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War and famine. Peace and milk.

Opening Remarks
James K. Galbraith

I'm James Galbraith, the chair of
Economists for Peace and Security, and
I'd like to welcome you to this first meet-
ing in the new era of life in Washington
that is not specifically or mainly devoted
to health care.

President Obama in his State of the
Union address said that his number one
priority for the year ahead was to create
jobs and to restore the nation’s economy.
Our thought, as economists concerned
with conflict resolution and also with the
broader questions of security that we all
face, was to organize a meeting that
would provide in some respects concrete
guidance on how to meet that objective.

Given the losses that have occurred in
this deepest of all recessions since the
1930s, the task is very challenging. It
would require 200,000 new jobs every
month for perhaps five years simply to
replace the losses that have already
occurred, and perhaps 250,000 to
300,000 jobs per month to do that and to
absorb the natural growth of the labor
force and the new entrants seeking
work. It's an extraordinary challenge,
given the depth of the crisis that already
existed when this administration took
office.

There are two problems. One is how
to go about it from the standpoint of the
contribution of public policy, the stance of
fiscal policy, the structure of institutions,
and the problems of financing. The sec-
ond problem is what to do. What should
be the sectoral and substantive direction
that economic development should take
in a new economic recovery? | think this

— Somali proverb

morning we should address both of
those issues, particularly on the part of
those who are participating in the later
panels. It would be useful while we’re at
it, while we’re creating jobs and rebuild-
ing the economy, to set the objective to
rebuild the country, to rebuild our nation-
al infrastructure, to work toward solving
our very substantial energy problems,
and to begin to come to grips with the
planetary question of climate change.

In the course of a very short morning,
what we hope to do today is to present a
kind of structured argument with three
panels running in the tradition of our
partners, the New America Foundation,
without interruption and with very brisk
chairing so as to provide both specific
presentations and a chance for some
discussion with the audience on these
issues as we move through them all.

| want to say, first of all, a word of
thanks to our partners. The New America
Foundation has been a full collaborator
in the planning and hosting of these
events. We're very grateful to be working
with them. We’re very grateful to have
the partnership of the Ronald Reagan
International Trade Center and this won-
derful facility here in Washington DC.
Above all, | am grateful to have the help
and the leadership of a truly extraordi-
nary public citizen, Bernard Schwartz. As
this is the “Bernard Schwartz Sym-
posium on Jobs, Investment, and
Energy” we are conducting here, | am
honored and delighted to be able to
introduce Bernard to say a few words at
the start of our proceedings.
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Introduction

Bernard Schwartz

First of all, thank you all for coming here,
and | would also like to welcome those of
you who are on the web. We are partici-
pating in what | think is an important event
because we are helping to shape the dia-
logue, the debate, about America and
where we are, where we’re going, and
what we should be doing.

We do live in interesting times. Every-
body says that; it's a cliché almost. But the
fact is, America is transmigrating from a
point where we were the world hegemon.

In fact, we are still the world’s hege-
mon. We have the world’s largest military
force, more than all the other nations’
appropriations and budgets combined. In
social activities, the world likes our
movies, they like our literature, they like
our clothing. And economically - the world
imports what we have to sell. We are the
world’s economic hegemon. We don'’t like
to say that too often, but it is true. The
United States represents 25 percent of
world’s output. It's declined a little bit but
we’re still the greatest.

Competitors such as China, India, and
other up-and-coming nations have a long
way to go to get to the point where we are.
China is really a poor nation with extraor-
dinary challenges, and much of what they
are doing is right. Much of what they're
doing is self-oriented, but we should not
look upon the elevation of 700 million peo-
ple (who are ill-fed, ill-clothed, and ill-
housed) to a middle class as a bad thing
for America.

We should stop looking at things about
America that are bad — and there’s plenty
of that to talk about — and start looking at
some of the things that are good. When
you look around, there are more democra-

cies than ever before. There are more
people are playing America’s game
around the world. China had to become a
capitalist country in order to become a
world player. That is our ballgame. We
have to put some of these things together.

| am particularly concerned about lead-
ership. I'm concerned about the fact that
we do not have today anywhere, on either
side of the aisle, the kind of leadership
that people have confidence in. The fact
that, after 16 months, we got a health bill
through Congress is going to be celebrat-
ed in this town a lot. However, on Main
Street outside, people are not as
concerned about health care as much as
finding jobs, or keeping their jobs. There is
no program today in America to put eight
or nine or ten million people back to work,
and we have to do that. The point I'm try-
ing to make is that in the United States
there is a lack of leadership. We have no
consistent leader who’s able to say,
“Follow me, right or wrong. This is where
I’m going. This is who | am.”

We’'re privileged today to have a very
distinguished group of speakers, but the
most distinguished person among us is
Governor Rendell. I've worked with
Governor Rendell for a long, long time. |
knew him when he was mayor of
Philadelphia. He was a good mayor in
Philadelphia. He brought the city into a
modern structure. And guess what? He is
a good governor in Pennsylvania. He has
brought the type of programs that we're
going to talk about today — whether green,
or infrastructure, etc. — to actuality, from a
beginning to fulfillment in Pennsylvania.
His is the kind of leadership that brought
the Democratic Governors Association to
a new level of energy and a new level of
accomplishment.

The reason Governor Rendell is here
today is because we know who he is. He'’s
been consistent, he has been relevant, he
has been part of the scene for a long time,
and he doesn’t change according to the
variations around him. We know what his
values are, and that’s very important in
leadership today. It's very, very good for
us that Governor Rendell has a few words
for us today, and | welcome him.

Thank you very much.
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Keynote address

Edward Rendell, Governor of Pennsylvania

Good morning, everyone. It was great to
hear Bernard talk, because we need a
litle optimism in this country. Bernard
has always been, for as long as I've
known him, an optimist and someone
who looks towards the future. He is
someone who doesn’t look at the failings
of what we're doing — and we certainly
do have a lot of problems — but looks at
what we can do, how we can break out,
and how we can continue to be the
leader and be competitive.

I will tell you that my view of America
is slightly less rosy than Bernard’s. |
think our competitiveness is deeply chal-
lenged, and | think we’re in real danger if
we don’t act, and act fairly soon, and act
fairly decisively. We're in real danger of
becoming a second-class economic
power. Everything Bernard said is accu-
rate. Those nations have a way to go to
get to us. But we have a paralysis of
leadership in this country. We've
devolved into a level of partisanship and
rigid ideology that is making it virtually
impossible for us to get anything done.
Unless we break out of it, unless we look
toward the future, unless we start com-
ing together again as people and putting
aside all of these differences, | think
we’re in tough shape. So it's great to
have a conference like this.

I’m going to talk a little bit about the
issues, although the issues are so broad
it is hard to talk about them all. Bernard
knows infrastructure is one of the things
| care very much about, and infrastruc-
ture is one of the things that we’d better
get to, because our infrastructure’s
crumbling. It's not competitive anymore.
It's structured in a way that’s bad for the
environment and sustainability, and all of
those things have to change.

But one of the things | want to talk to
you about today is the link between our
eventual security as a nation and the
necessary job production that, as
Bernard so aptly said, is first and fore-
most on the American people’s mind in
the short run, as well as in the long run.
In 2004, when | was asked to speak at
the Democratic Convention about the
need for energy, | said, “Without a sound
energy policy, we're forced to deal with

dictators and trade with terrorists to keep
the lights on in our homes and to fuel our
cars. A toxic mix of oil and terrorism
threatens our very security. Every
American is a victim of energy blackmail
that robs us of our independence, cor-
rupts our foreign policy, ruins our econo-
my, and holds American industry
hostage.”

Two years ago, the
United States Patent
Office reported for
the first time in its
history that more
than 50 percent of
the patents that it
issued went to
foreign companies
or foreign nationals.

Then the next night, in a speech that
got a little bit more attention, John Kerry
said, “No young American soldier should
fight and die because of our depend-
ence on foreign oil.” That was the single
best thing that John Kerry said during
the campaign. He was right then, and he
continues to be right today. Yet what's
happened? Six years later, Americans
are still dying in a fight that is largely
about our dependence on oil.

Now, | think | know Bernard, and know
that he’s a very serious businessman.
His efforts to get our nation back on
track and to remain competitive have
been nothing short of spectacular, and
they’re based on his experience and his
knowledge of the marketplace. He does
see the writing on the wall, notwithstand-
ing that somewhat optimistic opening,
and so do .

Our competitor nations are making
enormous investments in infrastructure,
in energy, in renewables and alterna-
tives. They’re getting ahead of us on the
curve. It used to be that every new
invention, every new innovation, came
from the United States of America. The
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reason we were the economic power is
not because the Lord blessed us with so
much natural resources, which He did —
or She did — but because we were the
innovators. We had the scientists, we
had the engineers, we were the people
who created things and made things
happen. It's not happening anymore.
Two years ago, the United States Patent
Office reported for the first time in its his-
tory that more than 50 percent of the
patents that it issued went to foreign
companies or foreign nationals. So we
need our Congress, our federal
government, to act, and it must act
quickly, and it must act at scale. It must
do things that are necessary to protect
our environment, to drive down our use
of oil and the emissions of carbons, and
to create jobs.

Unfortunately, up until now there’s
been very little action from Washington
— the paralysis | talked about. Whatever
action has happened to move us along
on these goals has happened at state
capitals, and I'm proud to say that
Pennsylvania is among them.

First, in 2004, we passed what at the
time was one of the most aggressive
alternative energy portfolio standards in
the nation. We said that by the year
2020, at least 18.5 percent of all the
electricity produced at retail level pricing
in Pennsylvania would have to come
from identified alternative and renewable
sources, sources like wind, and solar,
and low-impact hydro-power, and bio-
mass. More than half of the states have
followed us now and have portfolio stan-
dards. Even though it's slightly more
than half of the states, those states rep-
resent a huge majority of the American
population, so there’s strong evidence
that the American people understand
this and are committed to this approach.
Alternative energy portfolio standards
create the mandate, create the market
for alternatives and renewables.

Next, we went even further by doing
this for fuels as well. We've passed leg-
islation that the administration pushed
called the Penn Security Fuel Initiative.
It's sort of like an EPS for fuel.

Continued on page 4
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It says that as production levels of bio-
fuels and ethanols and bio-diesel
increase, every gallon of gasoline and
diesel fuel sold in Pennsylvania must
contain a certain percentage, ramping
up to 20 percent bio-diesel and 10 per-
cent ethanol. We think we can reach this
production level by no later than 2014. It
will mean that of the 11 billion gallons of
fuel sold in Pennsylvania now, one bil-
lion of those gallons will come from non-
fossil fuel. To give you a frame of refer-
ence, that's more than we'll be importing
from the Persian Gulf in 2020, had we
not done this. It is an important step, one
that I'd like to see replicated all across
the nation. It's also important to realize
that our ethanol production, our reliance
on ethanol, shifts in the statute to cellu-
losic ethanol, which is very, very impor-
tant, because corn-based ethanol, |
think, will phase out in America fairly
soon.

The third thing we did was put our
money where our mouth is. Before 2007,
Pennsylvania had invested $900 million
in laying the groundwork, the infrastruc-
ture, and incentivizing the development
of alternative and renewable companies
in the state. In 2007, we passed the
Alternative Energy Investment Fund,
which created an additional $650 million
for the same purpose. That has lever-
aged over $4 billion of private invest-
ment and created at least 10,000 jobs.
The Pew Center on the States estimates
that Pennsylvania has created the third
highest number of green energy jobs
behind only California and Texas.

We've also adopted an ambitious plan
to reduce our greenhouse gas emis-
sions. This is very important because
the Commonwealth of Pennsylvania pro-
duces one percent of all of the green-
house gas emissions in the world — one
percent of the world’s emissions! We are
a very, very big coal state, and we've
passed mercury standards for coal and
others. These steps along with the
action we’ve taken mean that we will be
in a position to reduce our annual emis-
sions by as much as 42 percent from
2000 levels, or the equivalent of more
than 120 million tons of greenhouse gas
emissions.

Now, all these things are good for the
environment, they’re good for sustain-
ability, and they’re also great job cre-
ators. We also passed in that same bill a
very strict conservation statute. Conser-
vation produces jobs: we've seen this
with the investments that the President
made in the stimulus money, invest-
ments to create conservation jobs,
green jobs, etc.

[T]he federal agenda
ought to increase our
investment in
renewable energy
sources and cutting-
edge technologies like
carbon capture and
sequestrations.

But we think that this is not only a jobs
imperative; it's also a national security
imperative. There were two stunning
reports that were championed by
respected retired members of our mili-
tary brass recently. The first was called
the “National Security and Threat of
Climate Change,” and the second was
called “Powering America’s Defense:
Energy and the Risks to National
Security.” In the first report, the opening
quote read — and this an interesting
quote — “Our dependence on foreign oil
reduces our international leverage,
places our troops in dangerous global
regions, funds nations and individuals
who wish to harm us, and weakens our
economy. Our dependence and ineffi-
cient use of oil also puts our troops at
risk. Our domestic electrical system is
also a current and significant risk to our
national security. Many of our large mili-
tary installations rely on power from a
fragile electrical grid that is vulnerable to
malicious attacks or interruptions
caused by natural disasters.”

When it came to climate change, our
military brass said, “Climate change can
act as a threat multiplier for instability in
some of the most volatile regions in the
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world, and it presents significant nation-
al security challenges for the United
States.” Now these are not peace
activists or environmentalists. These are
people who were the backbone of the
American military for a long time. What
was the political reaction to this report?
Well, of course many in the Senate said
that these folks were just grandstanding
and seeking the limelight.

Fortunately there are respected politi-
cians — not just our president — who see
the light. One of the most important of
them was former Republican chair of the
Senate Armed Services Committee,
John Warner, who said recently,
“Leading military intelligence and securi-
ty experts have publicly spoken out that
if left unchecked, global warming could
increase instability and lead to conflict in
already fragile regions of the world. If we
ignore these facts, we do so at the peril
of our national security and increase the
risk to those in uniform who serve our
nation. It is for this reason that | firmly
believe that the US must take a leader-
ship role in reducing greenhouse gas
emissions.”

Senator Warner couldn’t be more
right. | was at a conference where Jeff
Immelt, the CEO of General Electric,
spoke. He said, and | think this is
absolutely true, that one of the great
challenges coming from global warming
is the loss of water on the Earth. He
envisions that unless we do something
about it, unless technology can find an
answer to its paucity, water — and China
is a great example of a country that’s
struggling for water; 70 percent of China
does not have sufficient water — may be
the next oil 25 years down the road. We
may be fighting wars for water supply
unless we do something to stop the
effects of global warming.

What can we do? Is it a hopeless
case? Not at all. If the federal
government moves in and acts quickly to
replicate some of the things the states
have done, there are answers. | think the
federal agenda ought to increase our
investment in renewable energy sources
and cutting-edge technologies like car-
bon capture and sequestrations. Now,
President Obama obviously does see
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the light, because the American
Recovery and Reinvestment Act did
have substantial dollars invested into
energy and renewable energy, finding
ways to produce the new cutting-edge
batteries, hybrid vehicles, etc. — all of
those things that are so important to
break our dependence on foreign fuel.

The real issues surrounding climate
change should be addressed by imple-
menting cost-effective strategies to
reduce or offset greenhouse gas
emissions. Something has to be done,
and while it's true that on a political basis
it's unlikely that we’ll see any major cap
and trade legislation — there’s just no
energy left in the Congress to undertake
something as fractious as that would be
— there can be significant progress made
towards this goal. Part of that progress
would be enacting federal tax policies
that offer predictable and long-term
advantages to companies that invest in
domestic solutions to energy and cli-
mate change. We need to make the tax
credits permanent for alternative and
renewable energy, without requiring
renewal every year or two. You can’t get
sufficient Wall Street investment in com-
panies when the tax credits are not
there, or when there are insufficient loan
guarantees. Again, in ARRA, there were
excellent loan guarantees for some of
these new alternative and renewable
energy companies; but we've got to
make them a permanent fixture in our
law, just like we did for oil and gas. It's
time to do that.

Next we have to encourage energy
conservation and efficiency. The federal
government should do what so many
states have done: enact a nationwide
renewable energy portfolio standard.
Twenty-six states have done so; there’s

no reason for the federal government
not to do it. It’s all about dollars. The
thing that's so good about mandating
with renewable energy portfolio stan-
dards is it gives certainty to investors.
It's like the Galbraith, Schwartz, and
Rendell partnership has a shopping cen-
ter, and we want financing. If we go to
the bank and we show them signed leas-
es for 20 years for every square foot of
our shopping center, we're going to get
the money! That's what the mandates
are like; they’re like signed leases.
They’re absolutely good-as-gold guaran-
tees.

Lastly, the federal government should
use its power as an offtaker. How many
of you think that Boone Pickens is nuts?
None of you, and | don’t either. Just con-
template for one second if every fleet of
cars in the nation — starting with the
incredible fleet of government cars and
trucks, US government, Pennsylvania,
New York, California, Texas, every state
in the union, and all the utilities’ fleets, all
the cable companies’ fleets, every fleet
out there, post office fleets, every fleet
out there — converted to natural gas? We
would deal a body blow to the imported
oil industry, and natural gas is cheaper,
better for the environment, and
Americans can get jobs making it.

That's the thing that's so enticing
about this entire area. If | can tell you
that we can do something that will 1)
make us less dependent on foreign
sources, and therefore give us political
independence; 2) improve our environ-
ment; 3) create jobs; and 4) strengthen
our national security, would you think
that was a good idea? Of course every-
one says, sure. Well, we've got the idea.
Let's make it a dedicated federal policy
to invest in creating this new economy
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which will give us security, which will
produce capital investment, which will
create literally millions of jobs. Everyone
who has taken a hard look at this says it
will produce anywhere between one and
two million jobs in a relatively short peri-
od time and a tremendous amount of
capital investment.

If we don’t do it, if we don’t dedicate
ourselves to this, if we don’'t become a
leader in alternative renewable energy
and the job creation that comes from it,
guess who will. It will be someone else.
It won’t be the United States of America.
This is a vacuum that will be filled, and
the only issue is, are we going to fill it?
Are we going to be there first? Are we
going to be there with the smartest tech-
nologies? Are we going to be the ones
that produce all of these technologies?
Wouldn't it be great if we started export-
ing to China and the rest of the world
new batteries, new cutting-edge batter-
ies that nobody else has produced?
Wouldn't it be great if we had some form
of new solar components that nobody
else in the world produced? Of course it
would. Wouldn't it be great if we were
the ones to come up with the most viable
and cost-effective hybrid cars? Of
course it would. We can do it. We've
always risen to the challenge before.
Properly focused, when we all act as
Americans and get together, and put all
this b.s. behind us, | don’t think there’s
anything we can’t accomplish. But ladies
and gentlemen, the reason this confer-
ence is so important is because the
clock is ticking. It's not an ordinary clock;
it's one of those timers used to tell you
when something’s done in the kitchen,
and at the end of the timer, a bell rings.
The question is, will we be ready when
that bell rings.

AN
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How to Budget for Jobs and Investments - Session One Summary

Chaired by Allen Sinai

Allen Sinai:

Recovery, rebuilding, restructuring,
restoring, and reinventing America after
the crisis of 2007-2009, in the wake of a
lost decade and with the longest list of
societal and economic problems ever
facing the nation, is a unifying theme of
today’s sessions on “Jobs, Investment,
and Energy: Meeting President Obama’s
Challenge.”

The last decade was one of poor eco-
nomic performance; deterioration in pub-
lic and private productive infrastructure;
societal and international decay for the
US and its role in the world; a declining
US standard of living, absolutely and rel-
atively; legacies of stunningly high, un-
sustainable and unacceptable federal
budget deficits; debt; joblessness; and
diminished expectations on the part of
the American public by and large for the
future. The US is perhaps beginning the
long road back to health and real eco-
nomic prosperity after having lost a huge
amount of ground, which, without proac-
tive efficient and effective policies, runs
the risk of not being regained.

This is a topsy-turvy world. The haves
look more like have-nots. Previous
have-nots are becoming haves. Five of

the seven G-7 countries — the haves pre-
viously — face potentially overwhelming
sovereign debt problems. China, parts of
Asia, Latin America, Germany, and per-
haps Canada have relatively clean
slates for the future. There has been a
seismic shift in global economic and
financial geography. Economic wealth
and perhaps political power is moving
from West to East, and prospects for
growth and well-being look limited for
the US.

Today’s sessions examine current
research and thinking on these topics.
Those speaking and the subsequent dis-
cussions are part of a process of open
and free-wheeling public policy analysis
debate. Proposals engaging public inter-
est and involvement have always char-
acterized this country, particularly in
times of difficulty, and its ability to recov-
er, to rebuild, and to reinvent itself, is
one of the most striking characteristics
of the history of America.

This first session is entitled “How to
Budget for Jobs and Investments,”
where joblessness is Public Enemy
Number One. How and in what do we
invest for the future? The responsible
financing of initiatives and policies to

deal with jobs and investments is an
absolute necessity given the financial
position of the United States.

Marshall Auerbach:

Unless myths like the vital importance of
budget deficits and national insolvency
are removed from the national economic
discourse, we're not going to be able to
construct proper fiscal policy which will
facilitate higher employment growth.
Quoting Abba Lerner, fiscal policy
should be conducted with regard to the
effect that it has on outcomes, and not
with some preconceived notion of what
is financially sound or unsound.

We must bear in mind that focusing
on national insolvency is ludicrous; we
can create any amount of these things
called dollars. During these times of high
prevailing levels of private debt, trying
simultaneously to reduce government
deficits is actually going to make it virtu-
ally impossible to do so.

In Europe, they’ve taken this notion of
fiscal sustainability to a perverse
extreme. Fortunately, the US so far has
just talked about restraining government
spending; in the Euro zone they’'ve got-
ten very serious about it with absolutely

Figure 1: PRIVATE NET SAVING AND PUBLIC DEFICIT, BOTH AS A PERCENT OF GDP

12.00%

10.00%

8.00%

6.00%

4.00% M

2.00% : - — N —— — N1
-2) N \a O N O N m 0 O O~ N ¥ In o T © o

0.00% JY&° & §$§s§ee§§§§§§§§§§§§§§§§§§e°Jgﬁg |

-2.00%

-4.00% \ I

-6.00% V

-8.00%

Private Net Saving

Public Deficit

The Newsletter of Economists for Peace & Security




E PS QUARTERLY

Volume 22 / Issue 2 + July 2010

Page 7

Session One - How to Budget for Jobs and Investments

disastrous consequences, since it fails
to take a holistic view of the economy.

With a government sector, a foreign
sector, and a domestic private sector,
these must all net to zero ex-post. This
is the basic equation: aggregate income
equals aggregate expenditure, and sav-
ings equals investments (Figure 1, page
6). It's true for the economy at any time
during any accounting period, but it's not
necessarily true for any one sector.
Thus, when advocating running budget
surpluses for too long, we are in many
respects advocating private debt profli-
gacy. Furthermore, while persistent
deficit spenders ultimately default, this
doesn’t happen with a government that
has its own free-floating currency, as in
the United States.

The United States could actually help
to rebuild private sector savings via
exports, if we don’'t want to go the
government deficit spending route; yet
we can’t all run export current account
surpluses, and it would be difficult for the
US to do so in the near future. Many of
us — Jamie Galbraith was one of the first
to suggest it — have proposed that the
federal government initiate revenue
sharing with the states, because without
that, federal government policy is in
some ways mitigated by the states’ con-
stant efforts to bring their budgets back
into balance.

Finally, imposing fixed constraints like
a fixed fiscal deficit-to-GDP ratio makes
it harder to achieve or sustain private
sector net savings. The domestic and
private government sectors cannot de-
leverage at the same time without a very
significant increase in the trade balance,
and that’s unlikely to happen over the
next few years in the United States. By
constraining both the fiscal channel and
the nominal exchange rate options, the
European Monetary Union countries
have left themselves in a complete
mess. We will head down that same
route if we continue to follow the advice
proffered by nations like Germany, for
example. | think that provides a very
salient and precautionary message for
President Obama as he considers the
advice of some of the leading deficit
hawks who tell him he must start cutting
budget spending right now.

Linda Bilmes:

State and local governments play a vital
role in the economy, especially when it
comes to jobs. In this recession, the
states face a much tougher fiscal prob-
lem than the federal government does.
States do not have control over their cur-
rencies, their interest rates, and other
aspects of their economy; and 49 states,
all except for Vermont, are not allowed
to run a budget deficit.

[S]tates face a much
tougher fiscal
problem than the
federal government
does. States do not
have control over
their currencies, their
interest rates, and
other aspects of their
economy...

State and local governments are also
especially sensitive to economic down-
turns because they rely for revenues on
individual taxes, sales taxes, property
taxes, and user fees and charges. In
terms of the balance sheets, the states
owe about a trillion dollars more in their
obligations for pensions and health care
and other retirement benefits than they
have assets to pay for them. | want to
make three points regarding this situa-
tion, and particularly around the impact
of state cutbacks.

First, we should be allocating much
more stimulus money directly to the
state and local level, instead of to things
like tax cuts, with their far lower multipli-
er. Close to 100 cents of each dollar
from the Recovery Act that goes to state
and local government deficits is spent.
Because state and local governments
have not been allocated enough money
from the federal government, states
have had to raise fees, cut services, bor-
row from pension funds, and even sell
off park lands and statues. At least 35
states have raised taxes, and I've seen

figures ranging from 140,000 to 400,000
state employees who've been laid off.
These state and local cuts have severe-
ly blunted the impact of the federal stim-
ulus package, because the increased
federal spending has been heavily offset
by the decrease at the local level.

The second important point related to
my current research is that state and
local government spending is actually
more job-intensive than federal
government spending. About 80 percent
of local spending goes directly to
salaries for frontline workers. Therefore,
one of the most important ways to stim-
ulate job creation is to address fiscal
problems at the state and local level. |
suggest two specific areas where the
federal government can target funding
to assist states and local communities in
addition to direct operating subsidies.
One of the things we can do immediate-
ly is to assist states and localities
finance infrastructure investments so
they do not have to rely entirely on bor-
rowing by them selves. Another area
where the federal government can
directly help is to improve the job train-
ing that happens mostly at the local
level. The federal government can be
helpful both in subsidizing training and in
labor market planning to determine
where we have skills gaps. For example,
while the US aims to construct a new
generation of nuclear power plants,
there aren’t enough Americans with the
proper training to build them.
Subsidizing the education of a labor
force to build those nuclear facilities is a
prerequisite to achieving that aim.

Finally, looking ahead, the situation
for the next few years appears very dire
for state and local budgets. In many
communities, property values which
have been hard hit are only valued on a
rolling basis, so the full impact of the
lower property values is not going to be
realized until next year. When it does, it
will depress consumption, reducing
sales taxes and property taxes. If we do
not take strong action to assist the
states and municipalities, this negative
spiral could continue to undermine the
economy, and even precipitate a second
recession.

Continued on page 8
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James Galbraith:

To the extent that we are not in the
second great depression, we owe that
fact primarily to the budget deficit. We
owe it, first and foremost, to the automat-
ic stabilizers that are built into the institu-
tions of the federal government, to the
fact that as output and employment went
down, spending went up.

In contrast, very little was gained by
the actions that were taken with respect
to the largest banks. That is to say, that
flooding the biggest banks with essen-
tially zero-cost funds had very little effect
apart from the wealth effect that results
from the stabilization of prices in asset
markets. The reason to believe that fact
lies simply in that, although federal
budget deficits went up, and incomes
were stabilized from that point of view,
bank lending went down very sharply
and has not recovered.

Spending out of current income has
somewhat normalized, spending from
new credit has not; the question going
forward is how long will that situation
continue?

One possibility is that the collapse of
home prices will result in a protraction of
slow economic growth; a second possi-
bility is that, based on recent averages,
the steeper the recession, the more
rapid the subsequent rebound will be.

Professional — and particularly official
— forecasters have all basically wedded
to the second possibility. | doubt that

they will be right. Thus, the question |
would like to ask is how should we best
take account of the risks associated with
the outlook in our situation? Rather than
having the federal government pull back
from the economy and doing too little, it
should get more involved, even to the
extent of doing so much that it might
have to pull back from some projects in
the future. The risks of doing too little far
outweigh the risks of doing too much. If
we do not act substantially to move poli-
cy forward, unemployment could stay
higher, and interest rates would very
likely stay lower for quite a long time.
Looking out further, there is a second
problem with the way in which our official
budget forecasts are made. Their long-
term projections commit two very serious
errors of inconsistency: first they claim
that healthcare costs will rise faster than
average costs indefinitely, and secondly
the Congressional Budget Office (CBO)
does not factor in the growth of GDP
when calculating the growth of federal
debt repayment as a proportion of GDP.
There’s a third serious flaw in the
methods that we presently use as a mat-
ter of official discourse in these areas. It
is the failure to reconcile the condition of
the public sector to the condition of the
private sector, with which it is in effect
inexorably linked. If the private sector is
not lending, if investment is collapsed
and private savings exceed it, as now,
then the public deficit must and will

reflect this fact. The CBO and the Office
of Management and Budget implicitly
assume that private sector lending will
just resume, although there is no foun-
dation on which to base such an
assumption. If lending were to be
resumed due to a boon in some activity
within the private sector, then the budget
would shrink like it did in the 1990s.
Furthermore, the steady interest rates on
US Treasuries suggest that there is in
fact little perceived risk of default.

The deficit hawks — I've heard them
described as the deficit hysterics — have
built a powerful case against social
security, Medicare, and, by extension,
against some open-ended fiscal assis-
tance to states and localities. Their long-
term investment programs to rebuild the
country and solve our environmental and
energy problems are based on the
strength of forecasting models built into
the budget process. My conclusion for
you today is that those models are fun-
damentally flawed, internally inconsis-
tent, and incoherent as economics.

The United States has in the past,
when it was necessary, undertaken bold
programs of public and private invest-
ment. It could do that again in the future;
the country would not go bankrupt. On
the contrary, it would get rebuilt, its peo-
ple would make a living, and we would
have the chance to begin to deal with the
actual issues that are going to affect us
for the generation to come.

Volume 5, No. 1 of the Economics of Peace and Security Journal is now available online. This issue
contains symposia on defense innovation and the economics of conflict, including economic theories of
dictatorship, issues in third-party intervention, voluntarism, regulation, and supervision.

The Journal is a peer-reviewed online publication hosted by EPS-UK. Published twice yearly, it raises
and debates all issues related to the political economy of personal, communal, national, international, and
global peace and security. Previous contributors include Joseph Stiglitz, James Galbraith, and Lawrence
Klein. The Journal's website also features book reviews submitted by members and subscribers.

EPS members receive a 25% discount on the annual subscription to the Economics of Peace and
Security Journal. A regular one-year subscription to the Journal is $40; for EPS members, it's only $30!
Non-subscribers can access the abstracts and contents pages.

For more information about the Journal or to subscribe, see http://www.epsjournal.org.uk/.
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Sherle Schwenninger:
| want to start it off by stating for you the
three assumptions that I’'m making. First,
we’re going to need a new, big source of
economic growth in the coming decade
to replace the debt-financed consump-
tion that was supported by housing
wealth of the past decade or two.
Second, this is going to have to be led
initially by public sector investment.
Third, that investment needs to be
aimed at rebuilding our productive
capacity and our quality of life in the
future; but we also should aim to have
some eventual improvement in our net
export position because that would also
contribute to economic recovery. The
most promising element of the trade bal-
ance that represents a potential for
rebuilding the economy lies in energy.

President Obama has laid out a new
framework for economic growth going
forward, and it places a heavy emphasis
on green economy and green jobs. The
problem | have with what the Obama
administration has done to date is that
the whole approach borrows much too
heavily from an economic environment
that was more appropriate to the 1990s,
that it applies more to the private soft-
ware and information technology world
than to the world of energy develop-
ment.

That approach might be contrasted to
a sort of neo-New Deal, a reconstruction
finance authority model of economic
rebuilding in the energy sector, particu-
larly where public investment crowds out
private investment rather than subsidiz-
ing the demand for private firms. Initially
you have major public investment that
makes private investment more attrac-
tive. Infrastructure goes hand-in-hand
with energy development, so it's best to
wait and see that a major technology
has some potential before committing to
long-term building projects. It also pro-
vides much greater multiplier effects in
terms of job creation, which will benefit
low- and moderate-income individuals. It
will avoid prematurely raising energy
costs on local businesses and on the
transportation needs of low- and moder-

ate-income workers. It's more likely to
create self-generating economic returns
in terms of the operation of regional
financial authorities. Finally, if it's
matched with long-term research and
development, it's more likely to lead to
sustainable breakthroughs in new ener-
gy sources, as opposed to starts and
stops of premature commercialization of
some inferior options in the short term.

Innovation...
comes from business
opportunity. When
entrepreneurs see
that they have a
chance to build a
business, to make
profits, they
pick up and use
new technologies.

John Alic:

The focus of my comments is really on
climate change and technological inno-
vation for climate change. The energy
and climate problems are closely relat-
ed, but they’re not really the same.
Governor Rendell several times came
back to the question of new technology
and where it comes from. Today | want
to talk about a study that came out late
last year, conducted for the National
Commission on Energy Policy by the
Consortium for Science, Policy and
Outcomes (CSPO, at Arizona State
University) and the Clean Air Task
Force.

We will start by looking at three tech-
nologies to try and understand what
these technologies needed for more
innovation. They are solar photovoltaics,
post-combustion capture of CO2 from
coal-burning power plants, and direct
removal of CO2 from Earth’s atmos-
phere. A word about the last one: it is
quite possible to pull carbon dioxide,
which of course is the major global
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warming gas, right out of the air. The
questions are, how do you do it practi-
cally and at reasonable cost?

Our findings are, first of all, that none
of these technologies really need break-
throughs or scientific advances. For the
next ten to twenty years at least, innova-
tion will be dominated not by “break-
throughs” but by incremental advances
in technologies already in view. Policies
must focus much more effectively on
scale-up and demonstration.

Innovation does not come only from
research; it comes from business oppor-
tunity. When entrepreneurs see that they
have a chance to build a business, to
make profits, they pick up and use new
technologies. Some of the most signifi-
cant innovations of the 20th Century,
including the microprocessor, are simply
technology development without any
new research. Innovation is driven by
the promise that government is going to
buy innovative results in the form of new
products. From the CSPO report,
“Innovation Policy for Climate Change,”
we have three recommendations.

First, we need to view greenhouse
gas reduction as a public good, that the
attempts made through carbon pricing to
rely on market mechanisms could work if
we get the prices high enough. We've
thought from the beginning that it's very
difficult through cap and trade, or
through carbon tax probably even hard-
er, to boost the prices to a level high
enough to induce very much genuine
innovation.

Second: we need agencies that can
compete with DoE. DoE does two
things: nuclear weapons and remedia-
tion and science, mostly big science.
Climate change is not a science project.
It's an industrial development project, a
technology development project., and
the Energy Department does not tradi-
tionally have strong linkages with indus-
try. They have excellent scientists and
engineers, excellent laboratories, and
they do research. That is not fundamen-
tally what this problem needs. We do
need research, of course — we need

Continued on page 10
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more. But the government in our view
also needs to buy stuff, because that’s
where the business opportunities that
stimulate innovation come from. The
purchasing power of federal, state, and
local governments, if harnessed to buy
the products of American industry, will
be a very powerful force in stimulating
innovation.

Finally, we need to link our research
and demonstration activities with pro-
curement, with the realization that cli-
mate change, a global problem, is a pub-
lic good. We need to buy things in ways
that will stimulate innovation from private
firms. The logical starting point is the
electric utilities sector, because that is a
manageable problem in an operational
sense. We have only about 1500 coal-
burning power plants which represent
about 35 percent of carbon dioxide out-
put. We know technologically pretty
much how to do this. We need to scale it
up; we need to get started.

John Robert Behrman:

| am going to discuss with you the forma-
tion of a West Gulf Reconstruction
Authority. It would advance the macro-
economic agenda that others have dis-
cussed here with simple but very pur-
poseful financial insurance that would
provide credit for technology-based pub-
lic and private enterprise.

In Houston, we already know that our
part of the US has always been tropical;
that because of subsidence of land
caused by tectonic and sedimentary
geology, the West Gulf already has a
higher sea level. Every year we face the
prospect of huge storms, each with the
power of many, many nuclear weapons.

As wind goes, Hurricane lke was a
Mickey Mouse hurricane. However, the
storm surge was gigantic, and a large
area was significantly inundated. This is
not that bad, frankly; but storms like this
will be hitting somewhere on the West
Gulf every few years. lIronically, under
present policies we keep replacing the
damaged property rather than dealing
from a planning and standards perspec-
tive with what we absolutely know will
happen again and again.

A category 5 hurricane hitting in the
Galveston Bay area will basically kill the
entire Houston economy. The damage in
my area, up at the Texas Medical Center
and Rice University, will not be bad; but
the entire economy will collapse due to
the damage that would be caused to
several vital industries.

[W]e need to link our
research and
demonstration
activities with pro-
curement, with the
realization that
climate change...is a
public good. We need
to buy things in ways
that will stimulate
innovation...

In the scenarios projected by some
hurricane models, much of our popula-
tion and most of the nation’s key petro-
chemical infrastructure could be dam-
aged or demolished by powerful storms.
World financial markets, incidentally,
already recognize and discount these
vulnerabilities, depressing investment in
new fuel technologies and hydrocarbon
refining or reforming capacity in our
area. The political negligence in the face
of the threat in this area really makes it
Russian roulette. Either the center left
embraces engineering and economics in
a practical way, or we’ll face devastating
consequences.

My proposal is financially unexciting,
but purposeful (as well as well as flexi-
ble) over the course of many, many
credit cycles, not just between asset
bubbles. We're dealing with an industrial
complex that grew up after World War |
and gets more complex by the day. From
an engineering standpoint, the Authority
will tackle large but fairly mundane civil
and environmental problems, with
potential for rapid job creation in the vul-
nerable areas, as well as long term
industrial engineering problems that
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would benefit the whole of the national
economy permanently. There actually
two problems here: in addition to indus-
trial vulnerability, we have agricultural
vulnerability because this area is basi-
cally the foundation of the food chain for
the whole South Atlantic.

It's not difficult at all to frame energy
policy as national security policy in
Texas. Our national fuel policy is based
on cheap oil in Houston. If we want
another fuel policy nationally, we have
no better place to start. Some institu-
tions, with the moral authority and tech-
nical proficiency of large scale World
War Il and Cold War civilian and military
projects, need to be revived. We know
that some government-financed or guar-
anteed lending programs have degener-
ated into unsound policy rackets and
claims-processing bills that are incom-
patible with international conventions
and markets for securities or finance. So
the West Gulf Authority would re-engi-
neer building standards, lending instru-
ments, and insurance policies in order to
provide a more reliable domestic and a
much larger international market for
building materials and energy conserva-
tion technologies suitable for tropical
markets. Driven by business opportuni-
ties, real economic development is
something we can do.

Michael Lind:

I’'m going to talk about three particular
crises facing our nation: the financial sit-
uation of states, unemployment, and the
need to rebuild our manufacturing.

First of all, the states are facing hun-
dreds of billions of dollars in shortfalls as
a result of the collapse of the world
economy. If they crater, this will drag
down the national and possibly the glob-
al economy into a double-dip recession.
Ordinarily, you do not want to issue debt
for ordinary operating expenses. This is
the greatest crisis since the Great
Depression, however; and we need to
rethink some of these rules. A short term
solution | propose is that the federal
government should consider purchasing
deficit bonds from the states. In the long
term, in order to avert these sorts of
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crises at the state level in future eco-
nomic downturns or even ordinary cycli-
cal recessions, we need to nationalize
Medicaid and unemployment insurance.
One of the advantages of federalizing
these two programs would be these
would be automatic stabilizers, because
the federal government has a much eas-
ier time borrowing money in crises than
the individual states do.

Jobs: a lot of the proposals for infra-
structure and new investment manufac-
turing would generate a great many
jobs, because those two things have
among the highest multiplier effects of
economic activities. However, we live in
an economy in which 80 percent of the
work force is in the service sector, who
realistically are not going to get jobs in
infrastructure and manufacturing. We
need to create demand for their labor
and one way of doing so is to issue eld-
erly people service sector vouchers for
services like housekeeping, transporta-
tion, and grocery shopping. Because the
service sector vouchers can only be
redeemed by certified employers, this
tends to dry up the black market in labor,
and it leads to more tax revenues com-
ing in.

Manufacturing: first | propose the cre-
ation of manufacturing bonds. We call

them Made-in-America bonds. The
model for these bonds is the successful
Build America Bonds for infrastructure,
included by Congress in the American
Recovery and Reinvestment Act in
2009. This is an indirect way in which the
federal government is very successfully
subsidizing infrastructure, and the model
could be applied to bonds that states,
cities, and counties use to encourage
manufacturing in their jurisdictions, as
part of economic development programs
that are already ongoing. A more ambi-
tious proposal is what we call the manu-
facturing credit system. We propose
establishing a series of regional cooper-
ative manufacturing credit banks. They
would be paired with an entity called the
Federal Manufacturing Loan Marketing
Association, or Manny Mac, in the tradi-
tion of Fanny Mae and Freddy Mac and
Sally Mae. Raising those names, | have
to address the bias that exists against
GSE (government-sponsored enter-
prise). The ones that ran amok were the
ones that were deregulated and priva-
tized on the theory that efficiency
requires markets in competition. In fact,
Fanny Mae and Freddy Mac were very
successful. However, once they became
publicly traded corporations, like other
private corporations, they tried to raise

shareholder value by jacking up their
shareholder prices, and that was the
source of this long train of disasters
leading the subprime mortgage crisis.

You've probably never heard of the
Federal Home Loan Bank system.
That’s the third housing GSE, and they
haven’t been involved in any scandals.
Neither has the Farm Credit System.
Why is that? It's because the Farm
Credit System and the Home Loan Bank
System are organized on cooperative
lines — not cooperative in the sense of
individuals, but cooperative in the sense
that commercial banks, thrifts, and cred-
it unions own these entities, and they're
divided up regionally. These regional
banks are owned by local lending institu-
tions. Because the local lending institu-
tions are the owners, they are not going
to engage in dodgy lending practices
They cannot just palm them off and
avoid suffering the consequences.

So while the publicly traded private
version of government-sponsored enter-
prises has been a disaster, we think that
the cooperative GSEs can provide a
model for indirect government financing
of manufacturing. Possibly we should
consider applying this model to other
areas as well, including infrastructure
and energy.f3
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Chaired by Richard Kaufman

Richard Kaufman:

President Obama came into office com-
mitted to a clean energy economy and
mitigating climate change by reducing
emissions. Just last week, one year after
its formation, a federal group called the
Inter-Agency Climate Change Adapta-
tion Task Force issued a report dis-
cussing energy and water resources,
among other factors, and steps toward
what it terms “a complete US adaptation
strategy.” But the actual strategy
remains to be recommended in a later
report. One might be discouraged by the
lengthening time being taken to develop
a strategy to address the issues of ener-
gy and climate change. My 30 years’
experience on Capitol Hill leads me to be
a little suspicious when an administration
takes a long time to study, and study,
and study long-term problems that are
getting worse and worse.

The possible consolation is that
President Obama has been in office for
just a year, that he has already
addressed major issues with some
success, and we can hope that energy
and climate change remain high on his
agenda. But what should the federal
government actually do about energy
and climate change? The task of this
panel is to set forth some ideas for
addressing those twin and interrelated
emerging crises.

Marcellus Andrews:
| want to talk for a moment about uncer-
tainty, risk, and climate pricing. We know
that we have to get the price of carbon
right in order to give people incentives to
use less carbon, in order to give produc-
ers and innovators an incentive to come
up with alternatives. We have to expand
our energy portfolio and invest in mitiga-
tion infrastructure. But we also need to
get the price of climate risk right.
Insurance is the mechanism of pricing
the risk on people’s property, on people’s
lives, on people’s health. It is the device
we use to tell people where they should
live, and where they should locate their
factories, and whether they should go
someplace else if it's too risky.

If we allow the insurance markets to
function, the signal they will send is that
it is very dangerous to live on the Gulf
Coast, or Long Island, or in Florida. That
leaves only the very wealthy able to
afford the insurance necessary to live in
these areas. It leaves the poor and work-
ing class people who are the cooks, hos-
pital orderlies, and gardeners, who can
not afford insurance, exposed to life-
destroying climate risk.

This [insurance] will
marry market
mechanisms to

properly price risk
with public sector

initiatives, providing
protections for

persons and property

in a way that is safe
for everybody...

Therefore, we need a mechanism that
sends this very simple signal: not only is
it dangerous for you to live here, it's dan-
gerous for you to live here and employ
somebody who is too poor to buy the
same insurance you have.

Hence my suggestion to the Obama
administration would be a proposal, orig-
inally made by Howard Kunreuther, that
essentially requires compulsory natural
hazard insurance be paid by all business
persons, homeowners and property
owners. This will marry market mecha-
nisms to properly price risk with public
sector initiatives, providi