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 State and Local 
Government 
Finance in 
the Current 
Crisis: Time 
for Emergency 
Federal Relief  ? 
 David E. Wildasin* 

 A review of recent fi scal history can help us understand the mechanisms by which sub-
national governments adapt their tax, expenditure, and debt policies to an ever-changing 
economic environment as well as the role fi scal assistance from higher level governments 
plays in this process. In principle, proposed federal assistance to states and localities may 
provide useful macroeconomic stimulus and fi nancial support, but past experience, in the 
United States and elsewhere, highlights the pitfalls in achieving rapid delivery of substantial 
assistance while simultaneously targeting scarce fi scal resources to the most urgent needs 
and preserving incentives for prudent fi nancial management by states and localities. 

 INTRODUCTION 

 State and local governments are among the many institutions, both pub-
lic and private, that are suffering from the recent turmoil in fi nancial 
markets. Disruptions of the market for auction-rate securities, doubts 
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about the fi nancial stability of municipal bond insurers (refl ected in down-
grades by rating agencies), and uncertainty about the meaningfulness of 
bond ratings themselves are among the symptoms of this turmoil. 1  Increas-
ingly, stresses arising within the fi nancial markets are compounded by 
changing economic conditions. A downturn in overall economic activity is 
reducing revenue fl ows 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 fi rm conclusions about the fundamental causes and 
ultimate consequences of the current economic and fi nancial crisis. But 
it may be useful to review some branches of previous research, based on 
the experience of subnational government fi nance in the United States and 
abroad, that can provide some partial insights into recent events. As will 
become apparent, our understanding of subnational government fi nance in 
the midst of fi nancial crises is imperfect, and there are many fruitful lines 
of inquiry for future research. 

 This paper begins, in the next section, with a short review of some of 
the history of state and local public fi nance in the United States. Even 
in the postwar era, to say nothing of earlier periods, subnational gov-
ernments have had to cope with episodes of economic, fi nancial, and 
fi scal distress. At least to date, they have demonstrated a capacity to 
adjust their policies, when necessary, to maintain their long-run fi nancial 
viability. 

 The following section describes an analytical framework for modeling 
this adjustment process and summarizes the fi ndings of some recent research 
devoted to the study of municipal government fi nance. Research to date has 
examined municipal governments in the United States 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 
fi scal transfers from higher level governments. These fi ndings are of some 
interest in view of recent proposals to extend special fi nancial relief to state 
and local governments in order to deal with current exigencies. The fi nal 
section of the paper discusses some of the potential advantages, as well as 
the pitfalls, of such policies. 

 1 Many examples could be cited to illustrate the diffi culties facing bond market partici-
pants. This quotation, from a December 2007 news report (Barr, 2007), captures some of 
the fl avor: 

 By issuing warnings on FGIC and XL Capital Assurance, [Moody’s] is also put-
ting more than 90,000 securities that the companies had guaranteed on review 
for a possible downgrade, according to global fi xed-income analysts at UBS. The 
majority of those securities—89,709—are in the public fi nance sector, the ana-
lysts said, noting that this was “unprecedented” in the municipal bond market. 
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 SOME HISTORICAL PERSPECTIVES 
 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 
fi nances of state and local governments have never been immune to eco-
nomic cycles. At the same time, state and local government fi nances have 
exhibited a certain overall stability, suggesting that their fi scal systems, and 
the legal and political frameworks underpinning them, have displayed a 
signifi cant degree of resiliency. 

 Some references to previous literature can help to provide perspective. 
Edward Gramlich, an eminent long-time analyst of subnational govern-
ment fi nances in the United States, wrote a paper in 1978 entitled “State 
and Local Budgets the Day After It Rained: Why Is the Surplus So High?” 
which begins by stating that: “Readers of the fi nancial press will be shocked 
to fi nd that . . . the 78,000 state and local governments in this country are 
running a hefty surplus” (p. 191). 

 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 as a year of substantial fi nan-
cial market distress.) This mid-1970s episode may serve as a reminder 
that not all risks, in the neutral sense of fl uctuations, are to the downside; 
fi nancial and economic conditions can change rapidly and unexpectedly 
for the better. Of course,  plus ça change, plus c’est la même 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 fi scal 
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 United States have contrib-
uted to the development of the U.S. economy for the past two centuries 
can certainly be debated, but they have evidently not prevented U.S. eco-
nomic 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 case, these services 
have been provided essentially uninterruptedly for almost all citizens for 
the past century and longer, surely a sign that the fi scal systems of state 
and local governments have generally been quite able to adapt to the many 
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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 benefi ciaries of public services have 
been disappointed when services have been cut, taxpayers have been dis-
appointed when taxes have gone up, public-sector employees have been 
disappointed when jobs have been cut, and bondholders have been disap-
pointed 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 fi scal federalism in the United States 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 cope 
with some of the strange and unique problems that seem to crop up every 
decade or so. 3  

 SUBNATIONAL GOVERNMENT FISCAL 
ADJUSTMENT: SOME RECENT FINDINGS 

 At times of fi scal and fi nancial distress, it is commonplace and very nat-
ural for policymakers and commentators to make many proposals for large 
and small reforms. How can governments continue to provide  essential 

 2 Subnational governments certainly do go through periods of fi nancial distress. Nonethe-
less, defaults on subnational government debt, municipal bankruptcies, and other extreme 
breakdowns of the fi nancial underpinnings of subnational governments are rare. 

 As described in more detail in Wildasin (2004), there have been fewer than 1,000 
municipal bankruptcies under Chapter 9 of the U.S. bankruptcy law since its enactment 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 United States, these bankruptcies are 
clearly exceptions to the rule. Indeed, it is possible that the number and scale of local 
government bankruptcies is ineffi ciently small. Further investigation of the optimal level 
of municipal bankruptcies may well be warranted. 

 3 The fi scal and fi nancial history of subnational governments in the United States is a 
large subject and one that is the subject of ongoing research. Ratchford (1941) recounts 
the history of U.S. subnational government debt from the Revolutionary War through the 
1930s. Inman (2003) discusses how subnational governments have dealt with fi scal and 
fi nancial crises through the 19th and 20th 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 fi nances from the early years of the republic to the present, emphasizing the in-
teraction 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. 
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services? Where will the money come from? How can defaults and 
bankruptcies be averted? What policies can provide a needed economic 
stimulus? In the face of changing economic circumstances, and through 
a complex process of political haggling, at all levels of government, poli-
cies are fi nally determined. This complex process must inevitably respect 
fundamental economic and fi nancial constraints on the revenue-raising 
capacities of governments and on the ability of fi nancial markets to absorb 
government debt. Although the adaptation of fi scal and fi nancial policies 
in times of crisis may capture greater attention and produce more contro-
versy than in more ordinary circumstances, and although the crisis of the 
day often appears to be more severe than crises that have gone before, 
the adaptation of government policy to shifting economic, demographic, 
fi nancial, 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 sheds light on the 
nature of this dynamic process of fi scal adjustment. To date, this research 
has examined fi scal adjustments by municipal governments in the United 
States and Germany during the past several decades. 4  The fi ndings of this 
empirical research, and particularly the contrast between the results for 
the United States and Germany, shed light on some of the policy options 
that government policymakers face when considering such issues as pos-
sible expansions of fi scal transfers to subnational governments in times of 
distress. 

 To begin with, consider a very simple and fundamental question. In the 
long run, are the fi nances of a government “balanced,” or, in somewhat 
different language, are they fi nancially sustainable? This question has 
been investigated at the level of national governments by such authors as 
Bonn (1991) and others, who examine the long-run development of public 
expenditures, taxes, and debt for countries such as the United States and 
others. 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 fi nance current spending or that it can borrow to 
make up the difference between spending and revenues. Current tax and 
expenditure decisions affect the future, however. The depletion of existing 
assets and the accumulation of new liabilities imply that future spending 

 4 The following discussion is based largely on studies of U.S. 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. 
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must be lower or that future revenues must be higher than would 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 by raising more taxes or 
by cutting spending or by both. 

 Of course, it may not be absolutely necessary to repay this year’s borrow-
ing 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 suffi cient to retire the debt plus 
interest of (1 +  r ) 2  B . By continuing this process, it is possible to defer repay-
ment of this year’s borrowing for many years, or even indefi nitely. 

 Nevertheless, one must anticipate that governments cannot simply rely 
indefi nitely on borrowing to fi nance 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 con-
straint of 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 gov-
ernment budget constraint” may be written as: 

  G + B  
0
   = R,  

 where  G  is the present value of all government expenditures,  R  is the present 
value of all government revenues, and  B  

0
  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 
fi scal policy is sustainable. Indeed, one main function of government bor-
rowing (and its negative, government saving) is to enable governments to 
“detach” the fl ow of current revenues from the fl ow of current expenditures. 
In particular, at a time of fi scal “crisis,” governments can use borrowing 
to maintain or even increase expenditures in the face of declining reve-
nues, and, in principle, this provides a means by which governments can 
“smooth” taxes and expenditures over time, even in the face of fl uctuations 
in economic activity. Bohn (1991) and other authors have investigated the 
long-run dynamics of government fi nances at the federal level, confi rming 
that fi scal policies have, in the past, seemed to comply with the govern-
ment’s long-run budget constraint. 

 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 fi scal 
policies, such as the problems of pension underfunding, infrastructure investment, the struc-
ture 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. 
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 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 by only about 6%. (Thus, in terms of 
aggregate net transfers, states may be viewed approximately as conduits for 
federal funds fl owing to localities.) If  T  is the present value of net transfers 
from other levels of government, the long-run budget constraint for a sub-
national government can be written as: 

  G + B  
0
   = R + T,  

 which shows that subnational government expenditures and debt obliga-
tions can be fi nanced not only through own-source revenues, but also 
through transfers from other governments. Thus, a state or local govern-
ment may be able to fi nance a level of expenditures over time that would 
not be sustainable through its own tax and nontax revenues if it is the 
benefi ciary of suffi ciently large fi scal transfers from another (usually 
higher level) government. 

 As reported in detail in Buettner and Wildasin (2006), an analysis of the 
fi scal policies of approximately 1,000 municipalities, large and small, over 
a period of a quarter century, shows that municipal governments in the 
United States do adjust their fi nances over time so as to adhere to their long-
run budget constraints. An increase in a municipality’s defi cit in one year, 
resulting, for instance, from increased spending or reduced revenues, is off-
set by changes in fi scal policies in later years, with large responses within 
a year or two and with diminishing impacts in later years. By decompos-
ing municipal fi nances into outfl ows of expenditures and debt service and 
infl ows of own-source revenues and intergovernmental transfers, one can 
examine the extent to which changes in each of these fi scal 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 
is followed in subsequent years by increases in taxes, in intergovernmental 
transfers, and in debt service, as well as by reductions in expenditures. 

 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 
fi scal balance when expenditures rise, comparatively modest adjustments 
are required for other fi scal 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 
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increase in municipal expenditures. All of these fi ndings hold, in reverse, 
when expenditures fall. 

 In contrast, a change in own-source revenues gives rise to a rather dif-
ferent pattern of fi scal 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 fi scal sustainability over a long period of time. They 
have done so, in substantial part, by adjusting those components of fi scal 
policy over which they have relatively direct control—their spending and 
their own tax and nontax revenues. These adjustments, however, are not 
instantaneous. Moreover, transfers from higher level governments play a 
signifi cant role in the process. To some extent, increases in expenditures 
or reductions in 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 fi scal adjustment processes of municipalities in the 
United States and Germany. As in the United States, intergovernmental 
transfers are quite important in the German Federation, and, in fact, they 
are larger, as a source of fi nance, for German than for U.S. municipalities. 
Furthermore, the German system has elements that are explicitly designed 
to equalize the fi scal resources of municipalities. No doubt largely for this 
reason, it seems, empirically, that changes in fi scal transfers play a much 
larger role in the fi scal adjustment process of German municipalities than 
is true for their American counterparts. 

 In particular, fl uctuations in own-source revenues are offset by compen-
satory changes in fi scal transfers (especially through the equalization sys-
tem) to a much greater extent than in the United States. Whereas a one-unit 
increase in local taxes is followed by a subsequent decrease in transfers 
of about 9% in the United States, as mentioned above, the corresponding 
fi gure for German municipalities is about 15%. For  sustained  increases in 
revenues (as opposed to a one-year fl uctuation), the fi gure for the United 
States is about 13%, whereas for Germany it is about 34%, more than 2.5 
times higher. 

 Although these fi gures must be interpreted with care, they strongly sug-
gest that the German system is one in which a substantially larger frac-
tion of the ups and downs of local revenue fl uctuations are absorbed by 
higher level governments than is the case in the United States. At a time 
of fi nancial and fi scal distress, when local revenues are falling, changes in 
equalizing transfers can provide German municipalities with signifi cantly 
greater relief than would be true for their American counterparts. Not 
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surprisingly, then, a fall in revenue for U.S. 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 fi scal adjustment for German local governments differs 
signifi cantly from that of the United States. 

 Buettner (2007) also points out that the own-source revenue bases of 
German and U.S. local governments differ in important ways. Property 
taxes account for a large fraction of the own-source revenues collected 
by local governments in the United States. German municipalities also 
derive revenue from similar taxes. However, they are much more depen-
dent than U.S. municipalities are 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 U.S. cities. The equalization system may there-
fore be particularly important and useful in the German case, because it 
helps cities to cope with relatively large revenue fl uctuations—the contri-
butions of those with high levels of revenues are transferred to, and thus 
insure, those with revenue shortfalls. However, 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 fi scal equalization sys-
tem may well infl uence 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 on revenue 
sources that would otherwise be seen as too risky to support important 
municipal government functions. 

 FEDERAL ASSISTANCE TO 
SUBNATIONAL GOVERNMENTS: 
POLICY GOALS AND CHALLENGES 

 In the current fi nancial and fi scal crisis, some commentators—including 
economic policy advisers for the incoming administration—have called 
for large increases in federal government assistance for states and locali-
ties (Romer and Bernstein, 2009). There are several purported benefi ts 
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 fi nancial 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 gov-
ernment fi nancial obligations on favorable terms. From a public fi nance 
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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 fi nance, provides partial (but not 
complete) support for the notion that increased federal assistance to states 
and localities could have a salutary macroeconomic, fi nancial, and fi scal 
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 fi scal stimulus perspective, it seems 
likely that suffi ciently 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 invest-
ment 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 signifi cant 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) govern-
ments to borrow (for instance, as a result of balanced-budget rules) may 
indeed restrict their spending, a fi nding that also emerges in some current 
research on municipal government infrastructure spending (Buetter and 
Wildasin, in progress). Federal fi scal assistance may protect the ability of 
subnational governments to maintain public services and to sustain invest-
ments in infrastructure, even in the face of declining revenues and unusual 
fi nancial market constraints. In the absence of such relief, the results sum-
marized in the previous section, as well as research reported elsewhere, 
suggest that municipalities may increase taxes and cut spending now and 
in future years as they adjust their fi scal policies to adhere to their long-run 
budget constraints. 

 Despite these potential benefi ts from increased federal transfers to subna-
tional governments, the overall desirability of major increases in fi scal trans-
fers to subnational governments remains unclear. First, from an aggregate 

 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 fi nancial reserves. 
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demand management viewpoint, it is debatable whether Congress can enact 
appropriate fi scal stimulus legislation suffi ciently 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 prob-
lems and perhaps adding some new ones. 

 The time lags involved in this process can be minimized by swift congres-
sional action on fi nancial relief programs that have a minimum of regula-
tory oversight and control, perhaps by directing assistance to projects that 
are already on the drawing boards and that are ready to be implemented—
so-called “shovel-ready” projects. However, in this case, it is quite pos-
sible 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 weak-
nesses; 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 assis-
tance for these projects would have little impact on subnational govern-
ment spending over a short time horizon (less than one year, say). 

 This problem is not an unfamiliar one. Writing of an earlier period of 
fi scal 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 poten-
tial recipients, and he 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! 
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 These fi gures are trifl ing 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 to policy uncertainty that seems 
to have undermined the 1976 initiative. The timely manipulation of fi scal 
policy to achieve desired macroeconomic impacts is a subtle and diffi cult 
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 fi scal policy initiatives, the assessment of pro-
posed 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 fed-
eral fi nancial relief would be directed to high-value uses or whether a new 
program of federal assistance to subnational governments would instead 
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 condi-
tion 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 infra-
structure 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. 

 However, states and localities may have limited their expenditures on 
these types of projects in the past because they view other types of spend-
ing as more valuable. In this case, perhaps federal assistance would better 
be directed toward those uses, whatever they may be—primary and sec-
ondary 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 
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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 con-
straints, 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 expendi-
tures, would be an open-ended matching grant program. The fewer the 
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 fi scal 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 pro-
gram of federal assistance could backstop subnational government debt 

 7 Equal per capita transfers to localities might seem to be a rather similar and perhaps 
attractive option, but they would be much harder to implement, particularly in a short period 
of time. The 80,000 local governments in the United States 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 effi cient ramp from the airport con-
nector 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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 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 sub-
sides, it is likely that pressure will build for emergency federal relief. 

 The effective implementation of any such relief is a challenging under-
taking, however. Not all states and localities are equally at risk of fi nancial 
failure. Some have recently made diffi cult decisions to cut spending or to 
bolster revenues in order to mitigate such risk. In past years and decades, 
some have pursued relatively conservative fi nancial and fi scal policies, 
while others have been less cautious. To offer only one illustration, the 
fi nancial problems facing the state of California have attracted signifi cant 
attention in the popular media. California is a wealthy state, but it currently 
faces revenue shortfalls, partly as a consequence of its reliance on compar-
atively volatile revenue sources such as the personal income tax. 9  Emer-
gency federal assistance to states or localities facing particularly diffi cult 
fi nancial 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 fl ow to jurisdic-
tions that have, in the past, followed relatively risky fi scal strategies. 

 These considerations raise a fundamental policy concern. Does federal 
assistance at a time of fi nancial crisis implicitly create perverse incentives 
that may undermine the overall system of subnational government fi nance? 
As noted in the preceding section, German municipalities have developed 
a system of fi nance that depends, more so than is true for the United States, 
on revenue sources that may be relatively volatile. 10   Plausibly, the incen-
tives for subnational governments to adopt such policies are signifi cantly 
infl uenced by the extent to which transfers from higher level governments 

 9 The passage of California’s Proposition 13 in 1978 may have shifted that state’s com-
bined 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 govern-
ment 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 
relative 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 U.S. fi scal 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 fl uctuations in overall eco-
nomic activity. Especially in view of existing federal policies, the incremental advantages 
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help to insure subnational governments against the risks of revenue fl uc-
tuations. The anticipation of such transfers, whether they result from the 
operation of a formal system of equalizing transfers or from ad hoc inter-
ventions, can shift the fi scal system as a whole toward increased subna-
tional government dependence on federal assistance in times of crisis. 
Such a shift would almost inevitably entail increased federal regulation 
of subnational government fi nancial management and concomitant limita-
tions 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. When backed by the prospect of generous funding, however, 
federal government policy preferences are not easily ignored by states and 
localities. An upward shift of decision-making authority—from localities 
to states, or from states to the federal government—may in fact be needed 
to limit the risks undertaken by lower level governments. Such centraliza-
tion of power could, in principle, help to enforce state and local govern-
ment adherence to fi nancially sustainable fi scal policies. However, in view 
of the accumulation of large explicit and implicit liabilities at the federal 
level in recent decades, it could be argued, instead, that lower level govern-
ments, subject as they are to self-imposed and market-imposed constraints, 
have in practice demonstrated a comparatively greater commitment than 
the national government has to fi scal sustainability. 11  It is therefore far from 
clear that increased federal government fi nancing and control of subnational 
governments would ultimately stabilize the fi scal system as a whole. 

 References 
 Alesina, A., and R. Perotti (1999). “Budget Defi cits and Budget Institutions.” In J. M. Poterba 

and J. von Hagen (Eds.).  Fiscal Institutions and Fiscal Performance  (pp. 13–36). Chi-
cago, IL: University of Chicago Press. 

 Barr, A. (2007). “Moody’s Warning Ripples Through Municipal Bond Market.”  Market 
Watch , December 17, 2007. 

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 United States and other countries when 
higher level governments have had to step in to avoid fi nancial collapse by lower level 
governments. U.S. experience in this regard has been relatively limited, and state and 
local governments have continued to enjoy high degrees of fi scal autonomy even de-
spite the occasional fi nancial crisis. The experience in other countries has been somewhat 
different. See Wildasin (1997) for a discussion of the problem of “bailouts” and “soft 
budget constraints” in general, with particular reference to the experience in the United 
States and in countries such as Brazil and Argentina. This general subject has been the 
topic of signifi cant research attention in recent years. See Wildasin (2004), Oates (2005, 
2006), and Weingast (2006) for further discussion and references to a rapidly growing 
literature.

MFJ-2904-sa5(Wildasin).indd   63MFJ-2904-sa5(Wildasin).indd   63 4/4/2009   4:08:33 PM4/4/2009   4:08:33 PM



64   MUNICIPAL FINANCE JOURNAL

 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  (pp. 37–68). Amsterdam: North-Holland. 

 Bohn, H. (1991). “Budget Balance Through Revenue or Spending Adjustment.”  Journal of 
Monetary Economics 27(3),  333–359. 

 Bohn, H., and R. P. Inman (1996). “Balanced-Budget Rules and Public Defi cits: Evidence from 
U.S. States.”  Carnegie-Rochester Conference Series on Public Policy, 45(1),  13–76. 

 Buettner, T. (2007). “Equalization Transfers and Dynamic Fiscal Adjustment: Results for 
German Municipalities and a U.S.-German Comparison.” IFIR Working Paper No. 
2007-07. Lexington, University of Kentucky. 

 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 , January 
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, 9(1978-1),  191–216. 

 Gramlich, E. M. (1991). “The 1991 State and Local Fiscal Crisis.”  Brookings Papers on 
Economic Activity, 22(1991-2),  249-288. 

 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 Chal-
lenge of Hard Budget Constraints  (pp. 35–84). Cambridge, MA: MIT Press. 

 Oates, W. E. (2005). “Toward a Second Generation Theory of Fiscal Federalism.”  Interna-
tional Tax and Public Finance, 12(4),  249–373. 

 Oates, W. E. (2006). “On the Theory and Practice of Fiscal Decentralization.” IFIR Working 
Paper No. 2006-05, Lexington: University of Kentucky. 

 Poterba, J. M. (1994). “State Responses to Fiscal Crisis: The Effects of Budgetary Institutions 
and Policy.”  Journal of Political Economy, 102(4),  799–821. 

 Ratchford, B. U. (1941).  American State Debts . Durham, NC: Duke University Press. 
 Romer, C., and J. Bernstein (2009). “The Job Impact of the American Recovery and Reinvest-

ment Plan.” Available at  http://otrans.3cdn.net/45593e8ecbd339d074_l3m6bt1te.pdf . 
 Weingast, B. (2006). “Second-Generation Fiscal Federalism: Implications for Decentral-

ized Democratic Governance and Economic Development.” Paper presented at the 
IFIR Conference on New Directions in Fiscal Federalism, September 14–16, 2006, 
Lexington, KY. 

 Wildasin, D. E. (1997). “Externalities and Bailouts: Hard and Soft Budget Constraints 
in Intergovernmental Fiscal Relations.” Policy Research Working Paper No. 1843. 
Washington, DC: World Bank. 

 Wildasin, D. E. (2004). “The Institutions of Federalism: Toward an Analytical Frame-
work.”  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 , forthcoming.  

MFJ-2904-sa5(Wildasin).indd   64MFJ-2904-sa5(Wildasin).indd   64 4/4/2009   4:08:33 PM4/4/2009   4:08:33 PM



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


