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University of Minnesota is not visible enough in the
business community. And still others raise the
broader concern that Minnesota’s citizens and policymakers have become too complacent and
unwilling to make the public commitment to be
competitive in a global economy.
Those who raise these concerns conclude that
Minnesota and local governments need to take a
more active role in promoting our economy. Often
that implies that the state or local governments subsidize private activities that the market is not funding. Proponents of this view argue that without
such subsidies, either well-deserving businesses will
not get funded or other states will lure our businesses to greener pastures.
State and local subsidies to private businesses are
not new. In the name of economic development
and creating new jobs, Minnesota, and virtually
every other state in the union, has a long history of
subsidizing private businesses. We have argued in
previous studies that the case for these subsidies is
short-sighted and fundamentally flawed.1 From a
national perspective, jobs are not created—they are
only relocated. From a state and local perspective,
the economic gains are suspect because many
would have been realized without the subsidies. In
summary, what often passes for economic development and sound public investment is neither.
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Note: The following paper was developed in March
2003 with Minnesota audiences in mind. However, the
authors subsequently discovered a high degree of interest throughout the country in their research on the economics of early childhood development and the universality of the issues discussed. This paper also motivated
the October conference at the Minneapolis Fed.
Early childhood development programs are rarely
portrayed as economic development initiatives, and
we think that is a mistake. Such programs, if they
appear at all, are at the bottom of the economic
development lists for state and local governments.
They should be at the top. Most of the numerous
projects and initiatives that state and local governments fund in the name of creating new private
businesses and new jobs result in few public benefits. In contrast, studies find that well-focused
investments in early childhood development yield
high public as well as private returns.
Why the case for publicly subsidizing private
businesses is flawed and misguided

If subsidizing private businesses is the wrong way
to promote Minnesota’s economy, then what is the
right way?

Over the last few years, the future of Minnesota’s
economy has been called into question. The resulting debate illustrates how little is understood about
the fundamentals that underlie economic development. While many recognize the success of the
Minnesota economy in the past, they see a weakening in the foundations of that success. Some point
to the decline in corporate headquarters located in
Minnesota. Some point to the lack of funding for
new startup companies, particularly in the areas of
high-tech and biotech. Some point to the possible
loss of professional sports teams. Some think the
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To answer this question, we need to understand that
unfettered markets generally allocate scarce resources
to their most productive use. Consequently, governments should only intervene in markets when
they fail.
Market failures can occur for a variety of reasons; two well-documented failures are goods that
have external effects and those with public attributes. Unfettered markets will generally produce the
wrong amount of such goods. Education has long
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been recognized as a good that has external effects
and public attributes. Without public support, the
market will yield too few educated workers and too
little basic research. This problem has long been
understood in the United States and it is why our
government, at all levels, has supported public
funding for education. (According to the
Organization for Economic Cooperation and
Development, for example, the United States in
1999 ranked high on public funding of higher education.2) Nevertheless, recent studies suggest that
one critical form of education, early childhood
development, or ECD, is grossly underfunded.
However, if properly funded and managed, investment in ECD yields an extraordinary return, far
exceeding the return on most investments, private
or public.
A convincing economic case for publicly subsidizing education has been around for years and is
well supported. The economic case for investing in
ECD is more recent and deserves more attention.
Public funding of education has deep roots in
U.S. history. John Adams, the author of the oldest
functioning written constitution in the world, the
constitution of the Commonwealth of
Massachusetts, 1779, declared in that document
that a fundamental duty of government is to provide for education.3 Publicly funded schools have
been educating children in the United States ever
since. Today over 85 percent of U.S children are
educated in publicly funded schools. John Adams
argued for public funding of education because he
realized the importance of educated voters to the
well-being of a democracy. We suspect that he also
understood the economic benefits that flow to the
general public.
Investment in human capital breeds economic
success not only for those being educated, but also
for the overall economy. Clearly today, the market
return to education is sending a strong signal. Prior
to 1983, the wages of a worker with an undergraduate degree exceeded a worker with a high school
degree by roughly 40 percent. Currently, that difference is close to 60 percent. The wage premium for
an advanced degree has grown even more. Prior to
1985, the wages of a worker with a graduate degree
exceeded those of a worker with a high school
degree by roughly 60 percent. Today, that difference
is over 100 percent.

Minnesota represents a good example of the economic benefits that flow from education. Evidence
is clear that our state has one of the most successful
economies in the country because it has one of the
most educated workforces. In 2000, almost a third
of persons 25 and older in Minnesota held at least a
bachelor’s degree, the sixth highest state in the
nation. To ensure the future success of Minnesota’s
economy, we must continue to provide a highly
educated workforce.
The economic case for public funding of early
childhood development

Knowing that we need a highly educated workforce, however, does not tell us where to invest
limited public resources. Policymakers must
identify the educational investments that yield
the highest public returns. Here the literature is
clear: Dollars invested in ECD yield extraordinary public returns.
The quality of life for a child and the contributions the child makes to society as an adult can be
traced back to the first few years of life. From birth
until about 5 years old a child undergoes tremendous growth and change. If this period of life
includes support for growth in cognition, language,
motor skills, adaptive skills and social-emotional
functioning, the child is more likely to succeed in
school and later contribute to society.4 However,
without support during these early years, a child is
more likely to drop out of school, receive welfare
benefits and commit crime.
A well-managed and well-funded early childhood development program, or ECDP, provides
such support. Current ECDPs include home visits
as well as center-based programs to supplement and
enhance the ability of parents to provide a solid
foundation for their children. Some have been initiated on a large scale, such as federally funded Head
Start, while other small-scale model programs have
been implemented locally, sometimes with relatively high levels of funding per participant.
The question we address is whether the current
funding of ECDPs is high enough. We make the case
that it is not, and that the benefits achieved from
ECDPs far exceed their costs. Indeed, we find that
the return to ECDPs far exceeds the return on most
projects that are currently funded as economic
development.
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