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On February 26, 1981, we issued a report entitled "Federal
Capital Budgeting: A Collection of Haphazard Practices,"
(pAD-81-19). In that report, we pointed out that a policy analy-
sis of capital investment that cuts across all agencies and pro-
grams was needed and suggested that this analysis be carried out
within the unified budget rather than in a separate capital bud-
get. As a result of that report, the committee asked us to ana-
lyze the advantages and disadvantages of the Federal Government
using a separate capital budget. The committee was also inter-
ested in the information needed to formulate national policy for
investing in capital assets. On June 28, 1982, we briefed
committee representatives on the results of our study. This
report transmits to the committee our analysis of the advantages
and disadvantages of a separate capital budget. It also presents
three options that provide the Congress with information it could
use for consideration in formulating policies and programs for
capital investments without adopting a separate capital budget.

We analyzed the merits of the major existing arguments for
and against a separate Federal capital budget. We have not
attempted to explore every issue, but have sought instead to
clarify the basic needs a separate capital budget would serve,
how well it would serve them, and what other alternatives exist.
We looked at dual budgeting systems used by State and local
governments and private businesses since the Federal Government
itself has no historical experience with a separate capital bud-
get (in the sense that capital or investment-type programs are
planned, budgeted, and financed separately from current expend-
itures). Therefore, we had to consider a dual Federal budget as
a hypothetical replacement for the existing unified budget. We
based our analysis, conclusions, and recommendations upon our own
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knowledge and experience of the characteristics and qualities of
budget systems. We looked at the separate capital budget only as
one tool for making more informed decisions about capital invest-
ments. We did not study the overall economic implications or
balanced budget implications of such a budget. (A complete
statement on our objectives, scope, and methodology is included
in appendix I.)

A separate capital budget could help focus attention on
national capital investment needs. But unavoidable problems in
creating such a budget and its implications for weakening aggre-
gate spending controls suggest that a simpler solution be consid-
ered firgst. We believe that improved Federal capital investment
information can be provided within the basic structure of the
unified budget. We present three options for supplying such
information: (1) display capital investments sepdrately in a
resectioned unified budget; (2) prepare a new infrastructure and
capital investment analysis; (3) improve Special Analysis D,
“Investment, Operating, and Other Federal Outlays," and restore
the Special Analysis on Federal Public Works Activities.

CURRENT PRACTICES

Business accounting practices dictate that current operating
and capital investment outlays be separated to determine the
organization's profit or loss. Capital investment outlays are
shown as a series of operating charges (depreciation of assets)
in the operating budget. This is necessary so that the invest-
ment is allocated to the proper accounting period for determining
the earnings for the period, the Federal tax liability, and the
depreciated value of the asset.

State and local governments often use separate capital and
operating budgets because they are legally required to balance
their operating budgets. Separate capital budgets also serve as
plans for acquiring and financing capital investments. Distin-
guishing between capital and operating expenses is necessary
because State and local governments usually operate under legis-
lative borrowing and taxing restraints. State and local govern-
ments are also subject to review by investment bankers in deter-
mining if a jurisdiction is a good credit risk. A good credit
rating is needed by a governmental unit to borrow money to
finance capital assets.

In contrast to businesses and State and local governments,
the Federal Government currently uses the unified budget, in
which the acquisition of capital assets is treated like any
current operating expense. Use of the unified budget recognizes
the Federal Government's involvement in national economic sta-
bility and growth. This responsibility is uniquely Federal and
has been carried out in part through a flexible fiscal policy.
This involvement in national economic stability requires the
Government to focus on its total spending (including outlays for
both capital and current operations) in relation to its total
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revenues. The unified budget is designed with this objective in
mind. (These matters are discussed in greater detail in appendix
IV.)

CURRENT CONCERNS

In our prior report, "Federal Capital Budgeting: A Collec-
tion of Haphazard Practices,” we reported that

1. our Nation's infrastructure (public facilities such as
bridges, highways, airports, and water and sewage
systems) is deteriorating:

2. a process for integrating Federal activities affecting
the Nation's public facilities does not exist;

3. decisions on public facilities are made by a
program-by-program or project-by-project approach;

4. a short-term approach is taken to long-term problems.

Presently, the Federal Government does not take a comprehen-
sive look at capital investment programs across agency and pro-
gram lines to see how they fit into a national strategy for main-
taining and improving the Nation's public facilities. Both the
executive branch and the Congress tend to set priorities for
physical capital investment program-by-program. There is no con-
sistent basis for setting priorities among projects and programs,
and there is no framework in which to identify those having simi-
lar objectives and those that are at cross-purposes. This pro-
gram and project orientation makes planning for public facilities
vulnerable to short-term factors, thus impairing the stability
and predictability needed for an efficient capital investment

. program.

At the time this report was being made final, hearings were
being conducted on budget reform in both the House and the
Senate. Issues being discussed covered a wide range of changes,
such as capital budgeting, biennial budgeting,- advanced budget-
ing, budget structure, and congressional procedures. We have
said in our testimony at these hearings that these changes should
give particular attention to grouping the Federal Government's
programs and activities into policy areas of (1) investment in
capital assets, (2) research and development, (3) aid to State
and local governments, (4) credit assistance, (5) entitlements
for individuals, (6) interest, and (7) operating expenses.
Investments in capital or physical assets should involve longer
term decisions on programs and funding whenever possible. Great-
er stability for investment programs is a necessary ingredient in
program efficiency. A longer term focus on investment decisions
would allow the Congress to consider budget levels in relation to
the overall conditions and needs for the Nation's public facili-
ties and its defense structure.
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A number of bills were introduced in the second session of
the 97th and the first session of the 98th Congress dealing with
public facilities and capital budgeting issues. The bills cover
such ideas as a special analysis of capital investments, a capi-
tal budget within the unified budget, an inventory and condition
assessment for public capital investments, dedicated revenues for
capital investment programs, and national public improvement
plans. One Dbill, H.R. 1244, has been reported out of the House
Committee on Public Works and Transportation. This bill would
require the President to provide more detailed information on
each major capital investment program as part of the annual budg-
et, starting in January 1984.

ADVANTAGES AND DISADVANTAGES OF A
SEPARATE FEDERAL CAPITAL BUDGET

From 1979 through 1982, the Federal Government spent over
$268 billion in capital investments through grants-in-aid to sup-
port State and local government services to the public and in
acquiring Federal assets directly. Despite this large invest-
ment, the Federal Government has neither an overall capital
investment policy nor an analysis that cuts across agencies and
programs to support such a policy. A separate capital budget is
one of several ways to provide decisionmakers with such informa-
tion. However, there is much debate as to whether a separate
capital budget is the best way to handle capital investment de-
cisions. Proponents and opponents of a separate capital budget
cite a number of arguments for and against its use. Some of the
purported advantages and disadvantages have merit, others do
not. (A compete discussion of the advantages and disadvantages
outlined below appears in appendix II.)

Advantages

Advocates argue that a separate capital budget would estab-

'1lish a useful planning process because it would focus on long-

term projects, costs, and benefits. While some data are availa-
ble now within the unified budget, it is not in sufficient detail
or appropriate format for planning and making policy decisions on
overall investment levels, financing methods, and level of gov-
ernment responsibility. To a large extent, it is not possible to
determine the full scope and nature of the Federal Government's
involvement in financing and influencing capital investment. A
separate capital budget could provide more information on the
Federal Government's involvement in acquiring assets directly and
in providing grants-in-aid for capital investment. However, a
separate capital budget would not necessarily disclose how the
Government influences capital investment through tax expenditures
and guaranteed loans, which do not result in measurable direct
capital outlays. For example, it would not show the influence of
tax expenditures (revenue losses attributable to provisions of
the Federal income tax laws) such as investment credits and
depreciation for public facilities constructed by the private
sector and leased to the public sector. Neither would it show



B~-201050

the effect of federally guaranteed loans, except when a lender
defaulted on loan repayment.

A separate capital budget would help focus attention on Gov-
ernment ownership and financing of assets that produce long-term
benefits. Reliable information on the condition and maintenance
of Federal, State, and local capital assets is not now available
governmentwide. A separate capital budget could provide a stimu-
lus for acquiring this needed data and help illuminate the amount
of responsibility being assumed by the Government for maintaining
assets financed by grants-in-aid.

A separate capital budget could help change public percep-
tion of debt financing by distinguishing between debt incurred to
acquire assets from that incurred to finance current operations.
It could show that borrowing to finance capital investments is
accompanied by an increase in the Nation's assets. However, we
believe that this should not infer that all capital assets should
be acquired by debt financing, nor that debt financing should be
used only for the acquisition of capital assets.

Advocates of a separate capital budget argue that a budget
that uses debt financing of capital assets would increase equity
between those who pay for the assets and those who use the
assets. They argue that if the debt's repayment length approx-
imates the acquired asset's life, each generation would pay for
the portion of the asset it used. However, in our opinion, debt
financing of capital assets could occur without the need for a
separate capital budget.

Disadvantages

Opponents argue that a separate capital budget with capital
assets financed by long-term debt could constrain fiscal policies
to counter short-term fluctuations in the economy (countercyc-
lical fiscal policy). Extensive debt financing could put con-
straints on fiscal policy because acquisition decisions would be
made with a long-term investment strategy in mind, independent of
short-term changes in the economy. Others believe, however, that
the effect a separate capital budget would have on countercycli-
cal fiscal policy would depend on the specific characteristics,
such as linking capital investment to debt financing, that are
built into such a system.

Opponents also argue that the adoption of a separate budget
is quite likely to disrupt the existing budget process by requir-
ing some changes in institutional structure, shifts in responsi-
bility, and modifications of the budget cycle's timing. Thus,
the need to relate aggregate debt, tax, and spending limits to
two separate budgets--capital and operating--would introduce
greater complexity into the already complicated budget process.

A separate capital budget, according to opponents, would
increase the opportunity for manipulation because of the need to
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distinguish and define "capital" and "operating." The difference
between an operating deficit and surplus could depend on what is
included in the definition of capital. We prepared five differ-
ent models (see appendix V) to illustrate the effect of different
definitions of capital. Using 1982 actual data (in which the
unified budget incurred a deficit of $110.6 billion), differing
definitions of what represented capital investment could yield
results for an operating budget ranging from a deficit of $79.8
billion to a surplus of $25.2 billion. 1In addition to defining
capital, we believe that decisions on whether capital assets are
to be depreciated and how depreciation is to be treated in the
budget would have to be made.

Opponents argue that a separate capital budget would shift
the focus of the budget away from broad program and policy ques-
tions of how resources will be allocated to narrower questions of
public investment and how such investments are to be financed.
They also argue that, under a dual budget system, capital assets
would obtain a disproportionate share of total outlays. Unless
programs are wholly capital or operating, a dual budget would
dissect the individual programs by their operating and capital
segments. Since these parts would appear in two separate budg-
ets, capital assets' contribution to achieving either program
goals or broader functional goals may be obscured. However, a
separate capital budget is merely a process and would not, in
itself, encourage a preference for capital items over the operat-
ing portion of the budget.

OPTIONS FOR PROVIDING CAPITAL
INVESTMENT INFORMATION WITHIN THE
UNIFIED BUDGET

A separate capital budget is one way of providing comprehen-
sive information on public facilities and for making more in-
formed decisions on Federal capital investments. 1In view of the

"disadvantages of that approach, we have developed three options

that could be used within the unified budget to increase the
comprehensiveness of Federal decisionmaking for capital expend-
itures: (1) display capital investments separately in a re-
sectioned unified budget; (2) prepare a new "infrastructure and
capital investment analysis"; and (3) improve Special Analysis D,
and restore the special analysis on Federal Public Works Activ-
ities. In our opinion, the first option is preferable. (Options
are discussed at length in appendix III.)

Display capital investments separately
within the unified budget

The focus of this option is to establish sections in the

" budget that are dedicated to the display and discussion of capi-

tal investment, much like that currently displayed for credit
programs in the "credit budget." 1In particular, Part 3 of the
Budget--Budget Program and Trends--could contain a summary table
and discussion of the overall effect of capital investment.
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Detailed information on capital investments could be presented

in Part S5--Meeting National Needs: The Federal Program by Func-
tion. Such a display in Part 5 could be divided among those eas-
ily measured financing methods included in the budget totals--
direct Federal programs, grants-in-aid, and loans--and those
financing methods that are neither as easily measured nor includ-
ed in the budyet totals--tax expenditures and loan guarantees.
The advantages of such displays would be the identification of
capital investments for making policy decisions, yet they would
not be treated separately from operating costs when the purposes
of the programs were reviewed. Most of the data needed to carry
out this option are currently available, and costs should be
minimal.

Prepare a new infrastructure and
capital investment analysis

A new infrastructure and capital investment analysis could
serve as an alternative to a separate capital budget. This
option would include a descriptive analysis in the budget docu-
ment discussing investment policy and policy changes, programs,
trends, and problem areas. It would also include two special
analysis tables--one covering existing assets and one covering
new additions to public facilities. The special analysis tables
would require the agencies to prepare and maintain inventories
and condition assessment information against which current and
proposed outlay levels could be judged.

Adequate condition and assessment data would be invaluable
to Federal decisionmakers in addressing difficult choices, given
the current budgetary constraints. However, the concepts, pro-
cedures, and data are not developed or readily available to cur-
rently undertake such an analysis. A number of problems, such as
direct Federal investment versus grants and the compatibility of
data bases, would have to be overcome. Considerable effort,
time, and money may be required to fully execute this option.

Improve and restore special
analyses of the budget

Special Analysis D, "Investment, Operating, and Other
Federal Outlays," is currently prepared as part of the budget
documents. As it is currently prepared, Special Analysis D dis-
tinguishes between payments made for current and capital items .
and subdivides the items between civil and national defense pro-
grams. Investment-type outlays are presented using such categor-
ies as loans, construction and rehabilitation of physical assets,
acquisition of major equipment, commodity inventories, research
and development, etc. Despite improvements to include summary
tables of Federal outlays for major public physical capital
investment, these categories do not consistently parallel con-
gressional lines of responsibility for decisionmaking. The con-
sistent use of budget functional categories to display capital
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information in Special Analysis D would be one way of improving
its usefulness.

A major component of Federal capital investment is public
works—--the public portion of the Nation's infrastructure. A
special analysis, "Federal Public Works Activities," containing a
very useful set of tables designed to describe the character and
size of the Federal Government's role in public works, was dis-
continued as part of the budget after fiscal year 1974. Accord-
ing to OMB, sufficient information was available in Special Anal-
ysis D, and the increasing complexity of the budget process
required elimination of marginal--but useful--analyses. OMB has
provided more detailed information on public physical capital in-
vestment in a series of tables, but these are not included in the
special analyses. These tables could be expanded to provide suf-
ficient information on Federal public works activities and be
presented clearly in the budget in a new special analysis equiv-
alent to that which was discontinued. Since OMB has just encoun-
tered the experience of modifying and preparing additional infor-
mation for the special analyses, implementation should not pose
any significant problems.

CONCLUSIONS

The complexity of establishing a separate Federal capital
budget and its implications for weakening aggregate spending con-
trols suggest that a simpler solution be considered first. In
addition, the unified budget and the congressional budget process
were created so that the President and the Congress could address
the Federal budget as a whole as well as in parts. Separating
capital investment items into a dual budget would detract from
the overall policy perspective that has been achieved.

We believe that a resectioned unified budget would provide
information on capital investments during the formulation of the
President's budget proposals and the Congress' debate and crea-
tion of the Federal Government's budget. This resectioned budget
would identify Federal capital investment outlays and clearly
distinguish them from current expenditures, without jeopardizing
the functional and aggregate spending focus of the budget. We
plan to initiate a project with one or two Federal agencies to
develop the information that would be necessary to implement the
overall objectives of providing capital investment data within a
restructured unified budget.

AGENCY COMMENTS

We received written comments on a draft of this report from
the Office of Management and Budget. A copy of the comments and
our detailed analysis of them are included in appendix VI.

Basically, OMB totally disagreed with us on the need for an

overall policy approach to capital investments and on the need
for the separate identification of capital investments in the
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budget. OMB cited two major concerns with this report: (1)
Whatever the merits of an overall infrastructure policy, advocat-
ing such a policy does not justify the adoption of a capital bud-
get. (2) The added reporting and policy review would gravely
overstrain the budget process.

We have not recommended a separate capital budget. We
stated that while a separate capital budget could provide bene-
fits, information on capital investments for policy decisions can
be provided within the unified budget. We outlined three possi-
ble options of doing this within the unified budget. OMB's com-
ments made no distinction between any of these options and a
separate capital budget and, therefore, did not directly address
the issues raised in this report.

We agree with OMB that the budget process should not be
overburdened. The budget already contains these capital invest-
ment programs and they are already reviewed by OMB. However, we
are suggesting that the current budget structure be improved to
focus on information and a review of capital investment. We rec-
ognize OMB's concern that changing the information in the budget
and changing the focus of policy level review could require addi-
tional resources when making these changes. However, additional
resource requirements should not be prohibitive, as evidenced by
OMB's improvements in Special Analysis D for the 1984 budget.
Modern data processing techniques should permit the budget to be
reformatted in a variety of ways to serve a variety of purposes
once the basic information systems are in place.

Rased on OMB's comments, we have clarified a number of items
in the report, particularly where information needed to make
capital investment decisions at the agency level would not be
added to the budget data base nor included in the budget itself.

* * * * * *

As arranged with your offices, we are sending copies of this
report to the House and Senate Budget Committees, the House and
Senate Appropriations Committees, the House Committee on Ways and
Means, the Senate Finance Committee, the Congressional Budget Of-
fice, and the Office of Management and Budget. We will be glad
to assist in developing a workable solution to the need for
information to support decisionmaking on investment in the Na-

tion's public facilities.

Comptroller General
of the United States
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APPENDIX 1 APPENDIX I

OBJECTIVES, SCOPE, AND METHODOLOGY

Because of recent interest in the idea of a separate capital
budget, the Chairman and Ranking Minority Member of the Senate
Committee on Environment and Public Works asked us to examine the
advantages and disadvantages of the Federal Government using such
a budget. The committee's request for this analysis and for an
explanation of our previously stated position serves as the basis
for this report.

We clarify the basic needs a separate capital budget would
serve, present and analyze the potential advantages and disadvan-
tages of using a separate Federal capital budget, and then con-
sider three options for improving information on capital expend-
itures within the current unified budget.

When analyzing the advantages and disadvantages of a sep-
arate capital budget for the United States, one must examine its
hypothetical attributes because the Federal Government has never
used such a system. Thus, such an exercise could be highly
speculative were it not for the controlled use of evidence and
arguments that have bearing on this issue. Ideally, comparative
data might be used in lieu of historical experience. Capital
budgeting in the State and local governments and in the private
sector might serve to exemplify the sorts of opportunities and
drawbacks its adoption by the Federal Government would provide.
Analogies cannot be pushed too far, however, especially when the
differences between existing capital budgeting systems and that
of a potential Federal equivalent are greater than the similar-
ities. Comparative analysis, then, can help us to identify
important budgeting practices but cannot determine their appro-
priateness in the Federal setting. Among the practices that
emerge from the examination of existing dual budgeting systems
are debt financing and the depreciation of capital assets and
balanced operating budget requirements. Appendix IV contains a
discussion of these.

In the absence of relevant historical data, other approaches
must be used. All budgeting systems are designed to serve speci-
fic purposes. Among the most basic of these purposes is the
allocation of resources, using a process and corresponding docu-~
mentation that allows the allocation to be sufficiently visible
to permit effective decisionmaking and oversight. So, when ana-
lyzing the advantages and disadvantages, we focused part of our
analysis on the question, would it be easier to allocate Federal
resources under a separate capital budget or the current unified
budget?

In developing an alternative to a separate capital budget,
we further divided the purposes of the budget into two parts to
direct our analysis. First, a Government's budget and its sup-
porting documentation should fully disclose both the costs and
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the purposes of programs. Second, the display and analysis of
capital expenditures within the context of the current unified
budget should facilitate congressional decisionmaking and
oversight. The options considered represent differing levels of
commitment to augmenting the treatment of capital in the budget.

The visibility of decisions within any capital budgeting
system is highly dependent on the definition of capital assets it
employs. Also, how Federal capital assets are defined directly
affects whether or not there will be a budget surplus or de-
ficit., To illustrate this effect, we constructed a simplified
model of a hypothetical Federal capital budget. The work of
Maynard Comiez in his 1966 study, "A Capital Budget Statement for
the U.S. Government," based on an earlier version prepared for
the Bureau of the Budget (now the Office of Management and Bud-
get), provided us with the basic analytical orientation we
adopted in dealing with consequences of how capital is defined.
Our hypothetical capital budgets are based on data from the
President's budgets for fiscal years 1981, 1982, 1983, and 1984
and are discussed in greater detail and displayed in appendix V.

Notwithstanding the non-empirical character of our topic, we
did consult relevant literature and data bases. To learn about
existing capital budgeting systems, we reviewed diverse published
materials on planning, budgeting, and accounting practices. Our
experience, knowledge, and judgment about the Federal policy-
making process have been used to assess the relevance of compara-
tive information and analyses. Some of our data comes from a GAO
capital budget report, 1/ for which over 100 in-depth interviews
were conducted with officials in four States, four counties, four
large city governments, and four corporations.

As a quality control measure, we provided our findings and
conclusions to outside experts in the fields of budgeting, eco-
nomics and public policy. Our analysis of the issues contained
in this report has been refined on the basis of their comments.

LIMITATIONS

We did not study the detailed process, specific resource im-
plications, nor the overall economic implications of producing
and using a separate capital budget. Moreover, we looked at the
effect on the computation of the deficit of only a limited number
of definitions of capital investment and did not consider a
separate Federal capital budget in light of specific balanced
budget proposals. Were such a proposal to become enacted into
law, its implications for capital investments would have to be
evaluated with reference to its specific provisions. In the

1/U.S. General Accounting Office, "Federal Capital Budgeting: A
Collection of Haphazard Practices," (PAD-81-19, February 26,
1981).
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final analysis, the net benefits of costs of separating the budg-
et into a capital and current portion is subject to empirical
analysis. But, as we have stated earlier, evidence and experi-
ence on the use of a dual budget for the Federal Government does
not exist and therefore cannot be examined empirically. One al-
ternative, which could be the subject of a future study, would be
to use a simulation experiment examining the budgetary, policy,
and economic implications of using a separate capital budget. 1In
our judgment, however, similar insight may be available from stu-
dents and practitioners of budgeting and the public policymaking
process.

Also, we did not study the specific steps and problems of
making a transition from the current unified budget to a dual
budget system, if the latter were adopted by the Federal Govern-
ment. Clearly, such a transition would be a complicated process
that would require the cooperation of leaders and policy offi-
cials in both the Congress and the executive branch.
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ADVANTAGES AND DISADVANTAGES OF A
SEPARATE FEDERAL CAPITAL BUDGET

Measured in terms of the dollars it spends or lends for cap-
ital assets, the Federal Government can be said to play a major
role in our Nation's public facilities. Measured in terms of
those assets directly managed through federally run programs,
that role is considerably smaller. The Federal Government di-
rectly or indirectly finances or encourages billions of dollars
worth of capital acquisitions over which it has minimal or no
control. Federal grants-in-aid, loans, loan guarantees, and tax
expenditures (revenue losses attributable to provisions of the
Federal income tax laws encouraging certain activities) consti-
tute sources of funds and incentives for acquiring capital assets
whose ownership and management is controlled by State and local
governments, businesses, and private individuals. Regardless of
how successfully these organizations and individuals have con-
trolled federally financed assets, the accountability to the
U.S. taxpayer requires that a Government budget fully disclose
how economic resources are allocated to meet a legislatively
defined range of needs. The display of capital asset resource
allocations in a separate capital budget is one way of employing
descriptive categories and analytical discussions to provide a
maximum amount of meaningful information to both citizens and
decisionmakers. However, whether or not a separate Federal capi-
tal budget is the best way to handle capital investment decisions
is a question open to debate. The adoption of a separate Federal
capital budget has a number of advantages and disadvantages.

Some of them are discussed in the following sections.

ADVANTAGES

The advocates of a separate Federal capital budget believe
that if a separate Federal capital budget were adopted, it would
provide a way for allocating capital investment dollars in a man-
ner consistent with Federal policy and program objectives, even
though ownership of capital assets is vested in non-Federal sec-
tors. They also believe that it is a highly desirable vehicle
for tracking and controlling the allocation of capital investment
resources.

They argue that such a budget would

--serve as a national strategy for coordinating the many
Federal capital investment programs and assessing their
effect on public facilities and on public and private
sector capital formation,

--help focus public attention on the amount and condition of
capital assets owned and/or financed by the Federal
Government,
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--help change public perceptions of the relationship between
long-term borrowing for capital assets and its effect on
the Federal debt,

--help provide a way to distribute the costs of long-term
capital projects equitably among present and future users
through depreciation or some other adjustment formula.

Serve as a national investment plan

In the same way that it serves State and local governments,
Federal decisionmakers would find that a capital budget estab-
lishes a useful planning process because it would focus on
proposed long-term projects, their estimated costs, and their
anticipated national benefits. Capital outlay information is
available now in Special Analysis D of the unified budget, but
not in sufficient detail for planning and analyzing proposed

policy.

To a large extent, we are simply not aware of the full scope
and nature of the Federal Government's contribution to public
facilities and other capital investments. Diverse methods of
financing, while useful in tailoring programs to meet policy
objectives, tend to obscure the dimensions of the Federal role,
especially when they do not result in measurable direct outlays
from the Treasury, as is the case with tax expenditures and loan
guarantees, / While a separate cap1ta1 budget would not neces-
sarily resolve this problem, it could improve both the disclosure
and planning of the various types of more direct Federal outlays
used for capital investment purposes. At present, these are not
fully reported in the various documents of the unified budget.
Direct Federal programs, grants-in-aid, and direct loans are all
employed to finance capital investments but are not always clear-
ly identified as doing so. A separate Federal capital budget
could require a more disciplined presentation of the scope and
magnitude of Federal capital investments than currently exists
within the unified budget. Such information is an important
prerequisite for planning the acquisition of capital assets and
for timing complex capital projects.

1/Tax expenditures and loan guarantees, for example, are not
direct outlays from the Treasury. It is difficult to assess
how much capital investment can be attributed to these two
vehicles of financing on the basis of information provided in
the current unified budget. Nevertheless, tax expenditures
provide powerful and, in large measure, uncontrollable (enti-
tlements) incentives for private investment in a diversity of
capital assets. At the same time, they represent sizeable
amounts of revenue foregone by the Federal Government. Loan
guarantees also make the purchase of capital assets possible
without the need for direct Federal expenditures. In addition,
they influence private credit markets in ways not fully
described in the unified budget.
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Until a more satisfactory solution is proposed, the more
indirect spending could be handled in a special analysis of the
budget that distinguishes whether these methods facilitate
capital or current expenditures.

Focus attention on Federal assets
and their condition

A capital budget would help focus public attention on the
Government ownership and/or financing of assets that produce
long-term benefits. As in the private sector, Government manag-
ers commonly make capital expenditures because they expect a
future return in the form of increased services, benefits, or
income for citizens. These capital expenditures represent col-
lective investment and increase the Nation's assets. The value
and stream of benefits derived from these assets decrease, how-
ever, if they are not adequately maintained. Also, the costs of
owning and using capital assets increase over time. Thus, main-
tenance is a critical component of long-term capital investment
strategy.

Presently, reliable information on the condition and main-
tenance costs of Federal capital assets is not available govern-
mentwide. A separate capital budget would provide a stimulus
for acquiring this needed data. It would also help to illuminate
the degree of Federal responsibility being assumed for maintaining
assets financed by grants-in-aid and loans but owned and managed
by State and local governments. Bridges, highways, and waste-water
treatment facilities are among the capital assets built with sub-
stantial Federal funding but whose maintenance costs fall on the
budgets of State and local governments.

Change the public's perception of debt financing

Given the long-term benefits provided by capital assets, a
case is sometimes made for treating a Federal deficit incurred to
acquire these assets differently from one incurred for current
expenditures. Borrowing to finance current expenditures requires
extended payments for present benefits. Although there may be
sound economic reasons for doing so, this practice makes it appear
that the Government is spending beyond its means. 1In contrast,
using long-term debt to finance capital projects requires extended
payments for extended benefits. Such borrowing exchanges the ex-
tended repayment of loaned monetary assets for the future services
of tangible capital assets. Thus, deficits resulting from bor-
rowing to acquire capital assets is accompanied by an increase
in the Nation's assets. A separate capital budget could be used
to highlight the distinction between the two forms of debt and
shape public awareness of the Federal deficit's composition as
well as its absolute magnitude. Nonetheless, we believe that an
inflexible rule requiring the debt financing of capital assets
is not a necessary or useful requirement of a separate capital
budget.
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Increase intergenerational equity

It is often claimed that a separate capital budget that em-
ploys debt financing of capital assets contributes to increased
equity between those who pay for and those who use these assets.
If the life of the loan used for a capital acquisition approxi-
mates the service life of the asset acquired, then each genera-
tion pays for the amount of capital it actually uses. However,
debt financing of capital assets could occur without the need
for a separate capital budget.

DISADVANTAGES

Whatever benefits a separate capital budget might provide,
serious practical problems are associated with its adoption by
the Federal Government. Opponents of this budget system argue
that it has the potential to

--impose constraints on countercyclical fiscal policy meas-~
ures if capital investment were financed by long-term
debt:

--require what may be extensive and costly changes in the
current Federal budget process with little direct evi-
dence of the potential henefits from doing so;

--introduce greater complexity and increased opportunity
for manipulation into the framework of budget categories
because of the need to define and decide what should
be classified as a capital asset and, if required, how
that asset should be depreciated;

--gshift the focus of the budget away from broad questions
of resource allocation to meet functionally defined
national needs to narrower questions of public invest-
ment and how it is to be financed.

Constrain countercyclical fiscal policy

The effect a separate capital budget would have on Federal
fiscal policies used to counter short-term swings in the economy
depends on the specific characteristics that are built into a
dual budget system, such as how capital and operating expendi-
tures are separated, whether or not assets are depreciated,
3and how capital assets are financed.

| Although there is no technical requirement that restricts
'the acquisition of assets by debt financing alone, the assumption
ithat the adoption of a separate Federal capital budget would re-
'quire this method to be used is what gives credibility to claims
rabout its effects on fiscal policy. Three reasons might be ad-
vanced to justify this assumption: (1) debt financing would be
desirable for increasing equity between those who pay for and
those who use capital assets; (2) debt financing capital expen-

7
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ditures would smooth the fluctuations in large Federal outlays:;
(3) a separate capital budget might be adopted along with a bal-
anced budget requirement, which would require balancing current
expenditures with current tax receipts and financing capital out-
lays through long-term debt. '

The actual validity of the three reasons is less important
than their persuasiveness in linking debt financing with the
adoption of a separate Federal capital budget. If such a link
were successfully made, then the consequences of debt financing
for fiscal policy should be closely examined.

Were the Federal Government to use long-term borrowing for
the bulk of its capital expenditures, the flow of one type of
Federal outlay would be made independent of short-term changes
in economic conditions. To a greater extent, capital acquisitions
would be planned and financed to meet long-term capital needs,
not to play a role in the short-term stabilization of the economy.
Insulating capital outlays from serving the requirements of fiscal
policy would necessarily increase the burdens on expenditures from
the operating hudget, tax policy, and monetary policy to act as
instruments of overall economic policy. If a balanced operating
budget were also a requirement of an adopted dual budgeting sys-
tem, the corresponding constraints imposed on current outlays
and tax receipts would make the task of stabilization even more
reliant on monetary policy. l/ How these potentlal consequences
are viewed depends on the amount of Federal economic stabiliza-
tion deemed both necessary and desirable.

Disrupt the budget process

The adoption of a separate capital budget is quite likely
to unpredictably disrupt the existing budget process. A dual
budget would more than likely require some changes in institu-
tional structure, shifts in responsibility, and modifications
of the budget cycle's timing. The need to relate aggregate debt,
tax, and spending limits to two separate budgets--capital and
operating--would introduce greater complexity into the already
complicated budget process.

Changes in the current budget process resulting from the
adoption of a separate Federal capital budget could only be jus-
tified if these changes produced substantial benefits. To assess
the benefits and costs of moving away from the current unified

l/These comments refer to the fiscal policy choices avallable to
Federal decisionmakers under differing sets of requirements for
the functioning of a dual budgeting system. 1In the absence of
legislative changes to the contrary, the automatic stabilizers
of the economy, such as unemployment insurance and the taxation
of large marginal increases in profits, would still continue to

operate.
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budget, the capital budgeting experiences of non-Federal organi-
zations would have to be examined so that a baseline for compari-
son could be established. Private businesses and State and local
governments can provide us with information on the successes,
failures, and operational characteristics of their capital bud-
geting systems. (See appendix IV.) However, all of these non-
Federal nrganizations function within the market system and in an
economic environment regulated in a variety of ways by the Fed-
eral Government, and many are recipients of substantial Federal
resources, This makes it questionable whether any of them would
serve as a relevant example. To accurately predict the benefits
of capital budgeting for the Federal Government on the basis of
private, State, and local experiences would require assumptions
of comparability that ignore these important differences.

Complicate budget categories

Establishing a dual budgeting system requires the ability to
distinguish between capital and operating expenditures and
assumes that it is possible to clearly and unambiquously define
capital assets. But, even among those public and private sector
organizations that use capital budgets, no definitions of capital
assets are universally accepted. 1In appendix V we illustrate how
alternative definitions affect the size of the operating budget
surplus or deficit. Whether or not the Federal operating budget
were in balance would depend upon what is included in the defini-
tion of capital. Although any budgeting system can potentially
be subject to manlpulatlon and while strong oversight and ac-
countlng controls can minimize the occurrence of abuse, the com-
plexity associated with defining Federal capital assets remains.

The problems of definition also interact with the question
of how capital assets, once defined, should be treated within a
dual budgeting system. More specifically, should Federal capital
assets be subject to depreciation, how should it be handled in
the budget, and what are the consequences of doing so? 1/

Shift the purpose of the budget

The primary purpose of the unified budget is to allocate
resources based on policy decisions made by the President and the
Congress. To reflect the major areas of the Government's respon-
sibility, budget authority and outlays are organized in accord-
ance with 17 functional categories designed to present the costs
of policy choices without regard to the jurisdictions of specific

1/Depreciation (the method of allocating the net cost of a
tanglble capital asset over the estimated useful life of the
asset in a systematic and rational manner) of Federal capital
assets is being addressed in a separate GAO study and will not
be discussed in detail in this report. (See p. 28 for a dis-
cussion of business depreciation practices.)
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Federal agencies. Although the yearly flow of Federal resources
is a necessary concern of the budget process and is expressed in
the budget documents, of even greater significance is the way
those resources meet the basic needs of society and the economy
as categorized in functional terms. The overriding objective of
policy is to ensure that these diverse needs of society are con-
sidered in making budget decisions.

A dual budgeting system could result in treating policy and
functional needs as secondary to the type of expenditure--capital

" investment or operating expense. Capital and current expenses

present different technical problems to a resource manager and,
consequently, could be separated to ensure optimal financial
treatment of each. With a separate capital budget, the acquisi-
tion of assets could be more carefully managed, but the policy
implications of financial decisions could be blurred. The allo-
cation of resources for capital is not separable, in a policy
sense, from the host of related operating expenditures with which
it is joined to execute Federal Government programs.

A functional breakdown of expenditures in the unified budget
presupposes that the primary policy goal of the budget--the sat-
isfaction of different types of needs in society through the
allocation of resources--will take precedence over the specific
technical means used to achieve it. The possible financing of
social and other non-capital programs with current revenues or of
financing capital acquisitions through long-term debt has little
bearing on how each type of expenditure is judged in policy
terms. Programs are viewed as a unified whole regardless of the
mix of capital and non-capital resources required for their
implementation. 1In contrast, unless programs are wholly capital
or operating, a dual budget dissects the individual programs by
their operating and capital segments. Since these parts would
appear in two separate budgets, capital assets' contribution to
achieving either program goals or broader functional goals may be
obscured.

Although it might be feared that capital assets would obtain
a disproportionate share of total outlays under a dual budgeting
system because of the special attention they would receive, spe-
cific conditions must exist for this to be a likely consequence.
A separate capital budget does not in itself encourage a prefer-
ence for capital items over the operating portion of the budget.
Its execution, however, is often regulated by procedures that may
have this result. Were a dual budget governed by the stipulation
that the receipts and outlays of its operating portion be bal-
anced, then capital outlays might appear relatively more attrac-
tive in the absence of any other constraints. The financing of
capital acquisitions through long-term debt would in large mea-
sure exempt capital outlays from the direct budget balancing

10
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requirements imposed on current outlays. However, large increas-
es in debt-financed capital investments would eventually impose
indirect burdens on the operating portion of a dual budget
system. A requirement to charge debt service (interest) and de-
preciation of capital investments to the operating budget would
increase current outlays in step with increases in capital in-
vestment. Additional revenues or reduction of operating costs
would then be required to keep the operating budget in balance.

11
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OPTIONS FOR PROVIDING CAPITAL INVESTMENT INFORMATION
WITHIN THE UNIFIED BUDGET

Any budgeting system used by the Federal Government should
disclose the full range of government programs and their asso-
ciated costs, indicate the purposes and needs these programs are
intended to serve, and suggest the nature and size of budgetary
commitments that extend beyond a single budget year. These
criteria and the desire to increase the information on Federal
capital investments that is available for making budget decisions
do not automatically entail adopting a separate capital budget.
Many of the disadvantages of a dual budgeting system presented in
our analysis might be avoided by considering alternative displays
of budget information more closely tailored to the nature and
range of Federal responsibilities. The following three options
describe proposals for increasing the comprehensiveness with
which Federal capital expenditures can be examined.

OPTION 1: DISPLAY CAPITAL INVESTMENTS
SEPARATELY IN A RESECTIONED UNIFIED BUDGET

The need for more comprehensive information on the size and
composition of Federal capital investments can be partially satis-
fied by collecting and prominently displaying capital investment
data in the unified budget. Although the format in the budget
documents would be altered, the fundamental purposes of the unified
budget would still be served. Specifically, the budget functional
categories used to aggregate outlays and budget authority across
agency lines could continue to show how Federal policies serve
national needs.

A primary focus of this option is to establish separate
sections in the budget that are devoted to the display and dis-
cussion of capital investments. This kind of treatment of capital
investments parallels that afforded to Federal credit programs for
each function in the newly instituted credit budget. (See table
1.) Only those tangible physical assets traditionally identified
as capital items--because of the long-term benefits they provide--
would be included in these proposed sections of the unified budget.
To the maximum degree possible, budgetary data on capital invest-
ments would distinguish the amounts associated with different
financing mechanisms. Thus, displays would identify direct Federal
programs, grants-in-aid, direct loans, loan guarantees, and tax
expenditures. Best available estimates would be employed in those
cases where actual budget authority and outlay figures could not
be provided.

All of the proposed sections of the budget are designed to
convey a better sense of the distribution and future implications
of Federal capital investments than is currently possible. Pro-
jections 5 years beyond the current budget year, or even longer,
would help to identify the direction and levels of Federal capital
investments and could aid in planning the commitment of resources.
Such planning might also include assessing the maintenance and

12
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Table 1

Credit Programs--General Government
(in millions of dollars)

Actual Estimate
1982 1983 1984 1985 1986
Direct loans:
Loans to U.S. territories
(loans made by FFB):
Net outlays -18 a/ a/ a/ -1
Outstandings 66 65 65 64 64
Federal buildings fund
(loans made by FFB):
New obligations b/ 12
Net outlays 8 -9 -10 -10 -11
Outstandings 522 513 504 - 493 48
Total, direct loans
New obligations 12
Net outlays -11 -9 -10 ~-11 -12
Outstandings 588 579 569 588 546
Guaranteed loans
Federal building fund:
Net change -35 -19 -20 -22 =21
Outstandings 674 655 635 613 592
Total credit budget
(new obligations and
new commitments) 12

a/$500 thousand or less

b/These are commitments made by the agency to guarantee loans that
the FFB will disburse. 1In effect, they are commitments for off-
budget direct loans, and are counted as such in the credit budget.
Policy responsibility for these loans rests with the guaranteeing
agency.

Source: Budget for fiscal year 1984.

Option 1 proposes a capital investment display similar to the credit
budget. Modifications to the credit program example would be neces-
sary to accommodate the various capital investment financing mech-
anisms or incentives: direct Federal outlays, grants-in-aid, loans,
guaranteed loans, and tax expenditures. '

13
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operational costs associated with the acquisition of capital
assets. The expectation that capital investments will provide
a long-term stream of benefits presupposes the long-term com-—
mitment of resources for proper maintenance.

Resectioning the budget to enhance its treatment of capital
investment would directly affect the presentation of the Presi-
dent 's budget proposals found in the primary budget document.

More specifically, the following would be altered: Part 3, Budget
Programs and Trends; Part 5, Meeting National Needs: The Federal
Program by Function; and Part 9, Summary Tables. In Part 3, the
addition of a new section discussing Federal capital investment
policy in an overall sense and the inclusion of summary tables
projecting long-term investment and other trends would facilitate
the planned use of scarce resources.

The new section in Part 3 could be aggregated and analyzed
in many different ways, depending upon the perspective one wishes
to take and which elements of the budget one wishes to emphasize.
We suggest a table (see table 2) and discussion of four broad
areas: defense and international, domestic programs, retirement
and insurance, and interest. Such a presentation would display
these broad "programs" by investment type and current activities
and would provide a broad perspective for policy analysis. Actual
and proposed budget authority and outlays for capital investments
and current activities by function (see table 3) could appear in
a new comprehensive table in Part 9.

More detailed new information on Federal capital investments
could appropriately be placed in Part 5 of the budget. This part
examines the range of Federal programs categorized by budget
function. It is also the location of the tables that already dis-
play Federal credit activities, which, as we noted previously,
serve as a precedent for handling capital investments suggested
here.

In Part 5, the discussion of each functional area of Federal
responsibility begins with a National Needs Statement. We propose
adding a specific reference to capital investment needs to the
statements concerning each of the functional areas, for which this
is a relevant consideration. (See figure 1l.) No such reference
would be necessary, for example, in the case of Interest, func-
tional code 900.

To present data on capital investments for each applicable
budget function, separate displays could be used for two broad
categories based on financing methods that have different charac-
teristics. The first category would include direct Federal pro-
grams, grants-in-aid, and direct loans, all of which are included
in the budget totals and result in expenditures whose magnitude,
at least in principle, is subject to computation. (We recognize,
of course, that there will be problems in estimating the propor-
tions of grants-in-aid that are actually capital-related.) The
second category would include loan guarantees and tax expenditures.

14
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Loan guarantees for capital investment purposes represent a con-
tingent liability for the Federal Government. Direct outlays
from the Treasury result only in those instances when recipients
of federally guaranteed loans default on repayment. Tax expendi-
tures constitute the conscious relinquishment of tax revenues to
encourage certain types of expendltures by private businesses and
individuals. They are not included in the budget totals and are
not subject to the controls of the appropriation process. Be-
cause the ultimate cost to the Federal Government of both loan
guarantees and tax expenditures is sufficiently difficult to cal-
culate with accuracy, capital investment data in the second cate-
gory could only be based on best available estimates.

Table 2

Analysis of Defense and International, Domestic
Programs, Retirement and Insurance Programs, and Interest
by Investment-Type and Current Activities

{(blilions of dollars)

Budget Authorit% - Outlais
1981 1982 1 1

Defense and international

Physical assets $ 53.9 §$ 73.9 $ 98.7 $ 39.7 $ 46.9 § 62.2
R&D 18.6 22.3 26.6 17.0 20.6 24.7
Loans 14.6 6.4 6.1 5.1 4.8 5.5
Current activities 131.1 147.5 164.1 120.1 139.0 155.1
Offsetting

receipts -11.1 -12.8 -14.4 -11.0 -12.8 -14.4

207.1 237.3 281.1 170.8 198.5 233.1

Domestic Programs

Physical assets 31.9 29.5 26.9 37.0 34.2 78.9
R&D 17.3 16.2 16.4 17.0 17.3 16.7
Loans 3.7 4.6 3.1 1.4 2.0 1.6
Current activities 153.7 131.1 111.3 138.2 138.4 123.0

Offsetting
receipts -24.2 =-31.7 =33.1 -24.2 =31.7 =-33.1
186.0 149.7 124.6 169.4 160.2 137.1

Retirement & Insurance

Current activities 291.4 333.0 349.3 282.8 321.1 340.1
Offsetting

receipts ~-18.7 -21.6 -21.3 ~-18.7 =21.6 -21.3

272.7 311.4 328.0 264.1 299.5 319.4

Interest (current) 96.6 117.4 134.8 96.6 117.4 134.8
Offsetting

receipts -13.0 ~16.6 +~20.4 ~13.0 -16.6 -20.4

83.6 100.8 T114.4 83.6 100.8 114.4

Total 749.4 799.2 848.1 687.9 759.0 804.0

Undistributed of f-
setting receipts -31.0 -33.7 -46.2 -30.7 -33.7 -46.4
Total $718.4 $765.5 $801.9 $657.2 $725.3 $757.6

i . e o o ——— o ot st it ————— " da k. pio
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Table 3

Analysis of Investment and Current Activities

by Function
(billions of dollars)

Budget Authority Qutlays
1981 1982 1983 1981 1982 1983
050 National Defense
Investment $ 72.2 $ 95.9 $124.9 $ 56.6 $ 67.4 § 86.7
Current 110.8 123.8 139.2 103.8 120.9 135.5
Offsetting
Receipts - .7 - .9 -1.1 - .7 - .9 -1.1
Total 182.3 218.9 263.0 159.7 187.4 221.1
150 International
Affairs
Investment 14.9 6.7 6.5 5.2 4.9 5.7
Current 20.3 23.7 24.9 16.3 18.1 19.6
Offsetting
Receipts -10.4 ~11.9 =-13.3 -10.4 -11.9 ~13.3
Total 24.8 18.5 18.1 11.1 11.1 12.0

250 General Science,
Space, and

Technology
Investment 6.5 7.0 7.8 6.3 6.9 7.6
Current .1 ——— - .1 .1 -
Offsetting
Receipts - === === - e - -
Total 6.6 7.0 7.8 6.4 7.0 7.6
270 Energy
Investment 7.1 6.6 4.4 10.4 8.2 4.7
Current 1.5 1.6 1.6 l.6 1.5 .9
Offsetting
Receipts -1.9 -3.3 -1.6 -1.9 -3.3 -1.6
Total 6.7 4.9 4.4 10.1 6. 4.0
300 Natural Resources
and Environment
Investment 8.4 8.4 8.2 10.7 10.8 9.7
Current 5.1 5.1 4.7 5.1 5.2 4.8
Offsetting
Receipts -2.4 -3.5 -4.6 -2.4 -3.5 -4.6
Total 11.1 10.0 8.3 13.4 12.5 9.9
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Fiqure 1

National Needs Statements
Contained in Part 5 of the Budget

TRANSPORTATION

National Needs Statement:

e Maintain a safe, reliable, and efficient transpor-
tation system to meet the needs of commerce and
the public, with maximum reliance on the private
sector and, secondarily, on State and local
governments.

The Federal Role in Meeting the Need:

e Assist the States in developing and maintaining a
highway system capable of providing for inter-
state commerce and the national defense.

e Provide capital assistance to repair and modern-
ize existing mass transit systems, especially in
large cities, while operating subsidies are
phased out.

e Encourage the development of self-sufficient, cost-
effective rail systems for freight and passengers.

e Provide safe and reliable management of the air
space and of facilities within which the aviation
system operates.

® Facilitate a safe, reliable, and efficient marine
transportation system.

Source: The Budget for fiscal year 1983.

’Option 1 would add a statement on capital investment
similar to this for each functional category having
significant capital investment activity. In the 1983

budget, such a statement appeared only in the Trans-
portation function. 1In the 1984 budget, the format
for national needs statements has been modified and

Lshortened.
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Although capital investments could be displayed separately
in the budget, such information must be aggregated from data
derived from individual appropriation accounts. These accounts
are included in the Budget Appendix, but data displayed within
them do not currently lend themselves to aggregate presentations
a resectioned budget would require. OMB instructions (OMB Circu-
lar A-11, July 1982) for preparing budget estimates recommend how
to deal with capital investment in the program and financing
(P&F) schedules. Section 32.2 provides that direct Federal capi-
tal investment will be shown separately from current operating
expenses in the "program by activities" section of the P&F sched-
ules if the amounts are material. Otherwise, they will be
included in operating expenses without identification. Amounts
reported in P&F schedules will be consistent with the amounts
reported for the corresponding classification categories for Spe-
cial Analysis D. Where capital investments are shown separately,
the side headings "Operating expenses" and "Capital investment"
will be used.

Identification of Federal capital investments at the appro-
priation account level would be facilitated if detailed displays
of information were more frequently and consistently presented.
This is currently not the case. Some accounts clearly distin-
guish between operating and capital, and others make no distinc-
tion at all. Sections on "capital investment" either display an
aggregated dollar amount for all capital activities or use highly
specific descriptive categories. Many of those accounts that
make no distinctions do, in fact, finance capital investment, as
indicated in the object classification displays.

Another difficulty with the existing presentations of capi-
tal investment in the program and financing schedules is that
there is no distinction between capital and operating costs fund-
ed through Federal grants-in-aid. (See table 4.) We have pre-
viously discussed displaying by budget function the aggregate
capital investment that is funded through direct Federal pro-
grams, direct loans, and grants-in-aid. Consistent treatment of
capital investment would also require displaying information on
the percentages of grants used for capital investment purposes.
Such information could be provided in displays for individual
appropriation acounts as well as in summary tables. 1In the
absence of hard data, estimates of the relative proportions of
capital and operating costs funded by grants-in-aid would be use-
ful. Also, it would be desirable to obtain more reliable infor-
" mation that distinguishes between the capital and operating com-
" ponents of grants for previous budget years in the column that
j presents actual as opposed to estimated outlays.

‘ The separate display of capital investment in the unified
- budget should be carried out uniformly and consistently in all
those sections of the budget documents to which the distinction
between capital investments and operating expenditures applies,
including the individual appropriation account information as
well as the summary tables.
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Table 4

Urban Mass Trangporation Fund

APPENDIX III

Program and Financing (in thousands of dollars)

Identification Code 69-1119-0-1-401

Program by Activities:
Direct Program:
Urban Discretionary Grants
Urban Formula Grants
Nonurban Formula Grants
Formula (block) Grants
Interstate Transfer Grants
Washington Metro
Regearch and Training
Administrative Expenses
Soclal Research
Waterborne Demonstration
Commuter Rail Operating
Subsidies

Total Direct Program
Reimbursable Program

10.00 Total Obligations
Financing:
11.00 Offsetting Collections
From: Federal Funds
17.00 Recovery of Prior Year
Obligations
Unobligated Balance Avail-
able, Start of Year:
21.40 Appropriation
21.49 Contract Authority
22.40 Unobligated Balance Trans-
ferred From Other Accounts
Unobligated Balance Avail-
able, End of Year:
22.40 Appropriation
24.49 Contract Authority
25.00 Unobligated Balance Lapsing

Budget Authority

1982 Actual 1983 Est.
1,707,705 1,608,000
1,348,884 1,236,000
74,320 70,000
567,483 365,000
—— 240,000
63,470 59,520
25,533 28,566
278 500

1,277 777

367 -——-
3,789,267 3,608,363
58,394 123,268
3,847,661 3,731,631
-58,394 ~123,268
-59,852 -——-
~835,484 -663,410
-33,733 -——
633,410 621,213
8’630 -
3,532,238 3,566,166

1984 Est.

300,000
51,500
1,973,500
380,000
230,000
51,700
29,666
300

3,016,666
3,000

3,019,666

-3 ,000

-621,213

269,713

-

2,665,166

Nonurban Formula Grants--Provides transit operating and capital grants on the

basis of a formula to areas with populations below 50,000,
this program are provided within the new formula grant program.

Source:

uished.

Appendix to the Budget for fiscal year 1984.
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OPTION 2: PREPARE A NEW INFRASTRUCTURE
AND CAPITAL INVESTMENT ANALYSIS

A new "infrastructure and capital investment analysis" is
one way of providing capital investment data within the current
budget. 1In addition to its prospective role for presenting
aggregate data on Federal capital investment, it could also be
used to reveal some of the policy implications of current capital
investment levels. To ensure that this approach has adequate
visibility in the budget documents, it could include a descrip-
tive analysis in Part 3 of the budget--Budget Program and Trends
--and tabular budget data in a new special analysis.

The descriptive analysis in Part 3 of the budget could dis-
cuss Federal capital investment policy and policy changes, pro-
grams, trends, and major problem areas. Two new special analysis
tables could be prepared, one covering investment in existing
assets and the other covering investment in new additions to
public facilities.

For existing assets, the first analysis (see table 5) could
show the past year's outlays, current year estimates and budget
year estimates at current policy levels, and budget year outlays
under the administration's proposed policy.

Table 5
Special Analysis __
Current Level Capital Qutlays for Existing Inventory

by Function and Program
(millions of dollars)

Current Level 1984
1982 1983 1984 Proposal
"400 TRANSPORTATION
401 Ground Transportation
Highways XX XX XX XX
Mass Transit XX XX XX XX
Railroads XX XX XX XX
Subtotal XXX XXX XXX XXX
402 Air Transportation
Airways and Airports X b4 X X
403 Water Transportation
Marine Safety and
Transportation X X X X
Ocean Shipping _X X X X
Subtotal XX XX XX XX
404 Other Transportation X X X X
TOTAL XXX XXX XXX XK X
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The second analysis (see table 6) would cover additions to
the existing stock of assets. It would show investment for the
past year, the current year, and the budget year under current
policy; budget year investment under the administration's pro-
posed policy; and expected additions to the capital stock. Thus,
this analysis and the one on existing public facilities would
enable policymakers and decisionmakers to determine whether to
expand the capital stock or to maintain the existing capital
stock according to national needs and policy.

Table 6
Special Analysis __
Current Level Outlays for New Capital

by Function and Program
(millions of dollars)

Addition to
1984 = Inventory
1982 1983 1984 Prop. 1984 1989

400 TRANSPORTATION

401 Ground Transportation XX XX XX XX XX XX
Highways XX XX XX XX XX XX

Mass Transit X X X X X X
Railroads X .3 X _X _Xx _x
Subtotal XXX XXX XXX XXX XXX XXX

402 Alr Transportation
Airways and Airports x b4 x X X X

403 wWater Transportation
Marine Safety and

Transportation X X x X X X

Ocean Shipping X X X _X X X
Subtotal XX XX XX XX XX XX

404 Other Transportation X X X X X X
TOTAL XXX XXX XXX XXX XXX XXX

Both of the proposed analyses could be prepared using the
budget functional format that is designed to relate Federal
policies to the satisfaction of national needs. Major programs
would follow the functional categorization. This would allow the
decisionmakers to focus on areas of investment priorities and
allocation of scarce budgetary resources. It would also be pos-
sible to distinguish between direct Federal investment where
assets are owned and maintained by the Federal Government and
those investments that are not owned and maintained by the Fed-
eral Government.
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Preparing infrastructure and capital investment analysis
tables would require the agencies to prepare and maintain an
inventory and condition assessment against which projected spend-
ing authority and outlays could be judged. 1In this regard, cer-
tain complexities would have to be resolved; capital investment
is not quite analogous to providing beneficiaries with a constant
stream of services. Capital projects have discrete life cycles:
There will always be new starts, ongoing efforts, completions,
and disposals of existing assets. Also, Federal investment in
capital assets involves both outlays for assets owned and main-
tained by the Federal Government and grants to State and local
governments for assets owned and maintained by them.

Examining capital investment for physical assets already in
the inventory and new assets to be acquired in relation to a
level of existing activity provides no sense of how well national
needs in this policy area are being served. Although existing
qualitative and quantitative information on national investment
requirements is imperfect, enough data could be made available to
produce a descriptive analysis along with a gross characteriza-
tion of the budget's effect. Preparing and presenting data on
national capital needs would also provide an important incentive
to improve and expand data bases that characterize the number,
description, and condition of Federal capital assets.

Adequate capital investment inventories and condition
assessment information would be available to assist Federal deci-
sionmakers in addressing the difficult but unavoidable problems
that scarcity and budgetary constraints impose upon them. Gener-
ally, the concepts, procedures, and the data for this alternative
are not developed or readily available. Such items as the com-
patibility of data in data bases and how to treat grants versus
direct Federal investments would have to be overcome to make this
a viable alternative to a separate capital budget. Despite the
wealth of information that would be available to assist decision-
makers in making informed decisions, it may take considerable
effort, time, and money to fully carry out this option.

OPTION 3: IMPROVE THE SPECIAL
ANALYSES OF THE BUDGET

The collection of better data on Federal capital investments
and their display in the Special Analyses, which constitute a
companion volume to the President's budget proposals, is a third
option. It is the easiest to carry out but has less potential
impact than the other two. This option would entail revising
Special Analysis D, "Investment, Operating, and Other Federal
Outlays,"” to display information in a format that would be of
greater use to decisionmakers. It would also require that an
improved version of the Special Analysis on "Federal Public Works
Activities"™ be reinstated. (It was deleted from the budget docu-
ments after 1974. See table 7.)
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Table 7

Table 0-9. FEDERAL PUBLIC WORKS ACTIVITIES (in millions of dollars)

By Major- Function and Agency

Function, Agency, and Program

Budget Authorit Outlays
1972 1973 1974 1972 1973 1974

Actual Estimate Estimate Actual Estimate Esgtimate

Civil Public Works

Natural Resources and Environment

Department of Agriculture:
Soil Conservation Service:

Flood prevention and watershed

protection:
Direct work
Grants

Forest Service: Roads, research,

recreational, and other
facilities a/

Department of Defense--Civil:
Corps of Engineers--~Civil:
Flood control, navigation, and

multi-purpose projects with
power

Trust funds

Grants

Department of +he Interior:

Bureau of Land Management:
Roads and other facilities:
Bureau of Outdoor Recreation:
Grants for recreation
facilities
Office of Coal Research: Dem-
onstration plans
Bureau of Sport Fisheries and
Wildlife: Facilities
National Park Service: Park-
ways, roads, buildings and
utilities a/
Bureau of Reclamation:
Irrigation and multiple-
purpose projects with
power a/
Small irrigation projects:
Grants
Loans
Power transmission facilities:
Bonneville Power Administra-
tion
Southwestern Power Adminis-
tration
Office of Saline Water:
Faclilities

0.3 0.4 0.2 0.3 0.4 0.5
103.1 116.8  65.9 80.0 102.1 82.4
202.4 94.7 79.2 157.7 209.1 152.1

1,077.2 1,281.5 933.3 1,054.7 1,114.5 1,006 7
18.4 19.7 18.4 19.5 20.0 19.0
1.2 1.2

21.1 12.1 8.8 15.9 15.1 17.9
147.2 105.0  28.9 42.7 72.9 92.4
12.5 25.0  28.3 1.8 15.7 24.5
7.2 6.9 5.0 8.2 5.8
127.0 44.8  23.5 51.0 59,7 69.9
277.0  348.1  203.8 240.6  349.6 298.8
b/ 1.6 3.1 2.2 2.9
11,4 18.8 13.6 11.2 20.0 15.1
87.4 89.7  93.8 90.2 82.3 89.8
0.9 0.7 0.5 2.6 1.7 0.6

0.3 0.3 0.4 0.4

a/Includes amounts from trust funds.

b/Less than $50,000.

Source: Special Analysis O, Budget for fiscal year 1974,

Option 3 would restore an improved version of this special analysis.
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Special Analysis D could become an appropriate vehicle for
disseminating information on Federal capital investments. It is
part of the existing budget documents and is published in con-
junction with the formal budget. It is prepared by the staff of
the Office of Management and Budget, which has the built-in capa-
bility to analyze current Federal spending in the capital invest-
ment area as well as direct access to the data necessary to
describe the dimensions of the Federal role. Unfortunately, Spe-
cial Analysis D is currently an after-the-fact presentation based
on the President's budget proposals that have already been made.
It could be, along with a Federal Public Works Special Analysis,
of value to the Congress and the public in assessing Federal
investment activity.

In our previous report, "Federal Capital Budgeting: A Col-
lection of Haphazard Practices" (PAD-81-19), we indicated some of
the deficiencies of Special Analysis D. 1/ Although OMB has made
some modifications to the analysis, addressing some of our con-
cerns, the data displayed in this analysis do not constitute full
disclosure of Federal capital investment activities.

As it is currently published, Special Analysis D distin-
guishes between current and investment-type outlays and further
subdivides them between civil and national defense programs. The
examination of investment-type outlays proceeds by using such
categories as loans, construction and rehabilitation of physical
assets, acquisition of major equipment, commodity inventories,
conduct of research and development, conduct of education and
training, etc. OMB made improvements beginning with the 1984
budget presentation to include new summary tables for major pub-
lic physical capital investment to display the historical trends
both in current and constant dollar amounts. They have also
included an addendum to include the capital investment activities
of off-budget agencies. Despite these improvements, the categor-
ies of capital investment in the summary tables do not consis-
tently parallel the lines of responsibility for decisionmaking in
the Congress (see also p. 26). Also, the concept of investment
used in Special Analysis D goes well beyond the more limited
notion of physical capital that we are discussing here,

1/The limitations noted in our report included the (1) inaccurate

~ portrayal of the magnitude of capital investment activity be-
cause outlays from one category are netted against the receipts
from the same category, (2) failure to include the financial
activities of off-budget agencies, (3) inadequate representa-
tion of total capital stock because capital outlays are dis-
played for only 3 fiscal years, (4) inconsistent definition of
physical capital, and (5) misleading treatment of programs in
which the recipients have discretion over the use of funds for
capital or operating purposes.
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One of the primary purposes of the President's budget is to
describe our national objectives and the costs of their attain-
ment. The budget itself, as distinguished from Special Analysis
D, displays actual and projected expenditures using 17 broad
functional categories. These budget functions provide a way for
grouping together related programs without regard to the patterns
of agency responsibility for their execution. They represent a
viable choice for displaying information on capital in Special
Analysis D in a way that would be consistent with the policymak-
ing categories being used by the Congress. Knowing what the Fed-
eral Government spends on capital items for national defense,
energy, transportation, natural resources and environment, com-
munity and regional development, and other functional areas gives
us an important perspective on our current priorities and in-
creases our knowledge about potential future costs.

Although using the budget function categories to display
capital information would improve Special Analysis D, other limi-
tations remain to be addressed. 1In particular, its utility for
decisionmaking and oversight is constrained by two practices
noted earlier: the net reporting of appropriation account
receipts (offsetting collections) and the handling of disburse-
ments whose use is at the discretion of the recipient (general
revenue sharing and block grants). Both practices lead to the
reporting of data that may incorrectly state the magnitude of
Federal activity in the categories in which it is recorded. OMB
Circular A-11, "Preparation and Submission of Budget Estimates,"
gives the following directions:

In the case of some grants-in-aid programs (such as
community development block grants), the recipient
jurisdiction has discretion between using funds for
current or investment-type purposes. In such instan-
ces, all of the outlays for grants are to be recorded
in the category where the majority of the funds are
anticipated to be used. (July 1982, A-2)

Notwithstanding the difficulties in tracing the use of dis-
cretionary funds, OMB's reporting instructions to the executive
agencies magnify the inaccuracies in agency data submissions. If
over 50 percent of a grant were anticipated to be used for capi-
tal investment purposes, 100 percent of the grant would be in-
cluded in a capital investment category within Special Analysis
D. The error attributable to miscategorization in such an in-
stance could constitute up to 49 percent of the total funding of
the grant. Although the optimal remedy for this problem would be
the institution of better estimating procedures to determine the
patterns of Federal grant utilization, a temporary measure might
be considered. Recording outlays for broad-based grants whose
primary expected use is capital in nature as 75 percent capital,
25 percent operating, reduces the maximum possible error due to
miscategorization to 25 percent.
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The second part of this option relates to public works,
which represents a major component of Federal capital investment
activity. Public works covers a wide variety of projects that
collectively contribute to the building of public infrastructure,
those core structures and facilities upon which both the public
and private sectors of our national economy are based.

A special analysis, "Federal Public Works Activities," last
appeared as a part of the budget for fiscal year 1974. The dis-
continued analysis contained a very useful compendium of tables
designed to describe the character and magnitude of the Federal
public works role. In particular, table 0-9 was very useful for
assessing the range of Federal activities because it presented
data by major function and agency. We believe that this type of
budget presentation is crucial to maintaining informed congres-
sional decisionmaking on public works.

In our draft report we stated that even if Special Analysis
D were revised appropriately, the importance of information on
Federal public works activities calls for its separate treatment
in a restored special analysis along the line of the analysis
discontinued after 1974. According to OMB, the special analysis
was discontinued because sufficient information was available in
Special Analysis D and the increasing complexity of the budget
process required elimination of marginal--but useful--analyses.
However, at the time the public works special analysis was dis-
continued, Special Analysis D was in a different format and pro-
vided more information than it currently does.

Special Analysis D has been modified and now has summary
tables of Federal outlays for major physical capital investment.
OMB has also prepared and made available more detailed data in a
series of tables not included in the budget documents. This
series of tables includes direct Federal capital investment for
defense and non-defense activities and grants to State and local
governments since 1941. The defense and grants data are general-
ly presented on a functional and major program basis, whereas the
non-defense direct investment tables are based on the Special
Analysis D categories of construction and rehabilitation and
acquisition of major equipment. We believe that if OMB continued
to make improvements to the data supplied by categorizing it all
on a consistent functional and major program basis, including a
greater level of detail from the old public works special analy-
sis, and packaging it as a new public works analysis, significant
improvements in information would be available to the executive
branch for planning and budgeting and to the Congress for autho-
rizing and funding capital investment programs.

WEIGHING THE OPTIONS

All three options are designed to remedy the inadequate
presentation of capital information within the unified budget
framework. None of them incurs the disadvantages that we have

indicated to be associated with adopting a Federal dual budget
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system. None of them requires the depreciation or the debt
financing of capital assets, two attributes usually associated
with a separate capital budget. Beyond these similarities,
however, are important differences that should not be obscured.

The proposal to resection the unified budget to distinguish
between capital investment and current Federal programs and obli-
gations is an option that would affect the budget formulation
process within the executive branch. Resectioning facilitates
the careful consideration of spending aggregates for capital
investment and current programs as the President's budget propos-
als are being prepared, These focal points would also serve to
sharpen the congressional response to the Presidential budget
initiatives by increasing the visibility of each type of outlay.
Thus, the major advantage of this option is that it presents
capital outlays in both aggregate and as components of individual
programs for use in budget debates and in decisionmaking at all
levels,

An infrastructure and capital investment analysis could
require an inventory and condition assessment of the existing
infrastructure. Based upon this information, both current levels
of effort and the proposed levels could be compared. Such an
analysis would greatly enhance the Federal decisionmakers' infor-
mation upon which critical decisions must be made. However, the
development of the data bases by the agencies to support such
analyses would probably be time-consuming and expensive.

Modifying Special Analysis D and preparing a new Special An-
alysis on Federal Public Works Activities are stopgap measures.
Although the information these special analyses could provide
would strengthen the ability of the Congress to perceive overall
dimensions of the Federal capital investment role, their timing
and largely descriptive nature limit their potential usefulness
for policymaking.
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EXISTING CAPITAL BUDGETING PRACTICES

Many organizations are bound by operational or legal con-
straints that dictate the use of capital budgets. Businesses,
for example, must separate current expenses from capital outlays
to determine net profit or loss. Most State and local govern-
ments distinguish between capital and operating expenses because
they are required by law to present balanced operating budgets.
Often, businesses and governments use capital budgets as plans
for determining the need for and nature of capital assets, as
well as their cost, timing of acquisition, and methods of fi-
nancing. The Federal Government, however, treats capital asset
outlays in the same manner as current operating expenses because
it is not bound by any of the constraints that would require it
to separate the capital and operating portions of the national
budget.

BUSINESS ACCOUNTING AND CAPITAL
BUDGETING PRACTICES

Business accounting practices are designed to portray accu-
rately the magnitude of the firm's current operations, the value
of its assets, and the extent of its indebtedness. Creditors,
stockholders, and government agencies require information con-
cerning these three factors. Consequently, businesses typically
report data on their revenues, expenses, profits, tax liabilities,
assets owned, depreciation, and equity and bond issues. Many of
these data and the structure of the budget and financial statements
in which they appear are not relevant to many of the purposes and
responsibilities of the Federal Government.

Unlike the Federal Government, business firms usually do not
deduct total capital outlays from current revenues in computing a
"bottom line." Rather, capital expenses are shown as a series of
operating charges representing the annual depreciation of capital
assets and the cost of borrowing. Businesses charge depreciation
in order to allocate proportionately the investment costs of depre-
ciable assets to each accounting period during which the asset
was used in the production of goods and services and to recognize
the decline of service potential. Annual depreciation for tax
purposes is determined using the Internal Revenue Code. 1/ De-
preciation for accounting purposes may be determined on a basis
more consistent with the estimated life of the asset.

Many businesses draw up separate capital budgets that show
large capital outlays scheduled to be made in future years, the
proposed means to finance them, and their expected benefits.

In this regard, the purpose of the capital budget is to help

l/Sections 167 and 168 of the Internal Revenue Code guide this
determination. However, accelerated tax depreciation schedules
do not correspond to the actual service life of an asset based
on physical wear and tear and/or technological obsolescence.
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evaluate the need for and nature, cost, and timing of acquiring
and financing long-lived assets. This is similar to the capital
budgeting practices of State and local governments.

STATE AND LOCAL GOVERNMENTS' ACCOUNTING
AND CAPITAL BUDGETING PRACTICES

State and local governments use capital budgets as plans for
acquiring and financing capital items. Frequently, capital items
are distinguished and separated from the operating budget because
of a legal requirement to balance operating budgets. However,
they are not identical to business models. Generally, strict
business-type accounting methods are not used. Usually, except
for self-supporting enterprise funds, State and local governments
do not draw up business-type balance sheets of assets and liabil-
ities, nor do they provide an estimate of asset depreciation.
This makes it impossible to compute their net worth or determine
whether their stock of assets is increasing or decreasing. Where
depreciation is used, the productive life of an asset is often
defined the same as in business accounting practices.

Capital budgets have become an essential part of the finan-
cial plans of State and local governments. Although the defini-
tion of capital varies substantially, many capital budgets sum-
marize each capital item's need, cost, method of financing, and,
in some cases, its anticipated contribution to the community.
Used in this way, the capital budget is a good way of displaying
proposed capital projects--such as schools, sewer and water sys-
tems, public parks, and the like~-and focusing the public's
attention on a very important segmet of government operations.

Capital budgets have also become an effective means of
carrying out the long-term projects of State and local govern-
ments. For the purpose of obtaining borrowed funds, capital
budgets are indispensable because State and local governments

--often operate under legislative constraints that restrict
borrowing and taxing ability (mandatory debt ceilings,
requirements to balance the budget, limitations on tax
rates and what can be taxed), and

--must meet solvency criteria set by investment bankers to
gain access to financial markets. 1/

l/Between 1972 and 1977, debt financing of State and local capi-
tal outlays declined from slightly over one-half to slightly
over one-third of totals for this type of expenditure. There
has been a corresponding, although not uniform, increase in re-
liance upon Federal grants-in-aid for capital financing, which
in 1977 reached a 21 year high of 47 percent. Users fees,
short-term debt, and accumulated reserves are also sources of

v
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Separate budgeting for capital and operating expenses can
and has caused coordination problems for State governments. One
State developed its capital budget independent from its operating
agencies. This resulted in the construction of facilities that
were unplanned and even unwanted by the agencies that had to
operate them. However, many States are recognizing this over-
sight and are improving their capital planning techniques. Oper-
ating and capital budgets are now often contained in the same
document or handled as companion documents within a coordinated
timetable. The recognized interdependence of capital assets and
their operations has increased this type of coordination.

Many of the reasons that a capital budget is useful to State
and local governments do not apply to the Federal Government.
These include the fact that the Federal Government

--does not need a capital budget to preserve its credit
rating and obtain access to the financial market:;

--is not, in its ability to borrow, affected by asset
acquisition, as in the case of municipal governments; and

--is not subject to the solvency criteria investment bankers
enforce on local governments.

Instead, the Federal Government makes capital investment deci-
sions within the boundaries set by aggregate debt limits, spend-
ing ceilings for each of the functional areas within the budget,
and targeted levels of taxation. Collectively, these components
of the budget process provide a major means of discipline for
fiscal policy.

capital investment funds. See U.S. Department of Commerce, A
Study of Public Works Investment in the United States, April”

1880, vol. I, ch. 4.
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CAPITAL BUDGETING CONCEPTS AND
THEIR IMPLICATIONS

How capital items are defined determines the percentage of
total outlays that can be included in a capital budget. Varied
definitions of capital assets can affect the respective sizes
of capital and operating budgets and directly influence the
size of the Federal deficit.

WHAT IS A CAPITAL EXPENDITURE?

Because there is lack of agreement on what should be clas-
sified as capital, organizations use various classifications.
Different organizations using different definitions of capital
items and capital budget totals showing large fluctuations
from year to year complicates assessing the real costs of capital
investment. Comparing yearly totals may be misleading because
of irregular rates of new acquisitions or major rehabilitation
of capital assets, and totals aggregated for more than one organ-
ization may be misleading because of the varying capital invest-
ment definitions used by different organizations. Under a dual
budget system, it is often argued that the operating budget should
be balanced, and thus the incentive is strong to define capital
as broadly as possible.

Generally, businesses define capital expenditures according
to accounting principles and tax regulations. However, there is
still some variation among businesses as to what is counted as a
capital item. As a matter of prudence, State and local govern-
ments restrict capital expenditures to tangible assets, but their
definitions of this term also vary widely.

For the Federal sector, limiting the definition of capital
to federally owned non-military tangible assets would be very
restrictive. Less than 6 percent of Federal outlays (see p. 35)
are in this category. Using this definition would give only a
partial picture of the Federal Government's contribution to asset
formation. The Federal Government plays various roles in stimu-
lating capital investment. It directly builds and maintains
infrastructure, such as bridges and roads, and helps State and
local governments do the same through grants-in-aid. The Federal
Government also helps individuals and businesses with capital
investments by making direct loans and by guaranteeing loans
obtained from private sources. Frequently discussed but probably
the least direct stimulus to capital investment provided by the
Federal Government is the use of tax incentives, such as tax
credits and accelerated depreciation allowances.

Direct Federal programs, grants-in-aid, loans, loan guaran-
tees, and tax expenditures have diverse effects when they con-
tribute to the building of infrastructure and the stimulation of
private sector capital formation. It is difficult to identify
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the scope and intensity of the Federal role even in those areas
where that role seems to be the most straightforward. Although
direct Federal programs and grants-in-aid, for example, often
produce highly visible public facilities--highways, mass transit
systems, waste-water treatment plants, and the like--the benefits
of these projects for the private sector of the economy are often
unmeasureable. Not only do private corporations depend upon pub-
lic facilities for the conduct of commerce and industry, but
their own decisions to invest in new capital may be influenced--
in some cases decisively--by Federal investments either projected
or current.

Notwithstanding the virtues of adopting a broadly based
definition of capital investment, it is important to note the
potential pitfalls in doing so. Any departure from defining cap-
ital investments in terms of tangible assets clears the way for a
wide range of expenditures, each possessing a legitimate claim to
be classified as developmental or capital forming. The problem
is: where does one stop? Exactly what should be called capital
is a policy choice and depends on how the Congress chooses to use
the budget. Keeping a capital budget free from manipulation re-
quires a precise and consistently used definition of capital. 1/
It is worth noting, however, that unified budgets can be similar-
ly abused through the use of off-budget items. '

Alternative definitions

Assets are defined as "probable future economic benefits ob-
tained or controlled by a particular entity as a result of past
transactions or events.," 2/ But, classifying an item as an asset
does not solve the problem of defining which items to capital~
ize. Tangible assets run the range from supplies to buildings,

]/New York City is a prime example of how a capital budget can be
manipulated. GAO has conducted several reviews (PAD-77-1, GGD-
78-13, and GGD-80-5) of New York City's fiscal crisis. These,
as well as a study entitled The Future of New York City's
Capital Plant, prepared by the Urban Institute, showed that New
York included in its capital budget many expenditures that, in
strict municipal accounting terms, are generally operating
costs. These included funds for manpower training and voca-
tional education, code enforcement, repair programs, purchase
of motor vehicles, and lease payments. By listing these expen-
ditures as capital, the City removed them from a severely con-
strained operating budget and made them eligible for bond
financing. 1In fiscal year 1975, which was the onset of New
York's fiscal crisis, these expenditures exceeded 50 percent of
the capital budget.

z/Financial Accounting Standards Board, "Statement of Financial
Accounting Concepts No. 3," December 1980.
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yet no one would dispute treating supplies as current and
buildings as capital expenditures. What is not clear is how to
treat the assets that fall between these extremes.

Deciding which assets to capitalize is largely a matter of
judgment and depends on the asset's life, value, and frequency of
procurement. To place an asset in the capital category, it must
have a service life longer than the fiscal period, usually 1
year. Beyond this, the distinction between operating and capital
items lies in the perceived role of an item in relation to other
items being classified and, generally, whether the item is a re-
curring or non-recurring expenditure. What would be considered a
capital item for a small municipality might be regarded as too
insignificant to be similarly classified by a large city, a
State, or the Federal Government. Furthermore, most of the time
only non-recurrjing expenditures are considered capital.

Despite the inherent problems of classification, specific
criteria for defining capital must be established before a capi-
tal budget can be used at the national level. For the Federal
Government, criteria could take numerous forms, such as the
nature of the asset, the asset's ownership, or the asset's rela-
tionship to accomplishing agency and program goals. Using these
criteria, it is necessary to determine whether the definition of

capital

--gshould be restricted to only tangible assets or broadened
to include research and development expenditures and
financial assets,

~-should include only civilian assets or also military
assets,

~--ghould include only federally owned assets or also those
assets totally or partially financed by the Federal
Government but not federally owned, or

--gshould be restricted to those major items needed to accom-
plish an agency's primary mission as opposed to those
items that provide administrative support.

Whether or not capital investments used for defense purposes
should be included in a capital budget raises an issue meriting
closer attention. Defense assets are often highly specialized in
the purposes they serve, may be highly expendable for the same
reason, and may also be subject to rapid and unpredictable tech-
nological obsolescence. It is commonly believed that defense
assets are not productive in the same way as are the capital
assets of the private sector or of Federal civilian agencies.
These grounds could be used to justify excluding defense invest-
ments from a capital budget.

One way of arguing for including defense assets in a capital
budget is to consider which of these assets are potentially
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transferable for civilian Federal or private sector use. Only
transferable defense assets would then be capitalized. The pri-
mary difficulty with this approach is the arbitrary assumption
upon which it is based., Many capital assets, regardless of the
sector of society that uses them, are highly specialized, vulner-
able to premature deterioration and subject to technological
obsolescence. When private sector or civilian Federal assets are
considered in these terms, little justification would seem to
exist for no longer regarding broad categories of "rapidly depre-
ciable" assets as capital investments. Insofar as an asset has a
projected useful life in excess of 1 year and is expected to
deliver a stream of future benefits, a cogent argument can be
made for treating it as capital. So viewed, defense assets can
be regarded quite appropriately as capital investment, although
there may be other reasons for their exclusion from a capital
budget.

1
HOW CAPITAL EXPENDITURES ARE DEFINED CAN

AFFECT THE FEDERAL OPERATING SURPLUS OR DEFICIT

A number of advocates and opponents often assume that if the
Federal Government had a dual budgeting system current expendi-
tures would be kept in balance with annual receipts, while capi-
tal expenditures would be handled through debt financing. This
being the case, how capital is defined affects the size of the
operating budget deficit or surplus. To illustrate this point,
we have developed five different definitions of capital, applied
them to the Federal budget, and determined to what extent the
resulting operating expenditures would be covered by total re-
ceipts. These definitions of capital range from a very narrow
definition that includes only federally owned civil tangible
assets to a very broad one that includes civil and defense physi-
cal assets, research and development, and education and training
outlays. (See table 8.) Although capital can be defined in many
ways, we restricted ourselves to five.

If a separate capital budget were adopted and there were a
requirement to balance the operating budget, priorities should be
established regarding payment of outlays. Under a dual budgeting
system, payment of operating outlays can take precedence over
making capital expenditures. Under these circumstances, total
annual receipts are first targeted to meet operating expendi-
tures. A combination of the current budget surplus, if any
exists, and long-term debt is then used to finance capital out-
lays. This practice makes the definition of capital very impor-
tant in determining both the size of the operating budget and the
degree of reliance upon debt financing.

Because no uniform criteria for defining capital are used,

organizations can classify a wide range of items as capital. We
developed the five budget models based on different definitions
of capital to illustrate how the budget totals are dependent on a
particular definition. 1Initially, we divided the unified budget
into its operating and capital components, based on each model's
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definition of capital. To do this, we extracted the actual out-
lay figures for fiscal year 1979 through 1982 from Special Analy-
sis D based on the definitions of capital shown in table 8. For
example, capital is defined in model number 1 as civil tangible
physical assets.

Table 8

Cumulative Percentage of Capital Outlays
Based on Different Definitions of Capital

Cumulative Percentage

Model of Total Budget Outlays

Number Definition of Capital

1 Civil: Construction and rehabilitation
and acquisition of physical

1979

1980

1981

1982

assets 5.8 5.5 4.9 4.2
2 Plus: Defense construction and reha-

bilitation and-acquisition

of major equipment and other

physical assets 11.8 11.2 10.9 10.9
3 Plus: Civil research and development 14.7 13.9 ©13.5 13.0
4 Plus: Defense research and

development 17.2 16.4 l6.1 15.7
5 Plus: Civil education and training 22.3 21.0 20.1 18.6

Capital outlays are calculated by combining the data
displayed in Special Analysis D in the civil construction and
rehabilitation of physical assets category with those in the
acquisition of major equipment category. Each subsequent defini-
tion of capital we describe is cumulative. In other words, each
definition includes not only the categories of items for that
particular definition of capital but also the categories used in
the previous definitions.

Once the capital outlay totals for all 4 fiscal years and
each definition of capital were determined, we subtracted the
capital outlay total for each fiscal year from the unified budget
total of that year to determine operating outlays. Finally, we
subtracted operating outlays from total receipts to determine the
deficit or surplus. As is shown in table 9, the operating budget
picture changes as the definition of capital changes, For exam=-
ple, the fiscal year 1982 operating outlays exceed total receipts
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by $79.8 billion for model 1 (civil construction and rehabilita-
tion and acquisition of physical assets). If defense physical
capital (model 2) is also subtracted from the operating budget
the deficit is reduced to $31.0 billion. If civil and defense
research and development is subtracted, there is a $3.6 billion
surplus that can be applied to a portion of capital outlays.
This surplus grows to $25.2 billion when human cuipital (model 5,
civil education and training) is subtracted from the operating
budget.

Table 9

Effect of Removing Capital Ttems from the Federal Budget
on the Deficit or Surplus for 1979-1982
Five Definitions of Capital a/

Fiscal Actual Budget Model Number
Year Deficit/Surplus 1 2 3 4 5
1979 -27.17 0.8 30.2 44.4 56.6 82.0
1980 -59.6 -28.0 4.9 20.5 35.1 61.3
1981 -57.9 -25.8 13.9 31.1 48.0 74.2
1982 -110.6 -79.8 -31.0 -16.2 3.6 25.2

a/We did not include loans and financial investments or commodity
inventories programs in our definitions of capital type items.
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a ® EXECUTIVE OFFICE OF THE PRESIDENT
,’M:, ‘ OFFICE OF MANAGEMENT AND BUDGET
e WASHINGTON D C. 20503

$ 1AUG 1982

Mr. Morton A. Myers

Director, Program Analysis Division

United States General Accounting Office

Washington, D.C. 20548

Dear Mr. Myers:

Thank you for the opportunity to comment on your draft
report "Pros, Cons, and Alternatives to a Separate Capital
Budget for the Federal Government" (GAO/PAD - 82-3). Our

comments are enclosed.

Sincerely,

Carey P. Modlin
Assistant Director
for Budget Review

Enclosure
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Discussion of the draft GAO report entitled "Pros,
Cons, and Alternatives to a Separate Capital Budget
for the Federal Government" (GAO/PAD - 82-3)

This report considers the issue of a separate capital budget "only
as a tool for carrying out a national investment pclicy" (p. 2).
While it is understandable that GAO did not wish to consider all
aspects of capital budgeting, this approach lends a bias toward
the view that the budget should clearly segregate budget authority
and outlays for Federal physical investments from all other forms
of Federal spending, and that decisions on such investments be
made largely independently of decisions relative to all other
forms of Federal spending.

As the report points out, the budget, in Special Analysis D,
provides information about Federal budget outlays of an investment
nature. However, the structure of the budget is geared to
facilitate the functioning of the decisionmaking and control
process, Acceptance of a capital budget -- even for analytic
purposes -- would require major changes in that structure.

We have two major concerns with the GAO recommendations.

1. Whatever the merits of a Federal "national capital
investment strategy" or "an overall infrastructure policy,"
advocating such a policy does not necessarily justify the
adoption of a capital budget.

2. We believe that the added reporting and added policy level
review that the GAO report advocates for inclusion in the
budget would gravely overstrain an already burdensome
budget process. To be meaningful in the context of today’s
budget process, the capital budget concept would need to be
carried forward in Concurrent Budget Resolutions,
Reconciliation instructions and Acts, allocations under
Sections 302(a) and 302(b) of the Congressional Budget Act,
and each stage of appropriations action. To do less would
be to make a capital budget a paper exercise. To do this
much is, currently, almost beyond comprehension.

Both of these issues are discussed below.

Issue: Does the objective of a Federal "national capital

Investment strategy"” or an "overall infrastructure policy" justify
51 a capital budget?

A. National capital investment strategy

The mix of Federal policies -- tax incentives, spending, and
| regulation ~- constitutes an implicit or explicit form of a
' "national capital investment policy." These policies exert

substantial influences on many investment decisions in our
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GAQO RESPONSE TO OMB COMMENTS

1. As we stated in our draft report, for purposes of definition
and developing advantages and disadvantages, we considered a
separate capital budget as a tool for carrying out a national
investment policy. We did not look, for example, at the use
of a separate capital budget as a tool for balancing the
Federal budget. Such a view might bias decisions into con-
sidering capital investments separate from the programs of
which they are a part. OMB does not recognize that GAO advo-
cates segregation of capital and operating outlays within the
unified budget in addition to the program-by-program analysis
currently performed.

2. We agree that acceptance of a capital budget would require
major changes in the budget structure. That is one of the
reasons we prefer options within the unified budget rather
than using a separate capital budget.

3. Although we disagree with OMB over the merits of a national
capital investment strategy and an overall infrastructure
policy, we fully agree with them that advocating such a policy
does not justify the adoption of a capital budget. That is
what we concluded in the draft report and the reason we
presented the three options.

4. We understand OMB's concerns over adding burdens to the budget
process. The use of a separate capital budget would require
distinctions between capital and operating budget authority
and outlays in the budget process since they would actually
constitute two separate and distinct budgets. Again, this is
one of the reasons we prefer segregating capital within the
unified budget so that it would allow consideration under the
current process. Even this would require the Congress to
make changes in its process, which we believe can be done.

5. We tried very hard to avoid giving the impression that we
were proposing that the Nation's infrastructure should be
"controlled by central budget planners." We are disappointed
that OMB chose to interpret our alternative to a separate
capital budget that way rather than to address the broader
strategy and policymaking process matters of the options we
presented. We agree that Federal tax incentives, spending,
and regulation exert a substantial influence on investment
decisions. We do not disagree with OMB that private and
State and local investment decisions be left to those re-
spective entities. However, we disagree with OMB that the
Federal Government's developing strategies and policies for
the efficient use of limited resources for capital investment
constitutes a "control" over these private and State and
local investment decisions. Establishing and using information
and analyses for making informed decisions about the Nation's
infrastructure is not “control," in our judgment.
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economy. Under Administration policy it is believed that private
investment decisions -- even if influenced or spurred on by budget
or tax policy -- are best left to the free market. They should
not be controlled by central budget planners. Similarly, State
and local investment decisions should be increasingly the
responsibility of State and local officials, not Federal budget
planners. While the budget seeks to reflect the broad effects
that arise in our economy due to non-Federal investments, there is
no Federal "budgeting" of or control over these private and State
and local investment decisions -- nor should there be. Any effort
to establish a Federal planning document that would exercise such
control would run counter to the policy of the current
Administration and, indeed, to the policy of any administration in
the Nation“s history.

B. Overall infrastructure policy

Clearly decisions affecting the level and composition of Federal
capital spending, including grants-in-aid, could be perceived as
being a form of "public infrastructure policy." Under the
existing system, however, they are not controlled in a manner
compatible with the report”s recommendations.

-- It is the policy of this Administration to reduce the
Federal control over State and local budget and planning
decisions. This policy 1is inconsistent with the
establishment of a planning mechanism with increased
Federal reporting requirements and controls. The Federal
budget should not contain specific Federal targets for
State and local government infrastructure.

~- Moreover, we do not believe that the nation would be well
served by a Federal capital investment plan that is given
favored status over other budget priorities. For example,
clearly the Defense Department needs, uses, and provides
to the Congress the results from an elaborate
decisionmaking process designed to evaluate the
requirements for physical capital investments, for
research and development, for personnel recruiting and
development, and for other operations. However, the
decisions with regard to the appropriate mix of defense
capital versus other spending are not closely related to
decisions with regard to the appropriate mix of capital
versus operating spending by NASA, the Veterans
Administration, or the National Institutes of Health. The
basic decisions on the size and composition of Federal
capital investment are a resultant of agency/function
program analyses rather than a product of a Federal
investment strategy. It is for this reason that Special
Analysis D reflects Executive branch decisionmaking rather
than providing a mechanism for making those decisions.
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We agree with OMB that decisions affecting the level and com-
position of Federal capital spending constitute a form of pub-
lic infrastructure policy. This is currently, however, a
fragmented approach related only to specific programs and
lacking in overall direction and coordination. Our proposed
options would exert no more "control" than currently exists.

Again we point out that having information on and planning
for capital investment does not result in favoring capital
over other spending. We do not disagree with OMB on the need
to consider capital and other spending within the programs.
However, limiting attention to the program level obscures the
overall views of the collective national infrastructure and
its effect on the Nation's economic viability.
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Issue: Is the GAO demanding a level of detail incompatible with
the exigencies of the budget process?

The executive branch budget process 1is largely developed and
centralized through the functioning of OMB. OMB must consider
each demand for new information in terms of other existing and
potential requirements. The GAO report recommends that OMB gather
and add to the budget data base a range of data that would be
available by account and published by subfunction that contained:

-- An inventory (reflected by some common denominator) of
existing physical assets owned by the Federal Government,
plus those owned by State and local Governments that were
financed in whole or in part from Federal grants or loans
and, perhaps, private investment encouraged or induced by
Federal subsidies, loans, or tax expenditures.

-- Comprehensive measures of the physical condition of each
of these sets of assets, identifying the condition of the
assets at the start of the budget period (presumably the
past year) and the anticipated condition of the assets at
the end of the budget year.

-- 'A geparation of Federal budget outlays destined for the
repair, maintenance, and replacement of the existing stock
of physical assets from Federal budget outlays for new
physical assets (refined to separate assets owned by the
Federal Government from those owned by State and local
governments and from private assets financed in some way
with Federal assistance).

~- Estimates of the additions to capital stock (by account,

subfunction, etc.) that would occur over a S5-year period
beyond the budget year.

These recommendations go far beyond the ability of the executive
branch to respond to them.

Thus, Federal capital planning, independent of program decision-
making, does not seem desirable, nor is there a reasonable
expectation that the capability of developing and integrating into
the budget process the level of detail desired is feasible. The
attachment provides specific comments on the draft report to
supplement these general comments.
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8.

10.

We agree that OMB is the focal point of the executive branch
for the budget process and budget formulation. We share OMB's
concerns over information requirements and complexity of the
process. The budget process must be as simple and as easily
understood as possible and yet meet the demands of governmen-
tal policymaking and decisionmaking.

Again OMB's comments made no distinction between a separate
capital budget and the three options for accomplishing the
objectives of a capital budget within the unified budget that
we presented. The specific OMB comments apply to the second
of the three options we presented, "infrastructure and capital
investment analysis." As we stated in our draft report, this
option would take considerable effort, time, and money to
fully implement. As a result, this is not our preferred
alternative to meeting capital investment information and
policy needs. We have, however, made some modifications to
this option (see appendix III, p. 22) to clarify that detailed
information on inventories and condition of capital assets

are a part of the agencies' data bases and not a part of OMB'S
budget data base. The data would not all have to be included
in the budget documents; other reporting means could be de-
veloped.

We fully agree with OMB that Federal capital planning, inde-
pendent of program decisionmaking, is not desirable. The
options we present call for a separate analysis of capital
investments within the unified budget in order to ensure that
capital decisionmaking is made in accordance with program ob-
jectives. Even managers using separate capital budgets must

consider the program objectives when making capital investment
decisions. '

The options presented in this report are but examples of how
the Federal Government could integrate capital investment
planning and budgeting into the unified budget without the
need for a separate capital budget. There is no set format

for such a presentation and any number of presentations could
be adapted for use.
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11

12

13

14

15

ATTACHMENT

SPECIFIC COMMENTS ON THE DRAFT GAO REPORT

Page 4.

—-——

The existence of large scale Federal grants-in-aid to State
and local governments does not mean that the Federal
Government should have "an overall infrastructure policy nor
a cross-cutting analysis of information to support such a
policy" if that implies that Federal planning priorities
replace those of State and local governments.

Page 5.

Under the present budget process whenever there is a clear-
cut major Federal capital program (for example, for Defense,
NASA, the Corps of Engineers, and highways) there already
are linkages to focus on "long term projects, costs, and
benefits." These are -- quite properly -- part of agency
planning mechanisms, not a central capital plan for the
entire Government.

While there are reliable studies of the size of Government
physical asset holdings, it has not been practical to
produce "reliable information on the condition and
maintenance of Federal capital assets" that could be
integrated into the budget in a manner advocated by the

report.

Page 8.
~- The report asserts that "a separate capital budget would

not, in itself, encourage a preference for capital items
over the operating portion of the budget." It is difficult
to conceive of a separate capital budget that would not lead

to such a bias.

Page 9.
-- The proposed alternative to "display capital investments

separately within the budget document” would further greatly
complicate the budget. The text implys but does not make
clear whether the GAO advocates adding another tier of
controls to the congressional budget resolution process.
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11.

12,

13.

14.

15.

Having an overall infrastructure policy and a cross-cutting
analysis of information to support that policy does not imply
that Federal planning priorities replace those of State and
local governments. Having such a policy and information would
permit the Federal Government to determine what the national
needs are, who will address those needs, and how they will

be addressed. We would caution, however, that there may be
instances where national priorities may not coincide with
State and local priorities and some accommodation will need

to be made, as is the case today. (See p. 4 and appendix II,

p. 4)

We agree that considerable information is available from the
agency planning mechanisms. If the agency planning infor-
mation were brought together, it may constitute a govern-
mental c?pital investment strategy. (See p. 4 and appendix
11, p. 4

We do not advocate the inclusion of detailed condition and
maintenance costs in the President's budget. Such information
should be developed and maintained by each agency and used to
support its budget submissions. Government-wide data could be
obtained by aggregating this agency data in separate documents.
(See pp. 4 and 6)

A separate capital budget would not in itself produce bias of
capital over current outlays. A capital budget is a neutral
process simply identifying capital items. Biases either for
or against capital investment would be the result of the po-
litical aspects of budgeting, not a system bias. It would
create no more bias than making a distinction between defense
and civil outlays. (See p. 6 and appendix II, p. 10)

The display of capital investments separately within the
budget document would complement it rather than complicate
it. The separate identification of capital investments would
not alter the existing budget process. Functions and programs
would continue to be the control features. Capital identifi-
cation would simply represent the results of executive branch
planning and be available to the Congress for making funding
decisions yithin the current process. (See p. 6 and appendix
III, p. 12
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16

17

18

We suggest that adding a new tier to the credit control
system (dividing Federal loans and guarantees between those
for capital purposes versus those for operations or other
purposes) would make an already complex system unworkable
for the Congress.

Page 10.

The alternative under discussion calls for a separation of
investment versus current spending in Parts 3 and 5 of the
Budget and the report states "...most of the data to
implement this objective are currently available and
implementation costs should be minimal." Assuming that
this refers to use of Special Analysis D data, it is true
that the data are available for Part 5 and that the costs of
producing that data for Part 5 might not be great. But this
would require substantial changes in the structure of Part 5
and complicate its preparation. Part 3 changes so much from
year to year that it is not safe to assume that adding an
investment-current spending split would be easy.

The proposed "inventory and condition assessment" would be a
large undertaking, beyond the resources available to OMB.

Page 11.

We disagree with the dismissal of the broad categories of
data available in Special Analysis D ("Whatever merit these
categories may have...") made on the grounds that it does
not "parallel the Congress” lines of responsibility for
decisionmaking...." The analysis is not intended to
parallel congressional lines, but to supply an overview of
Federal investment-type spending separately from other
spending. Indeed, the concept 1is simplistic because
congressional responsibilities are overlapping and
constantly evolving.

We do not believe it would be useful to restructure Special
Analysis D along functional lines:

(a) The budget resolutions do not separate capital from
other costs and -- given the complexity of the present
system -- it would probably be imprudent to add
another tier of complexity to that process. (For
example, consider Section 302(b) allocations by
subcommittee, function, mandatory/discretionary
categories that are then further divided into
capital/current categories.)

(b) The appropriation process is not on a functional basis
and aggregating these data functionally would not
assist that process.
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16.

17.

18.

19.

Most of the budget data should be currently available in the
agencies but would require reformatting when the budget was
prepared. Some data currently available in Special Analysis
D could be used but it suffers certain limitations, as we
have previously stated. The changes we envision would re-
quire changes in Part 5 of the Budget, but not to the extent
to which OMB refers. Our suggested changes to Part 3 are
simply the addition of an overall table and brief discussion
of capital as it affects the budget. Any year-to-year
changes would not affect the overall presentation. (See p.
6 and appendix III, p. 12.)

We have revised the option to clarify that OMB would not be
responsible for undertaking an inventory and condition
assessment. The agencies could develop and maintain this
data as part of their budget justification material. (See
p. 7 and appendix III, p. 22.)

We agree with OMB that Special Analysis D is simply an over-
view to separate investment-type spending from other spend-
ing. It could be used as a capital investment planning and
decisionmaking tool only by restructuring it along the lines
of functions and programs. Currently it cannot be used for
planning or decisionmaking because the categories for pre-
sentation do not relate to the present decisionmaking pro-
cess. (See p. 7 and appendix III, p. 24.)

As we have stated, the option for improving Special Analysis
D does not require changes to the budget process but simply
shows different aggregations of data in the budget presenta-
tion. Restructuring the special analysis along functional
lines would make it compatible with the rest of the budget
presentation. Although the appropriation process does not
strictly follow the functional structure, it is most closely
related to it than the broad categories of Special Analysis
D. Restructuring Special Analysis D along functional lines
would lengthen the analysis but not necessarily make it com-
licated. It would make it more useful since it could then
be related to both functions and programs, which cannot now
be easily done. (Since providing these comments on our
draft report, OMB has made some improvements to Special Ana-
lysis D. One such improvement is the addition of a summary
table (D-3 in the 1984 budget) depicting Federal outlays for
major public physical capital investment. Two categories in
this table (defense outlays and grants to State and local
governments) are presented on a functional basis.) (See

p. 8 and appendix III, p. 24.)
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20

(c) Sorting the Special Analysis D categories by function
would make the analysis far more complicated and less
useful to most users.

The statement that "all of the data and coding" for the old
special analysis on public works "are currently available
and implementation costs should be negligible" is not
correct.

The special analysis on public works was discontinued:

(a) because there was sufficient information in Special
Analysis D to satisfy most of the needs satisfied by
the public works analysis; and

(b) the increasing tempo and increasing complexity of the
budget process requires elimination of marginal --
though useful =-- analyses. No significant demand for
this analysis was expressed after it was discontinued.

Page I"'20

21

The report states "...we focused part of our analysis on
the question, would it be easier to allocate Federal
resources under a Sseparate capital budget or the current
unified budget?" We note that this presupposed that there
should be a central budget allocation of spending for
capital purposes disconnected from program analysis.

Page II-1l.

22

We note that the existence of grants-in-aid and,
especially, of tax expenditures does not convert State and
local governments and private businesses into "surrogates"
of the Federal Government.

The sentence "if a separate Federal capital budget were
adopted, it would provide a means for allocating capital
investment dollars in a manner consistent with Federal
policy and program objectives even though ownership of
capital assets is vested in non-Federal sectors" involves
two key issues. (1) It assumes that budget totals should
be allocated on a capital/current split rather than built
up by a program-by-program determination of policy choices
trading off capital versus current spending within each
program, as is the current approach. (2) It is unclear to
us how the GAO perceives the allocation of "tax
expenditures" is to occur in this process. Does this mean
that the GAO perceives "tax expenditures" to be allocated
(and controlled) through the appropriations or budget
resolution process?

4R



APPENDIX VI APPENDIX VI

20.

21.

22.

We have revised our statement on the public works special
analysis to indicate that OMB has recently made changes to
Special Analysis D. At the time the public works special
analysis was discontinued, Special Analysis D was in a dif-
ferent format and provided a higher level of information
than it curently does. Although at the time that analysis
was discontinued there was not the demand for capital in-
vestment information that there now is, there is an increas-
ing desire in the Congress, as indicated by legislation in-
troduced, to identify and provide in the budget process
information on our Nation's capital investment outlays.
(Subsequent to providing these comments, OMB has acknowl-
edged some of the shortcomings of Special Analysis D and
provided additional information on pubic works outlays in
the 1984 budget presentation.) (See p. 8 and appendix III,
p. 26.)

We did focus our analysis on that question. However, in
reaching the conclusion that planning and budgeting for
capital should be done within the unified budget, we stated
that a separate capital budget would disect programs and
segregate their parts on the basis of resource requirements.
We have never advocated capital spending completely discon-
nected from the programs of which they are a part. (See
appendix I, p. 1.)

We have revised the report to eliminate the word "surro-
gates." OMB continues to assert that GAO advocates a
capital/current allocation in lieu of a program-by-program
analysis., This is not the case. GAO advocates a capital/
current analysis both at the macro level and within the pro-
gram. Such analyses would complement, not replace, the pro-
gram analysis. GAO does not advocate allocation of tax
expenditures through the appropriations or budget resolution
process as OMB implies. Tax expenditures are not outlays in
the same sense as grants, loans, and direct Federal acquisi-
tion. (See appendix II, p. 4.)
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23

24

25

26

27

Page II-4.

-- Any effort to develop and maintain a government-wide data

base on "the condition and maintenance schedules of Federal
capital assets" (especially since the report defines State
and local and private facilities as "Federal capital
assets") would be an extremely expensive and long term
project and, under present circumstances, we see no
practical way of integrating such a data base into the
budget.

-- The draft report asserts that borrowing to finance physical

investment "merely exchanges the extended repayment of
loaned monetary assets for prospective services of tangible
capital assets.” This is imprecise. There are fundamental
economic differences between building capital facilities on
a fa¥-as-you—go basis and borrowing to finance such
facilities.

Page II-10.
-~ The draft report states that "depreciation does reflect the

actual vyearly costs associated with using physical
capital.” This 1is correct only if the depreciation
schedules are realistic. The report assumes it possible to
develop data on “"correctly measured depreciation" on
Federal ©physical investment (including for  national
defense), but does so without demonstrating the feasibility
or estimating the cost of developing such data.

Page III-1.

The report urges that Federal capital .investment be
displayed in the budget in a manner similar to the credit-
control display. The reason for detailed functional credit

‘data in the budget is to provide a mechanism for credit
control under the budget resolution process. The report

fails to clearly indicate the ways in which the added
capital expenditures data would relate to the congressional
budget control process, -

The report calls for "best available estimates" where more
precise data are lacking, but if the objective is to alter
the legislative process and controls, the budget would be
required to develop accounting support for the data base.
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23.

24.

25.

26.

27.

GAO does not advocate the integration of condition assess
ments and maintenance costs into the budget data base. Such
information would be developed and maintained by individual
agencies in .support of their budget requests. Government-
wide data could be obtained by aggregating this agency data.
The OMB comment refers to statements in a discussion of one
of the advantages of a separate capital budget, that being
the focusing of attention on Federal assets and their condi-
tion. In that discussion we said that reliable information
on the condition and maintenance of Federal assets is not
currently available governmentwide. A separate capital
budget would provide a stimulus for acquiring such informa-
tion. 1In addition to this, we said that it would illuminate
the Federal responsibility being assumed for maintaining
assets owned by State and local governments. We did not de-
fine State and local facilities as Federal capital assets.
We have clarified the report to show that we mean mainten-
ance costs rather than schedules of maintenance. (See
appendix II, p. 6.)

We agree with OMB that there are economic differences be-
tween pay-as-you-go and borrowing to finance capital facili-
ties. We used the statement to illustrate the difference
between borrowing for current outlay (consumption) and bor-
rowing for capital outlay (investment). (See appendix II,
p. 6.)

We have deleted the discussion of depreciation that was con-
tained on that page of the draft report. The subject of
depreciation of Federal capital assets will be discussed in
a separate GAO study.

The use of the credit budget display was simply an illustra-
tion of how capital information might be displayed in the
budget, irrespective of the purposes for which each serves.
Such a presentation would aid the Congress in determining
funding levels. (See appendix III, p. 12.)

We referred to best available estimates in those cases where
funds can be used for either operating or capital purposes
by the grantee, such as grants for community development
block grants. The current procedure for classifying these
as all capital could distort data for decisionmaking. If
the Congress did choose to modify its budget control process
to deal with capital investments separately, then precise
numbers would be needed, including accounting support. (See
appendix III, p. 12.)
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3L

-- While the budget routinely provides five year budget

projections, these are subject to wide margins of error.
It is not clear to us how a careful dissection of these
projections as between current and capital costs would
significantly help to "convey a better sense of the
distribution and future implications of Federal capital
investments™ or yield evidence as to a "long-term
commitment of resources for proper maintenance.”

Page III-10.

Pages

The GAO argument that the program and financing schedules
in the budget appendix should clearly distinguish between
grants for capital spending and grants for other purposes
is correct given the assumption of a Federal capital
budget. However, in the absence of such an assumption the
argument is much more debatable.

I1I-12 to 16.

This section is devoted to detailing how the GAO would have
OMB prepare a new "Infrastructure and capital investment
analysis"™ and publish it in the budget. The effort to
provide the "wealth of information that would be available
to assist decisionmakers make informed decisions" (p.
II1-16) would, in our view, overwhelm the budget process.

Page III-17.

It is incorrect to state that the (discontinued) special
analysis on public works is part "of the existing budget
documents and prepared in conjunction with the budget." It
is also incorrect to assume that the special analysis could
be easily reestablished.

Page III-20.

We have already pointed out that the GAO call for Special
Analysis D to be on a functional basis is logical only if
there were a budget control mechanism by Special Analysis D
category by function. Such a mechanism does not exist.
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29.

30.

31.

32.

As with any projection, 5-year projections are subject to
error. These projections would simply show, based on cur-
rent policy, whether the administration proposes to de-
crease, maintain, or increase levels of outlays for capital
investment. (See appendix II1I, pp. 12 and 14.)

At the program and appropriation account level it should be
possible to clearly distinguish between capital and operat-
ing funds irrespective of whether there is a capital budget.
Full disclosure of such a split is necessary for informed
planning and decisionmaking. This incudes grant programs
when decisions are being made on whether to give grants for
capital acquisitions or operating expenses, As we stated,
OMB instructions for preparing budget estimates does provide
for distinguishing between capital and operating costs but
they allow for great variances in the presentations. (See
appendix III, p. 18.)

As we stated under OMB's general comments, we have revised
this presentation to clarify the proposal. OMB's quote of
part of a sentence in the last part of this comment does not
accurately represent GAO's position on this alternative.

The full sentence as it appeared in the draft report re-
viewed by OMB is: "Despite the wealth of information that
would be available to assist decisionmakers make informed
decisions, it would, unfortunately, take considerable ef-
fort, time, and money to fully implement this alternative.”
(See appendix III, p. 22.)

The discussion of the special analyses has been revised to
distinguish between the status of the two analyses., (See
appendix III, p. 24.)

I1f Special Analysis D were to be used as a decisionmaking
tool in the budget, it would have to be reformatted along
functions, agencies, and programs in order to fit the
decisionmaking process. (See appendix III, p. 25.)
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Page III-21.

-- We continue to disagree with the GAO on how to reflect in

Special Analysis D programs (such as community development
block grants or general revenue sharing) where the
recipient jurisdiction is free to use the grant for capital
or for other purposes. The essence of such flexibility is
to permit the recipient jurisdiction to set its own
riorities; the essence of the GAO approach is to develop
control mechanisms for setting Federal priorities over the
use of the money.

-- We agree that it is important to define capital or

investment quite narrowly if one is developing a capital
budget whose financing is related to depreciation or to
debt repayment schedules. But since the basic purpose of
Special Analysis D is to provide a broad perspective on
Federal investment, the inclusion of human investment (but
in separate categories from physical investment) provides a
useful extension of the analysis.

Page V-12.
-- We would qualify the first sentence in the bottom paragraph

on this page. Where it says, "while it is desirable to
depreciate capital assets...” we would add the words "if
one is using a capital budget." Despite the report”s
assertion that it is perfectly feasible to develop good
depreciation data for all Federal capital investment.
(including both defense investment and grants-in-aid for
capital projects) we are not convinced that this is even
feasible, Additionally, the report provides no indication
of the expense of such an undertaking.
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35.

We do not disagree with OMB on the matter of flexibility or
the setting of priorities by the recipients. Our concern is
the proper reporting of how the funds are to be spent.
Current OMB procedures can result in significant error of
several billion dollars in the reporting of capital and
operating outlays. We do not advocate control over the
priorities of the recipients' use of funds. (See appendix
111, p. 25.)

Our discussion is not specifically related to Special Analy-
sis D in our definition of capital investment. Although we
agree that human investment represents "investment," it is
not the same tangible physical investment as capital infra-
structure. Therefore, the two should not be considered the
same. (See appendix V, p. 32.)

We have deleted the discussion of depreciation that was con-
tained in those pages of the draft report. Depreciation of
Federal capital assets will be discussed in a separate GAO
study.

(974608)
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