Indebtedness and Tax rate Indicators Analysis (2002 – 2006) 

This installment of the Local Government Fiscal Indicators Project produced by the Innovation Clinic at the Graduate School of Public and International Affairs at the University of Pittsburgh covers indebtedness and tax rate conditions of local governments in western Pennsylvania. Debt and tax rates are important for local government as debts allow municipalities to invest in infrastructure by creating long term liabilities while tax rates affect revenues and local competitiveness. These financial tools become even more important as the current recession begins to have adverse affects on the fiscal health of local governments throughout Pennsylvania.  Decreasing home values, rising foreclosure rates, a credit crunch and the decline in economic activity suggest that many local governments may not be able to generate enough revenue to cover their expenditures or find credit to invest in infrastructure.  

Our analysis shows that 64.5% of municipalities in the 10 county region increased their debt service as a percentage of total expenditures during the period 2002-2006.   This means that over half of the local governments we studied have greater debt obligations and possibly less expenditure flexibility going into a period of economic decline.   To meet this fiscal challenge, local governments may be forced to cut services or raise taxes to generate funds to reduce their debt.

A quick primer to the complicated subject of municipal finance is in order. Local governments traditionally finance their expenditures and capital projects in three ways: general obligation bonds, revenue bonds, or by drawing on current revenues and/or reserves. General obligation bonds are funded by general taxation and are backed by a promise to raise taxes before a community would be allowed to default.  Revenue bonds are financed by receipts of future taxes, fees, lease payments, and other types of revenue from the assets purchased with the loan monies. Most commonly, ongoing expenditures are funded with current year revenues with cash reserves used to cover unexpected expenses or to take advantage of unforeseen opportunities. General obligation bonds, revenue bonds, current revenues, and cash reserves are all important tools in local government finance. Unfortunately, the current credit crunch and economic environment will likely make it harder for local governments to finance public works projects and ongoing services. This may be particularly true for municipalities that substantially increased their indebtedness during the period 2002 to 2006.

Local governments and municipalities that count on the receipts of future revenues to finance projects may also experience fiscal strain as they try to make up for lower future revenues.  Millage rates and assessed property values are major components in municipal tax rates that can be changed or reassessed to generate revenue.  Our analysis indicates that nearly 20 percent of local governments in the 10-county region experienced a simultaneous decrease in total millage rate and assessed real estate values. As a result, citizens may be faced with unusually large tax and fee increases as local governments strain to raise enough revenue to stay afloat.  Unfortunately, this strategy could fail as citizens struggle to make ends meet in their personal finances. 

Debt Per Capita (DPC)
As noted above, debt is a useful tool to pay for long-term assets that provide benefits for many years. However, municipal leaders need to be mindful of the level of indebtedness as it relates to local resources and ability to pay for it in the future. Debt Per Capita is a measure of the value of municipal debt expressed in terms of the amount attributable to each citizen under the municipality’s jurisdiction. The level of debt per capita is a simple and important factor to consider when evaluating a municipality's fiscal health because it provides a comparative picture with other local governments. In our review of inflation adjusted data from 2002 to 2006, 42.6 % of municipalities in western Pennsylvania experienced a decrease in debt per capita, 40.8 % of municipalities stably maintained the same debt per capita level, and only 16.6 % experienced an increase. Compared with the data from 2001 to 2005, which showed that 32.6 % of municipalities decreased their debt per capita, 46.9 % maintained the same debt per capita level, and about 20.5 % increased their debt per capita. The data of 2002 to 2006 itself, together with the comparison with its counterpart 2001 to 2005 suggested that from 2002 to 2006, the municipal debt burden attributable to each resident had declined at a very notable extent. This result was attributable to two factors: decreasing debt levels and population growth.  Given the fact that during 2002 to 2006, the population in this region only had a very slight change, it is reasonable to conclude that overall indebtedness decreased over the period from 2002 to 2006. 
Table 1. Trend in Debt per Capita (2001-2005 & 2002-2006)
(3.12 percent Annual inflation estimate)
	
	2001-2005
	2002-2006

	
	Frequency
	Percent
	Frequency
	Percent

	Decrease
	170
	32.6
	221
	42.6

	Stable
	245
	46.9
	212
	40.8

	Increase
	107
	20.5
	86
	16.6

	Total
	522
	100.0
	519
	100.0


Debt Service as Percentage of Total Expenditures
Big debt numbers are not necessarily a bad thing if a community can afford to make payments and the funds are used to improve long term service and quality of life. Roads, sidewalks, parks, and other long-term investments make our property and business more valuable and make our communities better places to live. However, too much debt can be a bad thing, restricting our ability to pay for regular, recurring expenses. Debt service is the amount of principal and interest that a municipality must pay each year on net direct long-term debt, plus the interest on direct short-term debt. As debt service increases, it adds to a municipality’s obligations and reduces the municipality’s ability to finance other services. Debt service as percentage of total expenditures is a measurement of the relative indebtedness of a municipality and its ability to pay. Generally, debt service as percentage of expenditure regularly lower than 5% is indicative of low indebtedness, suggesting the need to increase long-term investments to maintain community infrastructure. Debt service between 5% to 15% of expenditure is indicative of healthy indebtedness, and higher than 15% is indicative of high indebtedness. From year 2002 to 2006, except for the year 2003 which we address later in this section, 73% of municipalities had low indebtedness; 12% of municipalities had healthy indebtedness, and 15% of municipalities had high indebtedness. In 2003, there was a large in shift from low indebtedness to high indebtedness that is inconsistent with the data previous to and after 2003.  The irregularity could be attributed to real estate reassessments or it could be bad data.  Nevertheless, in 2006, 56.7% municipalities had low indebtedness, 22.4% of municipalities had healthy indebtedness and 20.9% of municipalities had high indebtedness. Further analysis shows that about one third of municipalities,  which was 34.7%, in the region saw a decline in their debt service as percentage of total expenditure from 2002 to 2006, while another one third of municipalities which was 37.3% increased their debt service as percentage of total expenditure during the period studied, and the remaining kept the debt service level stable.  The data from 2002 to 2006 only had a very slight nuance with the data 2001 to 2005. 

These debt services results suggest that the majority of municipalities in Western Pennsylvania are under-investing in the long term. While the average debt service payment remained near the normal range of 5% to 10 %, more than two thirds of municipalities had debt service expenditure below recommended levels. However, given the large number of municipalities running structural deficits over the period, it is difficult to foresee substantially increased local investments in the long-term infrastructure and the subsequent increase in debt service. This infers that the state and local governments need to get their annual fiscal crises under control before our citizens will be able to benefit from increased infrastructure investment.

Table 2. Trend in Debt Service as a Percentage of Total Expenditure

 (2001-2005 & 2002-2006)

	
	2001-2005
	2002-2006

	
	Frequency
	Percent
	Frequency
	Percent

	Decrease
	164
	31.8
	184
	34.7

	Stable
	148
	28.7
	149
	28.1

	Increase
	203
	39.4
	198
	37.3

	Total
	515
	100.0
	531
	100.0


Assessed Real Estate Value
Suggesting that municipalities with low debt make investment in their infrastructure is irresponsible if they cannot raise the revenue necessary to cover the resulting debt service payment. In most municipalities, the real estate tax is the primary source of revenue to cover operational and debt service expenditure. Looking at real estate tax performance then, is a common measure of municipal health. How much we are charged in real estate taxes is dependent on three variables; millage rates, assessed values, and predetermined ratios. Millage rates are tax rates applied to properties with each mill representing $1 of tax dollar for every $1,000 of assessed property value. Assessed property values are set by Pennsylvania’s counties and are to be tied to a property’s market value at some point in time. The predetermined ratio is the percentage of a property’s assessed value that is taxed.

The dates of previous assessment varied among the counties that contain the municipalities studied here. Some counties reassessed the value of their real state during our study period while others did not. For this reason, we divided the municipalities into 2 groups: those with stable assessment from 2002 to 2006 and a 2003 to 2006 group. The first group is composed of the 426 municipalities in Allegheny, Armstrong, Beaver, Butler, Indiana, Washington and Westmoreland counties that did not  that did not reassess the value of their real estate between 2002 to 2006. The second group includes data from 85 municipalities in Fayette, Lawrence, and Greene counties that reassessed their property values in 2003. Analysis for this second group was conducted for the period after reassessment from 2003 to 2006. 
The table below shows that all municipalities in the region were twice as likely to see assessed values increase as decrease. Among the first group of municipalities that reside in counties that did not reassess, 31.2% saw decreases in assessed value and 68.8% experienced increasing assessed values. In the second group, 30.6% experienced a decrease in the assessed value whereas 69.4% experienced an increase.

Table 3. Trend in Municipal Assessed Values  (2002-2006 & 2003-2006)

	
	2002-2006
	2003-2006

	
	Frequency
	Percent
	Frequency
	Percent

	Decrease
	133
	31.2
	26
	30.6

	Increase
	293
	68.8
	59
	69.4

	Total
	426
	100.0
	85
	100.0


While these findings suggest most municipalities have the capacity to adjust their millage rates to cover natural increase in expenses, further analysis shows that increases in assessed values are not evenly distributed with fewer increases in assessed values in more urban areas. The table below notes that the vast majority of Second Class Townships saw increases in their assessed values, followed by First Class Townships which were evenly split. However, all but four of region cities (76.5% combined) experienced decreased assessed value within their jurisdiction. This raises serious concerns about cities’ ability extract sufficient revenues to cover expenditures and invest in infrastructure, especially given their central role in regions as hosts to business and nonprofits and state laws requiring them to provide expensive services like paid fire departments not required in, but often depended on by , surrounding municipalities. 

Table 4. Trend in Assessed Value by Municipal Class

(2002-2006 & 2003-2006)

	Municipality Class
	2002-2006
	2003-2006

	
	Decrease
	Increase
	Decrease
	Increase

	Borough
	92 

42.6%
	124 

57.4%
	12 

46.2%
	14 

53.8%

	1st Class Township
	17

50%
	17

 50%
	---
	---

	2nd Class Township
	12 

7.5%
	149

 92.5%
	13 

22.8%
	44

77.2%

	City
	12

80.0%
	3

20.3%
	1

50.0%
	1

50.0%

	Total
	133

31.2%
	293

68.8%
	26

30.6%
	59

69.4%


Millage Rate
Since millage rates have changed for municipalities that reassessed their property values, our analysis of millage rates use the two groups noted below. One group consists 425 municipalities not reassessing their real state value in 2003, and the other group did reassessment in 2003. Our findings indicate that for the first group, from 2002 to 2006, 55.8% of municipalities raised in their millage rate, 31.8% of municipalities kept stable millage rate, and only 12.5% of municipalities experienced a decline in millage rates.  For the other group, 51.2% raised in their millage rate, 35.7 % of municipalities kept stable millage rate, and only 13.1% of municipalities lowered their millage rates.  Future adjustment should be taken consideration for governments that experienced a decline in millage rates as well as those maintaining same millage rate.  Doing so will improve the municipalities’ fiscal health as well as to provide the opportunity to remain competitive in attracting new residents and retaining current residents. 
Table 5. Trend in Municipal Millage Rate  (2002-2006 & 2003-2006)

	
	2002-2006
	2003-2006

	
	Frequency
	Percent
	Frequency
	Percent

	Decrease
	53
	12.5
	11
	13.1

	Stable
	135
	31.8
	30
	35.7

	Increase
	237
	55.8
	43
	51.2

	Total
	425
	100.0
	84
	100.0


Table 6. Trend in Millage Rate by Municipal Class that did not reassess
(2002-2006)
	Municipality Class
	Decrease
	Stable
	Increase
	Total

	Borough
	18

8.2%
	67

30.5%
	135

61.4%
	220

100.0%

	City
	2

13.3%
	4

26.7%
	9

60.0%
	15

100.0%

	1st Class Township
	7

20.6%
	7

20.6%
	20

58.8%
	34

100.0%

	2nd Class Township
	26

16.7%
	57

36.5%
	73

46.8%
	156

100.0%

	Total
	53

12.5%
	135

31.8%
	237

55.8%
	425

100.0%


Table 7. Trend in Millage Rate by Municipal Class that reassessed
(2003-2006)
	Municipality Class
	Decrease
	Stable
	Increase
	Total

	Borough
	1

3.2%
	12

38.7%
	18

58.1%
	31

100.0%

	City
	---
	---
	2

100.0%
	2

100.0%

	2nd Class Township
	10

19.6%
	18

35.3%
	23

45.1%
	51

100.0%

	Total
	11

13.1%
	30

35.7%
	43

51.2%
	84

100.0%


The findings from Table 5 and Table 6 are constantly in accord with the overall millage rate trend. In Table 5, majority of municipalities from the four levels of municipalities, including city, borough, 1st Class township and 2nd Class township, saw a raised millage rate. Similarly, in Table 6, For those 84 municipalities which reassessed in 2003, 2 cities both raised their millage rate, 18 out of 31 boroughs saw an increased millage rate, and 23 out of 51 2nd Class Township experienced a raise in millage rate.

 By using the millage rate as a fiscal tool, not only can municipalities collect sufficient revenues for providing public service, but manipulate burden of taxation attributable to each resident under the municipality’s jurisdiction with high flexibility.
Trend in Total Millage Rate Combined with Trend in Assessed Value Real Estate 

In this part of our analysis, we combined the change in total millage rate and the trend in the assessed real estate value for municipalities. This analysis is intended to identify municipalities that are running into long term indebtedness as a result of decreased real estate values and total millage rates. 

The analysis of Table 8 shows that for the municipalities that did not reassess in 2003, 2.8% experienced a simultaneous decrease in their total millage rate and real estate values, whereas 34.1% of municipalities experienced a simultaneous increase the millage rate and real estate value. On the other hand, 21.6% appeared to compensate a decrease in their real estate value by increasing their total millage.  Conversely, 9.6% compensated for the decrease in total millage rate with an increase in real estate values. Furthermore, 24.9% tended to increase their real state value while keeping their millage level stable, and 6.8% experienced decreased real state value but still maintained the same millage rate.

Table 8. Trend in Total Millage Rate & Assess Value for Those Municipalities that did not reassess from 2002 to 2006

	
	
	Trend in Assess Value

	
	
	Decrease
	Increase
	Total

	Trend in Total

Millage Rate
	Decrease
	12
22.6%
	41
77.4%
	53
100%

	
	Stable
	29

21.5%
	106

78.5%
	135

100%

	
	Increase
	92
38.8%
	145
61.2%
	237
100%

	
	Total
	133
31.3%
	292
68.7%
	425
100%


For the municipalities that did reassess in 2003, the analysis below shows that 3.6% experienced a simultaneous decrease in their total millage rate and their real estate value through 2006, while 32.1% of municipalities experienced a dual increase in the total millage rate and real estate values. On the other hand, 19.0% increased their total millage rate while their real estate value decreased; and 9.5% municipalities decreased their total millage rate while their real estate value increased.  In addition, 27.4% tended to increase their real state value while keeping their millage level stable, and 8.3% experienced decreased real state value but still maintained the same millage rate.

Table 9. Trend in Total Millage Rate & Assess Value for Those Municipalities that reassesses from 2003 to 2006

	
	
	Trend in Assess Value

	
	
	Decrease
	Increase
	Total

	Trend in Total

Millage Rate
	Decrease
	3
27.3%
	8
72.7%
	11
100%

	
	Stable
	7
23.3%
	23
76.7%
	30
100%

	
	Increase
	16

37.2%
	27

62.8%
	43

100%

	
	Total
	26
31.0%
	58
69.0%
	84
100%
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