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Overcoming America's Infrastructure Deficit
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Citizens chronically complain about dilapidated school buildings, condemned highway bridges, contaminated
water supplies, and other shortcomings of the public infrastructure. In addition to causing inconvenience and
endangering health, the inadequacy of the public infrastructure has been found to adversely affect productivity
and the growth of the economy (Aschauer 1993). Reasons for the sorry state of the nation's infrastructure
include a lack of maintenance (Environmental Working Group and Surface Transportation Policy Project
1997; Regan 1994) and the federal government's practice of expensing of capital projects asthey are built asif
they were consumed immediately.

In this paper we discuss the link between public investment and economic performance, the structure of aplan
to finance public capital investment, the need for the federal government to support such a plan, and the
implications of the plan for monetary and fiscal policy.

Public Capital Investment and Economic Growth

Asshown in Figure 1, from 1955 through 1980 total nondefense public investment averaged 3.0 percent of
GDP; from 1981 through 1997 it averaged only 2.3 percent and was below 2.3 percent in the most recent four
years. A reduction in federal government investment contributed to the overall decline, but much less than
reductions by state and local governments, which typically account for about 85 percent of such investment.
Burdened by rising taxation, state and local taxpayers frequently were reluctant to approve bond issues to
finance infrastructure.



Figure 1 Nondefense Public Investment as Percentage of GDFP
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Widespread neglect of maintenance aggravated the decline in the capital stock. As shown in Figure 2, net of
depreciation, the real nondefense public capital stock rose between 1977 and 1997 at a pace only half that set
between 1955 and 1977.

Research has highlighted the link between investment in public capital and the performance of the economy at
large (Aschauer 1989; Munnell 1990) and has shown that public and private investments are

complements--public capital investment stimulates private investment (Erenburg 1993).1 Fazzari (1993) has
examined and found false the notion that public investment |eads to a reduction in private investment; the
process typicaly is one of "crowding in," not "crowding out." Aschauer (1997b) aso has found that business
fixed investment from the late 1960s through the late 1980s would have been 0.6 of a percentage point higher
as ashare of GDP had the nation dedicated an additional 1.0 percentage point of GDP to public investment.

Figure 2 Nondcfense Public Capital Stock (Constant Diollar, MNet of
Depreclation, Year-over-Year Percent Change)
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Even if the effect on the economy of maintaining the 1955 to 1977 rate of increase in public investment were
no more than half as large as the research indicates, the nation's wealth and income would now be about
one-fifth higher than it is. According to Aschauer (1997a) economic growth is stimulated until the public
capital stock reaches an estimated 62 percent of the value of business plant and equipment. Recent data indicate
that the nation has far to go to achieve that optimal balance between public and private capital. Some states are
close to the optimum, but the nationwide average value of the public capital stock isonly 45 percent of the value



of business plant and equipment.

A Plan for Financing I nfrastructure I nvestment

The plan described here calls for a partnership between federal, state, and local governments. At least four
circumstances warrant such a partnership.

1. Theinfrastructure deficit has become a critical nationa problem.

2. Federal mandates for arange of activities, from limiting pollution to caring for the poor, frequently strain the
budgets of state and local governments and of their taxpayers.

3. The provision of roads, schools, and much other public capital benefits all Americans. They gain from a
first-class interstate highway system, awell-educated workforce, and air and water that are reasonably free of
pollutants.

4. Federal subsidies have traditionally been called upon to "even things out" across states and regions when
widdy disparate income levels and exposure to natura disaster have been deemed to impose inequitable
burdens. State governments play asimilar role within their own boundaries.

We propose the establishment of a Federal Bank for Infrastructure Modernization (FBIM), which would buy
and hold approximately $50 billion ayear of zero-interest mortgage loans to state and local governments for

capital investment in types of projects specified by Congress and the president.2 Being zero-interest, the loans
would cut the overall cost of projects about in half (depending on prevailing interest rates) for state and local
governments. The principal of the loans would be repaid in annual installments. No mortgage would be for a
period of more than 30 years, and the period of repayment would depend on the type of project. To protect the
taxpayers investment in these projects, the loans would have covenants requiring regular, effective maintenance.
Because this investment program would raise the economy's long-term growth rate, it would be partly, perhaps

entirely, self-financing.3

A $50 billion annual investment in infrastructure would return public capital spending to the standards of the
period 1955 to 1980. If the zero-interest infrastructure mortgages were amortized over a period of 10
years--that is, if 10 percent of the debt were repaid annually--the total outstanding debt would level off at $300
billion after 10 years and the interest subsidy at about $15 billion (based on early 1998 interest rates). A
payback period as short as 10 years would be inappropriate if most of the investments were in new bridges,
highways, and other long-lived assets. However, Congress might well decide that the program should begin
with the rehabilitation of existing infrastructure.

The subsidizing of capital projectsin the form of zero-interest loans would be a cost to the federal government.
However, at small annual cost, it would achieve large and badly needed improvements in the nation's
infrastructure.

The FBIM's purchases of the mortgages would be integrated into the Federal Reserve's open market
operations, displacing in most circumstances the purchases of Treasury securities customarily made by the Fed

to provide reserves to the banking system.# The Board of Governors of the Federal Reserve System would
have the authority to vary the size of any given year's financing under the plan, determining whether the FBIM
should be accepting mortgages at the rate of $50 billion per year or at some other rate within the range to be
stipulated by legidation.

The FBIM would have responsibility for administering the plan, but would have no scope in project selection.
It would take mortgages on projects of types specified by statute and consistent with the provisions of the
legidlation for equitable regional distribution of the financing. Administrative costs (including the cost of any
defaults) would be covered by a small fee charged to the borrower. The fee would be less than one-half of one
percent of the amount financed.



The FBIM need not be built from the ground up. Indeed, its functions could be grafted onto either of two
existing ingtitutions: the Treasury Department's Federal Financing Bank, which extends loans to federa
agencies that at one time borrowed in their own names, or the Federal Home Loan Bank System, which as
central banker to the nation's thrift institutionsis attuned to local needs.

Monetary and Fiscal I mplications

The Federal Reserve ordinarily supports the economy's growth by purchasing Treasury securities as a means
of adding reserves and currency to the system. At the end of 1997 the Federal Reserve held $431 billion of
government obligations (Federal Reserve Board 1997). The FBIM's purchases of the subsidized mortgages
would take the place of the central bank's purchases of Treasury securities. To prevent the creation of excessive
reserves, the Federal Reserve's open market desk would likely become a net seller of Treasuries. On balance,
the character of monetary policy would not be changed in any way.

Just as now, policymakers would strive to strike the right balance between overall credit creation and credit
restraint for any given background set of cyclical conditions. The Federal Reserve would still hold ample
stocks of Treasury securitiesto be sold if it were intent on draining reserves. The Federal Reserve'simplicit
interest rate targets need not be affected in any way.

Given the size of the Treasury market ($3.5 trillion of marketable securities outstanding), the Federal Reserve's
sales of Treasuries to the extent envisaged are unlikely to have much, if any, impact on Treasury yields relative
to the yields on other securities. Asfor interest rates generally, the impact of a program to subsidize state and
local government mortgages would depend on the economy at large. In periods of economic slack, with loan
demand down and banks rushing into the Treasury market to put their deposits to work, it would be
comparatively easy to finance an added $50 billion of state and local government obligations (less than 1
percent of GDP) and to find private buyers for the Treasury securities that the Federal Reserve would not as a
result hold in its portfolio. In those circumstances, the Federal Reserve would find aready market for the
Treasuries it was selling. Market interest rates would rise barely, if at al, as aresult of the added demand for
goods and services arising from the states and localities. If, however, the economy were operating close to
capacity and the policy objective wasto curb inflationary pressures, market interest rates might haveto risein
order to finance, without inflationary consegquences, the added demand for goods and services.

The only effect on the federal budget would be the decline in the profits of the Federal Reserve derived from
interest income on its securities holdings. The loss of revenue would be quite small compared to the overall

federal budget: about $2.5 billion in the first year of the plan's operation® and about $15 billion when the
program had fully matured. This estimate is static, however; it should also take into account the salutary effect
on long-term growth and thus on federal revenue apt to come from a higher private as well as public capital
stock.

The Need for Action

Bridges that have been condemned, school buildings in such disrepair that learning is jeopardized, facilities that
provide water with uncomfortably high levels of contaminants, and many other infrastructure shortcomings
threaten American growth and prosperity. Moreover, the growth of population, advances in technology, and the
long-term economic progress of nations that compete in world markets with U.S. firms call for strong efforts
to enhance productivity. The proposed program to improve infrastructure is a means to ensure the nation's
economic future. Though limited, it enables the federal government to play avital rolein bringing needed
improvements about without impairing its fiscal goals and its commitment to control inflation. Keeping the
promise of the future requires that the United States make provision for the basics for economic growth.

Notes

1. Erenburg (1994, 14-16) a so includes agood summary of the research.



2. The FBIM's balance sheet would have the zero-interest state and local government mortgages on the asset
side and the similarly zero-interest "deposits’ of the Federal Reserve on the liability side.

3. The decrease in the money supply that would occur as assets are depreciated would result in a smaller
declinein GDP than theinitial boost that occurs with the increase in the money supply. Moreover, since the
initiadl boost would raise the long-term growth path of the economy, GDP would still be higher after
depreciation than without the initial increasein assets.

4. These mortgages would not, of course, serve the exact function of Treasury securities as they would have to
be held by the Federal Reserve until the securities matured and could not be sold by the Federal Reserve to
drain reserves from the system.

5. Inthis case, the FBIM would own some $50 billion of state and local government bonds, which would bear
no interest, instead of the Federal Reserve's owning alike amount of interest-bearing Treasuries.
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