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 “Where history leaves EU leaders today is debatable.  Faced with a similar crisis in the 
1780s, a different confederation seized a “Hamiltonian moment”, assumed the debts of its 
member states and had a good run as the United States of America.  The [Holy Roman] empire, 
by contrast, had settled on a looser structure without a “transfer union”; though fading by then, it 
had been around much longer.” The Economist, Dec 22nd, 2012 “European disunion done right” 
 
 I used to think that a “fiscal union” comprised the internal arrangement of a country 
(either a sovereign country or a federated country of entities with shared sovereignty, like the 
U.S.) with respect to taxes, spending, and borrowing.  I’m not so sure anymore. 
 
 The idea from the Economist quotation that the Hamiltonian moment created a transfer 
union in the United States is a troubling one.  With some wartime exceptions, the national 
government was never anywhere large enough to finance a transfer union until after 1933.  Yet, 
Hamilton’s policies and the national government assumption of state debts in the 1790s seems to 
taken as a key aspect of the American fiscal union (Sargent, 2012).  The other key aspect is 
embodied in the national government’s refusal to assume state debts after the state default crisis 
in 1841 and 1842.   
 
 Werning and Farhi’s 1012 NBER working paper “Fiscal Unions” recalls the idea of a 
fiscal union from the optimal currency literature favorably: 
 

In this way our perspective is also closer to ideas from the original Optimal Currency 
Area literature (for the pioneering articles, see Mundell, 1961; McKinnon, 1963; Kenen, 
1969) and lends support to the view originally formulated by Kenen (1969) that fiscal 
integration is an important condition for successful currency unions: “It is a chief 
function of fiscal policy, using both sides of the budget, to offset or compensate for 
regional differences, whether in earned income or in unemployment rates. The large-scale 
transfer payments built into fiscal systems are interregional, not just interpersonal [...]” 
(pg. 47) 
 
Countries such as the United States, which can be thought as a currency and fiscal union 
of regions, share federal revenue and transfers—through the unemployment insurance 
program, federal income and social security taxes and, in extreme cases, direct federal 
assistance—in a manner that provides automatic stabilizers across regions. (p. 2) 

  
 Since my remit for the conference is to think about the lessons from American fiscal and 
political history for the current EU situation, I face a dilemma.  There was no political possibility 
for a fiscal transfer union in the United States until 1933 and the beginning of the New Deal, the 
national government was simply not large enough to have an effect.  That will point 1) of my 
presentation. 



 
 Nonetheless, people continue to talk as if the Hamiltonian solution to the national 
government fiscal problems in the early 1790s produced a fiscal union and more generally an 
American fiscal system, when it did not.  Hamilton put the national government on a sustainable 
fiscal path, but one that precluded any possibility of a transfer union.  Hamilton’s “system” had 
little impact on the states, where most of the fiscal action occurred in the 19th century. This has 
two implications,  
 
 2A) Interpretations of the crisis facing the national and state governments in 1790 as 
requiring a national bailout of state finance are fundamentally wrong.  The history suggests that 
the reverse occurred during the revolution – the states continually bailed the national government 
out.  The final solution did not require a national bailout of the states.  The crisis in national 
government finances was largely of Congress’s making, and was probably prolonged to serve the 
interests of pro-nationalists like Hamilton. 
 
 2B) We have misunderstood the interaction of monetary creation and fiscal policy in the 
colonial period, and as a result, misunderstand what the Continental Congress was trying to do 
when it financed the war through currency creation up to 1778 and 1779.  I will elaborate on this 
in my talk, because it will take too long to write out. 
 
 Rather than chaotic national and state finances that were rescued by Hamilton’s plan and 
a strong national government, a more accurate picture seems to be relatively reasonable state 
finances (with a couple of notable exceptions) that were well on their way to solving the national 
governments debt problems as well.  What was created in 1787 was a national government so 
potentially strong that a majority of Americans could never agree to use its full potential except 
in wartime.  Political rather than institutional constraints limited the national government before 
1933.  I am not sure what lessons the EU should draw from that for the current situation. 
 
 Much has been made of the national government’s refusal to bail out the states in 1841 
and 1842, even to the extent that some have argued the reason the states borrowed so much in the 
first place was their expectation that they would be bailed out (the soft budget constraint).  
Nonetheless, there is no evidence in the historical record that states expected that they would be 
bailed out or that there was any chance that the proposed bail out would make it through 
Congress.  So point 3) is that the no bail out agreement/policy, apparently reached in 1841 and 
1842, was in place long before that.  Perhaps a better say that is: given the political history of the 
50 years between the adoption of the constitution and 1841, no reasonable person would have 
expected that a national bailout of the states would have been politically feasible.  And it wasn’t. 
 
 The last point I want to make is more general and comes out of my reading of US fiscal 
history over the long term.  There is a lesson for Europe in this point, unlike the first three points. 
  
 The institutional arrangements in the United States provided for a potentially strong 
national government, but embedded that strong national government in a set of political 
institutions that it made it difficult for the national government to play an active and 
discretionary role in fiscal policies except in times of national emergency, particularly in war 
time.  National political institutions were not embedded in concrete, but in a much more fluid 



constitutional setting at the state level.  State political institutions were allowed to change, within 
very broad limits, at the discretion of state polities.  Even today, state and local governments (the 
creatures of the states as the saying goes), provide and deliver the bulk of non-military public 
goods, with the notable exception of old-age insurance (Social Security) and a portion of health 
care.   
 
 When a national consensus emerges that allows or requires national government action, 
the resulting national programs are usually constrained by rules that limit national discretion.  
The national executive has little leeway to alter policies and the allocation or purpose of funds.  
In a way, the social security system is a perfect example.  Even though it is a purely national 
program, it is completely rule bound.  Although Congress can and does alter the rules, the same 
rules apply equally to all the states and all the people. 
 
 In the public health and social welfare programs, where national-state coordination has 
been most important in fiscal terms, the institutional arrangements have tended to be rules at the 
national level, discretion at the state level.  The national political process appears to be unwilling 
to support large spending programs (defense excepted) in which the national government, and 
the national executive, retains considerable discretion over spending the money.  The political 
system is much more willing to fund national programs that are administered with a considerable 
amount of flexibility at the state level. 
 
 Point 4) The rules at the center, discretion at the periphery model of the United States has 
a lot of desirable features from a constitutional, political economy, and fiscal federalism 
perspective.  The single biggest advantage, in my opinion, is that state governments spend much 
less time and resources trying to game the national system, because the same national rules apply 
to all the states. 
 
 I am no expert on Europe, but the last five years appear to paint a picture of a central 
authority attempting to maintain its discretionary authority by imposing rules on the periphery.  
Discretion at the center and rules at the periphery produces bad incentives for coordination.  To 
the extent that the center has imposed common rules on all the EU members, it has been 
unwilling or unable to enforce them (for example, the Growth and Stability Pact agreement).  In 
the current crisis every member state is playing a game against the center, this includes Germany 
as well as Greece. 
 
 Rules at the center, discretion at the periphery seems to be a central lesson that the 
Europeans can draw from the American experience. 
 
  
  


