


A new policy challenge has emerged: finding ways to mobilize
the historic expansion of economic wealth to assure the future
of the United States. The government should invest in R&D,
environmental protection, infrastructure, healthcare, and
education—as proposed by the Democratic candidates and, in
some measure, by McCain—but more boldly. It should also
develop a serious program to retrain Americans who lose work
to foreign competition, helping reduce income disparities while
strengthening the economy.

It would be useful to reduce the budget deficit, but not at the
expense of these vital needs. It would also be useful to reduce
the United States’ foreign deficit, but not by just cutting
imports—for example, by forcing China to raise the value of its
currency against the dollar and reduce its exports. Aside from
eroding Americans’ real disposable income by making many
manufactured goods more expensive, such an effort could cause
serious global damage. It would weaken demand for many
other nations’ goods, harming their economies. At worst, it

could set off a protectionist war.

THE BUDGET DEFICIT

The conventional view places government budget deficits

and interest rates in a supply-and-demand framework: deficit
spending is an increase in the demand for credit, and if the
money supply is limited to keep inflation in check, interest
rates must increase. Higher interest rates in turn erode business
investment, undermining growth.

The conventional view raises questions just on the face of
it. Although it unremittingly emphasizes the budget deficit,
the government’s actual demand for credit is not its annual

U.S. Budget Surplus or Deficit
and Interest Rates,
1992-2007

Conventional wisdom says
that as the government’s
fiscal balance improves—
moves from deficit toward
surplus—its lower demand
for credit reduces interest
rates, and vice versa. In fact,
sometimes these effects have
been modest, and sometimes
the results have been just the
opposite. As the fiscal balance
improved from a large deficit
in 1992 to a surplus in 2000,
nominal interest rates fell

by only 1 percentage point,
and the better gauge—real,
inflation-adjusted interest
rates—hardly changed at

all. Then when fiscal deficits
worsened sharply from

2000 to 2004, increasing
government demand for
credit, interest rates actually
fell. Conventional wisdom
proved wrong again when
fiscal deficits moderated from
2004 to 2007 and interest
rates increased.

Source: see endnote 7.

deficit but its total accumulated
debt, which, of course, must be
renewed as bonds come due. By
international standards, U.S.
government debt is not alarming,.
At 62 percent of GDP, it is in the
same range as government debts
of Germany, Canada, and France
and well below those of Italy and
Japan—both of which are more than 100 percent of GDP.

How do U.S. budget deficits affect interest rates in practice?
Huge U.S. fiscal reversals since the 1990s provide something
of an experiment to test the conventional view—and it does
not fare well. After growing steadily for a decade, the federal
budget deficit peaked at 4.7 percent of GDP in 1992, then
swung to a record surplus of 2.4 percent of GDP in 2000.
Interest rates did fall in the direction predicted, but by a
minuscule amount for such a huge budget swing. Nominal
10-year Treasury bill rates fell from 7 percent to 6 percent. A
better measure is the “real” interest rate—the nominal rate
deflated using 10-year forecasts of inflation from the Survey

of Professional Forecasters. It barely moved at all, from 3.5
percent in 1994 to 3.4 percent in 2000. After 2000, the budget
surplus sank to a deficit of 3.6 percent of GDP in 2004. Now
interest rates should have risen, according to the conventional
view, but in fact they fell rapidly. Then as the budget deficit
moderated to 2.6 percent of GDP in 2005, interest rates should
have fallen, but they rose instead.”

The argument that recent experience shows no direct link
between U.S. fiscal policy and interest rates is admittedly
cursory and does not consider that interest rates might rise
only after a lag. But more sophisticated investigations that do
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capture such lags reach the same conclusion. A recent statistical
analysis covering the United States from 1953 to 2004
concludes that a 1 percent increase in federal debt relative to
GDP is associated with only a 0.03 percentage point increase in
long-term interest rates (that is, 3 basis points).® An analysis of
the Eurozone fails to find any significant connection between
deficits and interest rates.” A broad survey of literature on the
topic by economists at the Federal Reserve Bank of St. Louis
concludes that the link between fiscal policy and interest rates
is empirically “weak.”!

William Gale, director of Economic Studies at the Brookings
Institution, and Peter Orszag, director of the Congressional
Budget Office (CBO) and a former Brookings economist, have
argued in a series of articles that most studies underestimate
the effects of budget deficits because they fail to adequately
consider financial markets’ expectations of future deficits."
Continuing substantial deficit projections by official sources
such as the CBO may “severely and adversely” affect these
expectations. When purchasers of long-term bonds fear that
large deficits will make interest rates increase in the future,
they insist on initially receiving somewhat higher interest rates
than they otherwise would. Pessimistic expectations thus do
actually make real interest rates rise, Gale and Orszag argue,
and investment falls in “a self-reinforcing negative cycle among
the fiscal deficit, financial market, and the real economy.”? In a
2002 paper, they present calculations showing thata 1 percent
increase in the CBO’s projections of the ratio of government
debt to GDP leads to a 0.5 percentage point increase in
expected long-term real interest rates."

There are several problems with Gale and Orszag’s argument.
One concerns simply the way they did their statistical estimate.

“Twin deficits,” U.S. Budget Deficit and
Foreign Deficit, 1975-2007

Conventional wisdom says that the U.S.
government budget deficit and the foreign
deficit—the amount the nation borrows
from abroad each year—are twins and
move together. They did move together
from 1978 to 1988 and again from 2001
to 2003, but they have generally not done
so during other periods. As the budget
deficit moderated and moved into surplus
in the 1990s, the foreign deficit surged.
(Note that this graph shows the budget
deficit, as opposed to the budget balance
shown in the previous graph.)

Source: see endnote 23.
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After Thomas Laubach, a member of the Board of Governors
of the Federal Reserve, pointed out that they had not taken
business cycles into account, they adopted his procedure to

do so and themselves conceded that their earlier estimate was
exaggerated.' Controlling for business cycles, their model
projects that a 1 percent increase in the government debt-to-
GDP ratio causes an increase of 0.25 to 0.35 percentage points
in expected interest rates.”

A more fundamental problem is that while Gale and Orszag
construct a theoretical model describing how projected deficits
might boost interest rates and vice versa in a vicious cycle,
they do not demonstrate that this cycle operates in practice.
James Galbraith, a University of Texas economist and former
executive director of the Joint Economic Committee of
Congress, statistically estimated how much projected deficits

actually Q.H:CCI interest rates. He fOllI‘ld no CH:CCt whatsoever.“’

There is a good reason why. If bondholders are clever enough to
factor in CBO deficit projections, they are also clever enough
to realize that in the past those projections have been “widely
inaccurate,” notes Alan Reynolds, a senior fellow at the Cato
Institute.”” (One hopes Orszag will do better as CBO director.)
Reynolds adds, “If interest rates actually depended on such
unreliable estimates ... bond yields would have been extremely
low in early 2001 and would be much higher” in 2004, when
he was writing. In fact, interest rates were not extremely low in
early 2001, and far from rising much higher over the next three
years until 2004, they fell significantly.

Finally, a thoughtful reading of Gale and Orszag’s own
argument suggests that their narrow focus on fiscal deficits will
lead us astray. They claim that the fact that long-term interest

“Twin Deficits,” U.5. Budget Deficit and Foreign Deficit, 1975 to 2007
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rates are low “does not mean they would not have been lower”
if the fiscal outlook had been better."® As Andrea Terzi of the
Schwartz Center for Economic Policy Analysis observes, the
implication is that other factors determine interest rates. We
should at the very least consider these factors. What are they?
Until Gale and Orszag identify them, Terzi points out, their
argument carries little weight.”

TRADE AND BUDGET
DEFICITS: TWINS OR
SIBLINGS?

One reason U.S. government budget deficits have little effect on
interest rates is the enormous size of global financial markets.
Thus, in principle, it should be not the U.S. government budget
deficit (or even U.S. government debt) but total global demand
for credit that affects interest rates. As Bradford DeLong of

the University of California at Berkeley says, “You can explain
interest rate anomalies and conundrums over the past several
years by adding up what the governments of the United States,
Japan, and China are doing. The deficit that matters is the sum
of those three governments’ demands on the U.S. Treasury
market, not that of the U.S. government alone.”? Given the
U.S. reliance on global financial markets, the question is
whether a sustained budget deficit could translate into such a
high foreign deficit as to cause a dollar crisis or hard landing.

The U.S. budget deficit is, of course, the difference

between annual government revenues—mostly taxes—and
expenditures. The government must borrow to cover it. The
budget deficit was $162 billion, or 1.2 percent of GDP, in 2007
but is expected to rise substantially in 2008.%' The U.S. foreign
or current account deficit is the sum sent abroad for net imports
of goods and services, other foreigners’ income such as interest
on bonds, and remittances from U.S. residents to families
overseas. The United States must borrow this amount each year
from abroad. The U.S. current account deficit was more than
$812 billion in 2006 and declined to $739 billion in 2007.

For government budget deficits to cause a hard landing, two
separate problems would have to arise. First, the fiscal deficit
would actually have to produce a foreign deficit. The idea that
fiscal deficits drive foreign deficits—that they move essentially
in lockstep—is the “twin deficits” theory of conventional
wisdom. In general, it does not hold. Second, even if the
theory did hold, U.S. foreign deficits would have to be at
unsustainable levels. They are not.

First consider the twin deficits theory. “The current account
deficit and the budget deficit are not twins,” says the Nobel

laureate economist Robert Solow.?? “They are siblings.” It

is true that if other aspects of the economy—in particular,
household savings, business savings (that is, retained profits),
and business investment—remained constant, a larger
government budget deficit would translate into a larger foreign
deficit. The explanation is based on simple accounting. If the
government borrows more and business and households fail
to either save more or use less of their savings by reducing
investment, the nation must borrow more. The only place it
can borrow from is abroad, so the foreign deficit increases.
The problem with the twin deficits argument is that other
factors—household savings, business savings, and business
investment—are not fixed.

As an empirical matter, U.S. budget deficits do not move in
lockstep with the current account. Although a twin deficits
relationship appeared to hold between 1978 and 1988 and

The idea that fiscal deficits
drive foreign deficits—that they
move essentially in lockstep—
is the “twin deficits” theory

of conventional wisdom. In
general, it does not hold.

then again from 2001 to 2003, it has not generally held before
or since.” In 2007, the relationship held for one year, but in
2008, it is not holding: The fiscal deficit is expected to increase
by more than 100 percent while the current account deficit is
expected to fall.?* The initial fiscal stimulus package alone was
about 1 percent of GDP, but additional stimulus, safety-net
programs such as unemployment benefits and food stamps,
and declining revenue (resulting from the slowdown in income
growth) will increase the fiscal deficit.

The experience of the 1990s offers an obvious refutation of the
twin deficits theory. The decline of the fiscal deficit and the
swing toward a large surplus did not reduce the foreign deficit.
On the contrary, the foreign deficit grew from $50 billion in
1992 to $472 billion in 2000, or—to use a better gauge—from
0.8 percent of GDP to 4.2 percent of GDP. Why? Because
other things changed. Business investment surged above
retained business profits (net profits less dividend distributions),
so firms had to finance that investment by borrowing,.
Household savings, which stood at low positive levels in the
early 1990s, turned negative, and by the end of the decade,
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the average U.S. household was spending more than it earned.
Several colleagues at SCEPA identify household borrowing as
the main cause of the rising current account deficit in recent
years.” Among the possible causes of household borrowing, the
rise in health-care spending correlated best with the growth in
the current account deficit.

THE SUSTAINABLE FOREIGN
DEFICIT

Right now, U.S. budget deficits are not driving current account
deficits. But though they are not twin deficits, neither are they
unrelated. If governments run large enough deficits for long
enough, they can spill over into current account deficits. There
are limits to the extent that other factors—household and
business savings and business investment—will change. If U.S.
budget deficits did spill significantly over into current account
deficits, should we be worried?

In 2006, the U.S. current account deficit soared to $812
billion—a historic high, both in absolute terms and as a share
of GDP—and the bilateral deficit with China, a particular
source of concern, exceeded $200 billion. The current account
began to turn around in the third quarter of 2006, and for
calendar year 2007, the current account deficit declined to

U.S. debt may be more
sustainable than many fear, for
a number of reasons. To begin
with, the dollar has already
depreciated considerably
against the currencies of its
major trading partners.

$739 billion. The largest component of the current account
deficit is the trade deficit in goods—the difference in value
between the tangible goods we import and those we export.
The leading imports are petroleum and related products, which
account for 18 percent of total merchandise imports—up

from roughly 10 percent between 2000 and 2003. The leading
merchandise exports are capital goods, including automotive

goods, which account for 49 percent of exports.
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The United States continues to run a net surplus in services
such as royalties on movies and patents. A longstanding surplus
of net foreign income flows ended in 2006, as for the first time
in decades U.S. residents’ investments overseas yielded less than
did foreigners” investments here. Total U.S. current account
deficits show little sign of diminishing on their own—that is,
through a change in relative U.S. competitiveness or a shift in

the foreign sourcing strategies of U.S. corporations.

Prominent economists predicted several years ago that bringing
the U.S. current account deficit into balance would require a 30
to 40 percent depreciation of the dollar against the currencies
of its major trading partners.*® A depreciation of the dollar
against foreign currencies over a decade or so would not cause
major problems. The rising cost of imported goods would

cause U.S. residents to turn to domestically produced goods,
while the lower prices of U.S. exports would boost purchases
overseas. U.S. manufacturers would increase production,
eventually hiring millions of workers, who would leave jobs in
nontraded sectors such as construction or real estate. The U.S.

current account would come into balance or run a surplus.

The concern is not such a gradual dollar depreciation but a
hard landing as foreigners suddenly balk at lending to the
United States. A hard landing might play out in several ways.
The Federal Reserve might precipitously raise interest rates to
continue attracting funds from abroad. Since residents would
have less money to spend, the U.S. current account balance
would improve, but at a terrible cost. When the Fed more
than doubled interest rates in 1979 and 1980, it undermined
domestic investment, causing the deepest recession since the

Great Depression.

If the Fed did not raise interest rates, the dollar might

fall rapidly against other currencies. In the case of a rapid
depreciation, imports would also decline as their cost in dollars
rose, and at some point, the current account would come into
balance or run a surplus. The problem is that the rapid rise in
prices of manufactured goods would accelerate inflation and
erode residents’ real incomes. In the most extreme situation,
sustaining output would require the United States to achieve
the impossible: moving 8 million workers out of nontraded
sectors such as real estate and into manufacturing within

six months or a year, according to DeLong’s estimates.”

Since factories cannot be built so fast, many people would

find themselves unemployed. DeLong describes the even
graver problems our principal trading partners would face:
“Nations in Asia would have to move 40 million workers out of
exporting to the United States and into other industries. And
they would have to find demand for those other industries in

less than a year.”
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In either of these scenarios, the question arises why foreigners
would suddenly balk at lending to the United States. U.S. foreign
deficits have been substantial—and economists have been
ringing periodic alarms about them—for a quarter of a century.
Foreign investment has even helped sustain the U.S. economy
during the collapse of the subprime mortgage market and the
ensuing financial crisis. For example, the Abu Dhabi Investment
Authority paid $7.6 billion for a 4.9 percent share of Citigroup,
and the Kuwait Investment Authority invested $5 billion in
Citigroup and Merrill Lynch. Funds managed by foreign
governments are estimated to have invested some $64 billion in
U.S. financial services in 2007 and the first quarter of 2008.%

U.S. debt may be more sustainable than many fear, for a
number of reasons. To begin with, the dollar has already
depreciated considerably against the currencies of its major
trading partners. It has depreciated fairly steadily against the
euro since the end of 2000—almost 45 percent by April 2008.
The dollar began to weaken against the Chinese renminbi

in the middle of 2005 and has depreciated just over 15
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percent from its fixed level of the 1990s. The dollar actually
appreciated against the Japanese yen between 2004 and 2007
and has fallen only slightly since the beginning of 2007. Some
additional depreciation of the dollar against the yen and the
renminbi would be helpful, but even the depreciation that has
occurred so far lessens the likelihood of sudden collapse. The
weakening dollar has already improved the U.S. trade balance,
and net export growth has partly offset the forces of economic

slowdown.

In addition, the weakening dollar reduces the growth of net
U.S. foreign debt. As the dollar depreciates, the financial
position of the United States improves. The reason is twofold:
The value of U.S. residents’ foreign assets, whether investments
in factories or financial instruments, depends on the currencies
of the nations where those assets are held. As the dollar
depreciates against those currencies, the dollar value of U.S.
foreign assets increases. At the same time, the liabilities of the
United States (foreigners assets) are denominated in dollars:
Treasury bonds promise to pay foreigners a certain number of

Sources of Financing for the U.S. Foreign Deficit, in Percent of GDP, 1980 to 2007

2004 2005 2006 2007 1980-89 1990-99 2000-07
U.S. Foreign Deficit 5.7% 6.4% 6.6% 5.3% 1.7% 1.6% 5.0%
Financed by:
Private Direct Investment -0.9% 0.8% -0.4% -0.9% 0.3% -0.1% -0.1%
Other Private Finance 2.6% 3.7% 3.0% 2.9% 0.8% 0.9% 3.2%
Governments (Official Reserves) 3.3% 1.6% 2.4% 3.0% 0.4% 0.7% 2.0%

Sources of Financing For U.S. Foreign Deficit in Percent of GDP, 1980-2007
Concern has been voiced that Chinese or other governments might suddenly decide to reduce their holdings of U.S. Treasury securities,

precipitating a dollar crisis. But they have recently been financing less than half of the foreign deficit (the nation’s net annual borrowing from

abroad). Private sources have been financing more than half, investing in the United States because of their confidence in the economy.
Source: See endnote 32. The foreign deficit and sources of finance do not add up exactly due to a statistical discrepancy in balance of payments accounts.
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U.S. Incame Inequality, 1966 to 2003

U.S. Income Inequality, 1966-2003
A coherent program of government
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[

investment in infrastructure and
R&D—as opposed to the Bush
Administration’s tax cuts for the rich—
would serve to promote stable growth
and social protection, at least slowing
the deterioration of income inequality
that the United States has experienced
since the late 1970s.

Source: Mishel, Bernstein, and Allegretto
2008, Table 1.11.
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dollars. As the dollar depreciates, the value of these liabilities

falls.?

This rosy scenario may sound too good to be true: If currency
depreciations worked themselves out so easily, why would they
punish countries like Argentina so harshly? The difference
between Argentina and the United States lies in the dollar’s
role in the world economy. The rest of the world is willing to
hold U.S. assets—our liabilities—in dollars. But the rest of the
world is not generally willing to hold Argentine assets in pesos;
it insists that Argentines promise to repay debts in dollars or
another hard currency. Thus, if the Argentine peso depreciates
sharply, as it did in 2001 and 2002, the nation’s foreign debt
soars. But this dynamic will not operate in the case of the
United States.

Another reason to doubt a hard landing scenario for the United
States is that, widespread concerns to the contrary, the Chinese
have every interest in preventing it. Concerns revolve around
the United States’ bilateral goods and services trade deficit with
China, which reached $252 billion in 2007 and will likely be
larger in 2008. The fear is that China will suddenly divest its
dollar holdings in favor of euro or yen assets, causing the dollar
to collapse.

But why should China risk a dollar crash? The Chinese
central bank, which holds some $320 billion in U.S. Treasury
securities, knows that the nation’s booming export industries
depend on the U.S. market. If China allowed the dollar to
collapse, those industries would enter a severe recession,
devastating export centers such as Shanghai and, as DeLong
points out, leaving tens of millions of workers unemployed.
The political ramifications for the Chinese government could
be immense. The central bank surely prefers to continue the
current arrangement, support exports, and invest in dollars,
where it earns relatively safe returns. Any major shift by
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China to European goods and capital markets will occur only
gradually.

A closer look at the structure of U.S.-Chinese trade, behind
the macroeconomic data, suggests that it helps sustain the U.S.
foreign deficit. A large share of U.S. imports from China are
not consumer goods but intermediate inputs for production,
largely between parents and affiliates of transnational
corporations. As U.S. imports of intermediate goods and
services have risen steadily over the past 15 years, the resulting
cost reductions for American corporations have significantly
helped maintain profit margins, even though the prices of
final goods have not increased much. The positive impact on
corporations’ profits is one of the factors that attracts capital
from abroad.*

More broadly, the expansion of global capital markets over
the past ten to 20 years means that previously unsustainable
foreign deficits can be financed without putting great stress
on the world financial system. Robert Hormats, vice chair of
Goldman Sachs International, notes that the United States
draws on private and government savings from petroleum
exporters, China, Japan, Hong Kong, and other sources.*
And despite all the concern about China, it accounts for just
16 percent of foreign ownership of Treasury securities. Japan
holds twice as much, the United Kingdom holds another 8
percent, and oil-exporting countries own 5 percent. Moreover,
private capital inflows play a much more significant role than
official flows. From 2000 to 2007, when the current account
deficit averaged 5 percent of GDP, only 2 percent of GDP came
from official reserve flows while 3.2 percent of GDP came in
the form of private direct investment or other private capital
inflows.* These capital inflows continue largely because of the
strength of U.S. corporations.



In sum, international payments imbalances, though large,
appear to be self-reinforcing. Capital inflows to finance them
are premised on good future returns on investment—and U.S.
corporate profits have been high in part because of business
reliance on cost-reducing offshore suppliers. The use of offshore
suppliers also reduces risks for U.S. corporations, since if one
supplier cannot meet demand, another can be found.

None of these considerations completely eliminates the
possibility of a hard landing, although the last two hard
landings, the dot-com and subprime mortgage crises, were
homemade. Moreover, while the U.S. current account deficit
appears sustainable, it is not necessarily desirable. It reflects
the low level of saving in the U.S. economy, outside of the
corporate sector. It also reflects U.S. firms’ dramatic move

to outsource production, mainly in low-skill sectors but
increasingly in high-skill sectors as well. The resulting job
loss and softening demand for U.S. workers has contributed
to rising income inequality in the United States.”® Another
drawback of the U.S. current account deficit is that it drains
capital from global markets. Much of this capital should go to
developing nations to help them invest and grow.

THE REAL PROBLEMS

There are good and bad deficits. Deficits incurred to invest

in the future are good deficits. The Bush administration’s

tax breaks, which have benefited mainly top income earners,
have caused bad deficits. They have supported an increase

in consumption for the wealthy and exacerbated the income
disparities between them and the rest of the population. The
administration’s failure in Iraq is widely recognized as not

only a foreign policy fiasco but a massive economic waste. The
Medicare drug program was a response to a real social need but

gives too much away to drug and insurance companies.

While it would be better for the budget and current account
deficits to be smaller, preoccupation with them distracts
attention from more critical economic problems. A well-
designed program of government spending on R&D and
infrastructure, including environmentally sound energy
technologies, national health insurance, child care, and college
scholarships, might produce fiscal deficits comparable to the
current ones. But it would promote sustainable economic
growth and the social protection Americans demand of their

economy.>

In the 19th century, the United States borrowed heavily

but invested what it borrowed, and the resulting growth
helped repay much of that debt. Just as it may be excessively
pessimistic to predict a hard landing for the dollar, it may be
excessively optimistic to expect growth driven by vigorous

private and public investment to end U.S. fiscal and foreign
deficits. Although rapid growth in other countries would
increase demand for U.S. goods, it is unlikely to be sufficient to
balance international accounts very soon. For the time being,
the United States is running deficits. If we invest them wisely,
we will support the economic dynamism and security that
attract the foreign capital, and thus, over the medium term,
make the deficits sustainable.
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INFRASTRUCTURE FOR AMERICA'’S
ECONOMY: EVALUATING THE EVIDENCE

TERESA GHILARDUCCI, MICHELLE HOLDER, JEFF MADRICK,
NIKOLAOS PAPANIKOLAOQU, JONATHAN SCHLEFER*

Too few remember back to the 1960s when America’s highways
were spanking new and the best in the world; its airports
advanced and shiny, with stylish terminals and exciting 707s
at the gates; its bridges the subject of photographers, artistic
portfolios. Today we have to look abroad to find such images:
perhaps the French TVGs (trains 4 grande vitesse), the
Japanese Bullet trains, the high-speed rail system that Spain
is constructing, or the biggest system of them all, the one the
Chinese are planning. The closest the United States comes to
high-speed rail is the Acela connecting Boston, New York,
and Washington. It is far shorter than the networks of other
advanced nations, and because of inadequate track and other
problems, it averages less than half their speed.! And railroads
are far from the only type of transportation in which foreign
competitors are ahead. “Airports are a litmus test for where
America stacks up in the world of infrastructure,” an industry
expert told the Urban Land Institute (ULI). “None of the U.S.
international airports come close to matching the efficiency
or cleanliness of Asia’s or Europe’s top airports.”> Not only
can passengers get to the gates in less time at many of those
airports, the ULI study concluded, but they can also usually
reach downtown faster-for example, 12 minutes on public
transit from baggage claim in Zurich to the city center.

Most Americans know only too well that transportation in
their communities could be much better. They know about
potholes and delays; rush-hour traffic congestion and constant
roadwork; old, slow, and unsafe byways; and poor lighting

and closed lanes. Since Hurricane Katrina, Americans have
also learned about inadequate levees that can kill people and
destroy property. And since the tragedy in Minneapolis, they
know that bridges can indeed just fall down, sending victims to
their deaths.

analyzed U.S. infrastructure say? Is there a documented case

What do economists and others who have

for improving it? This chapter seeks to answer that question.
We review the studies and analyses that have considered it from
different perspectives: statistical and anecdotal, theoretical and

historical, local and national.

* The authors are listed in alphabetical order.

We find that the case for sustained investment in our physical
infrastructure—virtually every form of transportation, as

well as water resources—is compelling from a variety of
perspectives. An engineering assessment says our infrastructure
is decaying. Bridges, highways, water treatment plants, and
pipes are eroding. Transit systems are clogged and in poor
repair. The American Society of Civil Engineers gives our
infrastructure a “D” and calls for investment of $1.6 trillion
over five years to bring it up to good condition.?

One of the causes of decaying infrastructure is easy to identify.
Federal government spending here has fallen significantly as a
proportion of national income over the past thirty years, and
Washington has increasingly pushed the costs of vital operation
and maintenance onto financially strapped states and localities.

The great majority of academic studies find that public
infrastructure investment raises national income and
productivity and reduces costs for U.S. firms, making them
more competitive. Infrastructure investment also has the
benefit of creating good jobs that cannot be outsourced-an
effect that would have offset the wage stagnation that occurred
during the early 2000s.

In some cases privatizing infrastructure such as toll roads and
letting private managers collect the fees may make sense. But
when something needs to be done, often the government just
has to do it. It is time for the public sector to renovate and
extend key components of our infrastructure.

NEGLECTING OUR
INFRASTRUCTURE

The collapse of the Interstate W35 bridge in Minneapolis
on August 1, 2007, called attention, at least for a moment,
to the decaying and inadequate state of much of America’s
infrastructure. Bridges and highways, railroads and urban
transit, dams and levees, and airports and air-traffic control
systems are only the beginning of the list.

We might start with bridges, although they are one of the
brighter spots on the infrastructure landscape, receiving

a “C” in the 2005 Report Card for America’s Infrastructure
issued by the ASCE, as compared with a grade-point average
of “D.” Progress has been made over the last decade, but

Infrastructure for America’s Economy: Evaluating the Evidence 21



the Congressional Research Service (CRS) estimates that 26
percent of U.S. bridges remain either “structurally deficient” or
“functionally obsolete.™ Structurally deficient bridges present
the most worrisome situation, as their trusses, beams, or other
load-bearing elements are in poor condition, possibly rendering
them unsafe. The Minneapolis bridge had been considered
structurally deficient for 17 years, and 12 percent of U.S.
bridges are in the same category—74,000 in all.’> Functionally
obsolete bridges are not up to current traffic demands and
design standards in terms of lane width, clearances, and other
specifications. They cause traffic congestion and may, for

example, force emergency vehicles to take detours.®

the highway system—see the situation in more dire terms: All
levels of government would have to increase spending by 42
percent just to maintain the highway system as it is and by 94

percent to improve it."!

Air transport can be another nightmare. After rising in the
1990s, traffic fell off after the 9/11 attacks but soon recovered,
growing from 545 million passengers in 1995 to 739 million in
2005." Delays reached record highs in July and August 2007,
when some 30 percent of flights were late. The president of the
National Air Traffic Controllers Association notes that airports
allow more flights to be scheduled than they can handle even
under ideal conditions. For example, between 9:00 and 10:00

High-speed rail, which might expedite travel and reduce air-traffic
congestion along corridors such as Boston-New York-Washington,
San Francisco-Los Angeles-San Diego, Chicago-St. Louis-Kansas

City, and others in Texas and Florida, does not really exist in

A bird’s-eye view of the United States at rush hour is
nightmarish. The 2007 Urban Mobility Report by researchers
at Texas A&M University concludes that drivers spend 4.2
billion hours stuck in traffic every year, burning 2.9 billion
gallons of fuel, for an estimated combined annual cost of $78
billion.” Time, fuel, and dollars wasted have been roughly
doubling every decade. The ASCE gives comparable data and
notes as well that poor road maintenance costs drivers an
additional $54 billion a year in repairs and operating costs (a
third of U.S. roads are in poor, mediocre, or fair condition).®
The situation is getting worse, the ASCE warns: even as
passenger travel and trucking are projected to increase by two-
thirds over the next two decades, the condition of the highway
system is deteriorating.

The Department of Transportation (DOT) estimates that the
“cost to maintain” our highways and bridges in this inadequate
state for a 20-year period is $78.8 billion a year (in constant
2004 dollars).” But all levels of government together spent

only $70.3 billion in 2004 (the DOT’s base year)—12 percent
short of the amount needed just to keep our roads from
deteriorating.' The DOT estimates that the “cost to improve”
the highway system—the amount that could be efliciently spent
to eliminate the backlog of needed improvements—is $131.7
billion a year for 20 years (still in constant dollars), or 87
percent more than actual spending. The American Association
of State Highway and Transportation Officials—the people
who actually bear the brunt of responsibility for maintaining
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the United States.

a.m. on September 5, 2007, 57 flights were scheduled to depart
from the Newark airport, which only had capacity to handle
45 during that hour. Just a few airports—in Atlanta, Chicago,
Philadelphia, Newark, Houston, and New York—accounted
for nearly three-quarters of the delays. Several new runways are
being built and other improvements are in progress, but since
it may easily take a decade to get approval for and construct

a single new runway, the kind of air-traffic congestion now

experienced in the worst airports could well spread.

High-speed rail, which might expedite travel and reduce air-
traffic congestion along corridors such as Boston-New York-
Washington, San Francisco-Los Angeles-San Diego, Chicago-
St. Louis-Kansas City, and others in Texas and Florida, does
not really exist in the United States." The streamlined Acela
express is designed to travel at up to 150 miles an hour, but
because of inadequate railbeds and other problems it does not
have nearly that speed. It goes about 80 miles an hour between
New York and Washington and at a considerably slower

speed between New York and Boston. French high-speed rail,
connecting Paris to other key European cities, averages 186
miles an hour, and Japanese bullet trains connect Tokyo with
other major cities at comparable speeds.

At the low-speed—but not necessarily low-efficiency—end of
the spectrum, our inland waterways are often neglected. Barges
not only reduce highway congestion but carry cargo at a tenth
the cost of trucks.' A single tow-train of 15 barges can carry



as much as 870 semi-trailers. Barge traffic is on the rise, but
almost 50 percent of the Army Corps of Engineers’ 257 locks,
along 12,000 miles of inland waterways, were obsolete in 2005,
and that percentage is increasing. One of the Corps’ locks was
built in 1839, thus predating the transcontinental railroad; 29
others date from the 19th century.” In real terms, the Corps’
water-resources budget has fallen to half what it was in the
1960s. Renovating our inland waterways would cost $125
billion, the ASCE estimates.

Dams and levees, many also under the Corps’ auspices, raise
concerns because their failure can cause such enormous loss
of life and property. The ASCE estimates that the number of
unsafe dams rose by a third between 1998 and 2005, when

it stood at more than 3,500, nearly all owned by states rather
than the federal government.'® As for the 15,000 miles of
levees, there is not even comprehensive information about their
location, let alone the level of protection they are supposed to
afford, according to the president of the Association of State
Dam Safety Officials.”” Although Katrina developed Category
5 status, the part of it that struck New Orleans was only
Category 3. The levees were, in fact, mandated to withstand
Category 3. It took the Army Corps of Engineers a year to
admit that they had not been built to their mandated level.'®

Despite a need for federal, state, and local governments to
spend more to address such deficits—and the list goes on
and on—total public infrastructure spending has declined
over recent decades as a portion of national income. Federal
spending in particular has declined, pushing the responsibility
onto states and localities. The Congressional Budget Office
(CBO) wrote a report in August 2007 outlining these trends
over the past half century."” The report covers all modes

of transportation—roads, highways, rail and mass transit,
aviation, and shipping—as well as water resources such as
dams, levees, water supply, and treatment.

Total government spending on infrastructure as a portion of
national income peaked in the 1950s and early 1960s. At that
time, it was 3 percent of GDP. It soon entered a steady decline,
falling to a range of 2.3 to 2.5 percent of GDP since the mid-
1980s.2° Spending stood at $312 billion, or 2.4 percent of
GDP, in 2004, the last year for which state and local data were
available to the CBO.?' Shifts in the burden from Washington
to state and local governments, as well as from capital spending
on new and improved infrastructure to ongoing spending on
operation and maintenance, have been more dramatic.

States and municipalities have always devoted large portions
of their budgets to roads and highways, water and sewers, and
mass transit. After World War II, they bore the majority of
the responsibility for such physical infrastructure: the federal
share was only 15 percent in 1956. However, in the late 1950s

Washington rapidly assumed more responsibility, increasing
its infrastructure spending by 7 percent a year, while states and
localities increased theirs only by 1 percent a year.” Thus, by
1960, the federal government was already paying 30 percent of
total infrastructure costs, and its share continued rising to 38
percent in 1980. (In all cases, the federal government’s share
includes its direct spending on infrastructure as well as grants
and loan subsidies to states and localities.)

Under the Reagan administration, despite record budget
deficits, the federal share of infrastructure spending fell
rapidly, to 24 percent in 1990.% It has stayed about there ever
since, leaving states and localities to pick up three-quarters of
the bill. Federal infrastructure spending declined even more
dramatically as a portion of the nondefense budget, peaking
at more than 10 percent in the early 1960s and sinking to just
3.5 percent in 2006.% Growth rates present the same picture.
Federal spending has risen only 1.7 percent a year over the last
two decades, falling behind GDP growth, while state and local
spending has taken up some of the slack, rising 2.1 percent a
year.”

Even as states and localities assumed more responsibility

for infrastructure spending, the focus shifted from capital
spending on new construction and improvements to ongoing
spending on maintenance and operation. In the 1950s and
1960s, capital spending represented about 60 percent of the
total, but since the mid-1980s, it has fallen to 45 percent.?®
Since overall infrastructure spending also fell, this shift made
for a dramatic decline in the portion of GDP devoted to new
construction and improvements: from 1.8 percent in the 1950s
and 1960s to 1.1 percent since 1990.%

THE LESSONS OF HISTORY

All economic historians from Fernand Braudel, who wrote
the classic economic history of the Mediterranean, to

David Landes, who wrote a classic history of the Industrial
Revolution, have made a strong case that transportation is
integral to growth. The Romans famously relied on roads and
bridges to link the edges of their empire. British canals that
allowed coal and iron ore to be transported in bulk to foundries
were essential to the early Industrial Revolution. Japan’s only
significant natural resource has been its deep seaports, which
the government developed and which were critical to its
miraculous post-World War II development.

Infrastructure has been central to American economic growth
since the start of the nation, and its development has been

very much a government affair. In postrevolutionary America,
skepticism toward strong central government initially inhibited
infrastructure investment, but Alexander Hamilton, the first
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treasury secretary, advocated federal spending on new roads,
correctly seeing them as critical to economic growth. Thomas
Jefferson, more skeptical of a big federal government, insisted
on paying off the Revolutionary War debt before investing in
what were then known as “internal improvements.” But by the
end of his second term, even he relented and asked his treasury
secretary, Albert Gallatin, to draw up a master plan of roads
and canals.

Unfortunately, an embargo on trade with England stalled the
American economy and interfered with the project. Members
of Jefferson’s own party, losing patience with the capital, turned
to their states to improve transportation. DeWitt Clinton, who
served as both governor of New York State and mayor of New
York City, led the movement to develop the Erie Canal. Mostly
financed by state bonds, it allowed barges to go from New York
City via the Hudson River and the canal to the Great Lakes,
making New York the nation’s leading port and commercial
capital. Other states and localities followed suit, financing
canals in New England and the Mid-Atlantic states.

State and local governments also supplied much of the
impetus for road construction. In Washington debate raged
over “the American system” advocated by Republicans Henry
Clay and John Calhoun to use tariff revenues to build roads.

The government moved slowly but eventually built federal
roads despite resistance from Presidents James Monroe and
later Andrew Jackson. America’s economy probably grew
more slowly than it would have with more aggressive federal
investment.

The federal government’s distribution of land, by far its
principal resource in the 19th century, became a source of
critical investment. Abraham Lincoln signed the Morrill

Act to donate land for new state agricultural and technical
universities, part of which they could sell to generate revenues.
Cornell, Pennsylvania State, the University of California at
Berkeley, Oklahoma State, the Massachusetts Institute of
Technology (MIT), and countless other major institutions got
their start in this way.

The federal government also donated 131 million acres of
land and the states donated another 49 million—about four
times the area of the state of Missouri in all—to subsidize the
stunning spread of private railroads in the second half of the
1800s.?® The railroads made transport faster and cheaper; they
also drove demand for steel and other industrial goods, thus
raising the nation’s productivity markedly and encouraging

private investment.

Public Spending on infrastructure 83 & Percentage of GDP, 1956 to 2004
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It is not hard to see why our infrastructure has been deteriorating. Total public-sector spending on transportation infrastructure and water
resources as a percentage of GDP fell fairly steadily from 1960 through 2000, then picked up a little only to fall again.
Source: Congressional Budget Office 2007, Table A-3. (Data on state and local spending do not include expenditures on freight rail or, after

1990, water resources.)
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In the late 1800s and early 1900s, state and local governments
in particular built water supply, sewage, and sanitation
systems for the burgeoning cities. The federal government,

as well as states, supported the great new dams of the West,
which diverted water to make the farmlands of California

and other states productive. New York City became the
nation’s commercial capital with critical assistance from its
underground transit system. The public sector, in particular in
the form of work programs during the Great Depression, built
roads to accommodate the new cars and trucks of America.

In the 1950s, President Dwight D. Eisenhower undertook

the development of the interstate highway system, mostly
completed in the 1960s. According to one federal estimate, the
system saved American business more than $1 trillion—for

example, cutting travel time between Cleveland and New York
by a third.”

PUBLIC GOODS

The basic justification for the government to pay for
infrastructure is that it is a classic public good. Public goods
are assets that everyone in a society benefits from in direct and
indirect ways. Public goods often yield such dispersed benefits

that private companies cannot charge all who use them and
thus will not adequately provide them, as in the case of roads.
Even when one might think it possible to assess a user fee for

a public good such as a road, it is impractical. Private firms
have built limited-access highways, but it would simply not
work to charge for the use of ordinary city streets or country
roads, so they will not build them. (Imagine a city served by a
few private thoroughfares, for which travelers had to pay tolls,
somehow appended to a haphazard network of unimproved by-
ways.) Since private firms will not supply the quantity of public
goods that residents would gladly pay for, government, which
represents the entire populace, must make investments in such
goods to provide widespread social returns, sometimes to future
generations.

The idea of public goods goes back at least to Adam Smith and
is so widely accepted that economists who have disagreed on
many issues, such as Paul Samuelson and Milton Friedman,
have agreed on the need for public investment. Despite
agreement on basic principles, however, economists often
dispute where to draw the line between public and private
goods. For example, should the water supply be treated as a
public good? It is not impossible for a privately owned utility to
charge users for the cost of the water and distribution system, as

Federal Spending on Infrastructure as a Percentage of Nondefense Budget, 1956 to 2006
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Over recent decades, the federal government hasrelegated more and more of the responsibility for building and maintaining
infrastructure to the states. Federal spending on transportation infrastructure and water resources as a percentage of total nondefense
expenditures fell steadily from the 1960s through 1980, plunged during the Reagan administration, and has since remained at the same

low level—about 3.5 percent.
Source: Congressional Budget Office 2007, Table A-2.
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well as a return on investment. But what happens if the private
water utility fails to develop adequate water resources, say,

in the West, which is subject to periodic droughts and long-
term shortages? One could imagine private utilities earning
monopolistic profits on water shortages—and damaging the
rest of the economy, including virtually every industry and type
of agriculture. Should the government step in to develop more
water resources on the grounds that they are an essential public
good and a shortage will broadly injure the economy?

It is obvious that if firms cannot charge users enough for
providing a good, they will not have much incentive to produce
as much as people are willing to pay for, but it is not always
obvious how much provision of a public good is optimal.

We know that inadequate transportation will undermine
productivity. Firms will find it more expensive and time-
consuming to buy parts and inventories or transport finished
goods. The pool of workers who can get to plants and offices
will be smaller. Workers will have fewer job opportunities, and
businesses will lack access to the variety of skill sets they need.
Subtle geographical linkages among retailers, manufacturers,
and suppliers will be lost. Businesses will see fewer
opportunities to make profits and will invest less. Inadequate
transportation will hamper expansion of markets, the great
force that Adam Smith saw as driving capitalist growth. But it
is hard to measure what an extra dollar spent on transportation
or other infrastructure will yield in economic growth or living
standards. It is hard to tell what the proper amount of such
investment should be.

Despite some prominent dissenters, the great preponderance of
studies suggests that public infrastructure investment has added
significantly to the growth of the U.S. economy and would

do so today. In its recent report, the CBO summarizes the
existing research: “The evidence . . . suggests positive returns

to investment infrastructure, but those returns depend on the
type of infrastructure and the amount of infrastructure already
in place.”® Our review supports this conclusion. On balance,
we have little doubt about the value of public infrastructure.

There have been three waves of research about the effects of
infrastructure investment on business costs, productivity,

and economic growth. Oddly, despite the importance of

these issues, academics only began to assess them in the late
1980s. That was a time of concern about the deep productivity
slowdown that had set in after 1973. One economist, David
Aschauer, wrote a series of papers attributing a great deal of
this productivity slowdown to the declining stock of public
infrastructure. Using U.S. data from 1949 to 1985, Aschauer
found that a 10 percent increase in the public capital stock
raised aggregate productivity approximately 4 percent.’!

The results of these and other studies were so positive that
government was immediately motivated to act. The George H.

26 THE PROMISE OF PUBLIC INVESTMENT

W. Bush administration, the Council of Mayors, and President
Bill Clinton in his 1992 campaign all called for massive
spending increases on transportation.*?

The backlash was rapid. Some economists thought that

the returns were simply too high to make sense and raised
doubts about Aschauer’s methods.?® He and other first-wave
economists had adopted the standard statistical method to
break down the sources of economic growth into components-
typically the growth of the workforce, the accumulation of
capital, and “total-factor productivity,” or overall efficiency.
They had simply included the growth of infrastructure as
another factor that could contribute to growth. Their resulting
statistical estimations attributed a significant portion of
growth to infrastructure and (since total growth was given)
correspondingly less to total-factor productivity. But this
approach ignored a question of cause and effect: Did more
infrastructure cause more rapid growth, or did more rapid
growth create a demand for more infrastructure? Did the two
just move in tandem?** A second wave of studies, some based
on the same or similar data as the first wave, suggested that
infrastructure did not produce outsized returns and, in some

cases, had only minimal effects.”

A third wave of studies answered many of the critics’ questions
by developing more detailed measures of the impact of
infrastructure investment. This wave has used a “cost function”
approach that specifically considers how infrastructure
investment can lower business costs and change the structure
of production. One such study isolated how transportation
investment increased growth in industries that relied intensively
on transportation.’ Another tracked how better infrastructure
spurred more private investment—a linkage omitted from
previous studies—thereby raising GDP.%”

Though a handful of studies have not found positive returns
from public investment in the United States (and there may
well be special explanations for these cases), the great majority
do find positive returns.®® Of course, all studies are not
equal, but just tallying results shows that 12 out of 15 studies
conclude that infrastructure investment increases GDP; only
three have found no effect.’” Six out of eight have found that
infrastructure investment increases productivity, and two
have found no effect.*” And all of the nine relevant studies
have found that public investment reduces business costs.*!
Moreover, international studies on infrastructure investment
have consistently found positive returns, though the extent
differs widely across countries and regions.

Returns on infrastructure investment appear to be highest

when infrastructure is scarce or has deteriorated in some way.
Although highway construction has always had benefits, they
were greatest when the system was underdeveloped and being



built in the 1950s and 1960s.%? Returns on infrastructure
investment also appear strong where building relieves traffic or
similar bottlenecks or where better transportation can enhance
interaction among regional clusters of companies and workers.
Returns are typically lowest where the stock of infrastructure is
already abundant.

After a long period of neglect of U.S. infrastructure, when
bottlenecks clearly exist, the academic literature strongly
supports the contention that public investment can
produce high economic returns. Additionally, investment
in maintenance, though it hardly fires up the President or
the Congress—witness the fact that they have largely left it
to states and localities—may well be more important than
investment in new projects.

One question we do not need to debate is whether
infrastructure investment creates jobs. Massive public works
programs have not only greatly improved the nation’s roads,
bridges, and other capital but also provided major sources of
employment. They create jobs both directly in construction or
maintenance—ijobs that cannot be offshored—and indirectly.
The initial investment stimulates demand in other sectors of the
economy, ranging from suppliers of construction materials to
retailers catering to construction workers. Over the long term,
better infrastructure allows firms to operate more efficiently
and raise production capacity.®’

Estimates of the effects of investment in construction vary
widely; according to the Federal Highway Administration,
every $1 billion of such investment creates 42,100 jobs, both
directly and indirectly.** A great plus is that the biggest impact
on employment may be in economically declining regions.” As
well, modern infrastructure can help bring new industries to a
region. For example, telecommunications capacity has played
an important role in attracting high-tech industries to the

Minneapolis-St. Paul area.*®

PRIVATIZATION OF
INFRASTRUCTURE:
POTENTIALS AND PITFALLS

A separate but related question is whether ownership should

be public or private. When should infrastructure be publicly
owned and managed on the model of city streets? Should
private firms build and control some highways, charging tolls
to be compensated? Would they have an incentive to raise their
profits and skimp on maintenance? Might private ownership of
highways jeopardize the national defense? Should equal access

to roads be regarded as a basic right for all Americans? Some of
the answers are nuanced.

One conventional way to finance public infrastructure projects
was through “general obligation debt” guaranteed by the
ability of federal, state, or local governments to tax citizens.
The “revenue bond,” created in the 1930s, is not guaranteed by
full faith and credit of any government, but rather is secured
by revenue of the facility it finances. For example, a revenue
bond to modernize a water supply system would be repaid by
property owners via water bills. This approach to financing
has grown rapidly. One reason is that municipalities in 44
states face some form of cap on their ability to issue general
obligation debt, but courts have generally not interpreted those
limits as applying to revenue bonds.”” By 1960, 38 percent of
state and local debt consisted of revenue bonds, and by 1996
the level had reached 76.3 percent.®

As a result of such heavy use of revenue bonds, in recent years
somewhat over a third of cities’ revenue has been from user fees
such as water and sewer charges, about a third from property
taxes, and slightly less than a third from sales and income
taxes.” A principal reason for the increase of public authorities
and special districts—such as mass transit authorities (often
extending across municipal borders) or airport authorities—
has been to issue debt that is not subject to state limits or
referendums and to manage debt payments by collecting

user fees.”® Such authorities address problems ranging from
deteriorating bridges and tunnels (tolls pay for maintaining

or upgrading them) to harbor cleanup (water bills pay for
improved sewers and treatment plants).

One concern is whether existing approaches to paying for
infrastructure construction and maintenance—revenue
bonds and general taxes—are sufficient to meet our needs.
As Bernard Schwartz argues in this volume, federal debt

paid back by future growth in the economy (and thus the

tax base) may remain a practical and affordable way for

the federal government to build infrastructure. But most
states and localities cannot use this approach since they are
constitutionally required to run balanced budgets and cannot
issue debt to be paid off by future tax revenue.

Spending tax revenue on infrastructure also raises political
problems. As Bob Kerrey points out in this volume,

politicians have an incentive to make relatively short-term
investments, which they can point to in the next election, but
many infrastructure projects are long-term. Infrastructure
maintenance, a critical activity with high social returns, can

be especially problematic. As we noted, the federal government
has increasingly left the responsibility for maintenance to the
states, and since it is an ongoing expense, it is generally paid
for by operating budgets,” which is to say taxes. But politicians
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do not win elections based on their records of infrastructure
maintenance.

Reluctant either to raise taxes for infrastructure projects or

to forgo such projects, some states and municipalities are
taking a relatively new approach: privatization. Private firms
already invest in infrastructure including transportation,
energy, utilities, communications, health care, education, and
even jails.”> The United States stands apart from Europe and
Australia in its reluctance to privatize roads.”

At the same time that the public sector has motives to privatize
infrastructure, the private sector has motives to enter this line
of business. Infrastructure can be an attractive asset. So far,

it represents only a small portion—Iless than 5 percent—of
pension fund portfolios.”* However, the stable, long-term
returns are particularly attractive to pension funds and other
investors with long-term liabilities.” Infrastructure allows
investors to diversify and hedge against market volatility.>
Although U.S. Treasury bonds can play a similar role in a
portfolio, infrastructure seems preferable because it offers an
even longer time frame and is more like an equity, in that
revenues grow as the population increases and are adjusted to
compensate for inflation.”

Why not just turn infrastructure over to private firms,
allowing them to collect user fees to finance construction and
maintenance, while relieving the public sector of the burden?
There can be drawbacks to this approach. Private firms may
under-provide public goods and, since many public goods are
natural monopolies, may overcharge as well. One of the most
egregious instances of this problem occurred when electricity
shortages, aggravated by market manipulation, drove electric
prices to exorbitant heights in California and some other

states in 2000 and 2001. In response to repeated experiences
of this nature, the government has long regulated private
provision of infrastructure. The Interstate Commerce Act to
regulate railroad tariffs was passed in 1887 and, when it proved
inadequate, was strengthened by a series of additional acts. The
government also regulates gas, electricity, communications, and
other private-sector infrastructure.

Inherent conflicts exist between the private operator’s

profit motive and the broader social interest. Privatizing
reduces public control, and foreign ownership in particular
can jeopardize financial transparency.”® Two of the most
striking examples of privatization are the 99-year lease of

the Chicago Skyway, an eight-mile bridge and toll road, to
private management in January 2005 and Indiana’s decision
to privatize its East-West Toll Road in June 2006. The Indiana
deal awarded a Spanish-Australian consortium, Cintra-
Macquarie, a 75-year concession for $3.85 billion. It provided
fiscal relief and allowed the governor to finance a ten-year
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“Major Moves” transportation initiative,” but the deal left
unanswered questions about how the road will be regulated
over the long term and whether the state has foregone potential
profits. Morag Torrance of the Oxford University Centre for
the Environment argues that the deal cost the state more than
it should have because Cintra-Macquarie has neither special
experience in road management nor access to cheaper financing
than the state.®

Though private ownership of roads, with adequate regulation,
may provide more funds for them—airports are a good
example of public-private partnerships subject to a great deal of
government regulation—the drawbacks of privatizing public
goods loom large. Privatized contracts are often quite long,
tying the government’s hands in the event of unforeseeable

and dramatic changes and sometimes costing more than the
government received for relinquishing the public good.!
Washington should have been more cautious when it used the
private model for airline passenger security. Before the terrorist
attacks on September 11, 2001, passenger screeners were among
the lowest-paid workers in the airport. Even jobs at fast food
outlets such as Cinnabon paid more. Turnover was high, and
quality was spotty. No politician could argue today that having
federal employees, with health care benefits and pensions,

staff the security lines is not cost effective compared with the
alternative.

Privatizing services or goods always leads to differences in price
and access for users. That is the whole point. Given our history
and culture, we may not accept the idea of richer rape victims
getting faster ambulances and better prosecutors. Norms of
social equity would keep water treatment plants and sewers
public; otherwise it would be tempting for the utility to supply
the cleanest water to those who could pay most. In fact, the
public takeover of water has been the single most important
step in improving life expectancy in most economies. In sum,
governments must stay involved in financing infrastructure. It
remains a public good.

PUBLIC CONTROL OF PUBLIC
INFRASTRUCTURE

The National Infrastructure Bank Act (NIBA) of 2007,
sponsored by Senators Chris Dodd, Democrat of Connecticut,
and Chuck Hagel, Republican of Nebraska, could be an
effective way for governments to raise private funds while
maintaining public control of infrastructure. The bank would
sell bonds backed by the full faith and credit of the federal
government to private investors and would use the proceeds to
finance public infrastructure projects. It would be administered
by a board of five members, appointed by the President and



approved by the Senate, and would select projects based on
its evaluation of their national and regional importance.
These projects would be owned by regional and state-level
public authorities like toll road districts, but would have to
make a market rate of return and would require a substantial
local share of financing. If for some reason the projects could
not earn a market rate of return, the federal government
would have the option of forgiving the loan, which would be
equivalent to federal spending on infrastructure. Evaluating
projects on their merits, supporting them with federal funds
and guarantees, could displace the current, politically charged,
and nontransparent “earmark” process.

The hope is that the bank will competently select projects and
provide additional funds for infrastructure—if state and local
taxes and bonds had been adequate, our public infrastructure
would presumably not be falling apart. Indications are that
such additional funds will be available, particularly as high-risk
investments are becoming less attractive, given the volatility

in credit markets since mid-2007. NIBA bonds should appeal
to investors looking for secure and conservative returns, thus
increasing the public sector’s capacity to efficiently raise funds
to support major infrastructure projects.

Some economists would argue that such increased public

borrowing will “crowd out” private investment. Since investors
would presumably be buying NIBA bonds instead of investing
in the private sector, these economists see a perfect correlation
between the increase in government borrowing and a decrease

in private investment.

We have every reason to believe that these economists are wrong
and that public investment financed by NIBA bonds will, on
the contrary, “crowd in” additional private investment. Their
argument relies on several mistaken assumptions. To begin with,
they suppose that the private sector will always direct savings to
more useful and valuable investments than will the public sector.
This is demonstrably not the case: witness the enormous sums
that fueled the housing and dot.com bubbles. Given the grave
deficiencies in U.S. infrastructure, there is every reason to believe
that investing in it would provide at least the same return as
investing in private enterprise. Moreover, the private sector will
not intentionally direct monies into tangible investment within
the United States, but funds raised by the NIBA bonds would
be directed into tangible domestic investment. Such investment
would increase demand for necessary capital goods, as well as
consumer goods purchased by workers. This sustained increase
in demand—the NIBA is to be permanent—will provide
opportunities for private firms, crowding in their investment.®
If their demand for investment funds increases because the
economy is growing, that very growth will create more private

investors, flush with cash, who want to supply the needed funds.

The federal government should also raise direct spending on
infrastructure closer to the percentage of GDP that it allocated
in the 1950s and 1960s. Although Americans are regularly
aghast at infrastructure collapses, whether New Orleans’ levees
or the Minneapolis bridge, we also too quickly forget about
our infrastructure. When Congress wrote $160 billion for

tax rebate checks and other stimulus measures in early 2008

to head off recession, neither Republicans nor Democrats
suggested that we might better use much of that money to
improve our infrastructure. To the extent that consumers buy
foreign goods or save the money tax rebates will not boost the
U.S. economy. But devoting a substantial portion of the $160
billion to infrastructure projects—plenty have been designed
and approved, so construction could commence within three
months—would ensure that the money was spent on goods
and salaries in the United States. This stimulus would have
been more powerful and in the long term would have helped
the economy operate more efficiently. This time we missed the
opportunity, but we can still devote more adequate federal
resources to needed domestic infrastructure in the future.
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RESHAPING BUDGET POLITICS TO BUILD

OUR FUTURE

BOB KERREY

The fatal collapse of the I35W bridge in 2007 in Minneapolis.
The failure of New Orleans’ levees to withstand Hurricane
Katrina’s onslaught. The blackout that swept eight northeastern
states in 2003 as an overloaded grid and antiquated safeguards
gave way. All of these catastrophes were shocking wake-up calls
highlighting the tenuous state of our national infrastructure.
Nevertheless, after a brief flurry of concern in each case,
Washington again hit the snooze button. Unfortunately, this

is only natural—a blinkered focus on short-term issues is built
into the way we do business. But the house we live in is in
danger of falling down. We can and must repair and improve
our infrastructure. The instrument we need to do this is an
effective capital budgeting process, driven by presidential
leadership and implemented by a more focused legislature.

INFRASTRUCTURE:
IT"S WHERE WE LIVE

Infrastructure is the essential physical and intellectual
capital that underlies an economy and allows businesses and
individuals to produce and trade efficiently and people to go
about their daily lives productively, in safety and security.
Advanced nations are advanced, and underdeveloped
nations are underdeveloped, largely because of the quality
of their infrastructure. What we classify as infrastructure
can be controversial, though, since advocates often find it
easier to make the case for projects if they can be framed as
infrastructure. I identify four types of hard infrastructure:

* Means of transportation, from interstate highways and rail to
mass transit and inland waterways to airports

* Landline and wireless communications and the transmission,

switching, and storage technologies they depend on
* Energy sources that power all economic processes
* Water and land resources

I call these elements hard infrastructure because they have
an undeniable and measurable impact on productivity. Soft
infrastructure includes education and health care delivery.

Of course, the private sector rather than the government makes
some of the most important investments in infrastructure, but
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infrastructure has so many distinct components, operated by so
many entities, that the government must take the central role
in planning, coordinating, and regulating. Without this locus
of responsibility, systems develop haphazardly at best.

For example, our air transport system was not coherently
planned. When I was serving as the junior senator from
Nebraska, the senior senator and I managed to secure eight
slots at National Airport (now Reagan National Airport) for
round-trip flights to Omaha. The flights helped the Omaha
economy, probably helped the midwestern economy, and, as a
happy byproduct, also helped the senior senator and me travel
to and from Nebraska. But this political accomplishment of
ours—Ilike countless others along the same lines—was not part
of any national strategy to make our airports efficient. Today,
post-9/11 security measures piled on top of an air transport
system that was never adequately planned have burdened
travelers with increasingly unacceptable delays. The time spent
waiting for flights, sitting on the tarmac, and finding a slot

at a gate once the plane has landed, not to mention travelers’
anxiety that they will miss connecting flights, represents a
major economic cost.

Many infrastructure problems can be solved through planning
and regulation rather than massive public works spending. In
the case of air transport, the need is for the Federal Aviation
Administration (FAA) to establish a national plan, upgrading
air traffic control systems, coordinating with the Homeland
Security Department, and pressuring airport authorities and
airlines to do a better job of scheduling. The plan must consider
where to site new airports or expand existing airports and
where not to. The FAA may need to pressure airlines not to
overbook, and airport authorities may have to charge more for
landing and take-off slots at peak travel times.

Despite the manifest failures over the past 20-odd years of
markets to regulate themselves—refuting a conservative theory
of governance that flew in the face of history and anything

we can demonstrate about human behavior—the need for
government-imposed regulations remains a point of controversy.
Fortunately, the fog of this Republican-induced hangover
appears to be lifting. In any case, few regulatory issues require
an inordinate amount of study. We already have studies. We
can, for example, readily identify transportation bottlenecks or
incompatible communication standards and take steps to reduce
them. What we need is presidential leadership to ensure that
federal agencies do the necessary consultation, hold the necessary
hearings, and produce—and enforce—coherent plans and



regulations. Coherent plans have the added advantage of tending
to reduce pork. Every municipality in the United States wants
more surfaced roads, but if we have a transportation plan, we are
much less likely to build bridges to nowhere.

MOVING FROM SHORT-TERM
THINKING: PASS THE PORK ...

In 1995, the federal budget included 1,400 projects costing a
total of $13 billion dollars. That was the year Republicans took
control of Congress. In 2005—the next-to-last year they were
in charge—the numbers had swelled to 14,000 projects costing
$27 billion. The first year after the Democrats regained control,
the number of projects fell to 2,600 and the total cost dropped
back down to $13 billion.

Now, $13 billion is serious money, but it is only 0.5 percent

of the 2007 federal budget.! By any measure, the total of
earmarked spending is a very small slice of the budget. To put
the matter into perspective, that $13 billion pays for about

six weeks of the Iraq occupation. Cutting back on pork is

a responsible thing to do—and members of Congress were
elected to do it—but eliminating it altogether is not possible or
even desirable.

Opver the past two years or so, we have seen what I consider

an obsession with pork or earmarks, driven by a sporadically
wakeful press and a range of politicians on the right and left
with various axes to grind. Pork-barrel politics have been
around since about two minutes after the formation of the
Congress. Pork is not the unmitigated evil it is often made out
to be. Bringing projects to your state is an important part of
the work of a member of Congress. When you run for office, it
makes a difference if you can say you secured funds from the
federal government—or from the private sector—that created
jobs or helped improve the schools. The Republican mayor of
Grand Island might say, “I don’t agree with Senator Kerrey’s
position on abortion or homosexuality or guns, but when it

came time to lower crime rates in our city, he was there for us.

Earmarks—projects designated for a particular district—are
often productive. Most actually create jobs, leverage state

and private-sector money, and are as defensible as anything

the executive branch does. Moreover, a member of Congress
has incentives to ensure that they are productive. You do not
tell voters that you brought home the bacon or even that you
brought so many million dollars to the state; rather, you point
out—and voters care about—what you have helped accomplish:
reduced crime rates, improved educational scores, construction

of recreational facilities for adolescents.
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Some voters exert direct pressure to reduce waste. If they identify
projects as pork, they see their representative as just one of the
535 others spending too much. Business owners in particular
tend to take a dim view of public investment, insisting that the
word investment properly applies only to the private sector. They
say that putting up their own or borrowed money provides a
powerful incentive to invest efficiently that does not operate when
government officials spend taxpayers’ dollars—dollars that the
business owners might prefer to invest in other ways.

A project may cost only $10
billion over ten years, create
hundreds or thousands of jobs,
and ultimately pay for itself

in tax revenue, but it is not
analyzed this way—the budget
rules do not permit this kind
of analysis.

Pork-barrel politics certainly can lead to waste and misuse of
resources. Members of Congress generally favor shorter-term,
more visible projects over longer-term, less visible projects.
Building a new school with your name on a plaque is more likely
to win votes than a long-drawn-out project tearing up streets to
separate storm sewers from sanitary sewers and improve water
quality. And, of course, politicians favor their own districts.

In December 2005, when Congress appropriated community
development block grants to help those whose homes had

been destroyed by Katrina, it was no surprise that Mississippi
received far more per homeowner than Louisiana. Senator Thad
Cochran, Republican of Mississippi, chaired the Appropriations
Committee, and Mississippi’s governor, Haley Barbour, was
former head of the Republican National Committee.”

So pork-barrel politics can result in worthwhile, productive
projects or cause waste and misuse of our tax dollars. However,
the fundamental problem with pork is that it breeds cynicism
and acceptance of a short-term, business-as-usual approach

to satisfying narrow goals and parochial interests. And this
comes at the expense of a wide-ranging, far-sighted approach to

attacking the nation’s long-term problems.
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TO A FOCUS ON THE FUTURE:
CAPITAL BUDGETING

The main political obstacle to bringing our infrastructure up to
21st-century standards—for example, relieving congestion in our
airports and on our highways, developing abundant and benign
energy sources, and providing broadband to every American (an
area in which we trail far behind many nations)—is allocating
more of the budget for this purpose. In the 1950s and 1960s,

an era when most Americans’ prosperity was improving, the
government spent 3 percent of the GDP on infrastructure. Today
we spend only 2 percent. An extra 1 percent of GDP in 2007
would have amounted to nearly $140 billion dollars. Much of the
rest of the federal budget is allocated for current spending that
basically just keeps things running day to day. We must direct
more of our budget to the future.

Budgeting capital projects the same way as current expenses
discourages long-term investments because all that counts is
the current year’s expenditure. A project may cost only $10
billion over ten years, create hundreds or thousands of jobs, and
ultimately pay for itself in tax revenue, but it is not analyzed
this way—the budget rules do not permit this kind of analysis.
Nor is it treated as costing $1 billion a year over the ten years.
Instead, since project costs are typically weighted toward

the beginning, this project might be voted down as costing

$7 billion in the current year. And while good projects are
rejected, the budgeting process creates perverse incentives to get
just enough money allocated to turn the first shovel of dirt on

a project. Once the project starts, no matter how ineficiently it
proceeds or how high the overruns go, it is hard to stop.

Unlike every business and many states, the federal government
does not have a capital budget distinguishing investment in the
future from the operating budget that covers current expenses,
from pensions to paper clips. Establishing a capital budget
might just seem like an accounting trick. After all, we know
how much we spend on investments such as highways, air-
traffic control, and R&D. These are spelled out in the budget,
which is why we know that the amount we spend on them has
fallen as a portion of GDP. But they are not separated from
current expenditures, either in the budgeting process or in our
thinking. Separating them would force Congress to grapple
with each investment allocation: What long-term benefits will
it deliver to businesses, workers, the tax base, the economy?

By requiring us to evaluate long-term implications, a capital
budget would tip the appropriations process toward investing
more rather than spending more—and, at the same time,
drive more rigorous assessment of investment expenditures to
distinguish productive from unproductive projects.



Some of those who oppose creating a capital budget fear that

it would lead to increased spending; they see it as a way to fool
taxpayers into allowing the government to spend more. Other
opponents express the opposite concern—they see it as a way to
reduce spending by highlighting waste and abuse. Both camps
say a capital budget is unnecessary, anyway, because investment
expenditures are already identified in the budget.

But a capital budget would produce a qualitatively better
debate about our infrastructure dollars than the rules now
allow. How do we finance those dollars—from the budget or
from loans tied to specific projects? How do we leverage them
with local or private-sector participation? How do we make
sure they produce the greatest economic benefitz How do we
measure success or failure? Budgeting will never be perfect in
a democracy, but it can be far more effective than it is today.
A capital budget would help to secure the additional funding
we need for long-term investment and, at the same time, help
direct it to more productive projects.

COMMISSIONS ARE NOT
THE ANSWER

Another suggestion for improving the budgeting process in
Congress is to establish independent, bipartisan commissions.
Such commissions can be extremely useful. For example, they
provided the political cover that allowed Congress to close
unneeded military bases in the late 1980s and early 1990s.
However, independent commissions have their limitations.

In the case of base closings, several rounds of commissions
were set up to make largely technical decisions within strict
parameters established by Congress. They had no authority to
decide military policy by, say, closing more airfields and fewer
submarine bases than authorized.?

Independent commissions will not settle fundamentally
political questions, such as whether we should devote more
resources to solar or nuclear power. For one thing, if Congress
tried to set up a commission every time such an issue arose,
nothing would ever get done. For another, Article One of the
Constitution assigns those responsibilities to Congress, and
Congress will always find a way around gimmicks invented to
shackle it. When choices between solutions conflict because
of differing viewpoints, we are faced with political decisions.
Though imperfect, democratic procedures are the way we make
those decisions.

INTEREST GROUPS ARE
ALWAYS WITH US

Members of Congress are hardly the only parties involved

in budget politics. Informal ties between federal agencies,
congressional committees, and outside interest groups often
form around spending or regulatory questions. The classic case
is funding for a major military program, which might involve
an alliance between the military contractors who would benefit,
members of armed services committees, and supporters of the
program within the Pentagon. The existence of such an alliance
does not necessarily mean the project is good or bad; it is just
the way politics is done. Farm lobbies support agricultural
subsidies; labor unions push for a higher minimum wage; and
hospital lobbies seek what they view as adequate Medicare and

The question is whether the
next president can pull needed
infrastructure projects together
into a coherent strategy and
long-term vision.

Medicaid payments for medical procedures.

Many proposed infrastructure projects will garner widespread
interest-group support. Transportation is one obvious example.
Powerful lobbies are perpetually seeking federal monies in this
area. They will support renovating highways and bridges to
avoid a repeat of the disaster in Minneapolis, modernizing our
outdated air traffic control system, or renovating the locks and
dams along the Mississippi River—and except to the extent
that there is always competition for resources, other interest
groups are not likely to oppose such projects.

Support for other infrastructure projects will be narrower. For
example, concerns about water resources for the West or soil
conservation measures for the Farm Belt are geographically
concentrated. Other projects will provoke controversy, such

as promotion of nuclear power as an important strategy to
limit global warming. Regulatory measures also tend to be
controversial—for example, establishing communications
standards that may favor one set of technologies and firms over
another or allocating limited water resources for competing
uses such as agricultural, industrial, and residential.
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LEADERSHIP IS KEY

One ingredient is critical, whether it is a question of bringing
together interest groups with parallel concerns or of resolving
conflicts that arise among them: presidential leadership.
Congress and the private sector can help improve our
infrastructure, but leadership makes the difference between
inching forward and moving expeditiously toward a clear
vision. For example, unless the president gives priority to a
national air transportation plan, the FAA will not establish
the plan, in which case more traffic control technology, airport
expansion, and other public works projects will do relatively
little to reduce airport congestion.

Renovating the United States’ infrastructure does not pose
enormous scientific challenges; it is not comparable to finding
a cure for cancer. Experts have a fairly good idea of what

will work and what will not. Where we need technological
advances, we can secure them. If coal-cleaning technology to
remove carbon dioxide from combustion gases is not yet mature
enough to be economically deployed on an industrial scale,
Congress can pass regulations along with R&D financing, tax
breaks, or other subsidies to ensure that it is developed. When
we passed the Clean Air Act in 1970, we did not yet have all
the necessary technologies to bring automobiles and industries
up to required standards; it was a question of incremental
R&D, not breakthrough technologies, which industry and
academia carried out. Coal cleaning and other advances needed

for a 21st-century infrastructure are of a similar nature.

Infrastructure has many dimensions. It is a wider-reaching
project than building the interstate system or going to the
moon. But a comprehensive program is feasible. Energy,

the environment, transportation, and communication are
already in the budget and come up for annual debate. Can

one president promote needed change in all these dimensions
simultaneously? Of course he or she can. The president must
revive the traditional American vision of investing in the
future, from canals in the 19th century to space flight in the
20th. Presidents have that authority. Dwight D. Eisenhower
decided that for economic and national security reasons, the
United States needed an interstate highway system, and no
doubt we wasted some money and made some mistakes, but we
built the highways. John F. Kennedy decided that we should go
to the moon, and we went there. George W. Bush decided to
cut taxes mainly for the wealthy, and that cost the government
roughly $100 billion a year in lost revenue. He decided to
invade Iraq, and that war is costing $100 billion a year. He
decided to provide a poorly designed prescription drug benefit,
and that is costing $100 billion a year. That adds up to $300
billion a year—plenty for any realistic infrastructure program.
Bush’s decisions were largely wrong or badly implemented, but
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he certainly showed that the president has enormous authority.
The question is whether the next president can pull needed
infrastructure projects together into a coherent strategy and
long-term vision.

CONCLUSION

The condition of our infrastructure will ultimately determine
the condition of our lives. Will we have a safe and dependable
food system? Will we have clean drinking water? Will we travel
safely, from street to street and city to city? Will all of us have
access to information and communication? Will the lights

stay on? There’s one way to ensure this way of life: a capital
budgeting system that institutionalizes responsible investment

in a clear-eyed vision of our future.
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