
The fall in capital spending bodes ill for long-term 
competitiveness  
 
The 24th April "Financial Times "contained some sobering news. UK 
Government borrowing in 2011-12 was £126bn or 8.3% of national income. 
Whilst this was down from the 11.2% of national income in 2009-10 the 
article explained that deep cuts in capital expenditure explained almost all 
of the year's reduction in government borrowing. 
 
Cutting infrastructure spending is not just a UK phenomenon, in November 
2010 the US Congressional budget office set out the planned reductions in 
infrastructure spending over the coming decade. US transport related 
spending under the recovery and reinvestment act will fall from $20bn in 
2010 to under $5bn a year from 2015 onwards. 
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Figure 4.

Actual and Estimated Spending for Transportation and Water Infrastructure 
Under the American Recovery and Reinvestment Act, 2009 to 2020
(Billions of nominal dollars)

Source: Congressional Budget Office (August 2010 baseline estimates).

Notes: For the purposes of this analysis, the phrase “transportation and water infrastructure” encompasses the facilities and systems that 
support transportation, provide water resources, supply drinking water, and treat wastewater.

Spending expressed in nominal dollars indicates the amount of spending over a given period without an adjustment for inflation.

cost-effective way of providing a federal financing subsidy 
than offering a tax-exemption. Therefore, the reduction 
in state and local governments’ borrowing costs (over 
what they would have realized by issuing tax-exempt 
bonds) exceeds the $12 billion additional cost to the 
federal government.13 

The Composition of Public Spending 
on Transportation and Water 
Infrastructure
About 75 percent of public funding for transportation 
and water infrastructure is supplied by state and local 
governments, with the federal government providing the 

remaining 25 percent. Almost 50 percent of total public 
funding for such infrastructure is devoted to capital 
expenditures. From the mid-1980s through the early 
2000s, public spending on capital was usually fairly close 
to that for operation and maintenance. Since that time, 
however, spending on capital has fallen somewhat below 
expenditures for operation and maintenance. State and 
local governments currently account for about 60 percent 
of public capital spending on transportation and water 
infrastructure, and they provide almost 90 percent of 
public spending for operation and maintenance. 

Between 1956 and 2007, the largest portion of annual 
public funding for transportation and water infrastruc-
ture was dedicated to highways. Public expenditures on 
highway capital in 2007 totaled $88 billion, more than 
twice as much as the next largest amount of capital 
expenditures that year ($39 billion on water supply and 
wastewater treatment). Among various types of infra-
structure built over the 1956–2007 period, highways also 
claimed the largest amount of public expenditures for 
operation and maintenance ($67 billion). However, 
spending for the operation and maintenance of other 
forms of transportation infrastructure and for water sup-
ply systems and wastewater treatment plants grew at a 
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13. For a discussion of the greater cost-effectiveness of Build America 
Bonds (and tax-credit bonds more generally) over tax-exempt 
debt, see Congressional Budget Office and Joint Committee on 
Taxation, Subsidizing Infrastructure Investment with Tax-Preferred 
Bonds (October 2009). For an early study estimating the addi-
tional savings that state and local governments realized by issuing 
BABs rather than tax-exempt debt, see Department of the 
Treasury, Treasury Analysis of Build America Bonds and Issuer Net 
Borrowing Cost (April 2, 2010), available at www.ustreas.gov/
offices/economic-policy/4%202%2010%20BABs%20Savings%
20Report%20FINAL.pdf. 

 
 
 
Globally Western governments are taking the course of least resistance in 
trying to balance their budgets. The result is that infrastructure spending 
will occupy a smaller percentage of government spending in coming years. 
 
But this isn’t really deficit reduction. At some point the stock of 
infrastructure will need to be repaired, at best we are just replacing a 
visible financial deficit with a hidden maintenance backlog.  
 
Given infrastructure investment is one of the drivers of economic growth 
the fall in capital spending bodes ill for long-term competitiveness. At the 
same time that western nations are cutting their capital budgets, China is 
planning to spend £100bn to 28 build underground rail systems. 
 



In the UK local government borrowing has collapsed. It’s not yet clear if this 
is due to councils temporarily running down their internal cash balances or 
the start of a longer-term fall in underlying capital spending. 
 
With an average of 28% revenue grant reductions and rising demands 
councils will certainly be looking hard at whether they still have the 
revenue headroom to support the long-term costs of existing capital 
programmes. This is a real pity, given the independent Eddington Review 
concluded that it’s these local infrastructure investments that typically 
generate the highest economic returns. 
 
It is certainly not as if councils have been profligate. As every UK Finance 
Director knows, long-term local authority borrowing is only for capital 
purposes and is very strictly controlled through the "prudential code". 
 
Addressing this issue is neither simple nor quick. But three long-term actions 
could help. 
 
Firstly, councils need the certainty that they can afford the long-term costs 
of paying for infrastructure. Council tax raises just a third of revenue of 
VAT. If councils are to be able to finance local infrastructure at some point 
the council tax and business rates systems will need to be reformed. The 
sooner this is done the sooner they can provide a predictable revenue 
stream to support infrastructure spending. 
 
Secondly we should recognise that, unlike central government working 
through its vertical silos, councils look can at their areas in an integrated 
way. Bringing together education, housing and transport capital budgets and 
asset planning results in long-term choices and better economic outcomes.  
 
Finally a period of stability in the government capital financing systems is 
badly needed. There have been six changes to government's Public Works 
Loans Board and its terms of trade in the last few years, atthe very time 
when councils are trying to make long-term funding decisions. 
 
As a result the Local Government Association and Welsh Local Government 
Association have looked the lessons from Scandinavia. We have proposed 
that councils work together to establish a similar sort of collective agency in 
the UK. Work is currently ongoing to see if there is sufficient interest and 
support for this idea.   
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