
are attaining the results expected of them

Real property tax administration

As it relates to Hawaii, the functions of
assessment, assessment notification, billing,
collection, tax map maintenance, research,
technical support, and the hearing of appeals

Refunding bonds

Bonds issued to pay, call, and redeem all
or any part of outstanding bonds

Reimbursable general obligation bonds

General obligation bonds issued for a public
undertaking, improvement or system in which
payment of principal and interest is
reimbursed to the peneral fund from assess-
ment collections, revenues, or vser taxes

Resrictions on appropriations

Any vportion of the appropriation that is
purposefully withheld by the executive from
expendifure



Revenue bonds

Bonds secured solely from the revenues of
an undertaking

Self-sustaining

Fully selfssustaining: An undertaking, im-
provement, or system which produces
revenues or derives user taxes sufficient to
meet all of the cost of operation, mainte-
nance, and repair and all of the debi service
requirements (q.v.) of bonds issued for that
undertaking, improvement, or system

Partially  self-sustaining: An  undertaking
which produces revenues or derives user
taxes sufficient to meet all of the cost of
operation, maintenance, and repair and part
of the debt service requirements (q.v.} of
bonds issued for that undertaking, improve-
ment, or system

Serigl bonds

Bonds the principal of which is repaid in
periodic installments over the life of the
issue

Special assessment

A compulsory levy made by a government
against certain properties to defray part or
all of the cost of a specific improvement
OF service

Special fund
Any fund which must be devoted to some

special use in accordance with specific regula-
tions and restrictions; it accounts for revenues
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from specific taxes or other earmarked
revenue sources which by law are designated
to finance particular functions or activities
of government

Special purpose bonds

Bonds issued by government to assist private
enterprises and individuals to finance capital
projects

Supplementary appropriations bill

The bill, submitted in an even-numbered
vear, {o amend any appropriation for
operating expenditures of the current fiscal
biennium

Term bonds

Bonds the entire principal of which matures
on one date

User charges and fees, user revenues

Fees and charges levied by the government
for specific uses of government property,
facilities, or services in order to recover,
wholly or partially, the costs incurred by
government in providing for such specific
uses of services

User taxes

Compulsory charges Jevied by a govern-
mental unit upon an item or commedity for
the purpose of financing specific types of
facilities or services (e.g., the fuel tax used
to finance highways)



