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Abstract  
 
A review of recent fiscal history can help to understand the mechanisms by which 
subnational governments adapt their tax, expenditure, and debt policies to an ever-
changing economic environment, and on the role of fiscal assistance from higher-level 
governments in this process.  In principle, proposed Federal assistance to states and 
localities may provide useful macroeconomic stimulus and financial support, but past 
experience, in the US and elsewhere, highlights the pitfalls in achieving rapid delivery of 
substantial assistance while simultaneously targeting scarce fiscal resources to the most 
urgent needs and preserving incentives for prudent financial management by states and 
localities.  
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I. Introduction 

 

State and local governments are among the many institutions, public and private, that are 

suffering from the recent turmoil in financial markets.  Disruptions of the market for 

auction-rate securities, doubts about the financial stability of municipal bond insurers 

(reflected in downgrades by rating agencies), and uncertainty about the meaningfulness 

of bond ratings themselves are among the symptoms of this turmoil.1  Increasingly, 

stresses arising within the financial markets are compounded by changing economic 

conditions: a downturn in overall economic activity is reducing revenue flows to state 

and local governments at the same time that demands for many public services – income- 

and employment-conditioned social services in particular – are rising.   As of the time of 

writing, it is far too early to draw any firm conclusions about the fundamental causes and 

ultimate consequences of the current economic and financial crisis.  But it may be useful 

to review some branches of previous research, based on the experience of subnational 

government finance in the US and abroad, that can provide some partial insights into 

recent events.  As will become apparent, our understanding of subnational government 

finance in the midst of financial crises is imperfect, and there are many fruitful lines of 

inquiry for future research.    

 

This paper begins with a short review of some of the history of state and local public 

finance in the US.  Even in the postwar era, to say nothing of earlier periods, subnational 

governments have had to cope with episodes of economic, financial, and fiscal distress, 

and, at least to date, they have demonstrated a capacity to adjust their policies, when 
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necessary, to maintain their long-run financial viability.  Section III describes an 

analytical framework for modeling this adjustment process and summarizes the findings 

of some recent research devoted to the study of municipal government finance.  Research 

to date has examined municipal governments in the US and Germany, and a comparison 

of the two shows that they differ, in important ways, because of the differing degrees to 

which municipal governments are supported by fiscal transfers from higher level 

governments.   These findings are of some interest, in view of recent proposals to extend 

special financial relief to state and local governments in order to deal with current 

exigencies. Section IV discusses some of the potential advantages, as well as the pitfalls, 

of such policies.  

 

II. Some Historical Perspective 

 

To begin with, it should not be forgotten that state and local governments have been 

through many ups and downs during past decades.  Each “crisis” has its own distinctive 

features, but it is well recognized that the public finances of state and local governments 

have never been immune to economic cycles.  At the same time, state and local 

government finances have exhibited a certain overall stability, suggesting that their fiscal 

systems, and the legal and political frameworks underpinning them, have displayed a 

significant degree of resiliency.  

 

Some references to previous literature can help to provide perspective.  Edward 

Gramlich, an eminent long-time analyst of subnational government finances in the US, 
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wrote a paper in 1978 entitled “State and Local Budgets the Day after it Rained: Why is 

the Surplus So High?” which begins (p. 191) by stating that “[r]eaders of the financial 

press will be shocked to find that …the 78,000 state and local governments in this 

country are running a hefty surplus”.  This surplus was shocking because it occurred soon 

after the 1975 recession. (New York City nearly defaulted on its municipal debt in 1975, 

marking this not only as a recession year, but a year of substantial financial market 

distress.)  This mid-1970s episode may serve as a reminder that not all risks, in the 

neutral sense of fluctuations, are to the downside: financial and economic conditions can 

change rapidly and unexpectedly for the better.  Of course, la plus ca change, la plus c’est 

la meme chose: such is the way of cycles.  By 1991, Gramlich had occasion to write an 

article entitled “The 1991 State and Local Fiscal Crisis”, which begins with these telling 

remarks: “Every decade or so the state and local government sector begins to behave 

strangely.”  On that occasion, of course, subnational fiscal balances were worsening.  

 

Despite the inevitable cycles to which subnational governments have been subject, one 

must acknowledge that the current system by no means represents the worst of all 

possible worlds.  The precise extent to which the policies of state and local governments 

in the US have contributed to the development of the US economy for the past two 

centuries can certainly be debated, but they have evidently not prevented US economic 

growth over long periods of time.  Indeed, there is at least a prima facie case that 

subnational governments, involved as they have been in the provision of education, 

transportation, public safety, and other important services, may well have provided an 

essential part of the framework for economic growth over long periods of time.  In any 
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case, these services have been provided essentially uninterruptedly for almost all citizens 

for the past century and longer, surely a sign that the fiscal systems of state and local 

governments have generally been quite able to adapt to the many short- as well as long-

term economic, demographic, technological, and other shocks and trends that have 

confronted them for many decades.  These adaptations are by no means costless, of 

course, and many groups might wish that subnational government policies would take 

their interests more prominently into account. The beneficiaries of public services have 

been disappointed when services have been cut, taxpayers have been disappointed when 

taxes have gone up, public sector employees have been disappointed when jobs have 

been cut, and bondholders have been disappointed when debt has not been repaid.2   Few 

would wish to argue that every policy decision by every unit of subnational government 

has been fully optimal, but the system of fiscal federalism in the US has arguably served 

the nation reasonably well.  This is a system that scholars continue to study.  One good 

reason to do so is that sound policymaking, in times of crisis, should preserve and build 

upon the strengths of the existing system, even if policy innovations are needed in order 

to manage to cope with some of the strange and unique problems that seem to crop up 

every decade or so.3 

 

III. Subnational Government Fiscal Adjustment: Some Recent Findings 

At times of fiscal and financial distress, it is commonplace and very natural for 

policymakers and commentators to make many proposals for large and small reforms.  

How can governments continue to provide essential services?  Where will the money 

come from?  How can defaults and bankruptcies be averted?  What policies can provide 
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needed economic stimulus?  In the face of changing economic circumstances, and 

through a complex process of political haggling, at all levels of government, policies are 

finally determined.  This complex process must inevitably respect fundamental economic 

and financial constraints on the revenue raising capacities of governments and on the 

ability of financial markets to absorb government debt.  Although the adaptation of fiscal 

and financial policies in times of crisis may capture greater attention and produce more 

controversy than in more ordinary circumstances, and although the crisis of the day often 

appears to be more severe than those that have gone before, the adaptation of government 

policy to shifting economic, demographic, financial, and other circumstances is in fact a 

continuous process.  Taxes go up and down, spending goes up and down, and borrowing 

goes up and down, at all levels of government and at all times.   

 

This section summarizes some recent research that aims to shed light on the nature of this 

dynamic process of fiscal adjustment. . To date, this research has examined fiscal 

adjustments by municipal governments in the US and Germany during the past several 

decades.4 The findings of this empirical research, and particularly the contrast between 

the results for the US and Germany, shed light on some of the policy options that 

government policymakers face when considering such issues as possible expansions of 

fiscal transfers to subnational governments in times of distress.  

 

To begin with, consider a very simple and fundamental question: in the long run, are the 

finances of a government “balanced”, or, in somewhat different language, financially 

sustainable?  This question has been investigated at the level of national governments by 
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such authors as Bonn (1991) and others, who examine the long-run development of 

public expenditures, taxes, and debt for countries such as the US and other countries.  At 

any point in time, a government’s expenditures can outpace its revenues, provided either 

that it has previously accumulated assets that can be liquidated and used to finance 

current spending or that it can borrow to make up the difference between spending and 

revenues.  Current tax and expenditures decisions affect the future, however: the 

depletion of existing assets, and the accumulation of new liabilities, imply that future 

spending must be lower, or future revenues must be higher, than otherwise would be the 

case.5 If this year’s borrowing B becomes next year’s debt plus interest, (1 + r)B, it can be 

repaid at that time either by raising more taxes or by cutting spending, or both. Of course, 

it may not be absolutely necessary to repay this year’s borrowing plus interest in the 

coming year.  Instead, it might be possible to postpone repayment for an additional year, 

though of course at the expense of having to cut spending or raise revenues in that year 

sufficient to retire the debt plus interest of (1 + r)2B.  By continuing this process, it is 

possible to defer repayment of this year’s borrowing for many years, or even indefinitely.  

Nevertheless, one must anticipate that governments cannot simply rely indefinitely on 

borrowing to finance all of their expenditures: otherwise, why pay taxes at all? Indeed, as 

a condition of long-run solvency, it is usually postulated that governments must adhere to 

a long-run budget constraint that states that the present value of future government 

expenditures, plus the level of outstanding initial debt obligations, must be equal to the 

present value of government revenues.  Symbolically, this “long-run government budget 

constraint” may be written as 

G + B0 = R 
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where G is the present value of all government expenditures, R is the present value of all 

government revenues, and B0 is initial debt outstanding.    

 

This long-run budget constraint embodies the important point that, at least in the absence 

of regulatory or other constraints, governments do not have to balance their budgets in 

the “short run”.  One cannot look at any one year’s expenditures, revenues, and 

borrowing in isolation to see whether fiscal policy is sustainable. Indeed, one main 

function of government borrowing (and its negative, government saving) is to enable 

governments to “detach” the flow of current revenues from the flow of current 

expenditures.   In particular, at a time of fiscal “crisis”, governments can use borrowing 

to maintain or even increase expenditures in the face of declining revenues and, in 

principle, this provides a means by which governments can “smooth” taxes and 

expenditures over time, even in the face of fluctuations in economic activity.  Bohn 

(1991) and other authors have investigated the long-run dynamics of government 

finances at the Federal level, confirming that fiscal policies, in the past, do seem to 

comply with the government’s long run budget constraint.   

 

A similar analysis can be undertaken for subnational governments, although, for these 

governments, it is particularly important to take transfers to or from other levels of 

government explicitly into account.  In 2005-2006, Federal transfers to state and local 

governments accounted for 22% and 4% of their revenues, respectively, while state 

transfers to localities amounted to 30% of local revenues.  State government transfers to 

localities exceeded Federal transfers to states, although only by about 6%.  (Thus, in 
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terms of aggregate net transfers, states may be viewed approximately as conduits for 

Federal funds flowing to localities.) If T is the present value of net transfers from other 

levels of government, the long-run budget constraint for a subnational government can be 

written as 

G + B0 = R + T, 

which shows that subnational government expenditures and debt obligations can be 

financed not only through own-source revenues, but also through transfers from other 

governments.  Thus, a state or local government may be able to finance a level of 

expenditures over time that would not be sustainable through its own tax and nontax 

revenues if it is the beneficiary of sufficiently large fiscal transfers from another (usually 

higher level) government.  

 

As reported in detail in Buettner and Wildasin (2006), an analysis of the fiscal policies of 

approximately 1000 municipalities, large and small, over a period of a quarter century, 

shows that municipal governments in the US do adjust their finances over time so as to 

adhere to their long-run budget constraints.  An increase in a municipality’s deficit in one 

year, resulting, for instance, from increased spending or reduced revenues, is offset by 

changes in fiscal policies in later years, with large responses within a year or two and 

with diminishing impacts in later years. By decomposing municipal finances into 

outflows of expenditures and debt service and inflows of own-source revenues and 

intergovernmental transfers, one can examine the extent to which changes in each of 

these fiscal variables offset changes in any one of them so as to maintain long-run budget 

balance.  For instance, for a typical municipality, an increase in expenditures in one year 
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is followed by increases in taxes, in intergovernmental transfers, and in debt service, as 

well as by reductions in expenditures, in subsequent years.  As a matter of fact, this latter 

“own-effect” – the response of future expenditures to changes in current expenditures -- 

is quite large: in present-value terms, an increase in expenditures in one year is offset by 

a more than 70% decrease in future expenditures.  Consequently, to maintain long-run 

fiscal balance when expenditures rise, comparatively modest adjustments are required for 

other fiscal instruments: in present-value terms, own-source revenues rise by about 16%, 

grants from higher level governments rise by about 8%, and debt service rises by less 

than 2% of the amount of an increase in municipal expenditures.  All of these findings 

hold, in reverse, when expenditures fall.  

 

In contrast, a change in own-source revenues gives rise to a rather different pattern of 

fiscal adjustment.  If revenues go up in one year, future revenues fall by only about 35% 

of this amount, in present-value terms.  Future expenditures rise by 51%, grants fall by 

9%, and debt service falls, but by less than 1%, in present-value terms.  

 

These and other results indicate that municipalities have succeeded in navigating a path 

to fiscal sustainability over a long period of time.  They have done so, in substantial part, 

by adjusting those components of fiscal policy over which they have relatively direct 

control: their spending, and their own tax and nontax revenues.  These adjustments are 

not instantaneous, however.  Moreover, transfers from higher-level governments play a 

significant role in the process.  To some extent, increases in expenditures or reductions in 
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own-source revenues are offset by increases in transfers from higher-level governments, 

enabling municipalities to adhere to their long-run budget constraints.  

 

By way of comparison, Buettner (2007) discovers some interesting points of contrast 

between the fiscal adjustment processes of municipalities in the US and Germany.  As in 

the US, intergovernmental transfers are quite important in the German federation, and, in 

fact, they are larger, as a source of finance, for German as compared with US 

municipalities. Furthermore, the German system has elements that are explicitly designed 

to equalize the fiscal resources of municipalities.  No doubt largely for this reason, it 

seems, empirically, that changes in fiscal transfers play a much larger role in the fiscal 

adjustment process of German municipalities than is true for their American counterparts.   

In particular, fluctuations in own-source revenues are offset by compensatory changes in 

fiscal transfers (especially through the equalization system) to a much greater extent than 

in the US.  Whereas a one-unit increase in local taxes is followed by a subsequent 

decrease in transfers of about 9% in the US, as mentioned above, the corresponding 

figure for German municipalities is about 15%.  For sustained increases in revenues (as 

opposed to a one-year fluctuation), the figure for the US is about 13%, whereas for 

Germany it is about 34%, more than 2.5 times higher.  

 

Although these figures must be interpreted with care, they strongly suggest that the 

German system is one in which a substantially larger fraction of the ups and downs of 

local revenue fluctuations are absorbed by higher level governments than is the case in 

the US.  At a time of financial and fiscal distress, when local revenues are falling, 
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changes in equalizing transfers can provide German municipalities with significantly 

greater relief than would be true for their American counterparts.  Not surprisingly, then, 

a fall in revenue for US municipalities is followed by substantially larger reductions in 

expenditures in subsequent years than is true for German municipalities. In these 

important respects, and others, the process of fiscal adjustment for German local 

governments differs significantly from that of the US.  

 

Buettner (2007) also points out that the own-source revenue bases of German and US 

local governments differ in important ways.  Property taxes account for a large fraction of 

the own-source revenues collected by local governments in the US.  German 

municipalities also derive revenue from similar taxes.  However, they are much more 

dependent than US municipalities on taxes on business activity – a revenue source that is 

far more sensitive to changing economic conditions than the property tax.  As a 

consequence, their revenues may exhibit greater variability than is true for US cities.  

Perhaps the equalization system is therefore particularly important and useful in the 

German case, as it helps cities to cope with relatively large revenue fluctuations: the 

contributions of those with high levels of revenues are transferred to, and thus insure, 

those with revenue shortfalls.  On the other hand, as Buettner notes, cities do have some 

discretion about the mix of revenue sources they employ.  One dimension of policy 

discretion is the balance between relatively stable and relatively volatile sources of tax 

revenue, and the fiscal equalization system may well influence the policy tradeoffs 

between these types of taxes.  By protecting municipalities from some of the 

consequences of revenue shortfalls, equalizing transfers may encourage greater reliance 
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on revenue sources that would otherwise be seen as too risky to support important 

municipal government functions.   

 

IV. Federal Assistance to Subnational Governments: Policy Goals and Challenges 

 

In the current financial and fiscal crisis, some commentators – including economic policy 

advisers for the incoming administration -- have called for large increases in Federal 

government assistance for states and localities (Romer and Bernstein, 2009).  There are 

several purported benefits to be realized from such relief.  First, because subnational 

government revenues have fallen, states and localities are likely to curtail spending.  

From a macroeconomic perspective, such a response may exacerbate the recession by 

weakening aggregate demand.  From a financial perspective, falling revenues may impair 

the ability of subnational governments to repay their debt obligations in a timely manner, 

and this prospect may limit the willingness of market participants to purchase subnational 

government financial obligations on favorable terms.  From a public finance and public 

policy perspective, falling revenues, possibly combined with reduced access to capital 

markets, may force subnational governments to limit their expenditures and thus to forgo 

the provision of public goods and services and investment in public infrastructure.  It 

seems that all of these effects would likely be mitigated by increased Federal assistance 

to subnational governments.   

 

The evidence from the research just mentioned, as well as previous research on state and 

local government finance, provides partial (but not complete) support for the notion that 
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increased Federal assistance to states and localities could have a salutary macroeconomic, 

financial, and fiscal impact.  Fiscal transfers to subnational governments typically do 

result in higher levels of public expenditures by recipient governments, although, to some 

degree, these transfers are also offset by reductions in recipient government taxes.  From 

an aggregate fiscal stimulus perspective, it seems likely that sufficiently large transfers 

could indeed increase aggregate demand, both by raising state and local expenditures and, 

through the less direct channel of local tax relief, by increasing consumption and 

investment expenditures by households and businesses.6  

 

In terms of short-run liquidity and debt management, Federal government transfers can 

provide immediate relief to subnational governments that are unable to pay their debt 

obligations or that face significant restrictions in raising funds through capital markets.  

Research by Poterba (1994), Bohn and Inman (1996), Alesina and Perotti (1999) and 

other authors indicates that limitations on the ability of subnational (particularly state) 

governments to borrow (for instance, as a result of balanced-budget rules) may indeed 

restrict their spending, a finding that also emerges in some current research on municipal 

government infrastructure spending (Buetter and Wildasin, in progress).  Federal fiscal 

assistance may protect the ability of subnational governments to maintain public services 

and to sustain investments in infrastructure, even in the face of declining revenues and 

unusual financial market constraints.  In the absence of such relief, the results 

summarized in Section III, as well as research reported elsewhere, suggest that 

municipalities may increase taxes and cut spending now and in future years as they adjust 

their fiscal policies to adhere to their long-run budget constraints.   
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Despite these potential benefits from increased Federal transfers to subnational 

governments, the overall desirability of major increases in fiscal transfers to subnational 

governments remains unclear.  First, from an aggregate demand management viewpoint, 

it is debatable whether Congress can enact appropriate fiscal stimulus legislation 

sufficiently rapidly to achieve desired macroeconomic goals if it is simultaneously to 

promote other public policy desiderata.  After Congress acts, it takes time for recipient 

governments to respond to Federal assistance.  It is quite possible that any such assistance 

may arrive too late to help with recovery from the current recession; in fact, it may 

augment demand expansion during the anticipated future economic recovery to an 

undesirable degree, thus solving few macroeconomic problems and perhaps adding some 

new ones.  

 

The time lags involved in this process can be minimized by swift Congressional action on 

financial relief programs that have a minimum of regulatory oversight and control, 

perhaps by directing assistance to projects that are already on the drawing boards and that 

are ready to implement -- so-called “shovel-ready” projects.  However, in this case, it is 

quite possible that other possible policy objectives may be compromised.  The stock of 

“shovel-ready” projects may or may not be distributed among states and localities in a 

way that matches fundamental public assistance priorities.  For instance, some relatively 

disadvantaged regions, coping with limited revenues, may have only limited plans in 

place for immediate increases in expenditures on infrastructure or other projects, even 

though their capital stocks may have deteriorated substantially due to ongoing economic 
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weaknesses; in this case, Federal assistance delivered with a mandate for rapid action 

may end up in regions where needs are less pressing.  Furthermore, projects that are 

ready for immediate action may, in fact, be projects that would have been undertaken in 

any case, which is to say that Federal assistance for these projects would have little 

impact on subnational government spending over a short time horizon (less than one year, 

say).   

 

This problem is not an unfamiliar one. Writing of an earlier period of fiscal crisis, 

Gramlich (1978) recounts, “In July 1976, Congress passed a strange piece of legislation 

called the Local Public Works Capital Development and Investment Act of 1976 … . 

This act, intended to stimulate the economy, gave free money … to state and local 

governments for projects that could be started within 90 days, almost ensuring that the 

projects were the sort that might have been constructed anyway.” Gramlich (p. 209) goes 

on to describe some of the problems regarding the timing of this assistance, which 

created considerable uncertainty for potential recipients, and concludes that the upshot 

may well have been that “in the name of stimulating the economy, the government passes 

a $2 billion program that appears to have caused a postponement of as much as $22 

billion in total government spending and a reduction in GNP of perhaps $20 billion!”  

These figures are trifling by today’s standards, but the lesson is a valuable one 

nonetheless.  Subnational governments, as of late 2008, may be wisely (from their 

viewpoints) postponing important public projects in order to have them ready to go when 

(and if) a major relief bill passes Congress in 2009 – just the sort of perverse response 

that policy uncertainty that seems to have undermined the 1976 initiative. The timely 
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manipulation of fiscal policy to achieve desired macroeconomic impacts is a subtle and 

difficult undertaking, and it is far from clear whether it can be successful in the present 

context.  

 

However important it may be for the Federal government to stimulate aggregate demand 

through fiscal policy initiatives, the assessment of proposed Federal relief to state and 

local governments cannot focus exclusively on macroeconomic factors.  Large amounts 

of government expenditure ought to do something useful. It is natural to wonder whether 

incremental expenditures undertaken by subnational governments in response to Federal 

financial relief would be directed to high-value uses or whether, instead, a new program 

of Federal assistance to subnational governments would result in wasteful public 

expenditures.  In recent months, the prospect of using Federal assistance to expand 

spending on “infrastructure” projects – roads, bridges, transit systems, and the like – has 

been much discussed.  For many years, commentators have expressed concern about the 

condition of the nation’s infrastructure, and some seem to feel that a program of Federal 

assistance in support of public capital investment is needed.  Indeed, it is possible that 

states and localities have a large backlog of infrastructure projects that are now, and 

perhaps for some time have been, right at the cusp of adoption: almost, but not quite, 

important enough to cross the approval threshold in the budgeting process. If so, Federal 

assistance may “tip the balance” in a way that facilitates a sudden expansion of very 

useful upgrades to the stock of public capital.   
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On the other hand, states and localities may have limited their expenditures on these 

types of projects in the past because they view other types of spending as more valuable.   

In this case, perhaps Federal assistance would better be directed toward those uses, 

whatever they may be – primary and secondary education, higher education, health, 

public safety, debt service, or the funding of public employee pension systems, to 

mention only a few.  In principle, nothing would prevent the Federal government from 

directing its resources to these objectives instead of, or in addition to, programs of 

infrastructure investment.  It is not easy, however, for Federal authorities to choose 

among such policy options, as it is not easy for them to ascertain how state and local 

governments, collectively and individually, ought to use their scarce budgetary resources.    

 

As an alternative mechanism of assistance to states and localities, the Federal government 

could provide relief for states and localities in a way that leaves them with a high degree 

of autonomy in the use of these funds. A program that provides cash transfers to each 

state on an equal per capita basis, for instance, could be enacted and implemented very 

quickly.  This would allow states to determine whether to spend incremental funds on 

infrastructure, education, debt service, transfers to local governments, tax relief, or any 

other alternative use of funds.7   Insofar as the goal of Federal assistance is to help 

subnational governments overcome liquidity constraints, such a program would at least 

serve the purpose of putting cash in the hands of state governments.  A substantially more 

complex alternative, but one that would more likely stimulate recipient government 

expenditures, would be an open-ended matching grant program.  The fewer the 
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restrictions on the uses of grant funds, the more quickly these funds could be disbursed 

and utilized.  

 

 Federal authorities may be reluctant to turn over large amounts of funds in such an 

unrestricted manner, however. The tension between the desire of donors to control the 

uses of funds and the desire of recipients to use funds in whatever way may seem most 

important is a familiar one, and there are valid concerns on both sides.  In ordinary 

circumstances, this tension can be managed through careful analysis of programmatic 

alternatives.  In the midst of a fiscal crisis where rapid policy responses seem urgent, 

such analysis may well fall by the wayside, with unpredictable consequences.8  

From the viewpoint of state and local government debt policy, a program of Federal 

assistance could backstop subnational government debt obligations and perhaps prevent a 

series of defaults that would further undermine the operation of the capital markets.  If a 

major state or locality faces a serious risk of default, as may occur before the current 

crisis subsides, it is likely that pressure will build for emergency Federal relief.  

However, the effective implementation of any such relief is a challenging undertaking.  

Not all states and localities are equally at risk of financial failure.  Some have recently 

made difficult decisions to cut spending or to bolster revenues in order to mitigate such 

risk.  In past years and decades, some have pursued relatively conservative financial and 

fiscal policies, while others have been less cautious.  To offer only one illustration, the 

financial problems facing the state of California have attracted significant attention in the 

popular media.  California is a wealthy state, but it presently faces revenue shortfalls, 

partly as a consequence of its reliance on comparatively volatile revenue sources such as 
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the personal income tax.9   Emergency Federal assistance to states or localities facing 

particularly difficult financial circumstances in the current crisis would undoubtedly 

provide welcome relief to bondholders, taxpayers, public sector employees, and others in 

these jurisdictions.  It would also, however, likely flow to jurisdictions that have, in the 

past, followed relatively risky fiscal strategies.  

These considerations raise a fundamental policy concern.  Does Federal assistance at a 

time of financial crisis implicitly create perverse incentives that may undermine the 

overall system of subnational government finance?  As noted in Section III, German 

municipalities have developed a system of finance that depends, more so than is true for 

the US, on revenue sources that may be relatively volatile.10   Plausibly, the incentives for 

subnational governments to adopt such policies are significantly influenced by the extent 

to which transfers from higher level governments help to insure them against the risks of 

revenue fluctuations.  The anticipation of such transfers, whether they result from the 

operation of a formal system of equalizing transfers or from ad hoc interventions, can 

shift the fiscal system as a whole toward increased subnational government dependence 

on Federal assistance in times of crisis.  Such a shift that would almost inevitably entail 

increased Federal regulation of subnational government financial management and 

concomitant limitations on subnational government policy autonomy. (Of course, as a 

constitutional matter, the Federal government’s power to regulate state governments and 

their subsidiary local governments is quite limited.  But, when backed by the prospect of 

generous funding, Federal government policy preferences are not easily ignored by states 

and localities.)  An upward shift of decisionmaking authority – from localities to states, 

or from states to the Federal government – may in fact be needed to limit the risks 
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undertaken by subnational governments. Such a centralization of power could, in 

principle, help to enforce state and local government adherence to financially sustainable 

fiscal policies.  On the other hand, in view of the accumulation of large explicit and 

implicit liabilities at the Federal level in recent decades, it could be argued that lower 

level governments, subject as they are to self-imposed and market-imposed constraints, 

have in practice demonstrated a comparatively greater commitment to fiscal sustainability 

than the national government.11 

 

Footnotes 
 
1. Many examples could be cited to illustrate the difficulties facing bond market 
participants.  This quotation, from a December, 2007 news report (Barr, 2007), captures 
some of the flavor: “By issuing warnings on FGIC and XL Capital Assurance, [Moody’s] 
is also putting more than 90,000 securities that the companies had guaranteed on review 
for a possible downgrade, according to global fixed-income analysts at UBS. The 
majority of those securities -- 89,709 -- are in the public finance sector, the analysts said, 
noting that this was "unprecedented" in the municipal bond market.”   
 
2. Subnational governments certainly do go through periods of financial distress. 
Nonetheless, defaults on subnational government debt, municipal bankruptcies, and other 
extreme breakdowns of the financial underpinnings of subnational governments are rare.  
As described in more detail in Wildasin (2004), there have been well less than a thousand 
municipal bankruptcies under Chapter 9 of the US bankruptcy law since its enactments in 
1937. Moreover, many of these bankruptcies have been comparatively small units of 
local government, such as special-purpose districts (e.g., small water districts).  Given 
that there are almost 100,000 subnational governments in the US, these bankruptcies are 
clearly exceptions to the rule.  Indeed, it is possible that the number and scale of local 
government bankruptcies is inefficiently small.  Further investigation of the optimal level 
of municipal bankruptcies may well be warranted.  
 
3. The fiscal and financial history of subnational governments in the US is a large 
subject, and one that is the subject of ongoing research.  Ratchford (1941) recounts the 
history of US subnational government debt from the Revolutionary War through the 
1930s.  Inman (2003) discusses how subnational governments have dealt with fiscal and 
financial crises through the nineteenth and twentieth centuries, noting that higher level 
governments historically exercised substantial constraint in coming to the relief of 
distressed lower-level governments.  Zolt (2009) provides a recent analysis of the 
evolution of state and local government finances from the early years of the Republic to 
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the present, emphasizing the interaction between economic inequality, particularly within 
different regions of the country, and the levels of public expenditures and taxation.  These 
works contain many additional references to related literature.  
 
4. The following discussion is based largely on studies of US municipalities by Buettner 
and Wildasin (2006) and analogous research on German municipalities by Buettner 
(2007).  As some of the following remarks suggest, this research builds upon a substantial 
body of earlier work, mainly focused on national governments, by a number of other 
researchers.  Interested readers are referred to these papers for additional references and 
discussion of the literature.  
 
5. For the sake of streamlined exposition, the following remarks make little or no explicit 
reference to many important complexities involved in the management of long-run fiscal 
policies, such as the problems of pension underfunding, infrastructure investment, the 
structure of taxation, or the management of natural resource stocks.  See, e.g., Boadway 
and Wildasin (1993) for a more thorough discussion of these matters and references to a 
large body of related literature.  
 
6. Romer and Bernstein (2009, n. 3) assume that Federal assistance to states will result in 
higher spending equal to 60% of the amount transferred, and that taxes will be reduced by  
30% of this amount, with the remainder adding to financial reserves.  
 
7. Equal per capita transfers to localities might seem to be a rather similar and perhaps 
attractive option, but it would be much harder to implement, particularly in a short period 
of time.  The 80,000 local governments in the US are organized in quite different ways in 
different states, and they perform many different functions. Any one household may 
simultaneously be a resident in a county, a city, a township, a school district, and zero, 
one, or several special-purpose districts.  In such a setting, it is far from obvious how 
Federal resources would best be distributed to localities.   
 
8. By way of illustration, some of these policy challenges may be encapsulated in the 
following quotation from a recent news article in a Las Vegas newspaper (Eckhouse, 
2009):   “Local jurisdictions have compiled lengthy wish lists of potentially ‘shovel-
ready’ projects, or those that could be under construction within 180 days. Among them: 
a $200 million project to build a more efficient ramp from the airport connector onto 
eastbound Interstate 215, $63 million in regional road repair and, of course, Las Vegas 
Mayor Oscar Goodman’s proposed $60 million mob museum downtown — a request that 
is being roundly rejected on Capitol Hill.”  Should Congress simply turn over funds to 
localities for new highway ramps, road repairs, and mob museums, or should it apply its 
usual, more rigorous standards of scrutiny to the use of Federal funds?  It is worth noting 
that the above-named projects evidently have not previously risen to the top of the local 
budget priority list, whether for good or for ill.  Whether they would, and should, cross 
the project approval threshold with Federal assistance of one type or another is a 
debatable issue.  
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9. The passage of California’s Proposition 13 in 1978 may have shifted that state’s 
combined state/local revenue system away from the local property tax and toward state-
level income and sales taxes, affecting the overall riskiness of combined state/local 
revenues. Some have argued that the California Supreme Court decisions in Serrano v. 
Priest (1971 and 1976), which mandated equalization of local school spending in that 
state, contributed to the passage of Proposition 13. Thus, equalization of local spending – 
court-mandated in the California case, rather than the result of an explicit equalization 
program, as in Germany – may indirectly have contributed to increased volatility of 
state/local government revenues. 
 
 
10. The advantages and disadvantages of such a revenue structure can be debated – valid 
arguments can be advanced in favor of the taxation of volatile sources of income, 
relatively to more stable sources of revenue.  (See Domar and Musgrave [1944] for a 
classic treatment that has stimulated a long line of subsequent research on the role of 
taxation as a form of implicit government insurance of private-sector risk taking.)  Some 
elements of the overall US fiscal structure, most notably the Federal personal income tax, 
but also income, payroll and sales taxes at all levels of governments as well as 
complementary expenditure-side policies, are already relatively sensitive to fluctuations 
in overall economic activity.  Especially in view of existing Federal policies, the 
incremental advantages of a shift toward more volatile subnational government revenue 
sources, if any, seem likely to be quite modest.   
 
 
11. Such, indeed, has been the experience in the US and other countries when higher 
level governments have had to step in to avoid financial collapse by lower-level 
governments.  US experience in this regard has been relatively limited, and state and 
local governments have continued to enjoy high degrees of fiscal autonomy even despite 
the occasional financial crisis.  The experience in other countries has been somewhat 
different.  See  Wildasin (1997) for discussion of the problem of “bailouts” and “soft 
budget constraints” in general, and with particular reference to the experience in the US 
and in countries such as Brazil and Argentina.  This general subject has been the topic of 
significant research attention in recent years: see Wildasin (2004), Oates (2005, 2006), 
and Weingast (2006) for further discussion and references to a rapidly-growing literature.  
 

 

 

 22



References 
 
Alesina, A. and R. Perotti (1999). Budget Deficits and Budget Institutions. In J.M. 
Poterba and J. von Hagen (eds.), Fiscal Institutions and Fiscal Performance, 13-36.  
 
Barr, A. 2007. Moody’s Warning Ripples Through Municipal Bond Market.  Market 
Watch, Dec. 17, 2007.  
 
Boadway, R.W. and D.E. Wildasin (1993). Long-Term Debt Strategy: A Survey, in F. van 
Winden and H.A.A. Verbon (eds.), The Political Economy of Government Debt 
(Amsterdam: North-Holland), 37–68. 
 
Bohn, H. (1991). Budget Balance Through Revenue or Spending Adjustment, Journal of 
Monetary Economics 27, 333-359. 
 
Bohn, H. and R.P. Inman (1996). Balanced-Budget Rules and Public Deficits: Evidence 
from U.S. States, Carnegie-Rochester Conference Series on Public Policy 45, 13-76. 
 
Buettner, T. 2007. Equalization Transfers and Dynamic Fiscal Adjustment: Results for 
German Municipalities and a US-German Comparison, Institute for Federalism and 
Intergovernmental Relations Working Paper No. 2007-07. 
 
Buettner, T. and D.E. Wildasin (2006). The Dynamics of Municipal Fiscal Adjustment. 
Journal of Public Economics 90 (6-7), 1115–1132. 
 
Buettner, T. and D.E. Wildasin (in progress). Public Investment, Revenue Shocks, and 
Borrowing Restrictions. 
 
Domar, E. and R. Musgrave (1944). Proportional Income Taxation and Risk-Taking. 
Quarterly Journal of Economics, 58, 388-422. 
 
Eckhouse, B. (2009). Got Stimulus? We’ve Got a Project List. Las Vegas Sun, Jan. 17, 
2009.  
 
Gramlich, E.M. (1978). State and Local Budgets the Day after it Rained: Why is the 
Surplus So High? Brookings Papers on Economic Activity, No. 1, 191-216 
 
Gramlich, E.M. (1991). The 1991 State and Local Fiscal Crisis. Brookings Papers on 
Economic Activity No. 2, 249-287. 
 
Inman, R.P. (2003). Transfers and Bailouts: Enforcing Local Fiscal Discipline. In J.A. 
Rodden, G.S. Eskeland, and J. Litvack (eds.), Fiscal Decentralization and the Challenge 
of Hard Budget Constraints (Cambridge: MIT Press), 35-84.  
 
Oates, W.E. (2005). Toward a Second Generation Theory of Fiscal Federalism.  
Internaitnol Tax and Public Finance 12, 249-373.  

 23



 
Oates, W.E. (2006). On the Theory and Practice of Fiscal Decentralization. IFIR 
Working Paper No. 2006-05. 
 
 
Poterba, J. M. 1994. State Responses to Fiscal Crisis: the Effects of Budgetary 
Institutions and Policy, Journal of Political Economy 102, 799-821. 
 
Ratchford, B.U. 1941. American State Debts. (Durham: Duke University Press).  
 
Romer, C. and J. Bernstein (2009). The Job Impact of the American Recovery and 
Reinvestment Plan.   
 
Weingast, B. (2006).  Second Generation Fiscal Federalism: Implications for 
Decentralized Democratic governance and Economic Development. Presented at IFIR 
conference on “New Directions in Fiscal Federalism”. 
 
Wildasin, D.E. (1997). Externalities and Bailouts: Hard and Soft Budget Constraints in 
Intergovernmental Fiscal Relations”; World Bank Policy Research Working Paper No. 
1843. 
 
Wildasin, D.E. (2004). The Institutions of Federalism: Toward an Analytical Framework. 
National Tax Journal 62 (2), Part 1, 247–272. 
 
Zolt, E. (2009) Inequality, Collective Action, and Taxing and Spending Patterns of State 
and Local Governments, Tax Law Review 62. 
.  
 
  

 24



 
The IFIR Working Papers Series 
 
Other titles in the series: 
 
No. 2005-01: “MSA Location and the Impact of State Taxes on Employment and 
Population: A Comparison of Border and Interior MSA’s,” William H. Hoyt and J. 
William Harden. 
 
No. 2005-02:  “Estimating the Effect of Elite Communications on Public Opinion Using 
Instrumental Variables,” Matthew Gabel and Kenneth Scheve. 
 
No. 2005-03:  “The Dynamics of Municipal Fiscal Adjustment,” Thiess Buettner and 
David E. Wildasin. 
 
No. 2005-04:  “National Party Politics and Supranational Politics in the European Union:  
New Evidence from the European Parliament,” Clifford J. Carrubba, Matthew Gabel, 
Lacey Murrah, Ryan Clough, Elizabeth Montgomery and Rebecca Schambach. 
 
No. 2005-05:  “Fiscal Competition,” David E. Wildasin. 
 
No. 2005-06:  “Do Governments Sway European Court of Justice Decision-making?:  
Evidence from Government Court Briefs,” Clifford J. Carrubba and Matthew Gabel. 
 
No. 2005-07:  “The Assignment and Division of the Tax Base in a System of Hierarchical 
Governments,” William H. Hoyt. 
 
No. 2005-08:  “Global Competition for Mobile Resources: Implications 
for Equity, Efficiency, and Political Economy,” David E. Wildasin. 
 
No. 2006-01:  “State Government Cash and In-kind Benefits:  Intergovernmental Fiscal 
Transfers and Cross-Program Substitution,” James Marton and David E. Wildasin. 
 
No.  2006-02:  “Decentralization and Electoral Accountability:  Incentives, Separation, 
and Voter Welfare,” Jean Hindriks and Ben Lockwood. 
 
No.  2006-03:  “Bureaucratic Advice and Political Governance,” Robin Boadway and 
Motohiro Sato. 
 
No.  2006-04:   “A Theory of Vertical Fiscal Imbalance,” Robin Boadway and Jean-
Francois Tremblay. 
 
No.  2006-05:  “On the Theory and Practice of Fiscal Decentralization,” Wallace E. 
Oates. 
 
 



 
No.  2006-06:  “The Impact of Thin-Capitalization Rules on Multinationals' Financing 
and Investment Decisions,” Thiess Buettner, Michael Overesch, Ulrich Schreiber, and 
Georg Wamser. 

No.  2006-07:  “Disasters: Issues for State and Federal Government Finances,” David E. 
Wildasin.  
 
No.  2006-08: “Tax competition, location, and horizontal foreign direct investment,” 
Kristian Behrens and Pierre M. Picard. 
 
No.  2006-09: “The effects of partisan alignment on the allocation of intergovernmental 
transfers.  Differences-in-differences estimates for Spain,” Albert Solé-Ollé and Pilar 
Sorribas-Navarro. 
 
No.  2006-10:  “Reforming the taxation of Multijurisdictional Enterprises in Europe, 
"Coopetition" in a Bottom-up Federation,” Marcel Gerard. 
 
No.  2006-11:  “The Dilemmas of Tax Coordination in the Enlarged European Union,” 
Jens Brøchner, Jesper Jensen, Patrik Svensson, and Peter Birch Sørensen. 
 
No.  2006-12:  “Using a discontinuous grant rule to identify the effect of grants on local 
taxes and spending,” Matz Dahlberg, Eva Mörk, Jørn Rattsø, and Hanna Ågren. 
 
No.  2006-13:  “Size and Soft Budget Constraints,” Ernesto Crivelli and Klaas Staalz. 
 
No.  2006-14:  “On the Optimal Design of Disaster Insurance in a Federation,” Timothy 
Goodspeed and Andrew Haughwout. 
 
No.  2006-15:  “Fiscal Equalization and Yardstick Competition,” Christos Kotsogiannis 
and Robert Schwager. 
 
No.  2007-01:  “Disaster Policy in the US Federation: Intergovernmental Incentives and 
Institutional Reform,” David E. Wildasin. 
 
No.  2007-02:  “Local Government Finance in Kentucky:  Time for Reform?” David E. 
Wildasin. 
 
No.  2007-03:  “Davis v. Department of Revenue of Kentucky:  A Preliminary Impact 
Assessment,” Dwight Denison, Merl Hackbart, and Michael Moody. 
 
No.  2007-04:  “Medicaid Expenditures and State Budgets:  Past, Present, and Future,”  
James Marton and David E. Wildasin. 
 
No.  2007-05:  “Pre-Emption:  Federal Statutory Intervention in State Taxation,”  David 
E. Wildasin. 



 
No.  2007-06:  “Think Locally, Act Locally:  Spillovers, Spillbacks, and Efficient 
Decentralized Policymaking,”  Hikaru Ogawa and David E. Wildasin. 
 
No.  2007-07:  “Equalization Transfers and Dynamic Fiscal Adjustment:  Results for 
German Municipalities and a US-German Comparison,” Thiess Buettner. 
 
No.  2008-01:  “Civic Virtue, the American Founding, and Federalism,”  Stephen Lange. 
 
No.  2008-02:  “Public Finance in an Era of Global Demographic Change: Fertility Busts, 
Migration Booms, and Public Policy,” David E. Wildasin. 
 
No.  2009-01:  “Decentralized Tax and Public Service Policies with Differential Mobility 
of Residents,” William H. Hoyt. 
 
No.  2009-02:  “Business Incentives and Employment:  What Incentives Work and 
Where?” William H. Hoyt, Christopher Jepsen and Kenneth R. Troske. 
 
No.  2009-03:  “Tax Limits, Houses, and Schools: Seemingly Unrelated and Offsetting 
Effects,” William H. Hoyt, Paul A.Coomes and Amelia M. Biehl.  
 
No.  2009-04:  “The Taxpayer Relief Act of 1997 and Homeownership:  Is Smaller Now 
Better?” Amelia M. Biehl and William H. Hoyt. 
 
No.  2009-05:  “Is the Grass Greener on the Other Side of the River?: The Choice of 
Where to Work and Where to Live for Movers,” Ken Sanford and William H. Hoyt. 
  
No.  2009-06:  “The Value of a College Education: Estimating the Effect of Teacher 
Preparation on Student Achievement,” Sharon Kukla-Acevedo and Eugenia F. Toma. 
 
No.  2009-07:  “State and Local Government Finance in the Current Crisis:  Time for 
Emergency Federal Relief?” David E. Wildasin. 
 
 
 
 
 
 
 
 
IFIR Working Papers contain original research contributed by scholars affiliated with the 
Institute for Federalism and Intergovernmental Relations at the Martin School of Public 
Policy and Administration at the University of Kentucky, Lexington, Kentucky.  Visit the 
IFIR web site at http://www.ifigr.org to download IFIR Working Papers and for other 
information about IFIR. 


	WP Series 2009-07.pdf
	No.  2006-07:  “Disasters: Issues for State and Federal Gove




