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With over 40 percent of nationd income dlocated through the public sector in most countries of
the world, it is imperative that we understand the process by which governments make their budgetary
choices. Of central importance is the decison by governments to respect the fiscal discipline imposed
by its budget congraint. Using what is popularly known as a fiscd "Ponzi scheme,” governments can
borrow money today to increase current period consumption of public and (through tax relief) private
goods, borrow again to re-finance that debt and maybe even additiona consumption, and then discover
a a future time that nationd income is insufficient, or some future government unwilling, to repay the
borrowed principa and interest.  The country is bankrupt, with potentidly devastating economic
consequences for the burdened future generations. This lack of fiscd discipling, caled government's
"soft" budget condraint, threatens the economic futures of socidist (Kornai, 1986) and democratic
societies (Auerbach, Kotlikoff, and Leibfritz, 1999) dike*

The move towards fiscd decentralization among the world's public economies and the fear that
these new loca governments will yield to the temptations of fiscd gamesmanship has led public finance
scholars and practitioners dike to search for counter-drategies to ensure locd fiscd discipline. The
recent fisca criss in Brazil largely precipitated by excessve locd government borrowing is the most
prominent case in point; see Dillinger and Webb (1998). This paper reviews the experience with loca

and gtate government fiscd redtraint in the United States. For the most part these governments have

' Nor are the problems of the soft budget constraint limited to governments. Private firms are

susceptible too; see Dewatripont and Maskin (1995) for generd theoretica analysis and Bolton and
Schaftgtein (1999) for areview of the evidence.



shown fiscd discipling, but there are notable exceptions. the systematic default of state government
debts in te 1840's and the 1870's, of loca government debts in the 1930's, and the more recent
defaults or near-defaults in New York City (1975), Cleveland (1978), Philade phia (1990), Bridgeport
(1991), Orange County CA (1994), Miami (1996), and Washington, D.C. (1997). How hasthe U.S.
fiscd system responded to these violations of fiscdl discipline and what generd lessons might be learned
from the U.S. experience?

If we hope to generdize from the U.S. experience it is important to first have a framework
through which to interpret the U.S. evidence; section |l provides that framework. The andysis takes a
generd view of fiscd discipline, conddering not only violations of the intertempord budget condraint
through excessive borrowing but violations of a government's current budget condraint through tax
exporting and cost shifting. Each fiscd drategy "softens’ the loca government's budget congtraint and
leads to economicaly inefficient public sector resource dlocations. It is important to desgn the
inditutions of fiscd policy-making to control the incentives of subnationd governments to circumvent
their budget condraints. Section Il outlines possible ingtitutiond structures to improve locd and sate
government fiscd discipline.

Section |11 reviews the historica and current U.S. experience of locd and state government
budgeting, focusing particularly on the successes and fallures of the U.S. fiscd indtitutions for controlling
fiscd excesses The andyss identifies paliticaly powerful Presidents, congtitutionally based balanced
budget rules, many competitive locd governments, limited bailouts, an informed capitd market, and
grong fisca overdght boards as vduable U.S. inditutions encouraging locd fiscd discipline. In contrat,
week nationd politicd parties, politicaly decided tax assgnments, and an impotent municipd
bankruptcy code are seen as contributing to, or at least not discouraging, poor subnationd fisca control

inthe United States. Section IV summarizes the U.S. lessons for other federdist public economies.

II. Ensuring Fiscal Discipline for Subnational Gover nments



Efficient resource dlocations by governments require that al benefits and dl cods of the public
action be fully interndized -- "accounted for" -- by public officids when making their policy choices. The
falure to account for al socid benefits of a public action will typicaly mean that too little of that activity
isprovided. Conversdy, the fallure to account for al socid costs will mean that too much of the chosen
sarvice or regulaion is provided. Often cdled benefit or cost spillovers, these failures can be sgnificant
for subnational governments in economies with mobile residents, workers, and capital.> In some cases,
these palicy fallures are an unavoidable consequence of using subnational governments; for example,
children educated in one community will provide benefits to other communities when they grow up and
relocate. In these ingtances there are centrd government policies -- typicdly, grants-in-aid -- which can
induce locd and provinciad governments to provide the efficient leve of the affected service; see Inman
(1999). Our concern here, however, is when the loca or provincid government actively create
spillovers for citizens outsde ther jurisdictions, typicaly by shifting the cods of thelr own expenditures
onto nonresidents, current or future. In this case there will be afalure by the subnational government
to account for dl the socid codts of its actions and a resulting inefficient overprovision of locd services
or regulations. Further, non-resdents will be asked to bear the shifted cods. If they pay, the result may
be an unfar digribution fisca burdens. If non-residents refuse to pay, the result may be a fiscd criss.
For both reasons of economic efficiency and economic fairness, ensuring fiscd discipline by contralling
the ability of subnationa government to shift the cogts of their fisca choices becomes important.

Cog shifting by subnationd governments can occur in either of three ways. Firgt, the
subnationa government may choose to use a tax whaose burden fals primarily on non-residents. Called
"tax-exporting,” examples include the taxation of naturd resources via severance taxes, the taxation of
fixed capitd assets owned by nonresdents via specid property tax assessments, and the taxation of
hotel rooms and restaurants at tourist destinations; see Inman and Rubinfeld (1996). Second, individud

% On bendfit spillovers from the provision of public services by subnationa governments, see Pauly
(1970). On cost spillovers from the use of loca taxes, see Wildasin (1989). On benefit and cost
spillovers from local government regulation, see Inman and Rubinfeld (1997).



subnational governments may use naiondly funded grants-in-aid to shift the costs of local activities onto
the nationa tax base. This form of cogt shifting, often caled "pork-barrd spending,” includes federa
congruction of locdly beneficid infrastructure or federdly funded grants-in-ad for localy beneficid
sarvices, see DelRoss and Inman (1999) and Inman (1988). Third, subnationd governments may
borrow money for current period expenditures thereby shifting costs on to future taxpayers, or in the
case d default, onto lenders. Caled deficit- shifting, examples include debt rollovers, public employee
penson underfundings, and insufficient infrastructure maintenance; see Inman (1982; 1983). In each
ingance, current taxpayers living within the subnational government are subsidized in their purchase of
current public services while economic inefficiencies, inequities, or fiscd crises are borne by current and
future citizens in the country asawhole.

How can such cogt shifting be controlled? To fashion workable remedies to ensure subnationd
fiscd discipling, we mugt firs undersand how such cogt-shifting affects locd government decison:
making and then, if inefficient or unfair, design fiscd inditutions and incentives to discourage thar use.
Figure 1 illugrates the essentid inefficiencies which arise with each cogt- shifting strategy for the smple
case of a subnational government with identical residents® The MB curve measures the margind
benefitsto atypicad resdent from another unit of the loca public service consumed in the current period.

The MC curve measures the socid margina costs of producing each unit of the locd service in the
current period. Efficient subnationd allocations occur a point Xe where MB = MC. Successful cost-
shifting bresks this equaity by introducing a subsidy of OMC between socid margina costs, MC, and
the margina costs actualy paid by locd residents, (1 - O)MC; see Figure 1. With tax-exporting, O
equals the fraction of socia costs paid by non-residents. With pork-barrd spending, O equals the
fraction of socid costs paid by the nationa government. And with deficit shifting, O equasthefraction

of current socid costs paid by creditors or future taxpayers. In each case, the loca residents find it

® The andysis generdlizes to locd or provincia governments with different individuals, but with the
added complication that cost-shifting can now occur within, as well as between, the subnationd units;
see Inman (1999).



optimal to increase loca spending until MB equas only local margind costs -- MB = (1 - OMC at
point X.. While point Xe is socidly efficient and provides anet socid benefit of area[A] in Figure 1 (=
Tota Socid Benefits - Total Socid Costs = area [A + B + E] - area [B + E]), point X issodidly
inefficient and provides a net socid benefit of area[A - D] (= Tota Socid Benefits- Total Socia Costs
—aea[A+B+C+E+F]-aea[B+C+D+ E+F]).* Area[D] in Figure 1 messures the extent
of economic inefficiency associated with the failure of locad governments to exercise socidly desred
fiscd disciplinein the face of the O subsidy.

To contral the inefficiencies from loca cogt-shifting, and any associated fiscd inequities or fisca
crisss aswdl, O must be driven to 0. Superficidly a least, it is easy to imagine Strategies which might
achieve this end. For example, to control tax-exporting, subnational governments could be limited to
resdent-only taxes. To control pork-barrel spending for locd services, nationd expenditures for locd
governments could be limited to only those services with demongrable economic spillovers. And to
control deficit shifting, locd borrowing could be congrained to capitd outlays only. Each of these
regulations, however, must be approved and then enforced. Once we recognize that the same citizens
who enjoy the benefits of loca cost-shifting are likely to have arole to play when setting and enforcing
fiscd regulations, it is no longer obvious that these preferred drategies for fiscd discipline will emerge.
Ensuring locd fiscd discipline must be done with an understanding of the full political economy of locd
finance, not just with knowledge of how local governments aone behave.

EXHIBIT | provides such an andyss for the broader political economy of tax exporting or pork
barrd spending. The EXHIBIT describes the origind decision to engage in tax exporting or pork barre
goending as a prisoners dilemma game in which dl loca governments acting on their own adopt the
inefficient strategy of cost-shifting, when in fact dl loca governments, acting in concert, would prefer the

* Note, however, that point X is il "privatdy” efficient, giving locl residents a net benefit of area
[A + B + C] = (Locd Benefits - Loca Costs), where Locd Benefits=area[A +B + C+ E+ F] and
where Loca Costs = area [E + F]. Loca Costs are defined as Socia Costs - Shifted Costs = area [B
+C+D+E+F -aea[B+C+D].



no cost-shifting, fiscd discipline outcome. Interms of Figure | dl subnationd governments would prefer
dlocation Xe to the dlocation Xi, provided al other locd governments also adopted the efficient
outcome” Theissueisto have local governments as a group vote for, and to then enforce, regulations
which will ensure the Xe dlocation. To control cogt-shifting by tax exporting, for example, a
commitment to a conditutiond tax assgnment requiring resdency-based loca taxation (e.g., resdent-
only property or income taxation or user fees) enforced by a politicaly independent court or regulatory
agency will be needed’ To control cost-shifting by pork barrel spending, loca and provincia
governments should be assigned expenditure respongbilities for only those services with low inter-
juridictiond spillovers, any request for nationd support for loca spending should then require clear
evidence of sgnificant externd benefits or costs from locd activities. Fiscd inditutions to reved the
benefits and codts are necessary.  Strong political parties which manage locd and nationd dlocationsis
one dternative; see Wittman (1989). So too is a strong president; see Fitts and Inman (1992). A third
dternative is the regulatory option usng a court or monitoring agency committed to a congtitutiondly or
datutorily articulated principle of fisca discipline and postioned outsde the reach of legidative
intervention; see Weingast (1995) generdly and Inman and Rubinfeld (1997; Section VI) in particular.
EXHIBIT Il presents the underlying economic dructure of the decison by subnationd
governments to pursue a deficit-shifting/fiscd bailout strategy for locd budgeting. The Srategy emerges
as pat of a sequentid game played over time between subnationd governments and the centrd
government. In the current period, the state or loca government chooses to adopt elther a debt-hifting
strategy (A in EXHIBIT 11) or the status quo balanced budget strategy (Status Quo in EXHIBIT 11).

5

From EXHIBIT 1 the cogt-shifting game will be a prisoners dilemma game if:  Bsa > Das >
Bss > Bse. Thisisin fact the case for the cost-shifting game described in Figure 1, where: Bss = area
[A+B+C]> Dsa=area[A] > Dss =area[A - D] > Dsy =area[A-D-B- C].

® If the tax assignment Strategy fails, then policies to ensure mobile capital and labor and to dlow the
easy entry of new governments to compete away any fiscal rents captured through tax-exporting by
current "monopoly” loca governments are possible second-best policies, see Wilson (1999). Such a
drategy is second-best because competitive local governments cannot control fiscal exploitation and the
resulting inefficiencies which arise from the taxation of locetiona rents, see Boadway and Flatters
(1982).



The debt-shifting Strategy entails the use of an unfunded deficit, A, which current local government
taxpayers will not repay. |If the loca government adopts the status quo balanced budget strategy in the
current period, then the centra government adopts a Status quo "hands off" strategy in the future period,
providing the citizens of the loca government and the citizens of the national government with status quo
payoff of Qd and & respectively. If the loca government adopts the debt-shifting strategy, A, then the
centrd government must choose ether to bailout the locd government in the future period and repay the
local debt (Strategy &) or to indst on no bailout (strategy ¢ ) and to alow the unfunded locd deficit to
be defaulted.”

What decisons are made by the loca and central governments and the find fiscd performance
of theloca public sector turns on the benefits and costs associated with each outcome of this sequentia
defiat-shifting/ballout game. The andysis hereisfor the typical loca government described by Figure 1,
where now the area[B + C + D] isinterpreted as the unfunded deficit. If the central government bears a
ggnificant cost from dlowing the locd government to default on its unfunded debt and this cost is larger
than the cogt to the centrd government of assuming the loca debt (C.° > Cs% EXHIBIT II:
CONDITION 1), then the centra government will prefer the bailout strategy, a. In Figure 1, the
present value cost to the central government of aloca deficit of area[B + C + D] will bearea[B + C +
D]. Thus the bailout strategy will be preferred if G° > Ci° = area[B + C + DJ; | specify the likely
determinants of G.° below. For the moment assume EXHIBIT [I: CONDITION 1 holds. Knowing
that they will be bailed out by the centra government and thus debt-shifting will be successful, locd
governments will prefer the unfunded deficit strategy, A, to a status quo balanced budget strategy when
the net bendfits from deficit financing with bailout exceed the benefits from the baanced budget status

" Implicit in this specification of the deficit-shifting/fiscal bailout game is that there is no further play
after the loca government has chosen debt (A) and the national government has chosen not to bailout
the loca government (). In particular, bondholders are not then alowed to enter federa or state court
to sue the state for payment of its debts. Thisisin fact the law in the United States, since the passage of
the XI1th Amendment prohibiting U.S. citizens or foreigners from suing a sate for repayment of date
debt.



quo (B' - Ca' > Q' EXHIBIT I1: CONDITION 23). For the local budget specification in Figure 1, this
is in fact the case® Findly, if a centrd government bailout is preferred, and knowing this, local
governments adopt the deficit-shifting strategy, then the bailout game produces an inefficient socid
outcome if aggregate socid welfare is lower under deficits and bailout than if dl locd governments had
adopted the status quo balanced budget/no bailout strategy ([B - Caq + [B' - Ci] < & + Q:
EXHIBIT II: CONDITION 3). Agan, we can show this is the case for the typicd codst-shifting
specification of Figure 1.°  Like the tax exporting and pork-barrel spending games, the deficit- shifting
game yields the inefficient local budget of X as an equilibrium; area [D] in Figure 1 is a measure of the
resulting economic inefficiency.

The key assumption above, and the one which forces the inefficient equilibrium to the deficit-
shifting game, is the assumption that the central government bears significant costs (C;°) if it dlows the
loca government to default on its unfunded deficit. If, on the contrary, G° < G, the centra
government would choose the no bailout strategy, ¢, even if the locad government adopts the deficit
srategy, A. Knowing this, the local government will then choose the status quo, if B - C¢' < @
(EXHIBIT 11: CONDITION 2b). For the fiscal specification in Figure 1, Condition 2b holds™ In this
case, the efficient status quo balanced budget dlocation of Xe is now preferred, and net socid benefits
now equal area[A] rather than area[A - D].

Thus if the costs to the centrd government of not bailing out a defaulting local government, C.°,

® Net benefits B' - Ca' to the citizens of the local government from the debt-shifting strategy will area
[A + B + C] (seefn. 4 above). (I ignorethe fact that these local net benefits are reduced dightly by the
loca government's own tax share of the nationa bailout: (1/N)%B + C + D].) The net benefits from the
status quo balanced budget strategy is only area[A]. ThusB - Cs' = area[A + B + C] > Q = area
[A], and CONDITION 2aof EXHIBIT Il holds.

° InFigure 1, B°° 0, C:°=area[B + C+ D], [B' - Ci] =area[A + B+ C], @° 0,and Q' =
area[A]. Upon subdtitution, area[A - D] < area[A] asrequired by EXHIBIT 1, Condition 3.

% If no bailout occurs, then the minimum present value cost that would be required of the loca
government isto repay the local debt and cover the full costs of the initid X, allocation chosen based on
the A drategy; see Figure 1. Such an outcome would provide the loca government with anet benefit
of aeca[A+B+C+E+F] -aea[B+C+D+E+F] =area[A - D] whichislessthan the saus
quo alocation of area[A]; thusB' - C' < Q' holds.



are smdl enough, then the deficit-shifting game can be avoided. There are two broad category of costs
to the centrd government from adopting the no ballout dternative. Thefirg, caled the financid costs of
no bailout, include the added interests costs and pendties or the opportunity costs associated with being
credit-rationed (Jaffee and Russdll, 1976) which the centrd government and its coalition members now
face from dlowing default. These financid codts arise either because of a "reputationa spillover” from
the defaulting locd governments plus any lost economic output resulting from a “financid spillover” onto
the rest of the nationd economy caused by aloca default. Firdt, reputationd spillovers arise when the
credit markets see the centrd government's unwillingness to assume responsibility for local debts as a
ggnd to disavow responghbility for its own debts as well. Such spillovers are likely to be sgnificant
when there datutory or congtitutiond covenants linking locd borrowing to a centrd government
respongbility to repay, or when there are significant and well understood palitica linkages between loca
and nationd condtituencies. In these instances, the politica decision to default on loca debt becomes a
valid test case for a decison to default on nationa debt.  Second, financid spillovers occur when the
local debt assumes alarge pogition in the portfolios of important nationa investors, with the locd default
leading these nationd investors to fail, causing in turn anationd credit crisgs and lost economic output as
investment and employment decline. When financid cods are large, either because of reputationd or
financid spilloversfrom alocd default, the nationd government will find the ballout drategy attractive.
The digtributiona cogts of no ballout are measured by what the central government fedsit loses
by having those other than it's nationd taxpayers cover the cost of shifting loca debt. Someone must
eventudly pay for the cost of debt. Either the nationd taxpayers pay (under bailout), ar bondholders
pay (under no bailout and default), or local taxpayers pay (under no bailout and work-out). If nationd
taxpayers are less valuable politicd condituents than ether bondholders or locd taxpayers, then a
bailout will be likdy.™ This may well be the case when bondholders constitute the national median voter

11

Again, this can be shown formaly using the fiscal specification of Figure 1. Nationd taxpayers
must assume the cogts of aloca deficit and must pay in totd a present value cost of area [B + C+ D],
the size of the local debt. Assume the centrd government values each dollar paid by atypica nationd

10



(Aghion and Bolton, 1990), when the city is the nationd capita (Ades and Glaeser, 1995), or when
locd taxpayers are very poor and the services denied under any subsequent fisca work-out are crucia
services such as hedth care, income maintenance, or persona safety (Coate, 1995).

When the centrd government faces dther high financid cogts from default because of
reputationd or financid spillovers and/or high digtributional costs because favored bondholders or locd
taxpayers are hurt without a bailout, then C;°> Cs°, abailout will occur, and inefficient loca deficit-
shifting will result. Alternatively, when the financid costs are low or zero and/or didributiona costs are
Zero or even negaive because nationd taxpayers are politically most important -- and these facts are
known by dl locd governments -- then no bailout is preferred and fiscd efficiency obtains. Importantly,
how we desgn the formd and informd indtitutions of fiscd policy-making can influence the levd of
financid and digtributiona costs of the no bailout option.

To control the financid cods of the no bailout Strategy, reputationa and financid spillovers must
be minimized. Reputationa spillovers are controlled by first removing any condtitutiond or statutory
guarantees for loca debt. Locad debt must be viewed as a legdly required obligation of the locd
government alone. Further, to ensure that loca debt obligations can be repaid, loca governments must
have access to a stable source of own tax revenues. Findly, an historica precedence of no debt

bailouts will heighten further the wall between locd borrowings and the nationa treasury. To control

taxpayer as worth $1; thus the distributiona burden felt by the centrd government from the bailout
drategy will be $1%B + C+ D]. If the no bailout strategy is adopted, however, then the cost of the local
debt will be paid by bondholders (if default) or by loca taxpayers (if workout). Assume the centrd
government vaues each dollar paid by a typica bondholder and/or local taxpayer as worth $(1 + V).
If s0, then the digtributional burden felt by the centra government from the no bailout strategy will be
$(1 + v)¥B + C+ D]. If v >0 sotha bondholders and/or loca taxpayers are valued more than an
average nationd taxpayer, then the added distributiona codts to the ruling centrd government from the
no bailout srategy -- (1 + V)¥B+C+ D] -[B+C+D] = V4B + C+ D] -- are postive. However,
if v <0 and bondholders and/or local taxpayers are vaued reatively less than an average nationd
taxpayer, then the digributiona costs of the no balout drategy will be negative for the centra
governmernt.

11



financid spillovers, nationd regulations are needed to ensure that the debt issued by large locd
borrowers do not become a sgnificant portion of the portfolio of any important nationd investor or
network of investors. Having locd debt held widdy minimizes the force of afinandd "too big to fal”
argument for locd bailouts.

To control the didributional costs of the no balout Strategy, nationd politics must place
relatively more weight on national taxpayers than on debt holders or locd taxpayers. Agan, regulaions
requiring diversfied holdings of locd debt among many investors sarves this end.  Having many
decentralized locd governments with own source revenues or an active private economy providing
competitive locad services helps to ensure that the naiond government can say NO to the bailout
requests of any individua loca government.”>  Findly, nationdlizing the provision of services crucid to
pivota nationa political congtituencies helps bresk a dependency of nationd palitica fortunes on loca
public budgets, welfare services in poor developing economies is probably the most important of such
services™  Here we are trying to control the politica version of the "too big to fail" argument for local
bailouts.

Even with these inditutiond safeguards, however, nationd politics might gill favor a balout
policy. For example, if nationa policy is made by representatives of loca governments through a
decentralized (wesk party) legidature, it will typicdly be in the private interests of each legidator to
favor a ballout for any troubled loca government. All that will be needed is a smdl amount of cosly
reputationd or financid spillover from the defaulting loca government onto the locd governments of the

2 While large local governments often make sense so as to interndlize public service spillovers and
to capture production economies of scale (eg., water, eectricity, and trangt networks) there is no need
to combine dl large production units into a Sngle government with a sngle borrowing power. Separate
public utilities with separate borrowing powers will be just as efficient.

" One wants to use this argument with care, however. Since dl services are in principle paliticaly
important to the national government -- i.e, every service has its congtituency -- the argument here
might be used to move dl sarvicesto the nationd leve. The result would be no loca public sector at dl,
and of course no bailout problem. Obvioudy a baance must be drawn here between the dynamic risks
of the deficit/bailout game and the Static benefits of fiscd decentrdization (e.g., dlocations "closer to the

people.).
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other members to ensure that C.° > Ca° for each member and a unanimous vote for the bailout Strategy .
As with tax exporting and pork-barrd spending, strong presidents or strong political parties or a
politicaly independent court or monitoring agency committed to efficiency become necessary

complements to the formal ingtitutions of fiscal discipline™

If these ingtitutiond incentives for the central government to adopt the no bailout strategy are not
successful  -- perhaps because nationa politics favor locd interests -- then, we must turn to a second
line of defense: discourage the local government from borrowing, even if a centrd government bailout

will occur. Here we propose an extra-legidative, regulatory fiscd inditution which raise the loca costs

" Imagine the nationa government decides policies through a legidature composed of

representatives from each of N identica loca governments. The legidature must decide to bailout, or
not, any locd government with unfunded deficits. From the fiscd modd of Figure 1, thiswill require a
nationdly funded payment of area[B + C + D] to the locd government seeking the bailout. How will
the N members of the legidature vote on such a petition for relief? Clearly the member representing the
loca government in default will favor the petition, but what about the other N - 1 members? Each of
those (N - 1) identical governments will pay G° = (1I/N)¥B + C + D] for the bailout. If the no bailout
drategy is chosen, then a typicd ith member's digtrict bears a financia cost of K and a didtributiond
cost of (1 + V}{di[B + C + D]}, where 9d; is the share of defaulted debt borne by digtrict i's
resdents. Thus G°= F + (1 + V){d6i[B + C + DJ}. If we assume that local debt is uniformly
distributed among nationd residents -- i _ (1/N) -- and that nationd legidators vaue income to their
resdent bondholders a the same rate they value income to therr resdent taxpayers -- i.e, no
digtributional preference within digtricts, so Vi =0 -- thenwe see C;°> Cs°aslong asFi > 0. It takes
just alittle reputationa or financia spillover to ensure a unanimous vote for a bailout.

What is needed here are strong presidents (e.g., Fitts and Inman, 1992) and/or strong political
parties (Wittman, 1989) who can contract around this dynamic inefficiency by compensating those who
vote no on bailouts with a payment larger than K. Such compensation is palitically feasble aslong as
the total payments to the needed mgority of [(N+1)/2]% isless than the efficiency savings of area [D]
in Figure 1. While a srong presdent or politicd party is needed to block the myopic voting of
individual legidators, note too that the inditutiond rules outlined above that reduce the costs of
reputational and financid spillovers (the F's) will improve the chances that the nationa paliticians can
form a winning codition to ensure efficiency. Again, we note that good budgetary rules and good
budgetary politics are both needed for fiscd efficiency in federd systems.

If effective nationa politics falls to check the temptation of a widespread loca bailout, then
condgtitutional prohibitions on the level of loca debt may be needed; see Epple and Spatt (1986). For a
concrete example of such a prohibition in response to the voting dilemma described above, see fn. 23
below.
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of loca deficits. If G can be increased to Ca'¢s0 that now B - Ca'¢£ Q', then CONDITION 2aof
EXHIBIT 1l will no longer hold, and the inefficient deficit-shifting strategy will be defested. The
ingtitution proposed hereis a conditiond bailout strategy supervised by a paliticaly independent nationa
bankruptcy court or regulatory agency. The bankruptcy court can raise the loca costs of a bailout by
impodng ether (i) a co-payment requirement or (ii) a balout pendty (eg., reduced intergovernmenta
grants) or by establishing a balout oversght board capable of dtering the locad budget towards
dlocations only favored by the nationd government (e.g., reduced local rent-seeking). If the conditiona
balout drategy imposes a sufficiently high co-payment or a sufficiently onerous ballout pendty or
oversight process, then Ca'¢will be large enough that now B - Ca'¢< Q', and the local government will
prefer the balanced budget/status quo strategy over deficits followed by a conditiona bailout.”® The

' From Figure 1, the costs to the local government when thereiis a full and unconditional bailout will
be G = Full Costs - Full Balout =aea[B+C+D+E+F -aea[B+C+D]=[E+F]. A
conditiond bailout -- usng ether a co-pay, a pendty, or oversght -- will pay only a fraction of the
origind bailout of area [B + C+ D] to the loca government, or (1 - €)%B + C+ D], where € isthe
rate of co-pay, pendlty, or oversight burden. Now local costs will equal Ca'¢= Full Costs - Conditional
Balout=[B+C+D+E+F]-(1- €)B+C+D]= ¢[B+C+D]+[E+F]>Ci =[E+F].

To ensure that the local government prefers the balanced budget/status quo to deficits with a
conditional bailout, Cs'¢must be large enough that B' - Ca'¢£ Q. From Figure 1, B = area[A + B+ C
+ E + F] and Q area[A]. Given the definition of Ca'¢; the balanced budget/status quo alocation will be
preferred if:

[B+C]- é[B+C+D]£0;
or if the required rate of co-pay, pendty, or oversght burden satisfies:
és [B+C]/[B+C+D].
It can be shown that for Figure 1 fiscd choices, this condition can aso be written as:
és1- a0

where & isthe ratio of economic inefficiency to tota local spending (& =areg]D]/aredB+C+ D+ E
+ F] = rate of "excess burden") and Oisfraction of total local costs shifted through deficit financing in
Figure 1. For example, if O=50and & = .20, then € 3 .60 is needed to discourage local deficit

shifting. Further, € can be estimated with knowledge of loca governments demands for local services
and the (assumed exogenous) potentia leve of locd deficit shifting. Inthelimit, if O=1,then €3 1-
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efficent dlocation Xe then results. Of course, the nationd government must prefer the conditiona
ballout strategy to the unconditiond bailout. This will occur if the co-payment, pendty, or the benefits
from oversght are trandferred from the locad government to the congtituents of the national government
and if the cogts of enforcing the conditiond bailout are not too high. A high rate of co-payment or
bankruptcy penaty helps to ensure tha the national government will a leest impose the conditiond
ballout strategy -- the bankruptcy court -- and further, and most importantly, that the Strategy will deter
excessive local borrowing. ™

Findly, there is a third line of defense agangt excessve locd debt: conditutional based
prohibitions on locd borrowing through balanced budget rules (BBR's). Here dl loca and nationa
politica discretion isremoved. A rule iswritten, it is conditutiondly grounded, and it is enforced by an

outsde watchdog agency, whether a court or regulatory body. Debt will be alowed for gpproved

& is necessary for deficit control. )

The andlysis here assumes an exogenous level of local debt, A, fixed perhaps by an exogenous
project size. If local borrowing is endogenous, then it can be shown that A(e), where local deficit
shifting fdls as the rate of copayment rises, and in the limit, A=0for € = 1. Inthis more generd
mode, high copayments Hill control inefficient local borrowing.

*® The choice between a conditiona and unconditional bailout must be the dhoice of the central
government or regulatory agency or court, and not the local government. Given a decison to prefer
ballout, the centrd government will prefer the least costly ballout strategy. Congder again the case of a
decentrdized legidature each of whose members prefers the unconditional bailout strategy to the no
bailout srategy when F > 0; see fn. 13.  If a bailout occurs, F then equas 0. The cost to atypical
legidator of the unconditiond bailout will be (/N)¥B + C + D]. The cost of the conditiona bailout will
be (UN){B + C + D] - (IUN)%e - )%B + C + D], where € is the rate of co-payment (pendty,
oversight) alocated back to the national government and __is the rate of adminigtrative or enforcement
expenses asociated with running the conditiona balout system. If the returns from the conditiond
bailout exceed its costs ((€ - ) > 0) then the conditiond bailout will be preferred. Happily, the
conditiond bailout option -- bankruptcy court -- will be preferred by the centra government when it is
most likely to be effective in discouraging locd deficits-- that is, when € ishigh. Cae must be
taken to ensure that € does deter loca debt, however. If (€ - ) > 0 meking the conditiona bailout
preferred to the unconditiona bailout but € does not deter local borrowing, it is possible that the
national government will prefer the conditiona balout to no balout but no balout to a very expendve
unconditional bailout. Here the conditiona bailout (which does not deter excessive borrowing) "crowds
out" what would have been a more effective no bailout choice by the national government. To prevent
crowding out of the more effective debt deterrence strategy, € must be st high enough to ensure local
governments will not borrow; seefn. 15.
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capitd outlays -- the so-cdled "golden rule’ BBR -- but not for current accounts expenditures. Clear
accounting standards will be needed to ensure the enforcement of the rule with a focus on the ex pog,
end-of-year budget to minimize the use of accounting gimmicks which overstae revenues and
underestimate cogts; see Inman (1997).

Basad on the andysis above, EXHIBIT 11 summarizes the condtitutiond rules and the formd
(condtitutiond) and informd (political) enforcement inditutions needed to establish a hard budget
congraint for locd governmentsin afederdist public economy. The rules and indtitutions establish three
lines of defense againg the dways present temptation for loca governments to tap the nationd treasury
through cogt-hifting.

Thefird line of defenseisto provide the nationa government with the politica incentivesto "Just
Say No" to local requests for unwarranted transfers. For tax-exporting and pork-barrd spending thisis
achieved by sgtting a high condtitutiond hurdle (i.e,, an amendment needing 2/3's gpprovd) for any
nationd trandfers by limiting loca government to resident-based taxation and low spillover services. The
condtitutiond rule is then enforced by an independent court or regulatory agency backed by a politicaly
drong presdent or political party committed to a nationd interest in economic efficiency. To limit
excessve loca deficits, congtitutiond rules are needed which: 1) do not promise debt bailouts; 2) do
givelocd governments a resdent-based tax to repay their own debts; 3) discourage "sympathy bailouts'
by giving the nationd government respongbility for low income asssance 4) require many locd
governments, and 5) require diversfied portfolio holdings for local debt. Aswiththe rulesto discourage
tax-exporting and pork-barrd spending, independent enforcement will dso be needed. If the nationd
government does say "Yes' to unwarranted transfers, then a second line of defense will be needed
which makes accepting those transfer codtly to the locd government. Hereis the role for a bankruptcy
code which requires that if aloca debt bailout is paid, the loca government shares in its costs through
co-payments, pendties, or overaght. If the costs are high enough, then the loca government will not
pursue the deficit-shifting strategy.  To be effective, however, enforcement must again be done by a
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politicaly independent court or oversght agency. Findly, if the firg and second lines of defense are
ineffective, then the third and last line of defense for the hard budget congtraint must be the outright
prohibition of the cost-shifting srategy. In the case of deficit-shifting, thisis achieved through baanced
budget rules requiring ex post accounting, again enforced by an independent court.

I11. Finding Fiscal Disciplinein The U.S. Historical Record

The U.S. public economy is viewed by many as one federdist system which has successfully
established the principle of fiscd discipline for its locd and date governments. While this impression is
largely correct, there have been severd notable exceptionsin the U.S. historical record. Reviewing this
record provides hard evidence for the importance of the rules and indtitutions outlined in EXHIBIT I1I.
In each instance where the local budget condtraint has turned " oft," one of the key rules or indtitutionsin
EXHIBIT Il was found missng.

A. TheU.S. Evidence on Tax-Exporting and Pork-Barrd Spending

The U.S. Condtitution limits the taxing powers of state and locd governments only by denying
the subnational government the right to impose duties on imports and exports into the sate. All other
taxes, provided they are uniformly assessed, are legdl. As a consequence, state and loca governments
have actively sought to reduce tax burdens on their own residents through the taxation of non-residents,
whether through the taxation of commercid-industrial property, severance taxes on natura resources,
locd profits and sales taxes, or the taxation of the incomes of non-resdent workers. This Strategy is
congrained by the ability of non-residents to exit the taxing jurisdiction, and there is strong evidence that
non-resdents will leave high tax for low tax jurisdictions (Wilson, 1999). Stll, dates and cities with
unique locationd advantage will retain taxable non-resident tax base. There is good evidence that both
date (Kolstad and Wolak, 19xx) and loca governments (Ladd, 1975) impose taxes on their non
resident base so as to cross-subsdize local services provided to their own residents. The effect isto

increase locd government sarvices above the socidly efficient level cregting a "triangle”’ of economic
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wadte shown as area [D] in Figure 1. Conservative estimates place this inefficiency at from $.03 to $.05
per dollar of state and local government spending, or about $130 to $200 per U.S. resident per year.”

This inefficiency arises because U.S. gate and locd governments are dlowed to tax non-residents
through an inefficient local tax on cepitd. Limiting U.S. tates and dities to the taxation of resdent
income or resdent property done would correct this problem. It must be noted that the extent of these
locd tax inefficiencies are sgnificantly reduced by the mobility of capital and labor within the U.S.
economy. The large cities and provinces within developing economies may not be so congrained.
Appropriate tax assgnment will be dl the more important here.

The U.S. federd public economy performs no better when it comes to controlling pork-barrel
gpending for state and loca government infrastructure projects and grants-in-aid. Other than print
money or run an army or navy, there are no congtitutiona restrictions on the services that U.S. state and
loca governments can provide. As a consequence, U.S. date and loca governments provide all
manner of goods of services. Indeed, other than nationa defense, the state and local sector is the
primary provider of government services in the United States, and significant fraction, over 20 percent,
of these services are financed by federd grants-inraid. An analysis of the contemporary period (1950
1985) of U.S. congressiona budgeting reveded that U.S. grants palicies are rarely set according to the
principles for efficient spillover grants but are rather determined by a system of decentraized politics
which give each congressond digtrict federd monies for its own state or locd governments, see Inman
(1988). An analysis based on Figure 1 again provides a good description of how loca cogt-shifting
occurs, area [D] again provides a measure of the economic inefficiency from this form of loca cog-

shifting. Inman estimates the rate of inefficiency at $.17 for every federd grant dollar sent to the state or

" These estimates are based upon the current 1998 budget levels for the aggregate size of the state
and loca sector of $4500 per resident. The demand curve is assumed to have a price eladticity of -.60
(see Ladd (1975)) with 30 percent of state and local taxes shifted onto to non-residents. In terms of
Figure 1, Xe = $3633 per resident, X, = $4500 per resident, MC=$1land (1- OpMC=.7as O=
30. Area[D] istherefore estimated as .5%1 - (1- O))%Xi - X¢) = $130. For an upper range demand
eadticity of -1.0, area[D] would equal $202. See Wildasin (1989) for smilar etimates for the U.S..
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local sector or about $192 per U.S. resident at today's grants levels. Importantly, however, Inman's
andysis dso shows that a paliticaly strong President can check the propenaty of the national legidature
to favor loca nterests through inefficient grants spending. Ronadd Reagan's first budgets successfully
reduced federa grants-in-aid by $36 per resident per year or 20 percent. This tendency of the national
legidature to inefficiently favor locd interest unless checked by a paliticaly strong President or politica
party is afamiliar themein U.S. fiscd history; see, for example, Arnold (1979), Inman and Fitts (1992)
and Stewart (1989)."® Again, it is alesson worth teaching to other federalist democracies.

B. The U.S. Evidence on Deficit-Shifting

The U.S. fiscd record is marked by four mgjor episodes of state and/or loca government deficit
shifting followed by potentid ballouts or defaults. Each episode provides important indghts into how a
nationd government might impose a hard intertempord budget congtraint on its subnationd units.

1. The 1840's Default by U.S. States. The 1840's default by eight U.S. states (Arkansas,
[llinois, Indiana, Louisana, Mayland, Michigan, Missssppi, and Pennsylvania) and one territory
(Florida) and the decision by the U.S. federd government not to bailout or aid the troubled States was a
defining event in U.S. fiscd rdations for at least three reasons. Firt, and for the firgt time, the federd
government said NO to a state or city request for financia assistance in times of a debt crisis™  Denied
federd reief, the defaulting dtates worked through the criss either by repaying ther debts in full
(Pennsylvania and Maryland) or part (Arkansas, Indiang, lllinois, Louisiana, Michigan) or by repudiating
(Missssppi and Florida) their outstanding debts. Second, and importantly, the bond market responded

18

The importance of a strong president to control local access to the nationd treasury was firgt
made clear by Andrew Jackson's veto in 1830 of a federd subsidy for a locd road in Maysville,
Kentucky, being built for the benefit of the loca resdents only.

 Prior to 1840, the U.S. government had always assumed the debt of troubled states or cities. As
pat of the compromise to form the Union and to set the nationd capitol in Washington, D.C., the
federal government assumed the revolutionary war debts of the states;, see Ratchford (1941, Chapter
2). In 1802, the nationa government paid the debts of American merchants owed British merchants.
Findly, in 1836, the federd government bailed out the Digtrict of Columbia from a debt of $1.5 million;
see McGrane (1935; p. 37).
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rationaly. Those dtates that repaid their debt were soon able to return to he internationd capitd
markets without interest rate pendties. Those ates that repaid only partiadly were able to borrow again
but faced a smdl interest rate premium. Finaly those States that refused to repay their debts were
denied access to the bond market for at least the next twenty years, see English (1996). Third, given this
rationa response of the bond market to the threat of default, states soon recognized the importance of a
credible signd that future defaults were not likely. States adopted, on their own, balanced budget rules
(BBR's) as apromise that excessive borrowing -- debt not matched by some income producing asset --
would no longer be tolerated. Once the trend Started, new states entering the Union found it prudent to
also adopt a BBR. Today dl but Vermont have a balanced budget rule in some form; see Bohn and
Inman (1996). Importantly, the contemporary evidence will show that those states which adopted
conditutiondly grounded, ex-post BBR's would enjoy the most favoradle interest rate advantages
(Bayoumi, Goldstein, and Woglom, 1995) and have the lowest levels of excessive deficits (Bohn and
Inman, 1996). If the national government can say NO and adopt the no-bailout strategy € of
EXHIBIT II) and if the capitd markets are sufficiently capable of judging loca deficit levds, then good
intertempord loca budgeting can resuilt.

Two facts proved particularly important to the ability of Presdent Tyler to say NO to arequest
for a sate debt bailout” Fird, the distributional cogts to the President of refusing to bailout the
troubled states were very low. The mgority of the bondholders were Europeans, not U.S. citizens, and
of the U.S. bondholders most were wedthy indudtridists and bankers. 1t was not difficult paliticaly to

leave these bondholders at risk, particularly following 12 years of Jacksonian democracy with its strong

" |n amessage to the European lenders, Tyler wrote that the states alone were responsible for the
repayment of their debts, adding that each state would "fed itself bound by every consderation of
honor, as well as of interest, to meet its engagements with punctudity.” (McGrane, 1935, p. 31). There
was in fact a balout proposd on the table at the time of Tyler's decison, offered by Representative
Johnson of Maryland (one of the defaulting states). Johnson's plan was to propose the sdle of public
lands to generate the needed revenues to repay not only the debts of the defaulting states, but of dl
states and even cities too. For reasons noted below, Johnson's proposal was never approved by
Congress or embraced by Tyler; see McGrane (1935, pp. 34-40).
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emphasis on alimited federal government and its support for the economic interests of the lower classes

w2l

agang a "moneyed aristocracy.™” If a Sate chose to repay its debt, the taxes to do so would again
come primarily from wedthy landowners through revenues from a property tax; indeed the initid inability
of Indiana to repay its debts arose from the collapse of land vaues beginning with the depresson of
1839; see WAllis (1998). Second, the economic or financia costs of the no bailout strategy, both to the
nationa government and to the other fiscdly stable states, were very low if not zero. Fears that foreign
investors would seek to collect the debts by force were quickly put to rest. At the very start of the
criss, Lord Pamergton, the British Foreign Secretary at the time, refused to forward to the British

Miniger in Washington a communique from European financiers demanding payment from Missssppi

by noting that "British subjects who buy foreign securities do so at their own risk and must aoide the
consequences' (McGrane, 1935, p. 202). Threats of cutting off trade credit to the defaulting States dso
proved groundless (English, 1996, p. 268). The only possible costs were to come from a reputationa

soillover from the defaulting States to other U.S. governments. But these costs proved smdl as well.

The interests codts paid by the Federd government were effectively unchanged over the 1840's, as
were the interests costs paid by states which did not repudiate their debt. By the 1850's, even Louisana
which refused to pay the debts of its state bank, was able to borrow at the market rate paid by non-
defaulting gtates for other, non-banking state purposes, because it had repaid dl of its non-banking debt
obligations (English, 1996, p. 269). The bond market was not only able to distinguish the risks of

credits of different sates and levels of governments, it was dso able to distinguish risks between bonds
from the same state.  With this degree of market sophistication, reputationd spillovers were very low
indeed. The combination of low digtributiona costs and low financid codts at the time of the 1840's
crisis made the no bailout strategy the preferred choice of Presdent Tyler. Given the no bailout choice,

21 Jackson wrote: "'l am one of those who do not believe that a national debt is a national blessing,
but rather a curse to a republic; inasmuch as it is cdculated to raise around the administration a
moneyed aristocracy dangerous to the liberties of the country;" Schlesinger (1945, p. 36). In terms of
the forma modd outlined in Section 11, the national government valued the interests of bondholders less
than the interests of the average nationd taxpayers-- thatis vi <0infn. 13.
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dates responded rationdly, and efficiently, with baanced budgets and BBR's as sgnds of ther
improved budget discipline.

2. The 1870's Defaults by Southern States: The period 1868-1876 marked alow point in
the quality of American democratic rule. With the passage of the Recongtruction Act of 1867, the
defeated Southern states were turned over to the rule of military commanders and to hastily convened
date legidators largely composed of newly freed Negroes with little or no education and northern
"carpetbaggers’ sent to manage the affairs of the southern states and cities. Once new legidators
goproved a new dae conditution and the XIVth Amendment, the states were re-admitted into the
Union and the military commanders withdrew. A leadership vacuum ensued, soon filled by what one
commentator caled "the most ignorant, corrupt, and vend lawvmakers ever to hold office. . . . (T)hosein
control were out to loot and plunder. The credit of the states was the vehicle whereby much of the
steding was accomplished” (Ratchford, 1941, p. 169). The result was the accumulation of new debts
for the Southern states of $101.2 million in a little over four years (Ratchford, 1941, p. 183). The four
dates thought to have had the worst recongtruction governments -- Forida, Louisiana, North Caroling,
and South Carolina -- borrowed nearly 2/3's, or $64 million, of the total, most of it eventually wasted or
dolen. By mid-1870's, however, the franchise had been restored to ex-confederates. New
Democratic governments were dected, ousting the carpetbaggers and defeating most of the Negro
legidators. One of the firgt actions of the new governments was to repudiate the debts of their corrupt
predecessors.

There was never any question of asking the federa government to repay these debts, nor
gpparently were there any expectations on the part of the investors that they would be bailed out. A
mgority northern Congress was unlikely to have much sympathy with the taxpayers of the recently
defeated southern states.  Further, those who had purchased the debt were largely European investors,
and as in 1840's, they continued to hold little U.S. politica favor. For both reasons the ditributiona

codts of the no bailout strategy were low. Findly, and again as in 1840's, the bond markets correctly
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digtinguished good risks from bad. The European investors demanded significant interest rate premiums
for the risks that they were taking, and they successfully identified where those risks were largest. At
the same time that New York and Ohio were able to borrow at rates between 56 percent, and
Georgia as one of the better managed southern states from 6-8 percent, Louisiana faced interest rates of
from 10-15 percent, South Carolina paid between 20-30 percent, and North Carolina could only
borrow at rates between 15 to 35 percent; see Ratchford (1941, p. 179).% In the end, virtualy al of
the reconstruction debts wasted on corrupt transfers were left unpaid by the new dected southern
governments, while those debts funds dlocated to legitimate infrastructure congtruction were generdly
repaid but at a discount (Ratchford (1941) pp. 183-196, and Scott (1893)). Interestsrates paid by the
post- Recongtruction state governments, no longer marred by corrupt leadership, soon returned to the
compstitive rates of their northern counterparts. The lesson of the 1840's proved robust:  With
sophigticated bond markets, debt bailouts only make sense to the nationd government if there are
ggnificant politica advantages to the redigtributive trandfer. Lacking that advantage, the no bailout
drategy was agan preferred. Findly, redizing they faced the bond market on their own, the newly
elected gae governments sought to sgnd thelr commitment to fiscd responghility by including in their
conditutions baanced budget amendments to control current accounts borrowing and aggregate limits
to control total debt; Ratchford (1941, 192).%

% Interest rates for Florida were not available but one commentator noted after Florida bonds were
sold in Holland that the Dutch "syndicate took the bonds as a speculative venture, for the story of fraud
and corruption was circulated in Holland as in other countries of Europe” The bond market again
seemed to understand the redities of U.S. politics.

? One of the worst abusers of debt financing during the Reconstruction period was South Carolina

In 1873, South Carolina gpproved an amendment which forbid any new state debt unless gpproved by
a2/3smgority in adirect vote of the citizens.

Rather than a check on outright corruption, Illinois passed its debt limitation as away to limit the
damage which might occur when a decentrdized legidature faced universa bailouts to cover excessve
and widespread locd borrowing, as moddled in fn. 14. One member of the Illinois Condtitution
Convention arguing on behdf of the debt limitation was quite clear on the point: "l can see like a
creeping shadow on the wall, the time approaching when alog-rolling scheme will be brought into some
future legidature, to saddle on the state of lllinois, the assumption of tha $40 million (of locd
indebtedness) perhaps twice, aye! thrice fold. | regard this section as of the intensest importance; asthe
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3. The Municipal Default's of the 1930's:** With the emergence of the automobile and the
beginning of suburbanization in the 1920's came a new demand for public capitd. Highways needed to
be built and the infrastructure of new communities put in place. The level of capitd investment by U.S.
cities over 30,000 roughly doubled from 1920 to 1930, while the annua issue of new debt more than
doubled, risng from $595 million to $1,250 million. The growthin infrastructure spending and debt was
drongest in the fastest growing, large population datess New Jersey, lllinois, Forida, Missouri,
Michigan, Pennsylvania, New Y ork, Texas, Cdifornia Virtudly dl of this debt were generd obligation
bonds backed by the property tax base of the issuing governments; revenue bonds supported by fees
and earmarked taxes accounted for less than 6 percent of this new debt. The debt explosion placed a
growing debt service burden on the property tax base of U.S. cities. By 1932 debt service payments
exceeded 15 percent of annuad spending in fourteen states; nineteen more states had annua burdens
over 10 percent of annua spending. Any sgnificant downturn in tax base would threaten the ability of
high debt communities to meet their interest and principad obligations. The downturn came with the
Depression of 1932. The Depression had two important consequences for the ability of cities to repay
their debts. Firgt, property vaues declined, or at least failed to grow as anticipated when the debt was
first issued. This fdl in tax base placed a Sgnificant strain on tax rates. Second, service demands
increased; the loca public sector in the 1930's gill had a sgnificant fiscd responghbility for services to
low income households and for unemployment reief. In the face of new spending demands and fdling

tax base, cities choose debt financing over a tax increase. Debt coming due was "rolled-over” and

ounce of prevention that some day will save more than a pound of cure” (Quoted in Hillhouse, 1936, p.
323).

# Unless noted, the andysis for this period follows from the data and discussion in Hillhouse

(1936), Chapters 1, 11, 12 and Appendix A.
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increases in poverty spending were financed with new borrowings. While this "tax-smoothing" strategy
might have succeeded with a short economic downturn, it did not work for the prolonged recession of
the 1930s. The result was an exploson of municipd defaults, risng from 678 dae or locd
governments in default in 1932 to over 3200 governments in default by December, 1935. (For dl of the
five years prior to 1932, the tota number of state and loca defaults was 226.) By 1937, 14 percent of
the of the 3,053 U.S. county governments and 12 percent of the 310 cities with populations greater than
30,000 were in default. In dollar terms, $.16 of every dollar of outstanding state and local debt was in
default; see Hempel (1971), p. 22. In contrast to the 1840's and the 1870's, the 1930's defaults were
not limited to a few governments nor were they the result of obvious fiscd mismanagement or
corruption. Nor was the outstanding debt now held by European investors, state and local governments
owed the money to paliticdly influentid, upper income Americans. Would the "no bailout" strategy be
chosen for thisfiscal criss?

It was not. In contrast to the two previous periods of mgor defaults when the federd
government chose to leave the defaulting governments to their own devices, now the decison was made

to offer state and local governments a fiscal bailout.”®  But importantly, the bailouts were conditiona . ”®

% In contrast to the 1840's and 1870's bailout decisions, the balance of nationa government's

benefits and costs weighed in favor of the bailout strategy in the 1930's. Fird, the 1930's defaults were
widespread and the defaulting locd governments were not eadly distinguished from non-defaulting
governments; see Hillhouse (1936), pp. 420-423:

State defaults in the South, and an occasond failure on the part of southern municipd officidsto
meet their debt charges on time, have prejudiced investors againgt southern municipal, despite
the fact that municipa credit in that section cannot be regarded as a homogenous whole. Other
examples of the mutua interdependence of credit could be cited. . . (p. 423)

Thus, the financid spillovers from failing to bailout the defaulting governments were more sgnificant for
the non-defaulting governments in the 1930's (F > 0). Second, with outstanding debt now
concentrated among American bondholders, not Europeans, the digtributiond costs of a no bailout
decison to gate and nationd politica leaders were sgnificantly increased. Further, and in contrast to
today, upper income investors (annua incomes 3 $5000) owned ardatively smal share of outstanding
municipa debt, probably less than 40 percent; Hillhouse (1936) p. 432. These two facts suggest the
1930's municipa bondholders deserved serious "digtributiond” consderation when compared average
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Fnancid ad for locd governments in fiscd distress was paid through the Recongtruction Finance
Corporation and the Federa Emergency Adminigtration of Public Works. Importantly, the assstance
covered only a smdl part of the codts of the defaulted debt. Consigtent with the theory of an efficient
conditiond bailout, the defaulting locd governments were generdly expected to pay a Sgnificant fraction
(€), in many cases dl, of their outstanding obligations. Further, the federd money and accompanying
date relief came with oversgght by a higher leve of government, typicaly a State gppointed supervisory
board. These boards monitored the daily finances of the troubled loca governments by collecting taxes,
monitoring expenditures, and then establishing snking funds for debt repayment. The role of the
conditiond federd and state bailouts were to ensure timely payments of interest and principa and the
long-run solvency of the locd government. The Srategy seems to have succeeded on both counts.
Hempd (1971, p. 24) estimates that by 1939 no more than $50 million in principa or interest of
defaulted government had not been repaid (less than 2 percent of the 1937 debt at risk), and by 1946
the date had been cleared.

While the conditiona bailouts of the 1930's provided the money for repaying defaulted loca
debt, payment was often ddayed. In these circumstances, a mechanism for baancing competing
creditor interests would be required. In particular, localities seeking to negotiate an orderly work-out of
locd obligations often faced the problem of an intransgent creditor, holding out for a larger portion or a
quicker payment of the settlement (O'Conndl (1993), pp. 449-450). The Federa Municipd
Bankruptcy Act of 1937 provided the needed procedure by alowing clams to be settled with the
agreement of the taxing jurisdiction and by creditors holding 3/4's of the affected clams. But the Act

and its subsequent revisons (most recently in 1988) have done no more than ensure an orderly means

nationa or loca taxpayers (vi 3 0). When K >0and Vv;3 0, thebalout strategy is preferred; seefn.
13.

% A nationd or state government's choice between a conditional and unconditional bailout turns on
relaive codtliness to the two drategies. If the co-payment rate is set high enough S0 as to exceed
adminigrative expenses, the conditiond srategy will be preferred. This seems to have been the case.
Full assumption of the loca debt of defaulting governments occurred in only two instances, one in
Arkansas and one in Texas, and both for were for building Sate roads. See Hillhouse (1936), p. 332.
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for baancing creditors competing clams.  Importantly for this andyds, neither the 1937 Act nor its
successors provide for uniform oversight or a conditiona bailout procedure for cities or sates in credit
distress” The municipa defaults of the 1930's gave rise to the conditional bailout strategy for managing
fisca digtress, but the experiences were never codified into a uniform set of rules for co-payment and
oversight”® The ad hoc, and largely political, nature of the co-payment and oversight process of the
1930's remains the norm for the conditiona bailouts of today.

4. Municipal Defaults Since 1970's. Three municipa defaults, or near defaults, define the
key parameters of the current U.S. drategy for controlling locd government deficit shifting: the
Bridgeport CN (1991) default testing the limits of judicid intervention within the current U.S.
bankruptcy law; the New York City (1975) default testing the limits of U.S. federd government
involvement; and the Philadel phia (1990) default testing how far sate governments might go to ad their

mgor centrd cities.

%" The 1937 Municipa Bankruptcy Act was originally written as a temporary act to facilitate work-
outs for the 1930's defaults, but in the process it set the tone for al subsequent federd legidation. It
was made permanent in 1946, with only minor revisons since, most recently in 1988. The spirit of the
1937 Act can be found in the long U.S. legd history prior to 1937; see O'Conndl (1993), pp. 429-
450. The fundamentd tension in the case law was between sovereign immunity protection for sates
from alits by individuds (XIth Amendment) and the Contracts Clause of the Conditution (Article 1,
Section 10) making it unlawful for any sate to impair the obligation of contracts. The Contracts Clause
ensured that any bankruptcy legidation would be federd; te Xith Amendment meant that the law
would have a very narrow scope, and in particular, that state gpprova (perhaps only inferred from a
related state regulation) would be needed for any municipdity filing for bankruptcy.

% Nor has the U.S. case law on municipa bankruptcy provided much guidance for the structure of
conditiond bailouts. On the contrary, the primary purpose of the U.S. case law has been to redtrict the
ability of creditors to find rdief (co-payment) using the courts. Current U.S. case law does not dlow
creditors to: 1) seize city or private property within the city; 2) obtain alien againg future taxes; 3) ask
the court to supervise the government's budget (though state supervision is alowed); or 4) compe state
government to pay the debts of its municipdities. In certain instances, creditors can obtain a writ of
mandamus requiring the imposition of new taxes -- for example, the State condtitution explicitly states
that taxable property within the city shal be made available to pay city debts or the debt contract itsdf
requires the levying of sufficient taxes to repay the debt. Lacking such specific protections, however,
municipa creditors have little legal protection through the U.S. courts. More practically, requiring cities
to raise revenues they do not have is hardly a remedy for creditors. As noted by a 1942 court, the
higtorica remedy of mandamus is largely "empty" (O'Conndl (1993), p. 454). For the U.S. courts,
conditiond bailouts and creditor relief isa palitica, not ajudicid, decison.
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Bridgeport is Connecticut's largest city and aso its poorest. On June 6, 1991, the Mayor of
Bridgeport filed a petition in the U.S. Bankruptcy court to have her city declared bankrupt under the
provisons of Chapter 9 of the U.S. Bankruptcy Code. The intent in filing was to utilize the Bankruptcy
Code to restructure the city debt payments and in the mayor's words (and more controversdly) "to
modify certain onerous and economicdly burdensome contracts' (Bridgeport, 1991). There was little
guestion that the City was in deep fiscal distress at the date of filing. It was running a$16 million deficit,
had the highest tax rates in the state, and was dready being supervised by a sate oversght board as
part of a 1988 state guarantee of $35 million of City bonds. For the court, however, distress was not
theissue. Under the rules of Chapter 9, a city filing for bankruptcy must be insolvent, and this the court
took to mean, literdly, "out of cash" (Bridgeport, 129 Bankr 332, D Conn, 1991, pp. 337-338). At
the time of filing, Bridgeport had a deficit of $16 million but the city dso had $27.9 million in an interest-
bearing account. A cash flow andyss projected a positive end-of-year baance of $12.5 million.
Because of the postive baance, the judge ruled that Bridgeport did not meet the insolvency tes of the
current federd law and thus was not digible for bankruptcy protection and a court supervised
conditiond bailout. The Bridgeport ruling cannot be considered exceptiond. It confirmed what most
generd purpose local governments adready knew. The Bankruptcy Court is not the place to look for
fiscd rdief. Only 15 municipdities gpplied for bankruptcy between 1980-1991, and of those only 4
sndl communities actually recelved protection; see Lewis (1994), p. 6. If a U.S. city wans a
conditional bailout, it will have to come from palitical negotiations with either its naiond or date
government.

New York City went to Washington for a ballout following its financid collgpse in the summer
1975. Facing budget deficits estimated at close to $1 hillion on a cash flow basis and nearly $4 billion
(/3 of the city's $12.1 hillion budget) if dl outstanding short-term debt had to be repaid -- ared
possibility since the city had been denied access to the short-term debt markets since the Spring, 1975 -
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- it was essential that someone come to the rescue of the city.”® The State of New York responded
with an advance on date grants-in-ad (but not new monies) and the credtion of the Municipd
Assstance Corporation (MAC) with a $3 hillion borrowing authority as a means to access the bond
markets on the city's behaf. MAC was given the revenues from the city's 4 percent sdes tax as a
means to guarantee its bonds. The mgor banks in the city, and a a latter date even the public
employee pension plans, purchased MAC bonds. However, the bankers found it extremdly difficult to
re-market the bonds except a significant discounts.  This fact discouraged additional bank borrowing.*
By September, 1975 it was clear that without a restructuring of how fisca business was conducted in
the city, the bond market was not going to lend additiond monies, MAC or no MAC. At this point,
newly eected governor Hugh Carey took control. With the gpprova of a special sesson of the state
legidature, Carey created the Emergency Financid Control Board to oversee the management of city
finances. The Board, controlled by a mgority of Carey gppointees, was given the power to set budgets
and to gpprove dl city contracts, including labor contracts. A new accounting system based upon
GAAP principles was dso introduced. The Control Board began a process that would eventudly cut
municipd employment by 20 percent, freeze public employee pay, cut pension benefits and begin full
funding, introduce tuition at the City Univerdity, and raise trangt fares. Still, the generd distrust of city
finances was s0 strong that even these promised, and in the end successful, measures were not enough

to induce investors to lend additional money to the city. Federd loan guarantees would be needed.
Initid vigts to Washington in the summer of 1975 by the MAC leadership, ostensbly to brief

Treasury Secretary William Smon and Federa Reserve Chairman Arthur Burns on the severity of the

® The causes of the New York City fiscdl crisis are familiar ones for large U.S. cities sizesble

welfare payments, large labor budgets, and underfunded public employee pensons now coming due.
These big spending items were compounded, literdly, by sgnificant interest payments to service a sock
of short-term deficits accumulated over the previous decade through the use of "debt-rollovers.”

* Then Mayor Beame continualy pushed the banks to buy and hold more of the City's short-term
debt in their own portfolios. But given the risky nature of City debt and Federa Reserve Bank portfolio
regulations requiring investment grade investments, this was not an option. The effect was to force the
city's new debt into the bond market for an impartia evauation. The market rejected the debt.
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crigs and its implications for municipd borrowing and the stability of the banking sysem generdly,
generated little sympathy for federal assistance® An October lobbying effort by Governor Carey only
produced the famous Daily News headline: "Ford to City: Drop Dead." But the economic redlities of
the New York crigs were being felt. While federd assstance helping New Y ork banks and residents
might carry negative palitica implications for nationd paliticians (i.e, 0; £ 0), concerns over significant
financid spillovers from the criss were read and widespread (F > 0). In August, 1975, Philadelphia (in
good financid shape at the time) paid 8.83% to borrow short-term money, an increase of nearly 90
basis points over what he had paid a month earlier. Econometric evidence from the period shows large
cities generdly faced higher interests because of the New York City criss; see Smith and Booth (1985)
and Browne and Syron (1979). Further, city mayors from both political parties redized the importance
of aNew York City precedent; if New York City did not get help, it is hard to imagine that any U.S.
cty would qudify for federa bailout assstance. In November, 1975 Congress approved (by 10 votes
in the House) and President Ford signed the Seasond Financing Act to provide New York City up to
$2.3 hillion in relief funding over three years to be paid back a 1 percent above the then federd

borrowing rate of 6 percent. If fully used, the Act would give a federd "ballout” worth the difference
between the effective 13.2 percent MAC borrowing rate at the time™ minusthe Act'simplied rate of 7
percent (= .06 + .01) times the size of the relief fund, or about $142.6 million (= (.132 - .07)$2.3
billion). This is a modest federd subsidy, equd to & most 3.5 percent of the City's $4 hillion of

accumulated deficits. The implied federd rate of co-payment for New York City's conditiond bailout
was therefore .965 (= € =1 - .035). For New York City's fiscd crisis, Washington kept with its
tradition of very limited loca balouts. It is difficult to imagine that any other U.S. city could do much

3! Washington's reaction reflected the nationd fedlings a the time. A Newsweek article of August 4,
1975, quotes a Wall Street municipa bond trader commented that he had "never seen so much delight
in my life. . . . The country has long seen New York as arogant. The attitude is So now youre in
trouble, then help yoursdf, Big Mouth!™

% In October, 1975 MAC bonds paying 9.25 percent were sdling at about $70 per par vaue
($200) bond. Theimplied effective interest rate is therefore .132 (= .0925/.7).
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better.

When faced with its fiscd crigsin August, 1990, Philadd phias paliticians did not even consider
federd rdief asapolicy option. Asin New York City, the initial hope was to cover the projected one
year deficit of $206 million through a patchwork of temporary loans. Short-term loans were
forthcoming for FY 1990-91 (priced a an equivalent annua rate of 18.5 percent!), but by June, 1991 it
was clear that Philadel phia needed a balout plan to save its anking fiscal ship. Since estimates showed
that tax increases done could not close the city's fiscd gap (Inman, 1992), the plan would require
additiond outsde money or immediate and Sgnificant spending cuts. In June, 1991, the city got both
through a state created borrowing and oversght agency @led the Pennsylvania Intergovernmenta
Cooperation Authority (PICA). The PICA Board congsts of five members, two appointed by the
Pennsylvania House of Representatives, two gppointed by the Pennsylvania Senate, and one by the
Governor. No city gppointed representative was on the Board. Guaranteed a dedicated share of the
city's wage tax revenues, PICA was able to borrow $450 million for 10 years at 7.5 percent; $206
million of the loan was used to refund the city's short term deficit, saving the city gpproximately 11
percent (= .185 - .075) in annud interest expenses. PICA dso proved ingrumentd in the city's efforts
to cut its spending. As long as PICA loans are outstanding, dl city budgets must be baanced using
GAAP accounting and formaly gpproved by the Board. If the Board does not approve the budget,
then it can withhold state aid; in FY 1992 this assstance accounted for 23 percent of city planned
expenditures. With the PICA threat of no state aid hanging in the background, the city was aleto
negotiate new labor contracts giving city workers a 0 percent nomind pay increase for the fiscd years
1993-1995. The city has now enjoyed three straight years of balanced budgets, with FY 1999 showing
a pogtive fiscd baance of $141.2 million. The tota conditiona bailout needed to restore Philadelphia
to fiscal gtability was a most the cogt of the interest subsdy made available by the PICA loans, or
roughly 11 percent of the origina deficit (= (.185 - .075)%$200 million/$200 million).*  For at least one

¥ Orange County, CA, the other major default of the past ten years, did no better from its efforts to
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important state structured conditiond bailout, the rate of co-payment (€ = 1 - .11 = .89) follows the
U.S. higtoricdl tradition. With such high rates of co-payment to cover past unfunded deficits, we can be

confident that the incentives of U.S. local governments to run excessive deficits are being held in check.

V. Conclusion
"None of us here can remember what happened a hundred years ago. That is one reason why
progress in municipa finance is so difficult. Our cities go on for century after century, but the
citizens who have to administer them, and the other citizens who buy their bonds, change from
generation to generation. . . . Consequently, the cities themsdves and the successve
generaions of bondholders are prone to go on doing the same old thing over again once or
twice in every century." Philip Cornick, Municipal Finance, August, 1933 (as quoted in

Hillhouse (1936), p. 1).

When set againgt the andytic framework of Section Il, the U.S. historica record provides a
clearer undergtanding of what fiscd indtitutions are needed to ensure responsible budgeting by locd
governments in a federdist public economy. On most dimengons, the U.S. performance has been a
success. Most loca governments live within their means. Widespread fiscd crises, when they occur,
depend on unique and generdly rare events. exogenoudy stimulated public capitd expansons followed
by deep and prolonged recessions in 1840's and 1930's or a breakdown in local government in 1870's.

In each case, the Federa government either said NO to local bailouts (1840's and 1870's) or provided
only very modest relief sufficient to discourage future excessive borrowings by the locd sector. 1n each
case too, strong presidents and/or strong nationd politica parties were crucid in these decisonsto limit

local relief. Thistradition of refusng to provide significant nationd fiscd rdief to governmentsin distress

secure a Szeable date bailout. State Senator Killeawho proposed the State legidation for the managing
the Orange County criss made the state's position very clear: "I do not support a (state) bailout. This
measure would say, Default is not an option. It says to Orange County, if you don't fix the problem
yoursdf, the state will be forced to fix for you, usng your resources, perhaps your property taxes,
perhaps worse cuts, perhaps other fees you won' like, possibly dl of the above, but we will not alow
you to walk away from your obligations because of the tremendous effect on everybody ese in the
date" Asquoted in Baldassare (1998, p. 163).
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continues to this day. Among contemporary defaults, anly New York City has received any federa
assstance and the subsidy was limited to aloan guarantee coupled with significant fiscd oversght by an
outsde agency. Other state governments offering assstance have followed this modd of very modest
conditiond bailouts with strong oversght.

The net effect of a political economy of no, or limited conditiond, balouts has been to shift
respongbility for balancing the budget to where it belongs: to the market for loca government debt as a
contract between taxpayers and lenders.  With responsiblity so assigned, each participant has done
what it needs to do to make the market work. Lenders have worked hard to uncover the underlying
risks of municipa credits -- even when the lender is in Europe and the year is 1840 -- while ctiesand
dsates have adopted various means -- GAAP accounting, BBR's with judicia enforcement, and
outsder credit ratings -- to 9gnd ther credit worthiness. Findly, if amunicipa default does occur, the
U.S. hasin place a bankruptcy code which can achieve orderly financia workouts.

Stll, there are wesknesses in the U.S. indtitutiona armor to protect the principle of a hard
budget condraint. Fird, the assgnment of taxing respongbilities in the U.S. gives date and locdl
governments the rights to tax nonresdents the results are inefficient locd budgets and inefficent
locations for private capitd. Second, decentrdized congressona politics -- politics without strong
presdents or parties -- encourages inefficient federd government spending on date and locd
government sarvices. Agan, there is too much locd spending.  Findly, while nationa politics has
proven effective in saying NO to requests to bailout excessive locd debt, saying NO is not a given
Bailouts may well occur if there is widespread demand for deficit assstance (eg., following a deep
recesson) a a time when nationa politics are dominated by a decentrdized legidature (e.g., today).
Absent the firg line of defense of strong fiscd leadership committed to efficiency, a conditutiondly
specfied system for conditiona bailouts enforced through an independent "bankruptcy™ court or agency
will be needed. The U.S. federa system now lacks this second line of protection. Each weskness
above presents an opportunity for fisca reform.
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APPENDIX
Building a Reputation for Fiscal Discipline: Saying "No" to Bailouts

The analysis of Section Il argues that even an inditutionaly strong centra government capable
of ressing legidative pressure for locd fiscd transfers (Exhibit 1) may be susceptible to pressure from
individud locd governments for "balout" relief from accumulated locd deficits (Exhibit 11). When
confronted with arequest for afisca bailout, the central government will resst the temptation to provide
relief when the present value cost to the central government of the bailout (Cai°) is greater than or equal
to the present value costs of not bailing out the local government (C.i°). The present value costs to the
centrl government of a local government bailout equals the local deficit: Gi® = area[B + C + D] in
Figure 1 above and denoted heresfter as the deficit A, or Ca® = A, Thisdefaulted deficit is paid by
nationd taxpayers, incuding residents of the defaulting community; the central government is assumed to
represent the economic interests of these nationa taxpayers. The present vaue codts to the centrd
government of not bailing out the loca government equas the sum of dl financid (F) and digtributiona
spillovers (Vi) imposed on nationd taxpayers by the localy defaulted debt: C.i° = F + Vi. Financid
gillovers (F) are the dlocative consequences of default and reflect both the cepital market
misallocations caused by higher interest rates and any labor, capitd, or product market inefficiencies due
to macro-economic disruptions following aloca default. Thelevel of financia spillovers are assumed to
be proportiond to the level of the locd deficit left in default: F = 2%, where @i is the dlocative
loss associated with each dollar of localy defaulted debt and 0 isthe percent of the origing deficit left
unpaid and thus in defallt. The share of locd debt unpaid, 0, is sat exogenoudy by a nationd
"municipa bankruptcy court” and is assumed to be known by both local and national governments.
Didtributiona spillovers (Vi) measure the distributional consequences of the local default and are aso
assumed to be proportiond to the aggregate level of the locd deficit: Vi = (1 + Vi)#&;, where Vv isthe
weighted average additiond distributiona cost of $1 of the deficit burden borne by bondholders (6) and
local taxpayers (1 - 0) with vi = 0x™ + (1 - 6)%"™. Thedistributional cost of adollar of local
deficit may be greater than, equd to, or less than $1 as the centra government vaues the "weighted
average' locd taxpayer/bondholder relatively more (vi > 0), the same as (vi = 0), or less (Vi < 0) than
the average national taxpayer. The costs Gi® and C¢i© are unique to each local government i. There
will be no local bailout when Csi°3 Cei; there will be aloca bailout when Cai < Ci°.

A comparison of the cods of balout to the costs of no balout reveds that the centrd
government will be accommodating and pay aloca government bailout whenever:
Ca’= A<(l+ Vi+ @i9)A =Cg,
or when Vi + @i% >0, tha is, when the combined financia and distributiona spillovers from default
are pogtive. Alternatively, the centrd government will be tough and not pay aloca government bailout
whenever: ) )
Ca= A3 (1+ Vi+ @i9)A =Cg,
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or when combined financid and digtributiond spillovers from default are either negative or zero: Vi +
2% £ 0. The combined spillovers from default will be negative, and the centrd government will be
tough, whenever financid spillovers are smal or zero and the centrd government vaues a dollar to
nationd taxpayers relaively more highly than a dollar paid to locd taxpayers and/or loca bondholders
sothat Vi £ -219.%

If these codts to the centrd government of balouts or no balouts are known by locd
governments at the time of their decison to adopt a loca deficit, locd governments will then know with
certainty whether the centrd government will be tough or accommodating. If the centra government
is known to be tough -- i.e., Gsi“3 C¢i“or Vi £ -gi% -- it will berationd for the local government to
run a baanced budget; see Exhibit Il. Alternatively, if the centrd government is known to be
accommodating -- i.e., Cai“ < C¢i®or Vi > -@i% -- then the rational choice for the local government
will be to run a deficit and seek a ballout; again, see Exhibit 1. With known cogts, these conclusions
hold whether the deficit-ballout game is played just once or played year after year. A centrd
government known to be accommodeating to local governments of typei will therefore subsidize dl such
local governments who run a deficit; knowing they will be subsidized, dl loca governments of type i will
run deficits

The consequence of having an accommodating centra government will be an economicaly
inefficient loca public sector, one which uses nationaly subsidized loca deficits to over-provide local
public services, see Exhibit 1. Unless a binding contract can be written between the two branches of
government which ensures a baanced loca budget -- a "baanced budget rule’ enforced, for example,
by an indespendent court -- the two branches of government will be locked into this ineviteble
inefficiency.”  Given the sequentia nature of local budgeting, or equivaently, the inability of the central
government to commit to a no-bailout policy, local governments will seek the ballout and the nationd
government will pay it so as to avoid the financia and digtributiond spillovers of locd defaults. When
the nationd cods of adlowing locd defaults are large because of large financid and/or didtributiond
soillovers and these codts are known to loca governments, then an inefficient loca public sector will
result.

This inefficiency can be avoided by structuring the private and public financid systems so asto
minimize finandd and digributiond oillovers of locd defaults, see a pp. xx-xx, Man Text.

¥ It is not difficult to add one additiona further cost to the andysis: the relative inefficiency cost of
using central government taxation to fund the local bailout. Measuring this cost at a/dollar of locd
bailout Ci° then equals = Aix1 + &). With this added cost to bailouts, the central government will be
tough when vi + @i%; £ & orwhen v, £ & - 2%, logicaly aless demanding standard for saying
no to local bailouts. See dso footnote 7, below.

* Thekey difficulty is to ensure that the balanced budget contract is an enforceable one. Epple and
Spatt (1986) design a baanced budget rule which is enforced by amgority of al loca governments. In
their model loca deficits arise for exogenous reasons, but enforcement is an endogenous choice.
Alternativey, Inman (1997) presents a modd where deficits are endogenous but enforcement is by an
exogenous, conditutionaly bound supreme court. Bohn and Inman (1996) present evidence that
balanced budget rules can work if gppropriate enforcement rules are in place.
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Surprisingly, perhgps, dlowing a smal amount of uncertainty on the part of loca governments about
central government costs, and thus motivations, can aso work to deter inefficient loca deficits and
central government bailouts. With or without uncertainty, tough centra governments, those for whom
Vi £ -2, will dways deny bailouts. However, uncertainty about costs permits a truly accommodating
centrd government, one for whom Vi > -@i%, to adopt a no-bailout behavior and to fool loca

governments into believing it too is a truly tough centra government. Such behaviors are coglly to a
truly accommodating centrad government, however; in any one fiscd period, it would rather
accommodate. Acting tough when you want to accommodate must therefore provide a compensating
benefit; the benefit comes from discouraging default behavior and thereby saving ballout codts in future
budget periods. With uncertainty about cods, the truly accommodating centra government may find it
advantageous to act as if it were a tough centrd government -- that is, to deny bailouts -- provided
there are enough future budget periods of discouraged bailouts to judtify the short-run cogts of acting
againg their true economic incentives. Thus, cost uncertainty plus an on-going budget relationship with
loca governments alows a truly accommodating central government to build a credible reputation as a
tough central government. Bailouts will then be discouraged, and loca fiscd efficiency will resuilt.

This intuition about the role centrd government fiscal reputations as a means to deter loca
deficits can be made precise within the framework of the Fudenberg-Kreps-Wilson (1982, 1986;
hereafter FKW) answer to Selten's (1978) chain-store paradox. The deficit-bailout game described
here and in Exhibit 11 is isomorphic to the entry-deterrence game which lies behind the chain-store
paradox studied by FKW. In that game, a new entrant into a market of a dominant chain store enters
("deficit") when it knows the dominant firm will accommodate -- i., fighting ("no bailout™) is more costly
than acquiescing (“ballout”) -- and will not enter when it knows the dominant firm will be tough -- i.e,
fighting (""no bailout") is as codly or less costly than not fighting (“bailout™). FKW show that with even a
smdl amount of uncertainty about the true nature of the dominant firm -- tough or accommodating -- it is
possible for a truly accommodating dominant firm to act tough, deter entry, and make higher profitsin
the long-run. This appendix gpplies the FKW argument to the deficit-bailout game outlined here. We
will find that, like the accommodating firm facing entrants, a truly accommodating centra government
facing the threat of locd deficits can credibly sgnd they are tough by denying bailouts and through that
action deter inefficient local government fiscal behaviors®

The dructure of the deficit-bailout game is as follows. In each budget period (denoted by a
fisca year t) local government(s) of type i moves first and makes a decision to run, or not run, a deficit
of sze A and to then ask for acentral government bailout sufficient to cover the costs of that deficit. If
thereisaloca request for abailout, the central government then decides to grant the bailout and pay A
or to deny the bailout and pay nothing, leaving the loca government with the responsihbility to fund the

% The argument developed here can be seen as a contribution to the growing literature on

contralling inefficient behaviors in sequentia reationships. Dewartripont and Maskin (1995), Segd

(1998), and Qian and Roland (1998) each show the importance of market competition as a means to
ensure commitmert to efficient policies; with competition it is easer for the centra government (Segd

and Qian and Roland) or a central bank (Dewartripont and Maskin) to say no to rdief for any sngle
inefficient firm. Schaffer (1989) studies the role of reputation as a condraint on inefficient transfers to
state-owned enterprises; as here, Schaffer's anadlyssis an gpplication of the FKW framework.
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deficit on its own from future loca taxes, whose present value cost will equal to A.* The gameis
played separately between the centrd government and each loca government(s) i in each period t.
There may be many government types (| = 1 ... G). Most importantly, there are many budget periods
numbered from today ¢ = T) to the end of the centra government's term in office ¢ = 1), where t
measures the number of years left to the end of term. Further, in this specification local governments of
type i learn nothing ussful about the central government's true motivations towards local governments
like themsdlves (tough or accommodating) from watching how the central government treets other local
governments of another typej.* Finally, since the central government will behave identicaly towards all
loca governments of a given type, and since dl locd governments of a given type behave identicaly,
then dl local governments of a given type can be treated as a single loca government, perhaps caled the
"urban center,” the "middle dass suburb,” or the "rurd locdity."

In each budget period, the central government must decide to alocate resources on behalf of al
nationa taxpayers to bailout, or not bailout, troubled local governments. The centrd government only
observes that the local government has a deficit and has requested a bailout; it does not know the cause
of that deficit™ If the central government pays the bailout it costs the average nationdl taxpayer -fidy,
where fi; isthe percent of nationd taxpayersresiding in loca government i and A istheleve of deficit
per loca resident.™ If the centrd government does not pay the bailout then the average nationd

%" The gtructure of the model, namely constant margina costs and benefits to deficits and bailouts,
will ensure that loca governments who choose to borrow will want to borrow to the maximum level of
debt possble, and that centra governments who choose to offer bailouts will pay the full codts of the
deficit. Extensions of the modd to alow for varigble debt levels -- chosen srategicdly -- and variable
balouts -- dso chosen drategicdly -- are possble, but become cumbersome and obscure the main
points of thisfirg andyss.

% The key source of uncertainty in the model will be how the central government values a dollar of
each bailout transfer to a loca government of type i, denoted above as 0i. The specification here
assumes that this distributiona parameter is unique to each type of loca government and that knowing
0; tdlsloca governments nothing useful about  8i. One could imagine a model where information about
0; could be informative as to the value of 0, for example, where the centra government's distributional
weight is a function of attributes of the residents of each locdlity. Inthiscase, 6 =ax + &, where X
is a vector of community attributes and & is a vector of common parameters and & is a common
messure of uncertainty. Then 8 = ax; + & and 8; = & + &, and observing how the central
government treats al other local governments would alow governments of typei toinfer & and & and
to update those inferences with additiona observations of central government behaviors. Thiswould be
an interesting extension to the andysis.  Here, however, | assume & and/or & are unique to each type
of locd government -- that is, & and  &i.

¥ This paint is not crucid to the argument which follows, but it adds a messure of redism to the
andyss. | will be assuming below that local governments run deficits for either of two reasons. Fird,
deficits may be chosen as a Srategic move in the bailout game.  Second, deficits may be a necessary
response of an initidly wel intentioned loca government which first adopts the efficient (no deficit)
budget but because of an adverse economic shock it must borrow and spend.  Allowing an exogenous
cause to locd deficits is andogous to dlowing exogenous entry in the andyss of FKW. The
consequence is to make reputation-building more codtly to the centra governmentt.

“ It is possible to add a messure of the relative inefficiency cost of using federa taxation to fund a
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taxpayer suffers financia and distribution spillovers from this no bailout decision of -Aix1 + Vi +
2i%)A;. If the locd government does not run a deficit and does not ask for a bailout, nationa
taxpayers are unaffected and bear acost of 0. Normaizing by A, pay-offs for the central government
in any single budget period are™

I off lex of | ocel Defici

No Locd Deficit/No Bailout: 0
Locdl Deficit/No Bailout: -Aixl+ Vi+ 2i%)
Locd Deficit/Bailout: -0,

Clearly having local governments choose the no deficit budget is the preferred outcome for the central
government. However, when faced with a deficit/balout request in any isolated budget period, the
centra government will wish to offer the bailout and be accommodeating if cost of the bailout isless than
the cost of no bailout; from the payoffs above the centrd government wishes to be accommodating
when -fi; > -flix1 + Vi + ©i¥) or when v; > -gi%. Conversdy, if the costs of bailout are greater
than or equa to the codts of no bailout then the centra government will deny the bailout; the centra
government will betough when -fii £ -fiX1+ Vi + @i®) or when Vi £ -@i%.

When these pay-offs are known by local governments with certainty, the locad government can
make its deficit decison without fear of error and choose deficits when the central government is
accommodating and choose baanced budgets when the central government istough. Aswe shall see,
however, uncertainty about whether the central government redlly is tough or accommodating may affect
this choice. The most plausible source of this uncertainty is how the centrd government vaues dollars
paid from the nationa taxpayer to loca taxpayers or their creditors: What isthe vdue of 8;? Doesthe
centra government favor local taxpayersbondholders so that 0; > 0? If so, locad governments will be
bailed out, even when financid spillovers are negligible, perhaps even zero: vi > 03 -@i%. Areloca
taxpayersbondholders in politica disfavor so that 0; < 0? If so, and O; is suffidently negative to
offset any costs of financid spillovers, then Vi £ -@i% and no bailout will be paid. In the andysiswhich
follows, | assumethat @i and O are known and common knowledge but that the central government's
0; is unknown to locd governments but described by a stable, common knowledge probability
distribution such that there is a positive probability that 0 £ -2i%. This probability is denoted as pi°
and represents the likelihood that the current central government will be tough with loca governments of

dollar of aloca bailout so that the cost of the bailout becomes -fii %1 + &); see Appendix, footnote
1. Thisextensonswill raise the cost of bailout and makes reputation-building more attractive.

*I' The andlysis which follows will use these normalized pay-offs per dollar of locd deficits. | am
implicitly assuming that the deficits are "smal" reldive to the nationd treasury -- thus bailout costs do not
increase with A -- and are dso "smdll" rdlative to the nationd economy -- thus no bailout costs do not
increase with A, This assumption dlows us to focus the andysis on the smpler (1,0) strategic
decisons of deficit/no deficit and bailout/no ballout without having to dso specify the drategicaly
optimd levd of deficits and balouts. Making deficits and bailouts endogenous would a useful extension.
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typei in any budget period.*

Given this uncertainty about the centra government's motivation, how will loca governments of
type i st thar locd deficit? If alocd government does not use deficit financing then it will earn a
consumer surplus for its citizens from its current accounts budget equa to area [Ali in Figure 1; see
Main Text. If the loca government deficit finances its current budget and there is no bailout then the
loca government must cover the codts of its share (1 - 0) of the budget deficit from its own tax
revenues. In this case, the citizens net gain will be the fisca surplus from the deficit budget equd to area
[A + B + C] minus the taxpayers share of the deficit equa to (1- O)area[B + C + DJ;, or area[Al
+ Oarea[B + C] - (1- O)area[D];; see Figure 1. Findly, if theloca government runs a deficit, asks
for abailout, and the bailout is paid, then citizens in community earn a consumer surplus egual to area
[A + B + CJ;; again, see Figure 1. Dividing each of these pay-offs by the levd of the locd deficit A
equal to area [B + C + DJ;, gives the following vector of pay-offs per dollar of deficit for loca
governments™

I off et of | ocel Defid

No Locd Deficit/No Bailout: a
Locd Deficit/No Bailout: a+ Ob+cli-(1- O)d=a- &
Loca Deficit/Bailout: ath+c=a+ a,

whee & (= (1 - 0)d - 0(b + c)) measures the normdized net cost of deficit financing without a
balout and &; ( = bi + ¢) measures the normdized net gain of deficit financing with abailout. To avoid
having local governments dways prefer deficit financing, loca deficits cannot dways create pogtive net
benefits. Thus, &@i3 0, or equivdently, di 3 0, where di isthe average rate of inefficiency per dollar of
locd deficits. If amunicipa bankruptcy law sets the share of the locd deficit not repaid to bondholders
a too high a threshold -- in paticular, if 6 > d -- then locd governments of type i will have an

* Note that if there is ardative inefficiency to paying bailouts from the nationd treasury (= &/dollar
of balout paid) and this inefficiency is common knowledge, then vaue of p° will risesnce now 0; £
& - 2i%; becomes the no bailout requirement. Note that now &; can even be positive -- the central
government can now vaue loca taxpayers/bondholders -- but if the rdative excess burden of nationd
taxation is large enough, ill no bailouts will be paid.

* This normalization by a constant local deficit assumes the local deficit has only one value through
each of the T periods of the reputation game. As agenerd rule thiswill not be true, snce the preferred
local deficit will depend on the loca government's perception that the centrd government is tough or
accommodating. As the analysis beow shows, the probability that the centra government is tough
declines as tenure of the central government shortens (as t declines). Generdly then, we should expect
locd deficits to increase over time since the chance of bailout rises. This extension is cartainly possble
and gives rise to a theory of endogenous locd deficits, but it Sgnificantly complicates thisfirst andyss of
the role of reputation-building. For this paper, | assume the loca public goods demand curve -- the
key determinant of the deficit Size -- is such that loca governments which choose to run a deficit, do so
to its maximum size, shown in Figure 1 (Main Text) asarea[B + C + D].
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unambiguous incentive to deficit finance; reputation-building by the central government will be futile
Heredfter, | assumedi 3 0.

Generdly, each local government is assumed to have achoice to run a deficit or not in each
fisca period, but there may be budget years in which the loca government must run a deficit because of
an exogenous economic or natura disaster. When they occur, such disasters are assumed to be not
verifigble to the central government; otherwise a separate insurance program could be specified to cover
these losses.  Deficits caused by nontverifidble fiscd disasters occur each year for loca governments of
type i with a probability of g°.** With a prior probability of (1 - g°), the loca government then
chooses to run a deficit or not depending upon its expected pay-off from each fiscd choice. Theloca
government's normalized expected pay-off of not running a deficit will be a. If the loca government
runs a deficit and the centrd government is accommodating, then the loca government's normdized
expected pay-off of running a deficit will be (1 - pi°)fa + ai] + p°%a - &i]. Baanced budgets will
be preferred when a 3 (1 - pi°)fa + & +p°a- aj]orwhenp°3 ai/[a + &. Deficitswill be
preferred when p° < &i/[&i + &;]. Using the definitions of & and & above, ai/[ai+ &]=(1-
d)/(1- 06). Asd isamessure of the average inefficiency per dollar of locd deficit, then (1 - d)) isa
measure of the net fiscal gain from the deficit srategy, when it works When the net fisca gain from
deficit financing is alarge fraction of the totd city resourcesat risk and thus &i/[ai + &@i] = (1 - di)/(1-
0) > p°, then deficit financing will be preferred. When the net fisca gain from the deficit strategy isa
relatively smdl fraction of dl resources a risk and ai/[ai + &] =(1 - d)/(1 - 0) £ p°, thena
balanced local budget will be prefered. From Figure 1 (Man Text), steeper, less dadtic citizen
demand curves for public services will reduce the average inefficiency per dollar of debt, so that di will
decline and deficit financing will become a more dttractive drategy. Conversdly, flatter, more eagtic
citizen demand curves will increase d and make loca government deficit financing less attractive.

An equilibrium to this specification of the deficit-ballout budget game will consst of a fisca
strategy for the centrd government and for local government i and a function p: based on prior play
from period T to t which specifies the likdihood that the centrd government is tough such that: 1) the
central government's response (bailout or not) is its best response to the local government's strategy; 2)
the local government's response (deficit or not) in year t isits best response to the central government's
strategy given that the centrad government is tough with probability p¢; 3) the budget game begins with
pir = p° which is then updated based on the centrd government's strategy using Bayes rule when
possble.  The resulting equilibrium is described by the following propostion detailing the four

“ If deficits caused by disasters were distinguishable from strategic deficits, then the central

government could establish a separate nationd disaster relief program with no consegquences for its
ability to build a reputation as a fiscdly tough centrd government. Examples might incdlude a mgor
drop in loca economic activity, unexpectedly poor performance of loca government investments, or a
natura disaster when the federd disaster insurance program is designed to as a stop-gap program to fill
the difference between service needs and prior locad government savings accumulated as self-insurance.
This extenson to dlow exogenous deficitsis not crucid to the central andysis of reputation-building, but
it adds an important measure of redism to the modd and likdy to prove ussful in its empiricd
implementation. The origind Kreps-Wilson (1982) andlysis of reputationt building sets g° = 0;
Fudenberg and Kreps (1987) dlows g° > 0.



circumstances under which bailouts may, or may not, occur:®

BAILOUT PROPOSITION: When the centrd government faces a local government of type i for T
budget periods of sequentid play, there will be a unique sequentid equilibrium outcome described by:

Case (i): If vi £ -@% for the centrd government, then this government is dways tough
towards loca governments of type i. A tough centrd government will dways deny bailouts, the
only observed ballout requests will come from local governments suffering an exogenous, non-
verifiablefiscd disaster and these requests will be denied.

Case (ii): If vi> -@;% for the centrd government, then this government will wish to be
accommodating, offering balouts if requested. If in this case,

g° > U[1+(vi+ @%)],
then the accommodating central government will offer aballout to dl locd governments of typei
which default. Once a default has occurred and the bailout paid, the central government will
have been reveded to be accommodating. Subsequently, al local governments of typei will run
deficits and request bailouts, and those requests will be granted.
Case (iii): If vi>-2;% and the centrd government is accommodating, and if,

g° £ U[1+(vi+ @i®)], butpe3 ai/a+ ai,
then no loca governments of type i will willingly run deficits and seek balouts. Loca
governments suffering an exogenous, non-verifigble fiscal disaster may request a bailout, but
those requests will be denied.
Case (iv): If vi>-gi% and the centrd government is accommodating, and if,
g° £ U[1+(vi+ @%)],ardnow, p° < ai/[a; + ai,

then the central government will find it optimal to play a mixed srategy when confronted with a
request for a bailout, denying the bailout with a probability pe/(1 - pi°e)%[1 - (Ai/[ai + &))"
Y@&ia + &)™} and accommodating the bailout with a complementary probability. The
observed probability that abailout will be denied in period t will be:

pit= pel@iai + &),

which declines as the budget game progresses towards the ending date at t = 1. If aballout is

* The proof of this proposition follows directly from the proofs for the entry-deterrence game as

presented in Kreps and Wilson (1982) and the overview provided in Fudenberg and Tirole (1992, pp.
369-374). Notes outlining the proof for this deficit-balout game are available from the author upon
request.
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requested and granted in any budget year t*, then the centra government will have been
revealed to be accommodating, and in al subsequent fiscal years t < t* locad governments of
typei will run deficits and requests for bailouts will be granted.

The bailout propostion identifies seven separate aspects of the political economy of centra
government-loca  government relations which will have a direct effect on the likelihood of a centra
government bailout, each of which corresponds to one of the seven parameters of the reputation mode!:
g°, Vi, @, 0, p°, (&/[ai+ ai), andt. The following comparaive static conclusions follow from
the behaviors described by the BAILOUT PROPOSITION'S sequentia equilibrium:

COMPARATIVE STATICS: Within the sequentid equilibrium of the bailout game, the likelihood of a
central government fiscd bailout increases with:

() Anincreasein gi° making BAILOUT PROPOSITION'S Case (ii) more likely, where g°
measures the likelihood that even a fiscaly respongble loca government will have to default
because of an exogenous adverse economic shock;

(i) Anincreasein vi making BAILOUT PROPOSITION'S Case (i) less likely and the central
government's bailout response more likely in Cases (ii)-(iv), where Vi measures the vaue to the
central government of transferring one dollar from nationd taxpayers to defaulting community i's
residents or bondholders;

(i) Anincreesein gi making BAILOUT PROPOSITION'S Case (i) lesslikely and the centra
government's bailout response more likely in Cases (ii)-(iv), where @i measures the efficiency
cogts imposed on nationa taxpayers through financia market spillovers caused by each dollar of
defaulted local debt;

(iv) Anincreesein 6 making BAILOUT PROPOSITION'S Case (i) less likely and the central
government's bailout response more likdy in Cases (ji)-(iv), where 0 measures the fraction of
each dollar of locd debt alowed to fdl into default by nationd bankruptcy law;

(v) A decreasein pi° making local default more likdly in just those ingtances -- BAILOUT
PROPOSITION'S Cases (iii) and (iv) -- when the centrd government is more likely to offer
bailouts, where p° islocd community i'sinitid (period T) percelved likelihood that the centrd
government will rgject its request for bailouts (i.e.,, be tough);

(vi) Anincreeein ai/[ai + &i] meking loca default more likdy in just those instances --
BAILOUT PROPOSITION'S Cases (iii) and (iv) -- when the centrd government is more likely
to offer bailouts, where ai/[a; + &i] measures the expected margind benefit per dollar of local
debt to community i's residents; and,

(vii) An decrease in t reducing the likdihood that centra government will choose to deny
bailouts in BAILOUT PROPOSITION'S Case (iv) making bailouts appear more likely to the
locd community, where t isthe number of years remaining before the centra government leaves
office.
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These comparative ddic results suggest three lines of defense againgt centrd government
balouts of loca government debt. Firdt, develop efficient fiscd and capita market indtitutions and use
monetary policy to minimize the likdihood of frequent and widespread macro-economic downturns. In
this context, efficient fiscd inditutions means sufficient tax and spending instruments to redistribute
income directly to locd community resdents, so that on the margin a public dollar to nationa or
community i's taxpayers are equaly vauable to the central political leadership (vi _ 0). Efficient fiscd
ingtitutions will dso assign the significant fraction of the burden of any locd default to locd taxpayers (0
_ 0).* Efficient capitd merket ingtitutions will ensure that local deficits are understood by investors so
that capitd markets can fully assess, and then efficiently price, the likelihood of drategic defaults; if so,
then financid market spillovers will be minimized (@i _ 0).* The same information and accounting rules
designed to reved drategic deficits will dso prove useful in identifying deficits caused by exogenous
economic shocks (eg., floods). These deficits, if identified as truly exogenous, might reasonably be
covered (i.e, "baled out”) by a centra government socia insurance program of disaster reief.
Accounting procedures to distinguish exogenous from endogenous deficits helps to keep q° _ 0.
Findly, sound macro-economic management minimizes the likdihood that high deficit, inefficient locd
governments will be bailed out as part of a generd fisca rescue of the loca public sector in times of
deep recessions (again, q° _ 0). Each of these indtitutiona strategies reduces the likdihood that the
centra government will offer bailouts to cover inefficient loca deficits.

A scond line of defense seeks to discourage local governments from adopting the deficit-
balout drategy in the firs place. Here the dection of nationd candidates committed to fiscd
responsibility is essentid (p°_ 1).*® Reducing the fiscal advantage to the local community of running a
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See, for example, O'Conndl and Picker (1993) for a review of current U.S. bankruptcy law
sdting 0. U.S. courts have relied upon state congtitutional provisions, state statutes, or the municipa
bond contract itsdlf for a definition of 0, suggesting tha in a full model of bailout behavior 6 itsdf
should be considered endogenous. As now enforced in U.S. bankruptcy law, 6 > 0 and appears to
vary from bankruptcy to bankruptcy with current bondholders bearing significant costs (0 > 0) in the
New York City and WPSSS bankruptcies and very low costs in the Philadel phia bankruptcy.

*" The leve of financid market inefficiency created by a dollar of defaulted loca debt -- @i -- is
likely to depend on the completeness of the country's financid markets. Inefficiency @i islikely to be
largest in emerging capitd markets where a locd government default can lead to the fal of an important
bank or lender which in turn leads to a widespread financial and economic collapse; see, for example,
Allen and Gde (2000). In more complete financid markets, say those suffering only from problems of
asymmetric information in identifying default risk, @i will be postive but generdly smdl. Findly, in
complete financid markets where investors are informed of each loca government's default risk and
risks can be diversfied avay, @i _ 0. In each of the first two cases, plausible specifications of how
locd defaults lead to market inefficiencies imply tha @i = @(fi)) where @¢fni) > 0 when i
represents the portion of the defaulting community's population in the nationa population. Whatever the
source of market inefficiency following loca government defaults, defaults by large governments are
likely to be more inefficient per dollar of local debt. If so, the modd givesalogicd argument for the
common proposition that some loca governments are "too big to fal.”

An dternative drategy is to eect nationd candidates known to be actively hodtile to loca
communities likely to adopt the deficit drategy or to holders of loca government bonds ¢ < 0).
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deficit, messured here by the expected ratio of fisca surplus per dollar of debt, is dso a vauable
drategy for checking inefficient locd borrowing @i/[ai + &;] _0). Asnoted above (p. A-12), ai/[a;
+ & =(1-d)/(1- 0), whered isamessure of the average inefficiency per dollar of loca deficit and
0 is fraction of community debt shifted onto bondholders. Setting 6 _ 0 was part of the first line of
defense againgt inefficient bailouts, and that strategy helps here aswel. So too will making community
i's demand curve for public services more dadtic, Snce more dastic demand curves will incresse the
vaue of d and reduce the fiscal surplus earned for loca taxpayers from centra government bailouts.
Community i's public goods demand curve will become more elastic when loca taxpayers buy a portion
of their public services from aternative suppliers, for example, from competitive private firms, fisca
competition helps controls bailouts™

Asathird and find line of defense, having a centrd government with along time horizon -- high
vaues of t -- ensures reputation building is vauable to the central government and increases the
likelihood of a no bailout response to local deficits. All dse equa, sable centra governments --
whether dLCOtaorid or dominant party democracies -- will discourage inefficient local government deficit
behaviors.

APPENDIX: REFERENCES

Electing such candidates might improve locd fiscd responghility, but it may dso have adverse
consequences for other values, such as a economic fairness or efficient capitdl markets.  Fisca
respons bility seems the better criterion by which to judge our nationa candidates.

* This condusion -- that private competition reduces the incentive for public bailouts -- isaso a
result in Dewartipont and Maskin (1995), Segd (1998), and Qian and Roland (1998). In our andyss,
the role of competition is to reduce the advantage of a bailout to locd taxpayers snce the deficit
financed locd public good becomes less important economicaly to loca taxpayers, this reduces the
local government's incentive to seek a bailout. In the modds of Dewartipont and Maskin, Segd, and
Qian and Roland competition reduces the importance of the deficit firm (government) to the centrd
government and thus the incentive of the centra government to offer balouts. This latter effect of
competition is dso found in our reputation model through the level of spillovers per dollar of debt (@),
specified as afunction of the importance of the defaulting government; see Appendix footnote 14 above.

Findly, while not part of the andysis here, adding a palitical cost to seeking bailouts in the form
of centrd government fiscd oversght or higher future interest payments because of a damaged fisca
reputation would aso deter aloca government from adopting inefficient bailouts. Formaly, this would
be equivaent to extending the model to adlow for endogenous partia bailouts.

" There are other indtitutiond structures which might be adopted to discourage loca deficits or
centra government bailouts, but each has potentialy significant costs in other valued policy gods. One
is the adoption of srict baanced budget rules (BBR's) for loca governments or, as a partid BBR,
minimum taxation. Such rules work (Bohn and Inman, 1996) but they require enforcement by an
indtitution outsde the democratic setting studied here (eg., an independent court; Inman, 1997).
Alterndtively, one might redtrict the centra government to use only inefficient taxes, see Appendix
footnotes 1 and 7 above. This dtrategy, however, imposes higher costs on dl public activities and
should be avoided unless dl of government policies -- not just bailouts -- need to be controlled; see
Brennan and Buchanan (1980).
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