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Introduction 
 
In this panel on fiscal union, I plan to address three topics:  (1) a simple comparison 
of the fiscal regime that applies to the U.S. states and that which applies to member 
states of the euro area; (2) the ratification of the U.S. Constitution by the State of 
New York in 1788; and (3) the problem of disciplining states within fiscal unions.  
This account is almost wholly reliant on the economic histories of others, including 
many people at this seminar, and combines my own analysis of European monetary 
integration and the dilemmas that it faces.  
 
Comparison of Fiscal Rules 
 
A couple of observations emerge from the history of U.S. fiscal rulemaking that seem 
especially relevant to the European Union now.  Drawing heavily from the economic 
histories of others, including several people at this seminar, I will review these and 
then compare the broad political economy of fiscal rules.  The contrast with the 
fiscal regime of the euro area is stark: 
 
1.  Even though the debt brakes of the fiscal compact are introduced into national 
constitutions and framework laws, the process has been initiated by the center and 
in some cases under duress.  In the United States, rules were adopted autonomously 
by the states.  This has implications for domestic political “ownership.”   
 
2.  Community institutions play a leading role in enforcing the rules, whereas the 
U.S. federal government has no such role.  In fact, the U.S. federal government in fact 
cannot legislate fiscal rules for the states; this would be an unconstitutional 
infringement on “state sovereignty.”  The U.S. model of fiscal rectitude for the states 
rests on multiple layers of rules combined with the no bailout norm. 
 
3.  EAMS have not been allowed to “fail.”  (The rescue was necessary, in light of the 
incompleteness of the monetary union, but it is not a feasible formula on a 
permanent basis.) 
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4.  The federal fiscal backstop in financial crises (banking union) – which has been 
essential to protecting the position of the U.S. states -- advances too slowly in 
Europe. 
 
5.  As a consequence, the next generation of proposals for fiscal union embrace more 
intrusion by the EU economic and fiscal management.  These represent a degree of 
complexity and intrusion that could not possibly work in the United States. (I return 
to this below.) 
 
New York State and the U.S. Constitutional Settlement 
 
I find this interesting because it addresses the central puzzle:  Why would New York 
state, home of the largest port in the thirteen states, surrender jurisdiction over 
tariff revenue to the federal government?   The question corresponds broadly, albeit 
imperfectly, to why a large triple-A country in the euro area, say Germany, might 
accede to deeper fiscal union.  
 
The state had a substantial interest in a stronger central government because: 
 
1.  The thirteen states were in a trade war with Britain, which they were fighting 
independently.  Handing trade taxes to the federal government created a customs 
union and aggregated their bargaining leverage in that dispute. 
 
2.  New York citizens held substantial debt of the federal government; exclusive 
jurisdiction over trade revenue secured servicing and redemption.  (It was not an 
anticipatory quid pro quo for federal assumption of state debt; the state had been 
moving in the other direction, that is, assuming part of federal debt.) 
 
3.  New York was a principal battleground state in the Revolutionary War, the City 
had been occupied by British troops during much of it, and could be a battleground 
in the future owing to strategic geography and assets, including hosting the federal 
capital at the time.  So, the state had a vital interest in common defense, which 
required funding. 
 
What can this possibly tell us about the euro area? 
 
#1:  The connection between debt and taxes was intimate in the constitutional 
debate in the United States.  The federal claim to tariffs and direct taxes was 
critically important to Hamilton’s plan, including assumption.  If the historical 
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analogy applies to Europe, Community tax must be linked to any debt mutualization 
for the euro area.   The euro area has grappled with the tax question in the form of 
funding area-wide deposit insurance and the financial transactions tax – but the 
debate about taxes in Europe will have to broaden eventually. 
 
#2:  The U.S. experience suggests that the authority to issue debt and impose taxes 
should travel in tandem to the center.  The neofunctionalist strategy of 
incrementalism is therefore risky; these steps require a quantum jump. 
 
#3: This story is relevant for one smaller but concrete reason: credit rating agencies 
are aware of this story about New York state and will view European developments 
in part through this history. 
 
#4:  Initial conditions are vitally important:  the overhang of federal debt (from the 
Revolutionary War) created constituencies for servicing it effectively.  Without it, 
the impetus for fiscal union must come from elsewhere.  But once the Community 
issues substantial quantities of central debt, the political economy of the euro area 
will change, à la Hamilton. 
 
Dysfunctional States 
 
Europe’s response to excessive fiscal deficits on the part of its members has been to 
double-down on the original strategy of the MT and SGP:  tightening the rules and 
enforcing them more effectively.  
 
The strategy assumes rationality of member states.  But of course they are not 
always unitary actors and can be manifestly dysfunctional in political and fiscal 
terms. If the new set of rules fails, Europe could be tempted to correct the political 
dysfunction by intervening directly in national decisionmaking on taxes and 
spending – as it has been doing in some countries under programs.   
   
We can see a foreshadowing of this in the proposal by Jean Claude Trichet in May 
2012.  He advocated “federal governance by exception” when a country that does 
not apply the recommendations of the Commission and the Council for corrective 
fiscal action.  In such a case, Trichet proposed, the European institutional machinery, 
and the European Parliament in particular, should be able to impose, for example, a 
VAT increase for the country.  Democratic legitimacy would be underpinned by (a) 
introducing this as part of a democratically approved treaty change and (b) 
enhancing the democratic character of the European institutions.   
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This strikes me as the next logical step along the existing trajectory.  But, this 
proposals and others like it cannot possibly work.     
(a) There is no support for it in U.S. history.  
(b) Nor do I find good examples elsewhere (though my survey there is incomplete).   
(c) If there were, I doubt that they could apply under political conditions prevailing 
in Europe. 
 
I call my alternative formula “Get Back to Maastricht,” by which I mean Article 125 
of the treaty containing the no bailout clause. 
 
The U.S. experience teaches that the strengthening of federal institutions protects 
the union from contagion when the center denies requests for a bailout from states, 
or countries such as Greece.  A robust fiscal role for the center established 
credibility for the no-bailout-norm by erecting defenses on the part of the union 
from blackmail on the part of fiscally irresponsible states. With the elements of fiscal 
union in place – deposit insurance, sharing the cost of bank recapitalization, and 
Treasury securities to serve as a safe asset, backed by tax authority – the center can 
prevent miscreants from collapsing the whole union. 
 
If, say, California were ever to come to the federal government to ask for a bailout, 
this would be out of the question, for several reasons.  First, the economic 
fundamentals.  Second, the union has protected itself from contagion arising from 
and California default.  Owing to this protection, the other 49 states in the United 
States are less vulnerable than Austria, Germany and Finland are to their periphery.   
 
The implication for Europe is that it should put a more robust fiscal union in place in 
order to restore the protection that many citizens of triple-A countries thought that 
they had in the no bailout clause of the Maastricht treaty.  This sounds paradoxical -- 
a stronger fiscal union prevents bailouts of unworthy governments – but the 
usefulness of such protection is illustrated in the debate in Winter 2010 over 
Greece.  Some well-placed officials advocated immediate restructuring; but this 
option was not feasible because there was no facility for euro area countries that 
could deflect the blowback from a surprise restructuring.  Coupling banking union 
with a fiscal backstop and a rejuvenated No Bailout Clause (NBOC) is a better way to 
limit state debt accumulation than BBRs and intrusive fiscal compacts. 
 
Charles Wyplosz makes a similar argument in a nice paper posted in late November.  
He advocates “decentralized fiscal discipline” for which the no bailout norm is 
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central. The ESM is inconsistent with this, he argues, and should be repealed.  
Indeed, there is no ESM for the states that is operated by the U.S. federal 
government.  (The TARP was the fund used in the crisis, but this was for the banks, 
not the states, of course.)  But I argue – and this point is essential – the ESM cannot 
be closed down before the other protective elements of the fiscal union are in place.  
As a transitional scheme while the monetary union is “incomplete,” it is still 
necessary. 
 
But, it is true that the ESM is an anomaly, or at least unusual, among federal systems.  
While others bailout their sub-federal units from time to time, I don’t believe that 
there are any that maintain a very large standing fund for this purpose, even with 
conditionality.  Rules are needed for the center, against bailouts, as much as for sub-
federal units.  (Wallis 2012)  
 
The euro area has arrived at this awkward situation because it has been more of a 
regional monetary system, in which sudden stops and payments imbalances are a 
problem, than a full economic union.  Many of us have cheered the creation of a “big 
bazooka” because official financing – a regional monetary fund -- has been necessary 
in this context.  But – and this is the critical point – as the euro area makes the 
transition to a more complete fiscal union, when and if it does, the calculus attached 
to a large, standing facility lurches from “necessary” to “dangerous.”  There is a 
paradigm shift.  At this new point, the institutional solution should be to convert the 
ESM from a sovereign-support facility to a banking-union-fiscal backstop – 
separating the sovereign from the banks – and re-establish the NBOC.  This is the 
formula for solving the problem of maintaining defenses for the union against 
blackmail from the periphery without creating fiscal moral hazard for sub-federal 
units.  


