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Private capital expenditure in US continues downward trend
Net private business investment, % of GDP

Source: US Bureau of Economic Analysis, author’s calculations
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Public Infrastructure Full of Hot Air

Steve Hanke!

Economic policy is subject to fads and fashions, and the latest trend is public
infrastructure. Its advocates include progressives on the left of the political spectrum,
like Barack Obama, Hillary Clinton and Bernie Sanders, and populists on the right,
including President-elect Donald Trump. They tell us to remove the chains of fiscal
austerity and spend on public works, and that this elixir will cure all economic ills.

Globally, economic growth remains muted, and the US provides an important
example. It has been over eight years since the 2009 recession, and the US has failed
to bounce back. The economy may be growing, but the pace of expansion is below its
trend rate. US aggregate demand, which is best represented by final domestic sales, is

growing at a nominal rate of 2.8%, well below the trend rate of 4.7%.
1.The secular stagnation argument

Many argue that fiscal austerity has been responsible for keeping growth down.
They advocate fiscal stimulus instead, through spending on public works. Another
line of argument used to support increased spending on public works is based on
‘secular stagnation’. Its leading advocate is Larry Summers, Harvard economist and
former US Treasury secretary. He argues that private enterprise is failing to invest and
that the government must step in and spend on public works.

Summers points to anaemic private domestic capital expenditure as evidence for
his thesis. The Chart shows that net private domestic business investment is relatively

weak and has been on a downward course for decades.

! Steve Hanke is Professor of Applied Economics at The Johns Hopkins University, Baltimore. This article
appeared on OMFIF Bulletin (January 2017).
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Private capital expenditure in US continues downward trend
Net private business investment, % of GDP

Source: US Bureau of Economic Analysis, author’s calculations

Investment fuels productivity. So, with little fuel, one should expect weak US
productivity numbers. Productivity growth is indeed weak and has been trending
downward. The US is in the grips of the longest slide in productivity growth since the
late 1970s. Advocates of the secular stagnation theory assert that the deficiency in net
private investment and the resulting productivity slump can be made up by public

works spending.

2.Escaping fiscal austerity

This argument has been put forward many times in the past, but seems to be
gaining ground as a means of escaping fiscal austerity. If proposed public works
proceed as projected, the government financing magnitudes would be stunning. The
McKinsey Global Institute estimated that annual spending of $3.7tn per year between
2013-30 was ‘required’ worldwide.

Trump has jumped on this infrastructure bandwagon by proposing a $1tn public
works programme. But the alleged benefits of infrastructure spending are often wildly

inflated, with cost estimates downplayed or distorted.
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Analysis of the economic multiplier of infrastructure spending — around 1.6 by

some estimates — is often flawed due to incorrect assumptions, and can be subject to
misuse in the artificial inflation of benefits.

Once public works are installed, the hot air comes out of their alleged benefits.
These projects are poorly maintained, and users are often not charged for what they
use, or they are charged prices set well below the relevant costs incurred. Water is a
classic case — on average 34% of the water delivered to water systems is either stolen
or leaks out of distribution systems. It is hard to take seriously claims that billions of
dollars are required to develop more water resource capacity when much of the water
produced in existing systems leaks away. Adjusting for leaks and thefts, the alleged
benefits for many new projects, which have been inflated by ‘multipliers’, wither

away to almost nothing.

3.The reality of infrastructure funding

Infrastructure projects are always subject to cost overruns. While the projects
might look good on paper, the reality is very different. Detailed studies show that the
average ratios of actual costs to estimated costs for public works projects in the US
typically range from 1.25 to over 2.

In addition to cost overruns, the financing of infrastructure requires the
imposition of taxes, and taxes impose costs beyond the amount of revenue raised. The
excess burdens of taxation include ‘deadweight’ distortions, enforcement and
compliance costs. In short, it costs more than a dollar to finance a dollar in
government spending. The best estimates indicate that, on average, it costs between
$1.50 to $1.60 to raise a dollar in tax revenue.

Taking proper account of cost overruns and the costs of collecting taxes, one
wonders if there are any public works projects that could justify federal financing, let
alone financing to the tune of $1tn. This is the wonderful world of infrastructure

waste, fraud, and abuse.
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Sovereign funds weigh safety nets
Cross-border links help mitigate financial shocks

David Marsh?

Sovereign funds are weighing the benefits of co-operating more widely with
multinational institutions such as the International Monetary Fund and World Bank to
encourage cross-border capital flows and foster sustainable growth, particularly in
emerging markets.

These suggestions for increasing the reliability of cross-border sources of finance
and adding to international and regional ‘safety nets’ could encourage emerging
market economies to speed up and maintain relatively open systems for capital flows.
They would be in the interest of sovereign funds by contributing to open capital
markets and raising investment returns — and would be beneficial by reinforcing
market resilience in the face of worldwide political uncertainties.

Ideas for greater concertation between long-term suppliers of funds to emerging
market economies are gaining ground in Asia to overcome the threat of ‘sudden stops’
in international finance which marked the 1997-98 Asian financial crisis as well as
upsets in the euro area. President Donald Trump’s ‘America first’ attitude is likely to
promote further such considerations.

The perceived vulnerability of emerging economies to crises would fall if
concerns abated that ‘foreign investors come in good times and go in bad times’ — as
one major sovereign fund put it.

These themes form part of the precepts for making emerging market economies,
especially in Asia, less dependent on purely bilateral ties to the US and the Bretton
Woods institutions, and more open to multilateral flows. Some of these tenets were

circulating at a seminar in Tokyo on 22 March organised by the Asian Development

! David Marsh, Member of IMI Academic Committee, Managing Director of OMFIF
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Bank and OMFIF on developing capital markets to support financial stability and

growth in emerging economies.

Such moves could widen the international scope of large investment institutions
in Asia and the Middle East. These are highly important institutional investors in
foreign markets, including among their neighbours.

A campaign of Asian ‘self-reliance’ has been driven partly by lingering
resentment over what the region considers to be heavy-handed solutions to the Asia
crisis 20 years ago. Desire for increased Asian weight reflects, too, the relative
resilience of Asian economic growth during the past decade of problems for the West,
as well as the rapid build-up of official assets held in the continent’s central banks and
sovereign funds.

The 1997-98 Asian upheavals accompanied a series of currency devaluations in
southeast Asia. Rescue measures orchestrated by the IMF and US government led to
intense criticism — both for exacerbating the crisis and for not being followed by the
West when the US and Europe faced comparable problems during the transatlantic
financial upsets 10 years later.

The hard-line IMF treatment of southeast Asia included an insistence on free
market principles such as complete exchange rate flexibility, prohibition of capital
controls, large-scale budgetary cuts and acquiescence in bank failures. Rancour came
from countries such as Indonesia, Thailand and South Korea, which more or less
acquiesced, and Malaysia, which successfully resisted IMF strictures and incurred
Washington’s wrath by, for example, introducing capital controls.

The lingering effects in Asia include both local reluctance to raise funds from the
IMF at times of need, a move to accumulate foreign exchange reserves to boost
self-insurance against crises, and desire for regional rather than global solutions to
emerging-market challenges.

The latter includes the so-called Chiang Mai initiative for regional reserve

pooling and crisis mitigation, though it has never been used in practice. The list of
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measures extends to the China-led creation of the Asian Infrastructure Investment

Bank and the New Development Bank that challenge the primary position of the IMF

and World Bank on the global stage.
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