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Abstract 

I address whether polycentric governance can survive the implicit threat posed by a 

monetarily-sovereign federal government. The question turns on whether, and when, “hard- 

and soft-budget constraints” apply to a given government’s finances. The limits to government 

spending are argued to be a function of a government’s access to money and credit. Drawing 

on the work of Kornai (1992), McKinnon (1992, 1997), Vickrey (1996), Wray (2011), Mosler 

(2009) and Weingast (1995), “soft” budget constraints embody direct and indirect means of 

financing expenditure (i.e., “backdoor”, off-budget, or shift-able expenditures and/or risk). 

Monetarily sovereign central governments have clear advantages in their ownership of a 

central bank, which has the ability to create money at will, and their ability to issue debt 

denominated in the their own fiat-credit money. Central governments thus face “ultra-soft” 

budget constraints, having no effective limit to their ability to issue money, credit, and debt. 

States and localities face budget constraints simi9lar to those of households and firms. Central 

governments, even in a strong federal or polycentric systems of governance, are predicted to 

become the dominant players. The current institutional structure of the compound republic 

may have no effective checks with which to balance incursions of monetarily-sovereign federal 

governments. 
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Introduction. 

 This paper addresses the question of whether, and when, “hard” and “soft budget 

constraints” apply to a given government’s finances, and when budget constraints may help or 

hinder achievement of effective polycentric governance. The paper argues that the limits to fiscal 

deficits are a direct function of a government’s access to money and credit.1 Buildiing on the 

work of Kornai (1992), McKinnon (1992, 1997), Vickrey (1996), and Weingast (1995), “soft” 

budget constraints are associated with both thr direct and indirect availability of alternative 

means of financing expenditure (i.e., “backdoor”, off-budget, or shift-able expenditures or risk). 

On the one hand, monetarily- and economically-sovereign national governments, which are able 

to (1) incur debts in their own domestic currency, and (2) control the value of their own money, 

face relatively soft budget constraints. Subnational governments, on the other hand, face similar 

budget constraints as households and firms, insofar as the currency that they employ is issued 

and managed by a third party (the government), whose money serves as the means of final 

settlement of debts. In this framework, the U.S. federal government is seen as facing an “ultra-

soft” budget constraint, having no clear limit to its ability to run deficits or to incur debt. Unable 

to be forced into default against its will, fears of deficit finance and the related accumulation of 

national debt appear as unfounded and unnecessary. This is especially so in light of the entire 

stock of U.S. public and private assets, which some estimates place at over $295 trillion in value. 

This opens the door to a reconsideration of the late Abba Lerner’s (1943) notion of “functional 

                                                           
1 “Credit” is understood here to be a substitute for money, in the sense that it operates as a means to defer the final 
settlement of accounts between parties. 
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finance,” whereby the U.S. federal government is much freer to pursue growth and full 

employment policies than the current dominant opinion in Washington would permit. 

Vincent Ostrom on Polycentric Governance 

 Until publication of Vincent Ostrom’s Political Theory of the Compound Republic (1971) – 

and arguably, up to the present day – is that the U.S. Constitution is unambiguously federal in 

structure. As Ostrom is at pains to point out, the federal dynamic is by no means settled, 

however. What has been left to history to decide is which level of government shall be the 

dominant one. The relations between the central government and the states has ebbed and 

flowed since the very beginnings of the republic; but for most of the nation’s history, the states 

were either dominant, or existed in cooperative balance with the federal government (Riker, 

1964). A compelling case can be made that the Founders intended the U.S. governmental system 

to be state-centric. The original conception of American federalism has eroded steadily since the 

onset of the Progressive Era, which initiated the great “state-building” period of American 

history. Since that time, and increasingly since The New Deal, the general drift has been towards 

increasing centralization of governmental functions, concentrating them in the hands of an 

increasingly powerful, intrusive federal government. The tides of history appear to favor 

centralizing tendencies, as the national government draws power to itself, and in the process 

denuding the periphery of its previous authority and influence, largely in the name of large-scale 

operational efficiency. This is an eventuality that Vincent Ostrom feared might come to pass, and 

he specifically cautioned against it. 
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 Ostrom argued that the structure of the American political system as it was founded, and 

still operates in considerable accordance with, is based on the presence of considerable 

polycentricity – the existence and functioning of multiple, overlapping, relatively autonomous 

centers of political power (Ostrom, 1987). There are various degrees of polycentric order (V. 

Ostrom, 1972; Aligica and Boettke, 2009); we are primarily concerned here with the political and 

economic dimensions, however, certain others do have a bearing on the present discussion, 

insofar as polycentricity in along one dimension tends to entail polycentricity along other 

dimensions.2  That is, they appear to be mutually self-reinforcing.3  

 The problem of polycentric order is one of finding balance, the kind of balance that is 

proper to a healthy mix of “unity” and “diversity.” Or, what one might conceive as “unity within 

diversity.” It should be noted that the concept of a “healthy level of polycentricity” goes beyond 

merely locating the optimal mix of centralization-decentralization on grounds of economic 

efficiency. Rather, it is the degree of polycentric ordering that is consistent with the broadest 

protection of the free exercise of the rights and liberties of all. Human societies, if they are to be 

vibrant, adaptive and livable, must permit experimentation with diverse patterns of association 

in order to address problems of varying scale and scope over time. In a historically-contingent 

world, no one pattern of association can be expected to meet every possible challenge. As a 

consequence, pre-existing political theories and social narratives that fail to permit sufficient 

                                                           
2 The degrees of polycentricity include that in the structures of governmental arrangements, in economic affairs, in 
political processes, in judicial affairs, and in constitutional rule. 
3 As when, for example, a fully-functional, efficient market polycentric order entails a well-developed legal structure, 
including enforcement of legal relationships and property rights, both of which also entail a high degree of social 
commitment to political and constitutional polycentricity (Aliga and Boettke, 2009: 26). Indeed, the natural tendency 
would appear to be towards “an entire system shaped by underlying currents originating in pulsating polycentric 
domains,” where, “any island of polycentric order entails and presses for polycentrism in other areas, creating a 
tension towards change un its direction” (Aliga and Boettke, 2009: 26). 
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levels of institutional adaptation are regarded as inimical to the principles of self-governance; 

especially as regards achieving and maintaining sufficient levels of decentralized governance. This 

is a key concern of all democratic political orders. 

The system so described may be regarded by some as “chaotic,” which implies the lack of 

an overarching, unifying theory to describe the social and political order. Lack of a unifying 

explanatory theory should cause one no undue distress, however, insofar as the degree of 

polycentricity defies measurement on a scale. We would do well to keep in mind, however, that 

there is no unifying theory that can capture – in a mathematical sense – the order that exists. The 

challenge, according to Vincent Ostrom, has been to discern the patterns of order that lie 

beneath the apparent chaos, so as to identify and understand – without ever really hoping fully 

to “explain” – the principles that animate the political order of a free republic.4  

 Polycentric governance systems are, by their nature, systems where no one person, party, 

group, or governmental body has the ultimate monopoly on the legitimate use of coercion and 

violence. The ruling elites – which tend to circulate; they have no permanent status – are 

constrained and limited under the rule of law. Ultimately, then polycentric orders are rule of law 

regimes. The rules that are appropriate to a polycentric system of governments are those that 

permit a multiplicity of decision centers to mutually adjust their relationships within a system 

that recognizes and permits relatively independent action on the part of the various centers of 

                                                           
4 Hear V. Ostrom on this score: “For a polycentric system to exist and persist through time, a structure of ordered 
relationships would have to prevail, perhaps, under an illusion of chaos. If such a structure of ordered relationships 
exists, one might assume that specifiable structural conditions will evoke predictable patterns of conduct. Only if 
predictable patterns of ordered relationships could be established would it be possible to evaluate the performance 
of a polycentric system and anticipate its future performance as against some other structure of ordered 
relationships. The development of an explanatory theory must precede the evaluation of alternative patterns of 
organization in relation to normative criteria.” (1972: 53). 
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decision making authority. This describes the American federal system of governments well: 

there is within it a fragmentation of authority among many centers of decision making, and a 

separation of powers. Indeed, as Ostrom has argued, polycentricity is an essential characteristic 

of a democratic society. In this vein, Aligica and Boettke (2009: 23) observe that, “the very nature 

and existence of democratic societies depends on the presence of sizeable elements of 

polycentricity in their governance systems.” 

 The balancing mechanism that Ostrom proposes for striking the appropriate balance 

between multiple and overlapping jurisdictions is that of the concurrent governance;  

concurrency is, in fact, “the major innovation in the political theory of the compound republic” 

(1971, 1987: 104).5  No single decision center need dominate the rest. This is a principle in direct 

opposition to the principle of monopolistic government that underlies centralized and 

authoritarian regimes. Concurrency, however, is not easy to achieve; determining the extent and 

proper structure of the institutions of republican government is an ongoing project. That is, it is 

evolutionary, rather than deterministic. Consequently, there is no universal formula for striking 

the proper amount of concurrency. There are only indications, subject to judgment. Much comes 

down to the proper size of the constituent political units. The general idea lies in this: each unit 

                                                           
5 Ostrom (1987: 152) writes that, “A compound republic, then, is not only a compound of multiple, autonomous 
units of government in a federal system of government; it is also a compound of decision structures within each unit 
of government. Such a system would fail if any one decision structure or unit of government gained dominance over 
the rest and maintained that dominance through time. Maintaining such a compounding of structures in conjunction 
within a multitude of veto positions depends essentially upon the operation of constitutions as enforceable law. So 
long as people understand the basic concepts that are inherent in the logic of such relationships and have the 
appropriate structures available for properly using such concepts to implement and bind relationships with one 
another and with those who exercise the prerogatives of government, we might expect such a system of organized 
complexity to work in practice. A compound republic is one where principles of constitutional choice are reiterated 
to regulate and control relationships both among units of government and among decision structures within units 
of government. The viability of such a system turns critically upon the authority exercised by persons in the 
governance of political relationships.” 
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of government should be properly sized so as to permit orderly deliberations about policy in a 

manner that is satisfactory to the citizens.6  It is this vision of concurrency that would permit 

multiple units of government to exercise authority, subject to the limits contained within the 

Constitution of the United States. In this respect, the “essential condition” for the exercise of 

national law making authority is “the concurrence of decision makers representing these three 

sets of constituent interests – local, state, and national – in the formulation of national policy” 

(V. Ostrom, 1987: 148). 

 This still leaves the question open as to which level of government would be dominant. 

According to Hamilton’s Federalist No. 59 (1961 [1788]), “every government ought to contain in 

itself the means of its own preservation” (emphasis in original). Within each government in a 

system of concurrent governments, a multiplicity of political representatives requires 

mechanisms to aggregate and disaggregate interests and opinions, such that no single center of 

authority will be dominant in the long run. The specific institutional designs that will manifest the 

requirements of political concurrency in the long run must, by their nature and in response to 

changing circumstances, needs, opinions and sensibilities, remain unspecified. They are subject 

to evolution with time. What needs to be consistently maintained, however, is that the 

institutions which operate do so within limits in accordance with rules (Ostrom, 1987: 7). 

 Constitutional rules imply distinctions that are essential to understanding the nature and 

functioning of a compound republic. Especially important is the distinction between fundamental 

                                                           
6 In Hamilton’s conception of political deliberation, every individual person or association of persons that is socially 
recognized as possessing a legal personhood is entitled to the exercise of their constitutional rights to participate in 
political deliberations and/or to bring a challenge to the actions taken by governments and their authorities in 
pursuit of their constitutional responsibilities. See Hamilton’s Federalist No. 78 (Madison, Hamilton, and Jay (1961) 
[1788]). 
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law of the constitution, and ordinary legislation. Some laws are clearly “more fundamental” than 

others, and these should be harder to change. A second distinction is that between the 

determination of fundamental law (constitution writing and amending), and the normal 

processes of policy making. These distinctions are vital to preservation of the principle of limited 

government, so that, “a government in a limited constitutional republic does not have the 

prerogative of defining its own authority,” for, “If governments were free to define their own 

authority, there would be no incentive for them to impose limits upon that exercise of authority” 

(V. Ostrom, 1987: 61). 

 Achieving concurrency is thus no easy task, but concurrency holds certain advantages. 

Not the least advantage is the ability to extend the range of territorial sovereignty, expanding the 

population in the bargain, while containing such growth within the scope of republican 

institutions. Diverse populations and geographies may be encompassed – and have been in the 

American Westward expansion – while retaining the founding principles intact. This was certainly 

the principle elaborated in Madison’s Federalist No. 51. Each government (including those of the 

newly-admitted states), are intended to have a will of their own, while enjoying substantial 

independence from one another. The “glue” that holds this union of diverse, but equal sovereign 

state together was intended to be a limited federal government whose purpose was to represent 

the American people in regards to policy matters that are beyond the scope of individual state 

action. 

 With respect to state action, polycentricity points to democratic administration, which 

Ostrom sees as the only viable alternative to bureaucratic administration, of basic human and 

civil rights are to be preserved (1979, 1989, 2008). This entails an approach to politics, policy 
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making, and administration that is best suited to the multilateral structure of a compound (i.e., 

federal) government; namely, concurrent administration (Ostrom, 2008: 73-77). The 

requirements of concurrent administration coincide with the general principles of polycentric 

governance. Just as federal and state governments “are agents and trustees of the [same] people, 

constituted with different powers and different purposes” (Madison, Federalist No. 46 (1961 

[1788]: 294), so it is with respect to the public administration. It is to be responsive to the needs 

of the people, as determined by their representatives. Rivalry between levels of government was 

expected, and was considered by Publius to be the basis of balance in the federal system of 

governments. The idea of concurrency is that of joint action, by mutual agreement. The 

advantages of joint action were explicated by Hamilton, In Federalist No. 36, when he writes that, 

“the national legislature [Congress] can make use of the system of each State within that State” 

(1961 [1788]: 220; emphasis in original). In this passage, he anticipates the later development of 

cooperative federalism. The notion was to employ the system of administration within each state 

to serve national policy purposes, as long as each was free to structure and execute their 

administrative systems independently (Ostrom, 2008: 77). This is the essence of democratic 

administration, as laid out in the Federalist, and as Vincent Ostrom interprets it. 

Importance of “Hard” and “Soft” Budget Constraints 

 Budgetary “hardness” influences and conditions the level of potential government 

expenditure. To see why this is so requires us to understand how the expenditure capacity at 

various levels of government is dependent upon the general conditions of money and credit that 

confront governments at each level. The monetary and fiscal arrangements together determine 
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how “hard” and “soft” budgets will be. The received wisdom among mainstream economists is 

the view of “sound finance”: that a given government’s spending is constrained by its tax revenue 

in the long run, its credit (ability to incur debt), and the willingness of the public to accept ever 

larger amounts of “printed money” (which is seen as a direct consequence of accumulating debt 

at levels beyond what taxpayers are willing to fund). Further, mainstream economists generally 

contend that budget constraints implicitly recycle income through the private sector via taxation 

and expenditure programs, both of which are inherently redistributive. Consequently, activist 

government policies may be restrained by imposing budgetary “hardness;” the notion is that, the 

“harder” the budget constraint, the better. Control over budgets has historically been regarded 

as the surest instrument for control over governments. 

 The basic requirements of a “hard” budget constraint are: 

1. Limited Borrowing. Borrowing is to be strictly confined to capital items. Borrowing to 

finance current expenditure on consumable items is eschewed as efficiency-reducing. 

Self-funded (or self-liquidating) capital or current account items may be exceptions, 

however (subject to severe restrictions). 

2. “Watertight” Finances. Intergovernmental revenue sharing, grants and subventions 

and/or intermingling of revenues with other governments’ revenues is either prohibited 

or must be insignificant. This requirement assumes that there is a pre-existing optimal 

coincidence of the benefit area (the geographic extent of the benefits of a given 

governmental program) with the tax area of the jurisdiction that provides the program 

(Oates, 1972). If the two do not coincide, then some amount of equalization funding from 

above, or horizontal cross-subsidies from peer governments may be necessary. If the 
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extent of such cross-subsidization (either from above, or laterally) is significant, then 

there may exist a prima facie case for merging political units, insofar as at least one 

government’s budget is “soft,” and can be “hardened” through combination. 

3. Open Borders.  There is free movement of people (labor) and capital across jurisdictional 

boundaries, without hindrance. 

4. Intergovernmental Competition.  Competition among governmental jurisdictions for 

industry, labor, capital, tourism, etc. is unrestricted. 

Conditions (1) and (2) are the essence of a “hard” budget constraint, because they strictly rule 

out the possibility of significant access to “backdoor” financing of government programs (for 

example, by side-stepping the ordinary legislative appropriations process, or by deluding 

taxpayers as to the true cost of the government benefits that they enjoy (the condition known as 

“fiscal illusion”). The basic notion is that deficit financing in the long run is unsustainable; while 

temporary, unplanned shortfalls are to be expected, all budgets are to be balanced in the long 

run. McKinnon adds that, where requirements (1) through (4) pertain, then the short-term 

orientation of the political leadership may be substantially overcome, insofar as “government 

budget constraints – in both the ability to tax and in access to credit – are then so hard that 

politicians’ short time horizon is inconsequential” (1997: 76). The key consideration, however, 

remains access to fiscal resources. Consequently, McKinnon (1997: 25) is quick to add that a 

government’s budget constraint may be quite “soft” even when confined to taxation. This is 

because a government possessing a veritable tax monopoly may abuse the tax system, either by 

raising taxes in an inefficient manner (e.g., by design or ministration), or by imposing cross-

subsidies between different social groups via the tax system. Both count as forms of over-
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taxation. The key factor, then is to “close the backdoor” (as it were), generally, by strictly limiting 

the discretion of the fiscal authority (Kydland and Prescott, 1977). 

 It should be clear that conditions (3) and (4) are consistent with the Tiebout model (1956), 

insofar as they promote efficiency via horizontal competition among governments at the same 

level. 7  All citizens are free to move – to “vote with their feet” – if they grow unhappy with the 

level and mix of taxes and public services provided by their governments. The basic 

understanding that underlies the Tiebout approach is that no government can for very long levy 

taxes on its residents without also providing net benefits to them (i.e., provide value for the 

money). Taxpayers expect to receive benefits that are reasonably in line with their expectations, 

else they will be inclined to move to another, competing, jurisdiction. (Tiebout also assumes 

implicitly that the first two conditions for a hard budget constraint are met.) 

The Soft Budget Constraint of Monetarily-Sovereign Governments. 

 The alternative view--  that of an activist government – sees the notion of hard budget 

constraints – especially those at the national level – as unduly constraining on a monetarily- and 

economically-sovereign government. Indeed, this view holds that any sovereign government that 

issues its own currency, that borrows in its own currency, and that possesses its own central 

bank, cannot be subject to a hard budget constraint. For instance, the U.S. Government ‘spends’ 

by issuing its own government-created money. The money so expended ends up as cash held by 

the public, and in the banking system as bank reserves held at The Federal Reserve. 

                                                           
7 The study of local government finance has its historical roots in the medieval world. However, the modern study 
of local public finance is generally regarded as starting with Charles Tiebout (1956). The Tiebout framework has been 
expanded to include business enterprises that use locally-provided public goods (Oates and Schwab, 1991).  
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Consequently, as economist Randall Wray (1998: 137) observes, “If a government can create at 

will the money that the public willingly offers [its] goods and services to obtain, then the 

government’s spending is thus never constrained by narrow ‘financing’ decisions.” Monetarily-

sovereign governments are therefore never constrained by a lack of funds. They may be 

constrained by a lack of productive projects in which to invest, however. And this would turn on 

the potential output of the economy at any given point in time, given the state of technological 

development, labor skills and productivity, etc. Further, possession of a national currency that is 

in wide use around the globe also confers benefits on the government that issues it. In the case 

of an open economy, such as the U.S., ready acceptability of the currency by other countries 

permits the government to command resources beyond any domestic sources – a considerable 

advantage. 

 Hence, a monetarily-sovereign government – even one in fiscal distress – can never be 

forced to repudiate its domestic-currency-denominated debt. And this will be true even if and 

when inflation should arise. This is so because sovereign, money-issuing governments need not 

endure absolute credit constraints in the debt markets. On the other hand, individuals, firms, and 

state and municipal governments must all have access to funds first, in order to make payments. 

Such economic units are limited as to the amounts of credit that the market is willing to extend 

to them. They must all generate revenues and other resources (e.g., via borrowing) in order to 

make expenditures. These economic units must, in the long run, adhere to the principles of 

“sound finance,” in ways that the federal government – as a monetarily-sovereign state – need 

not. On this view, federal spending is in no way constrained by federal revenues, as the fiscal 

history of the United States Government vividly demonstrates. 
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 As a monetarily and economically sovereign state, the U.S. federal government has the 

unique privilege of spending a currency that is its own to issue or to withdraw from circulation. 

States and localities, on the other hand, spend in a currency that is not under their direct control. 

In this regard, the distinction between currency issuers and currency users becomes vital. U.S. 

state and local governments are users of the dollar, and not its issuers, rendering them in this 

respect similar to households and firms. Neither does any U.S. state or municipality possess its 

own central bank. Therefore, subnational governments are much more subject to the discipline 

of the capital markets, which demand fairly strict adherence to norms of budgetary balance and 

sound finance. The federal government is thus able to spend virtually unlimited amounts, adding 

reserves to the banking system, then only after-the-fact borrowing to drain bank reserves, if 

these appear to be large in relation to the objectives of the government’s monetary policy. The 

U.S. federal government is able to issue money in any quantity that may be necessary in order to 

meet its expenditure needs. The federal government sponsors and controls its own bank – the 

Federal Reserve – and issues the common currency which is the undoubted and definitive means 

of payment and, more importantly, ultimate means of the settlement of debts. 

 Despite its formal independence from the U.S. Government, the very existence of the 

Federal Reserve enables the U.S. Government to issue money when needed. Since federal debt 

is denominated in the U.S. Government’s own currency, the U.S. is able to avoid any possibility 

of default. The U.S. Government can preempt capital markets, issuing as much currency as it 

needs, owing to its vast financial powers: in particular, its sovereign power to tax and to issue 

money, and in particular the status of the U.S. dollar as the world’s only international reserve 

currency. It is thus no mystery that U.S. Treasury securities are regarded as the safest financial 
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instruments on the planet. U.S. Government spending therefore is not constrained by the 

amount of bond financing that the markets are willing to absorb. Federal spending is, rather, only 

constrained by the willingness of the private sector to exchange goods and services for funds 

drawn on U.S. Treasury accounts. Commercial banks have never been known to refuse to deposit 

a valid check drawn on a U.S. Treasury account. And they never will. 

 Government bond sales are made, not to “finance” spending directly, but to provide an 

interest-bearing alternative investment to cash and/or excess bank reserves. This implies, 

further, that, “there is no possibility that the [federal] government might find itself in a crisis 

because it is unable to sell or ‘roll over’ bonds” (Wray, 1998: 88). Further still, it should not be 

lost sight of that the government itself always decides what rate of interest it wishes to pay on 

its bonds; markets simply must accept it. The federal government’s deficit spending is not subject 

to market forces, as long as the bonds are denominated in terms of the government’s own 

currency. 

Fiscal Federalism and “Hard” Budget Constraints. 

 The essence of federalism is a sustainable system of political and economic 

decentralization. Fiscal independence among governments in the federal system is the 

handmaiden of governmental decentralization. William Riker (1964: 11), in his classic treatment 

of the political theory at the foundation of federalism, defines a federal political system as one 

that possesses two key characteristics: First, there is a hierarchy of governments, with at least 

two levels of government ruling over the same people and territory, each with a delineated scope 

of authority, having considerable autonomy to exercise their powers, and each possessing a fairly 
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well-defined sphere of authority. Second, the relative autonomy of each layer of government is 

institutionalized in a manner that is self-reinforcing of their autonomy from each other. This 

requires a sort of balancing act, for, as Bednar (2006:36) observes, “In federalism, no external 

force [i.e., third party] exists that can disinterestedly settle disagreements. Instead, any 

enforcement mechanism must come from within; the federal rules must be self-enforcing.” 

Perhaps “self-enforcing” is a bit of a mischaracterization of the circumstance; this author prefers 

adherence to the standard of political concurrency, as Ostrom intends it to mean. 

 Fiscal federalism implies sharing power across levels of government, with a degree of 

(more or less) functional specialization of expenditure responsibilities, and a considerable degree 

of revenue differentiation across levels of government. Relative autonomy of subnational 

governments from the central government will create different incentives for each level, as 

between the center and the periphery (Tiebout, 1956; Oates, 1972). The two key concerns 

(DeFigueiredo and Weingast, 2005) are: 

(1) Concentration of Power. To concentrate sufficient power in the central government 

as to prevent fiscal abuse at the subnational level; and, 

(2) Checks on the Central Authority. To prevent the central government from 

appropriating the resources of subnational governments – and their citizens – for its 

own purposes.8 

                                                           
8 Thus, writes Weingast (1995: 24): “The fundamental political dilemma of an economic system is that a state strong 
enough to protect private markets is strong enough to confiscate the wealth of its citizens.” Readers familiar with 
The Federalist Papers will recognize that these concerns are essentially a restatement of the central problem of 
designing governmental arrangements, as expressed in James Madison’s Federalist No. 51 (1961 [1788]: 322): 
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The first concern boils down to the need to restrain subnational government spending via the 

imposition of a hard budget constraint. The second concerns creating an autonomous space 

within which subnational governments may act, without their actions threatening the integrity 

of the federation itself. 

 There is an obvious distinction to be drawn here as between de jure federalism – in the 

case of states that are not federal, but call themselves so (such as the Russian Federation) – and 

de facto federalism – to denote states that are federal, but do not necessarily refer to themselves 

as federal (such as the United States and Mexico). What matters most, however, are the 

operations of the political system in substance, and not its legal status per se. Weingast (1995: 5) 

observes that, “traditional approaches to federalism are based on formal or legal distinctions that 

are irrelevant” for certain practical questions, and so scholars should avoid being blinded by 

inertial thinking that may exclude consideration of the operational realities of fiscal management 

at the various levels of government. For instance, a focus on the formal distribution of 

governmental powers between the national and subnational levels would obscure the economic 

necessity of separating fiscal and monetary powers at the subnational level. 

 Both economic growth and the security of citizens in their persons and property are 

objectives served by reserving to subnational governments the fiscal authority only.  As a general 

principle, the greater the degree of separation of monetary and fiscal policies among subnational 

governments – effectively depriving states and localities of monetary authority – the less will 

                                                           
“In framing a government which is to be administered by men over men, the great difficulty lies in 
this: you must first enable the government to control the governed; and in the next place oblige it 
to control itself.” 
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those government be able to compromise the ability of markets to enhance general economic 

welfare. The reason is that market competition is enhanced, but so is intergovernmental 

competition – both horizontally and vertically – in the federal system of governments. This is a 

key institutional requirement for economic freedom. Further, a clean separation of monetary and 

fiscal policies in the intergovernmental system would seem to require the fiscal independence of 

each level in the federal structure.9 This, in turn, implies that each government have its own tax 

base, which is able to finance its necessary expenditures and debt obligations without significant 

subventions (transfers) from above. 

 The benefits of separating fiscal and monetary policy decisions include a reduced capacity 

to finance public expenditure through inflation, as well as the enhanced ability of the central 

bank to make a credible commitment to price stability. The second concerns the need to restrain 

the power and discretion of the central government in its ability to impose its will upon lower 

level governments. In terms of fiscal federalism, this is the political equivalent of Aristotle’s 

search for the “golden mean:” a balance between the national government’s powers to ensure 

the integrity and cooperation of subnational governments, and the powers of regional and local 

governments to determine for themselves the most optimal outcomes, given their inherent 

diversity (as to geographic locale, terrain, populations, natural resource endowments, labor 

productivity, levels of development, etc.). 

                                                           
9 There are obvious limitations to the economic powers of subnational governments. The reason that U.S. state and 
local governments cannot effectively pursue an independent countercyclical full employment fiscal policy is that 
they have no independent currencies of their own. States and localities are embedded in a de facto fixed exchange 
rate system with respect to all of the other states and localities. This highly significant feature of federal systems 
often is overlooked. 
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 Failure to strike a proper balance may result in inefficiencies and abuses, in any direction: 

up, down, or laterally. Localities that have easy access to national fiscal resources will be relatively 

unrestrained in their spending habits, with their administrative apparatus tending to grow too 

large relative to the needs and preferences of their citizens. On the other hand, centrally-imposed 

limits on the fiscal resources available to localities will run the risk of increasingly unmet needs, 

deriving from a government that is too small to meet the needs of their citizens. In either case, 

inefficiencies are present, and perhaps large inefficiencies. 

 All regional and local governments would prefer to have access to national budgetary 

resources. Lower level governments would then be able to benefit at the expense of the center, 

and may adopt policies and programs that are less-then-fiscally-prudent in the long run (Inman, 

2003). In the case of the United States, a key role here is to be played by the sovereign existence 

of state governments. U.S. states have separate constitutional sovereignty apart from the federal 

government, so that the fiscal relationship between them was designed to be an “arm’s length” 

one. The federal government does not approve, nor does it supervise the budgets of the various 

states, nor does it determine their fiscal borrowing requirements. Consequently, the U.S. federal 

government need not assume fiscal responsibility to remedy state fiscal crises, nor need it 

guarantee subnational debts. 

 This last point is an important one: because the states have no recourse to the federal 

government to cover their debts (in the event of a default, for example), the states’ abilities to 

borrow freely is significantly constrained. As a direct consequence, the fiscal discipline imposed 

on states and localities via the capital markets induces a substantial amount of fiscal pressure on 
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the states to act with prudence in the management of their finances. Such discipline is not 

perfect, but it is a very potent force (Rodden, 2002). 

The U.S. System of Competitive Governments. 

 In an oft-neglected paper, economist Ronald McKinnon (1994) adopts the extremely 

insightful approach of viewing the U.S. constitutional order as one of “constrained competition” 

among governments at various levels (local, state, federal). Other scholars also have adopted the 

competitive governments perspective (Breton, 1991, 1996). A multitude of competitive local 

governments are better able to accommodate differences in citizen preferences and demands 

for certain kinds of public services and tax burdens (Kenyon and Kincaid, 1991). Multiple 

governments have the additional advantages of promoting innovation and experimentation with 

different modes of service delivery. On the other hand, a plurality of local governments will lead 

to inevitable problems of coordination, collective action problems and externalities. 

 Competition among government generally can take place along two dimensions: 

(1) Horizontal Competition – Competition between states and localities at the same level of 

government. Also referred to as “interjurisdictional” competition. 

(2) Vertical Competition – Competition between governments at different levels of 

government. Also referred to as “intergovernmental” competition. 

The nature and intensity of intergovernmental competition evolves in response to 

changing conditions of money and credit. Again, we must start by recognizing explicitly that 

states and local governments are users of U.S. currency; they are not issuers of it. This places 

states and localities in the same position as individuals, households, and firms: they must 
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generate revenues in order to make expenditures, in the long run. Subnational governments raise 

revenues primarily through taxation and imposition of fees. State governments may only levy 

taxes within their jurisdictions – extraterritoriality is ruled out by the U.S. Constitution as an 

unwarranted interference with interstate commerce. The states are thus otherwise free to levy 

whatever taxes they may wish to. 

 Individual states do not possess their own central banks, nor do they issue their own 

currencies. Further, they have no legal, political, or moral claim on U.S. fiscal support. Thus, the 

states and localities confront hard budget constraints. They are subject to the discipline of the 

capital markets, preventing them from accessing capital for only the most productive and 

creditworthy expenditure projects. Loss of a superior credit rating, due to excessive borrowing 

and/or low (or negative) ROI projects, will be costly to taxpayers, in terms of higher dollar interest 

payments, and, perhaps, reduced access to capital for even worthwhile projects. Likewise, the 

effects of fiscal mismanagement (e.g., accumulation of massive unfunded future pension 

obligations). A common currency under the control of the central government (through its 

central bank) goes a long way towards hardening the budget constraints on subnational 

governments. It does so by emphasizing and magnifying the value of economic benefits from 

horizontal competition among units at the same level of government. (Vertical competition 

among units at different levels of government – the central concern of this paper – may be 

compromised, however, for reasons that are discussed, below.) 

Lower level governments in the U.S. are unable to issue their own money; consequently, 

they cannot take advantage of an elastic money supply, nor the seigniorage that accrues to 

monetarily-sovereign governments. Further, if they are unable to borrow from the national 
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government, nor receive any significant amounts of fiscal subsidies, supplements, or subventions 

from above, then these governments are subject to hard constraints. This greatly limits the ability 

of subnational governments to tax and spend recklessly, or to borrow excessively. 

 The capacity of U.S. states and municipalities to borrow on their own account has been 

greatly limited since the 19th century. U.S. state governments began in the mid-19th century to 

impose debt financing limits on themselves and their subordinate local governments. These 

developments were in response to capital market conditions that would come to impose 

discipline on subnational governments in ways that did not apply to the federal government. High 

levels of debt make budgets more sensitive to interest rate changes. High debt levels and rapid 

rate rises may seriously destabilize subnational budgets. As a consequence, states have self-

imposed constitutional and statutory limits on their abilities to issue debt. Theses constraints 

generally take the form of statutory debt limits, but there are also tax and expenditure limitations 

(TELs) whose character and operation can vary considerably across the states (ACIR, 1995; New, 

2001; Poulson, 2004; Kioko and Zhang, 2017).  

 Individual states are constrained in their general ability to overburden their future 

citizens. However, this has occurred, from time-to-time; generally, as a consequence of some 

financial innovation or fiscal maneuver that side-steps statutory requirements in ways that 

violate the strictures of fiscal prudence. The states’ hard budget constraints permit a degree of 

rational borrowing against the future for worthwhile projects. But states and localities cannot 

long ignore their budget constraints without adverse consequences. 
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 The fifty states, plus their debt-issuing municipalities compete with one another in the 

bond market. Investors are able to spread their portfolio risk among a variety of financial 

securities, including issues of different states and municipalities. States and localities that 

experience fiscal distress will have their bonds discounted in favor of competing issues, reducing 

their price and increasing the cost of borrowing for the fiscally-distressed states and localities. 

Governmental units that lose effective control over their finances – no matter what the cause – 

will find it increasingly difficult to borrow, and may eventually be shut out of the bond market for 

the duration of their crises – and beyond. Such can be the fiscal fortune of subnational 

governments facing hard budget constraints. 

 Under the U.S. Constitution, the federal and state governments each are sovereign in 

levying their own taxes.10 The constitution reserves to the states powers to provide their citizens 

with certain vital public goods and services. States can respond to citizen interest groups with 

publicly-provided benefits, but the resources expended in their provision are limited to the 

states’ own revenue efforts. In this respect, application of the Commerce Clause protects national 

interests from encroachment by the states, as does the Privileges and Immunities Clause.11 

 Governments facing tax competition from other governments – and not only from 

adjacent jurisdictions, but, perhaps afar – will tend to face greater difficulty issuing debt to pay 

for current expenditures on consumable goods and services. Tax competition should be relatively 

                                                           
10 Local governments, which are chartered by the states, fall under their respective state jurisdictions, but are 
covered by the same federal constitutional provisions as are the states. 
11 Intended to overcome a serious weakness in the previous Articles of Confederation, the commerce clause provides 
for the protection of markets from state action (Aranson, 1991; Weingast, 1995). States are prevented from 
regulating interstate markets, or from erecting trade barriers. Federal regulation is limited to issues which are 
properly national in scope. In respect to markets, for over 100 years, federalism provided a workable solution to the 
problem of limiting and balancing the federal government’s and the states’ regulatory powers (Hayek, 1960). 
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benign, and mutually-beneficial, rather than damaging and destructive. Intensive tax competition 

may increase to the point of becoming a “beggar thy neighbor” game, in its most extreme form 

will current generations burdening future ones with unwarranted debts. 

 In order to overcome serious differences in fiscal capacity among their regional 

governments, central governments have employed intergovernmental equalization grants or 

various tax preferences (such as federal tax deductibility of mortgage interest costs). Such grants 

and other preferred access to a central government’s budgetary resources have been a key 

feature of public finance systems for centuries. These programs must be fairly narrowly targeted 

in order not to seriously weaken the hard budget constraint of subnational governments, 

however. Extensive governmental transfers from above may lead investors to expect that states 

and cities may possess indirect channels to the U.S. Treasury and Federal Reserve as their “lender 

of last resort.” (Witness: Puerto Rico’s burdgeoning debt problem.) 

 Overlapping and competitive governments can serve to “harden” the budget constraints 

of these governments. Unrestricted tax competition between soft-budget subnational 

governments can become destructive. The competitors have incentives to run ever-larger budget 

deficits in order to keep taxes low, run up large amounts of debt, and shift tax burdens to future 

generations. Placing constraints on horizontal competition can serve as a check on their 

individual spending ambitions. 

 Political institutions remain indispensable to the preservation of economic freedom. Even 

where horizontal competition among governments in a federal system is relatively benign (i.e., 

market-preserving), vertical competition between the federal and state governments will require 
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auxiliary precautions: constitutional prohibitions that prevent the centralization of fiscal powers 

in the national government. “The softness of the budget constraint on the federal government 

threatens to eventually undermine the market-preserving character of fiscal federalism in the 

United States” (McKinnon, 1997: 82). Since the 1970s, the U.S. federal government can “no  

longer credibly commit to suitably ‘constrained’ competition with the state and local 

governments without undue encroachment” (Ibid.). This matter will likely remain an open issue, 

insofar as it is difficult to know just how it might be resolved under the current institutional 

arrangements. 

Market-Preserving Fiscal Federalism. 

 Subnational governments compete with each other for businesses to locate their facilities 

there, offering tax inducements, various amenities, and other incentives. In so doing, they better 

match tax burdens to public services in ways that are “market-preserving”, insofar as they 

improve resource allocation and returns on public investment. Market-preserving federalism 

induces a healthy degree of competition among lower level governments. No government – not 

even (or, especially) the national (federal) government – has a monopoly over regulation of 

commerce. Capital and labor are mobile, so that governments at all levels must compete in order 

to attract and retain them. Firms and households will otherwise move, or “vote with their feet” 

(Tiebout, 1956). Resource mobility raises the economic costs of poor or unresponsive public 

policy. Federations will therefore work so as to reduce rent-seeking, a considerable benefit. Thus, 

the benefits of market-preserving federalism are a direct consequence of the political 
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decentralization of economic decision-making and the resulting competition among 

governments.12 

Market-preserving federalism is promoted by limiting the ability of the national 

government to intervene in the economy, or to interfere in regional or local affairs, thereby 

preserving the economic and political liberties of the populace. Markets require protection in 

order to operate effectively and to strive towards greater efficiency. Political actors, rent-seeking 

politicians and bureaucrats, distributional coalitions and special interest groups all have potential 

to encroach on markets, and on lower-level governments in the federal system, for private gain 

(Weingast, 1995; McKinnon, 1997). 

 A federal system may properly be termed market-preserving if it possesses characteristics 

that overlap somewhat with Riker’s, discussed above: 

(1) Hierarchy of Governments – Governments arranged into tiers, from the national to 

the local, each possessing a clearly delineated scope of authority (Riker, 1964: 11). 

Astute readers will observe that this condition coincides with the first of Riker’s 

attributes of federal systems of government. Note that this characteristic is necessary, 

but not sufficient. 

                                                           
12 It is vitally important, to both economic growth and welfare, as well as the protection of political liberty, that the 
federal fiscal arrangements be market-preserving. Weingast notes in this connection, that “Market-preserving 
federalism limits the degree to which a political system can encroach on markets … It simultaneously induces 
competition among the lower political jurisdictions while placing restrictions on the economic policy making of the 
national government” (1995: i). 
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(2) Institutional Autonomy – Subnational governments should be sufficiently 

autonomous as to enable them, collectively, to check the powers of the central 

government. 

(3) Local Self-Regulation – Lower levels governments have the primary responsibility for 

regulating their own economies, except insofar as market-wide externalities and 

other market failures are apparent. 

(4) A Common Market Area – A federation-wide market is guaranteed, such that lower-

level governments cannot enact barriers to trade, capital flows, or labor migration. 

(5) Hard Budget Constraints – Lower level governments are unable to issue their own 

currencies, nor access unlimited amounts of capital or credit on favorable terms, nor 

possess direct or indirect access to national fiscal resources. 

The first characteristic is essential, insofar as lower level governments need not depend upon the 

powers and authority of the central government for their existence and operation. “Federal 

systems are not generally sustainable if they depends solely on the discretion of the highest 

political authority” (Weingast, 1995: 4). Delegations of power and authority may be revoked at 

the discretion of the central government. The central authority, therefore, must not be able to 

easily dominate regional and local government. This matter is the subject of the second 

characteristic. 

 Authority over economic matters is addressed by characteristics (3) through (5). The 

central government’s authority to make and enforce economic policy for the local and regional 

governments must be strictly limited to matters of common concern. The issues to be addressed 

should be quite narrowly drawn. Also, lower-level governments must confront a hard budget 
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constraint. The purpose of this restriction is to force subordinate governments to prudently 

manage their finance. Thus, a strict “no bailout” rule should be observed from the national level. 

Thus, the benefits of market-preserving federalism are that it: 

(1) Prohibits or constrains excessive governmental spending via debt issuance; 

(2) Reduces opportunities for government to expropriate citizens’ wealth; and 

(3) Promotes economic growth via strict limits on governmental intervention. 

Market-preserving federalism would not be so market-friendly were it not for 

mechanisms that are responsive to citizens’ interests, and which effectively prevent the central 

government from appropriating the citizens’ wealth. In order to be credible, the restrictions of 

market-preserving federalism should be self-enforcing. The central authorities must have 

incentives to comply, and to actively work to preserve the system. In order to promote efficient 

markets, political systems must be able to make a credible commitment to the preservation of 

markets (Levy and Spiller, 1994; North, 1993; Weingast, 1994a, 1994b; Willimen, 1994). They 

must be compelled to self-impose restraints on their political discretion respecting economic 

affairs. That is, correct behavior must be in the interests of the officials themselves. For such 

limits on governmental discretion to be effective, officials must have incentives to abide by them 

(Weingast, 1995:2). 

Reducing uncertainty is the main thrust in this business. The sense that an official 

commitment is “credible” entails a firm, observable, entirely transparent constraint that is 

binding on the officials. A self-enforcing constraint must also be sustainable, even under changing 

conditions. Official discretion is to be limited, so as to permit investors, firms, and other 
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interested parties an intertemporal space in which to plan their affairs, and to execute decisions 

based on those plans. This requires that the rules of the game will not be subject to sudden, 

unpredictable change. This strongly implies (requires would not be too strong a term) a 

governance structure for political and economic decision making that is transparent, and with 

appropriate advance signals when change is contemplated, with opportunities for stakeholders 

to be heard on any substantive changes in direction where their interests may be at stake 

(Williamson, 1985, 1994; Weingast, 1993b, 1995). The reader may infer, correctly, that an 

institutional structure that serves these ends is difficult to establish. We are therefore warranted 

to inquire as to the kinds of constraints that are likely to prove to be binding in practice. 

Weingast (1995: 3) points out that, “For the most last 300 years, the richest nation in the 

world has had a federal structure.” He provides as evidence the economic successes of the 

Netherlands in the late 16th – mid-17th centuries, England in the late 17th century through the 

mid-19th century, and the United States from the late 19th through the early 21st century. The 

hallmark of each of these federations has been a specific institutional form; that of market-

preserving federalism, whose rudimentary structural requirements include a hierarchy of fairly 

autonomous governments, a common market area in which all operate equally, and subnational 

governments subject to hard budget constraints. 

“Softening” of the U.S. Federal Budget Constraint 

 Under certain monetary conditions, governments among the advanced, industrialized 

countries face a soft budget constraint. Monetary conditions since the 1980s have permitted 

such governments to access capital markets in ways that would have been unthinkable in the 
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early 20th century; specifically, to incur debt in order to finance, not only capital items, but 

current consumption of goods and services, as well. The U.S. federal government has easy access 

to national capital markets, but this hasn’t always been the case. By the mid-20th century, the 

American federal budget constraint became increasingly “softened”. Economist Randall Wray 

(1998: 138-9) explains that, 

The U.S. abandoned the gold convertibility standard during the Great Depression, 
although it was restored internationally after World War II. However, at the end 
of the 1960s, and into the early 1970s, fears of a run on the U.S. dollar led the 
federal government finally to abandon convertibility. Since that date, gold 
reserves could never again constrain deficit spending. 

 In 1929, on the eve of the stock market crash of that year, the U.S. Government’s debt 

level was relatively small by contemporary standards – about 16.3 percent of GDP. Until that 

time, the national debt would ebb and flow, mainly in response to wartime finance. Once wars 

ended, however, the debt would fall as a percent of GDP. Until the depression decade of the 

1930s, the federal government exhibited behavior consistent with a hard budget constraint. 

Savage (1990) and White & Wildavsky (1991) attribute the shift in the federal government’s fiscal 

stance since mid-century to the political erosion of the “balanced budget norm.” However, it is 

much more likely that President Roosevelt’s abandonment of the gold standard in 1933 had more 

to do with the softening of the federal budget constraint. 

 Roosevelt took the U.S. off the gold standard in order to avoid the worsening debt-

deflation that held the economy in its grip at that time. By so doing, the president effectively 

relaxed the U.S. federal borrowing constraint. The explosive build up of federal debt of the 1930s, 

and in response to the war in the 1940s, can be directly traced to this event. The national debt 
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reached 112 percent of GDP in 1945. With the cessation of hostilities, however, the debt steadily 

fell back to 24.6 percent of GDP by 1974, but rose again to record highs in the 1990s. In 2017, the 

debt shows no sign of ceasing what has become an endless increase. 

 Why has the national debt ebbed and flowed so much after the war? The answer is to be 

found in the implicit monetary restraints that were embodied in the institutional arrangements 

agreed upon by the parties to the Bretton Woods agreement in the immediate postwar period, 

followed thirty years later by President Richard Nixon’s closing of the gold window at the Fed in 

1971. The postwar period confined nations to a regime of fixed exchange rates, and the relatively 

more strict monetary stabilizations under the Marshall and Dodge Plans for the economic 

resuscitation of Europe and Japan after World War II. The strict conditions imposed on the 

European countries and Japan for the elimination of deficits and economic stabilization 

“anchored” a common price level using a fixed exchange rate to the U.S. dollar. 

 The European countries and Japan pegged their currencies to the dollar in a very strong 

form, leaving the U.S. as the only country in the system pegged to gold. Foreign governments 

that accumulated U.S. Treasury bonds were able to exchange them for gold at the official price 

of $35 per ounce at the U.S. Treasury. This meant that, in order to stabilize prices on international 

markets, gold would have to flow into or drain out of the U.S. Treasury. Mostly, gold drained out 

of the Treasury during the 1950s and 1960s. As a direct consequence of these monetary 

arrangements, the U.S. federal budget remained in relative balance from the end of the war until 

the end of the 1960s. 
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 The fiscal implications of a strict gold standard are that federal spending would be 

constrained by the amount of gold that the U.S. Federal Government could redeem. The gold 

standard would therefore operate much like a hard balanced budget amendment in the long run 

– and one that could not be so easily side-stepped. Concerns over the persistent gold drain and 

the perceived decline in U.S. global competitiveness prompted President Nixon to close the gold 

window in August 1971, and to devalue the dollar against other major currencies. Thus a new 

regime of floating exchange rates was ushered in, and with it a dramatic softening of the previous 

monetary restraint on U.S. fiscal policy. Budget constraints on U.S. state and local governments 

remained “hard,” however. 

 Owing to the dollar’s role and history as the international reserve currency, and the 

economies of scale necessary to achieve this status, the U.S. dollar remains dominant in 

international debt transactions. This confers on the U.S. the privilege of always being able to issue 

debt denominated in its own currency. The U.S. can therefore borrow as readily abroad as it does 

domestically. In the current state of the international monetary system, there is therefore 

nothing (literally) that the capital markets can do to impose fiscal discipline on the U.S. federal 

government. Unlike the American states and localities, the U.S. Government possesses its own 

central bank, it controls the value of its own money, and it can borrow virtually unlimited sums 

denominated in its own currency. These combined features of the U.S. federal fiscal reality mean 

that the U.S. federal government faces what can only be described as an “ultra-soft” budget 

constraint. 
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Budget Constraints and the Federal System. 

 Whether a given government faces a soft or a hard budget constraint depends upon 

access to, and conditions of money and credit that it enjoys. Governments with easy access to 

credit, that can borrow freely in their own currency, and which have access to other parties able 

to support the government’s finances, or to cover its debts, are subject to soft budget constraints. 

Just the opposite would be true of governments that face hard budget constraints. The changing 

economic conditions of the U.S. monetary system – and especially the relative abilities of 

governments at all levels of the federal system to access debt markets, alternative financing 

sources and “backdoor”, or off-budget resources – has greatly influenced the evolution of 

functions and activities assumed by governments at the various levels. In particular, the ability of 

governments to borrow for current expenditure purposes (as opposed to borrowing for capital 

investment) has been the decisive factor in the evolution of the U.S. intergovernmental system. 

The table below summarizes the features of federal and subnational hard and soft budget 

constraints. 

 What will be the future of American federalism? Both Ostrom (various) Bednar (2009) 

argues that federalism should not be taken for granted. Unless appropriate incentives to 

maintain the federal system are sustained, the basic principles of fiscal federalism – and the 

softening of the subnational budget constraint – will lead to its demise. The political leadership 

of states and localities are ever-mindful and watching for opportunities to “free ride,” to pass 

financial responsibility onto other parties, especially the federal government. In this regard, it is 

useful, therefore, to conceive of federalism itself as an essential public good (Bednar, 2005). 
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 Hard Budget Constraint Soft Budget Constraint 

Federal 
Government 

• Gold Standard 
• Use of a Foreign Currency for 

Domestic Business 
• Foreign Currency Denominated Debt 

• No Gold Redemption Guarantees 
• Issues and Uses Own Currency 
• Possesses Its Own Central Bank 
• Borrows in Its Own Domestic Currency 
• Currency Privileged as the World’s Sole 

International Reserve Currency 

Subnational 
Governments 

• Strict Limits to Borrowing 
• Use of a “Foreign” Currency (e.g., U.S. 

dollar used by the states) 
• Limited Amounts of Grants and 

Subventions from Higher Level 
Governments 

• Healthy Amounts of Horizontal Tax 
Competition 

• Soft Limits to Borrowing 
• Generous Levels of Grants and 

Subventions 
• Destructive Tax Competition 

 

 The softening of the federal budget constraint has brought with it federal encroachment 

on the states in their traditional domains. The soft-budget national government thus takes 

advantage of its superior fiscal policy space to threaten the economic independence of the hard-

budget states. In this sense, the U.S. Government’s fiscal strength derives not only from its taxing 

power, but also from its control over the monetary system. As a consequence, the federal 

government is not constrained by its ability to tax or borrow. There does exist a threshold beyond 

which the federal government would find it difficult to run deficits and incur debt; that is, the 

danger that a rapid increase in bank reserves would trigger uncontrollable price inflation. Thus, 

the real limit to the U.S. Government’s ability to deficit spend and run up debts is the willingness 

of the American people to tolerate price inflation. 

 An inflationary scenario could occur, for instance, should the federal government ever 

attempt to increase spending to levels which were beyond the capacity of the productive sector 

of the economy to absorb. This point would be reached where the public simply refuses to accept 
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more currency from the government in exchange for selling its goods and services.13 This would 

be the same thing as saying that the public has no further desire to increase its net nominal 

savings of U.S. dollars. It is hard to imagine just how and when this point might be reached; 

however, it does remain a hypothetical possibility. In the meantime, the U.S. federal government 

maintains a position of fiscal dominance over the Domestic intergovernmental system. 

 The U.S. Constitution grants the federal government a monopoly power in the issuance 

of money and the regulation of its value. The U.S. dollar itself is a public monopoly (Mosler, 2010). 

This means that the general price level is in large part determined by the prices paid by the 

government for the goods and services that it consumes, and the collateral it demands when it 

makes loans. Should the federal government lend unlimited amounts to third parties, without 

requiring appropriate levels of collateral security, then private borrowing would mushroom 

quickly, which is what makes necessary the regulation of bank assets and capital ratios.  

 It is important to recognize that an “inflation tolerance limit” to federal expenditure is a 

political limit; not an economic limit. The federal government cannot spend with reckless 

abandon. Should the federal government spend in the long run at rates that exceed productivity 

growth, and tax at levels that are too low, two consequences are likely: (1) poor investment 

performance and low returns (i.e., malinvestment), and (2) the onset of price inflation. By 

contrast, if government taxes at levels that are too high, and spends too little, a government 

surplus would be the most likely result, creating a private sector deficit, and tending towards 

                                                           
13 Randall Wray (1998: 87) writes of this limit that, “Government spending is constrained only by private sector 
willingness to provide goods, services or assets to government in exchange for government money … Anything which 
is for purchase in terms of the domestic currency can be had through government creation of fiat money.” 
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recession, unemployment and perhaps even deflation. Excessive private debt levels will become 

evident – a clear indication of the private sector suffering a shortage of dollars. Other self-

imposed restraints on federal spending would tend towards the same results, including: the 

federal debt ceiling, provisions of the Antideficiency Act, and a Balanced Budget Amendment.14 

By Way of Conclusion 

 Politicians, citizens and the many economists who believe that the federal government 

must collect taxes in order to “finance” government spending react with horror to the now over 

$20 trillion in federal debt. They implicitly believe that the federal government is like any other 

economic entity, such as a household, where the outflows of funds must be matched by an 

equivalent inflow in order to ensure long run sustainability. Wray summarizes the attitude well: 

“No household can run continuous deficits, therefore, no government can do so either” (1998: 

157). To continuous deficit spend is not to be “fiscally prudent.” Where debts accumulate beyond 

their “comfort zone,” they recommend austerity programs: combinations of spending cuts and 

tax increases in order to run surpluses sufficient to retire the outstanding debt. The reality, 

however, is that such sentiments are valid only under conditions of a hard budget constraint. 

 A more nuanced view of governmental finance would not deny the strictures of “sound 

finance,” but understand that they are inappropriate for monetarily-sovereign governments that 

confront very “soft” budget constraints. In this regard, the basic principles of “sound finance” 

apply to households, firms, localities, states, and any country that employs a foreign currency for 

                                                           
14 Warren Mosler (2010: 21) sees these and similar attempts to restrain federal spending as being “imposed by a 
Congress that does not have a working knowledge of the monetary system,” and thus, “counterproductive with 
regard to furthering public purposes.” 
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some major aspect(s) of its fiscal or monetary operations (e.g., foreign currency denominated 

debt). The conventional understanding of sound finance in the U.S. governmental context would 

apply, then, only to states and localities.15  What are the implications for polycentric governance? 

Sound Finance: The Conventional View.  According to conventional views, tax revenues provide 

the income needed by governments over the long run in order to finance their spending plans. 

Even were governments to issue debt to cover certain expenditures, in the long run, the debt is 

to be repaid out of tax revenues. Deficits can and do arise in times of economic hardship. 

Governments may “bridge” the resulting shortfall in revenues by selling debt obligations to a 

public willing to hold them. In those instances where governments sell interest-bearing bonds in 

order to finance deficits, the money supply will increase, provided that the Fed will cooperate by 

“accommodating” the spending by increasing commercial bank reserves. Inflation can be the 

result, insofar as the money multiplier permits an approximately ten-fold increase in the money 

supply.16  Where the Fed does not accommodate, or only partially accommodates the Treasury’s 

fiscal policy, a small or zero direct impact on price inflation may be expected. Further, according 

to the conventional view, government borrowing is likely to add to the overall demand for 

loanable funds, thereby driving up interest rates, and “crowding out” private sector borrowing 

                                                           
15 Any federal department or agency that, for the purposes and convenience of the Executive or the Congress, a 
determination is made to constrain their budget(s) also may be said to operate under a hard budget constraint. In 
this regard, the budgeted appropriations of the U.S. Government – which covers most of what we might categorize 
as “general government” operations – are held to a strict standard of accountability, precisely, via the imposition of 
a hard budget constraint. This, even though the aggregate federal budget may be seen as virtually unconstrained. 
Therefore, individual agencies may suffer from fiscal distress, despite the fact that the U.S. Government, in the 
aggregate, is not effectively budget-constrained. 
16 Assuming a reserve requirement of approximately 10 percent. 
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for business investment. Crowding out may be partial or complete, according to the theory, but 

in any case, it depresses production and output in the long run, perhaps to a considerable extent. 

 Respecting federal fiscal sustainability, the conventional view is that persistent deficits 

are to be avoided. Permanent or chronic deficits run the risk of raising public and investor 

expectations that the debt cannot be retired, or only with great difficulty or inconvenience. If 

some critical threshold of debt-to-GDP ratio is reached, it is believed, the investing public will lack 

sufficient funds to lend to the government (Reinhart and Rogoff, 2009). Before that stage is 

reached, some contend that foreign investors may require the U.S. Government to borrow in 

foreign currency denominations and/or the International Monetary Fund may force upon the 

U.S. austerity programs (as the European Central Bank has done to Greece). In the “worst case 

scenario,” foreign market would be closed to U.S. borrowing altogether – effectively shutting out 

Uncle Sam from future borrowing. 

 Polycentric governance is reinforced by principles of sound finance, precisely because, as 

unrealistic as they are as applied to monetarily sovereign governments, they impose theoretical 

constraints on the range of governmental action. If budgets must be balanced in the long run, 

then fiscal scarcity always pertains, and expenditures and revenues must be brought into line 

over the long period. Limited government is the rule of the day, and profligate spending is to be 

eschewed. Polycentric government is sustained by a national government that is strictly limited 

in its scale and scope. 

Functional Finance: The Alternative View.  In response to the worries expressed by advocates of 

“sound finance,” the functional finance view is that conventional theory all but completely 
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misunderstands the nature and institutional and procedural workings of government spending, 

taxation, and borrowing.17  The truth is that sustained economic growth and development 

requires persistent budget deficits, owing to the private sector’s preferences for the 

accumulation of a certain proportion of its wealth in the form of dollar savings. In order for the 

private sector to run net surpluses, in the face of persistent trade deficits, the governmental 

sector simply must – as a matter of accounting identity – run net deficits. This is in accordance 

with the sectoral balances approach: one sector’s deficit is another sector’s surplus. It is all a 

simple matter of accounting identity: 

 Domestic      Domestic     Foreign 
  Private +  Government        +      Balance = 0 
 Balance      Balance 

 The late Abba P. Lerner’s definition of functional finance is as follows (Lerner, 1943: 39): 

The central idea is that government fiscal policy, its spending and taxing, its 
borrowing and repayment of loans, its issue of new money, and its withdrawal of 
money, shall all be undertaken with an eye to the results of these actions on the 
economy and not what is sound or unsound.18 

Functional finance thus embraces the Keynesian idea that governments expand spending and/or 

reduce taxes during times of economic contraction, and vice versa. In this connection, Lerner 

held that the “first principle” of functional finance was to maintain the rate of government 

spending at neither much above nor much below the rate at which the price level would purchase 

                                                           
17 “Most of the pressures that governments currently believe arise from international markets are actually self-
imposed constraints that arise from a misunderstanding of the nature of government deficits” (Wray, 1998: 75). 
18 Thus, functional finance calls for evaluating public policy based on its real world impacts, rather than deduce the 
consequences by reasoning from axioms, or “first principles.” 
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all that is produced. The “second principle” is that government should employ taxation primarily 

as the means to drain the economy of purchasing power; not to raise money. 

 Functional finance is based on the critical observation that all government spending is 

enabled through the creation of the government’s fiat money – not through collected tax 

revenues or the proceeds of bond sales. On this view, taxes are not required to finance federal 

spending, but to maintain demand for the state’s money, and to reduce or eliminate inflationary 

pressures that accompany government money creation. Bond sales serve to drain excess reserves 

from the banking system, in order to (1) maintain positive sort-run (overnight) interest rates; (2) 

reduce inflationary impulses; and (3) provide a desirable, low-risk asset for households to invest 

their savings. In this important sense, government bonds are an important source and repository 

of the nation’s wealth. Obviously, the principles of functional finance do not apply to subnational 

governments, where the principles of sound finance continue to have relevance. Only 

monetarily-sovereign governments can employ the Lerner’s principles to affect economic 

outcomes, and only in those instances where money itself has become an important feature of 

the economic process. 

 On this view, while the range of fiscal action open to the national government are wider, 

the implications for polycentric governance in the U.S. federal system are more troubling. For 

there are far fewer fiscal and monetary checks on the power of the national government to create 

money through its expenditure activities. The potential for federal encroachment on the states 

is vast. It has been held in check, to the extent that it has been thus far, merely by the mainstream 

belief that the principles of sound finance are the only rational basis for the management of the 

nation’s fiscal affairs. That is, it is an erroneous, largely obsolescent belief system that restrains 
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the federal government from the employment of its vast fiscal powers to dominate the states. 

The campaign proposals of several Democratic presidential candidates for universal health care 

under a single payer, perhaps coupled with the notion of a federal job guarantee (or a guaranteed 

minimum income provided by the federal government) will open the alternative approach to 

discussion on the public square, however. This is critical: for it contains within itself an implicit 

threat to polycentric governance. This writer fears that the principles of democratic 

administration are not sufficiently well understood to avoid an unfortunate centralization of 

fiscal power in the hands of the federal government. 

Nature of the Threat.  The renowned scholar of federal systems of government, Daniel Elazar, 

has written that, “the history of the extension of democratic government since the eighteenth 

century has been a history of the rivalry between these two conceptions of democracy,” 

essentially: (1) The Jacobite project of promoting some ethereal ‘general will’ (á la Rousseau); 

and, (2) The Tocquevillean idea of understanding a complex federal structure of government as 

a necessarily fragmented system of competing systems of power (Elazar, Preface to Ostrom, 

1987: xxiii). Tocqueville himself was fearful of the centralizing tendencies that would originate in 

public passions favoring equality. Having witnessed firsthand the French Revolution, he knew 

where that would lead (Tocqueville, 1955). Here he anticipated what would emerge as a 

fundamental contradiction in liberal democratic thought: passions for equality that would 

emphasize uniformity of treatment and outcomes would find expression in demands for 

centralized authority, leading ironically to increased inequality between the people, who are 

subject to the law, and the political class, who make the laws. Ostrom observed with alarm the 

increasing federal centralization during his lifetime, noting that, “As Americans approach the end 
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of the second century in their experiments with constitutional choice, those experiments 

manifest patterns of increasing dominance by the national government over all aspects of life.” 

Further, “In turn, the American national government is subject to an increasing dominance of the 

executive.” Finally, consistent with the arguments of the present paper, “So long as Federal funds 

are being appropriated, few limits are recognized in the exercise of prerogatives by the American 

national government. Wherever federal funds are used to finance some activity of a state, local, 

or private nature, Federal rules and regulations become mandatory in the operation of state, 

local, or private concerns” (Ostrom, 1987: 197)19. 

A Ray of Hope. Closer examination of Lerner’s functional finance reveals it to be neither to be 

associated with the “deficit hawk,” nor the “tax and spend” position. Deficit hawks contend that 

federal deficits push interest rates higher, produce inflationary pressures, “crowd out” private 

investment, and place a burden of debt repayment on future generations. Lernerian 

macroeconomics, and its Keynesian antecedents specifically argues that these effects are the 

consequences of a confluence of factors, and are not directly caused by deficit spending by the 

central government (Nell and Forstater, 2003).  Lerner’s views also differ from those of the 

“deficit doves” as he argues that the doves lend credibility to the hawks’ arguments implicitly by 

the denial of their claims. Lerner would rather see doves shift the axis of the argument to focus 

on the institutions and procedures by and through which real effects are to be had. Functional 

finance does not conclude anything in advance about what the proper budget outcome should 

                                                           
19 Ostrom continues with the following, which ought to be of direct concern to university faculty: “Even the conduct 
of research by faculty and students in colleges and universities is potentially subject to Federal regulation whether 
or not the particular research effort is being supported by federal funds. So long as a college or university receives 
some Federal funds, then the Federal government is asserting jurisdiction to enforce its rules and regulations in any 
aspect of college or university affairs” (Ostrom, 1987: 197). 
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be; everything depends upon the macroeconomic objectives to be pursued, and that, in turn, 

depends on the context – the general economic conditions that prevail at a particular point in 

time. As such, either budget deficits or budgetary balance may be called for. Neither is privileged 

as an end in itself. 

 Forstater (2003: 165) observes that, “Functional finance is not a policy; it is a framework 

within which all sorts of policies may be conducted.” The vital question posed by functional 

finance is, wat to do today?  That is, how should government employ the ready tools of 

government finance to address problems confronting the country today? 20  Public policy should 

be judged by its results in the real world – in terms of employment, productivity, and price 

stability – and not by what happens to the budget and debt numbers. The essence of Lerner’s 

conceptual framework is that the “correct” size of federal deficit is the one that will permit the 

country to achieve its employment and output objectives, regardless of its magnitude. Fiscal 

policy can only properly be considered and assessed within the context of specific economic 

conditions; never in the abstract. The deficit itself doesn’t matter; it is the output and 

employment response that matter. 

The size and mix of federal spending programs should be determined based on the real 

costs and benefits of such spending, in comparison with other uses of the funds, and regardless 

of whether the spending will be supported by taxes, borrowings, or printing money. Such 

financing considerations are largely irrelevant at the federal levels. What matters most is the 

                                                           
20 Thus, “The core message of the doctrine of functional finance is that the government budget should be regarded 
as a means to attain real-economy goals like maximum output and employment. The size of the budget deficit and 
government debt does not matter per se the budget should be assessed only in the light of its impact in the real 
economy” (Berglund, 2003: 243). 
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positive uses to which the money injected into the economy are put. Only after the optimal level 

and mix of spending has been determined should fiscal policymakers turn to the question of their 

financing. In this context, the monetary system is to be viewed as the instrument through which 

the federal government seeks to meet its economic and political objectives. Tax levels may be 

adjusted in order to maintain the purchasing power of the dollar at some target level.21  

 As regards the possibility of retirement of the federal debt, the functional finance position 

is that this should never be an end in itself. The effect of budget surpluses is that the national 

government takes from the private sector more than it puts back. This depresses economic 

activity, via a contraction of bank reserves. Consequently, the functional finance perspective is 

that only when an economy already is overheated from price inflation should contractionary 

fiscal policy, perhaps involving budget surpluses, be employed. Thus, according to the first 

principle of functional finance, taxes should be raised only in order to control inflation, and to 

give currency its value (Turgeon, 2003: 116).22  Setting federal tax receipts at levels that equal 

government expenditures in a stable or growing economy may help to avoid rapid price inflation. 

 It is worthwhile observing that, even where public policy is not explicitly based on the 

functional finance framework, “it is the expectation that government functional finance policy 

will be used when crises occur that gives stability to our economy” (Colander, 2003: 47). The 

implicit government commitment to countercyclical fiscal policy permits much more growth than 

the private sector would otherwise be willing to risk. “This means that the expectations of the 

                                                           
21 Generally, it is wise to build in some modest level of inflation, so as to prevent the onset of deflationary 
expectations, which can prove fatal to any economic system. 
22 Lerner was even stricter than this, arguing that, “No matter how much interest has to be paid on the debt, taxation 
must not be applied unless it is necessary to prevent inflation. The interest can be paid by borrowing still more” 
(1943: 356). 
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policy often make it unnecessary for the policy to be used” (Ibid.). Thus, while policymakers find 

it politically expedient to pay lip service to the conventional dogma of “sound finance,” meaning 

a balanced or a surplus budget, sound finance actually is not all that sound! There have been 

many instances where countercyclical policies have been employed to offset declines in private 

spending; indeed, these days, it is largely automatic. Even in relatively prosperous times, capital 

investment – whether private or public – requires spending in advance of project completion, 

and often without a clearly identified source of financing. In this instance, countercyclical 

spending and capital investment – “unsound finance” – actually is more sound. The strictures of 

sound finance continue to apply at the subnational level. At the level of national finance, as long 

as government policymakers believe that they need to raise money in order to spend money, 

“they will continue to support policies that constrain output and employment and prevent us 

from achieving what are otherwise” available (Mosler, 2010: 30). That is the real problem with 

the American federal system of public finance; not the existence of chronic deficits, nor a growing 

national debt.  
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