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Of Haphazard Practices 

Funds for developing and maintaining physical 
capital--roads, bridges, airports, computers--are 
often cut to reduce expenditures. The Federal 
Government needs to pay special attention to 
planning, budgeting, and managing such assets 
because decisions made in the 1980’s about 
capital assets will determine, in part, the future 
of the nation’s infrastructure and the nature 
of the economy it can support in the decades 
ahead. 

Federal decisionmaking today focuseson single 
projects rather than on the nation’s overall in- 
frastructure needs. GAO recommends that the 
Congress and the executive branch perform a 
complete policy assessment of those needs. 

llllllllllll II ll 
114636 

PAD-81-19 
FEBRUARY 26,198l 



Request for copies of GAO reports should be 
sent to: 

U.S. General Accounting Off ice 
Document Handling and Information 

Services Facility 
P.O. Box 6015 
Gaithersburg, Md. 20760 

Telephone (202) 2758241 

The first five copies of individual reports are 
free Jf charge. Additional copies of bound 
audit reportr are $3.25 each. Additional 
copies of unbound report (i.e., letter reports) 
and most other publications are $1.00 each. 
There will be a 25% discount on all orders for 
100 or more copies mailed to a single address. 
Sales orders must be prepaid on a cash, check, 
or money order basis. Check should be made 
out to the “Superintendent of Documents”. 



COMPTROLLER DENCRAL OF THL UNITED CTATol 

WUWINOTCN, D.C. ¶OU@ 

To the President of the Senate and the 
Speaker of the House of Representatives 

This report points out the need for, and the present lack 
of, Federal capital investment policy. ,;#After looking at capi- 
tal investment data and the planning and budgeting experiences 
of 24 public and private organizations, we concluded that a 
policy-level approach to capital investment must be added to 
the Federal Government's decisionmaking. We also identified 
elements that contribute to a successful capital budgeting 
process. 

We conducted this study because of concern about the 
nation's deteriorating infrastructure, which is partly a re- 
sult of budget cuts designed to balance budgets. These cuts 
frequently affect the development and maintenance of physical 
capital. 

In addition to examining relevant documentation and pre- 
vious studies, we conducted indepth interviews in the public 
and private sectors with legislators: top managers: program 
managers: budget officers and comptrollers: evaluators and 
auditors: and capital plant managers, planners, builders, and 
operators. 

We are sending copies of this report to the Chairmen of 
the House and Senate Budget Committees, the Senate Committee 
on Environment and Public Works and the House Committee on 
Public Works and Transportation: the Assistant to the Presi- 
dent on Domestic Affairs and Policy; the Director, Office 
of Management and Budget: the heads of the organizations 
that participated in the study: and the heads of all 
Federal departments and agencies. 

Comptroller General 
of the United States 





COMPTROLLER GENERAL'S 
REPORT TO THE CONGRESS 

FEDERAL CAPITAL BUDGETING: 
A COLLECTION OF HAPHAZARD 
PRACTICES 

DIGEST ------ 

""The Federal Government has enormous amounts 
of capital asset&-military installations, 
dams, public lands, buildings. Lit also helps 
fund State and local government projectd 
particularly roads and streets, waste water 
treatment plants, and mass transit systems. 

Today much of these federally owned and 
financed items are deteriorating and the Gov- 
ernment is faced with the prospect of either 
repairing or rehabilitating them, or risking 
a staggering replacement burden in the future. 
However, expenditures for capital items are j' 
often the first to be cut when budget con- 
straints are imposed. The cuts usually go 
unnoticed by the public because their effects 
are not felt immediately by changes i'n the 
levels of services delivered. 

/,-Industry *considers capital budgeting a vital' 
part of running an effective organization. 

'Most States and municipalities follow a capi- 
tal budgeting procedure, but the Federal 
Government does not. Whether or not it should 
has been the subject of lively debate for a 
long time. 

GAO supports the Federal practice of 
developing and presenting a unified budget. * 
However, it concluded that a policy-level &' 
approach to capital investment must be added 
to the Federal Government's decisionmaking 
process and sound, up-to-date information is 
needed to support that approach. 

Government agencies need to closely monitor 
the implementation of capital investment pro- 
grams, audit their results, and check the 
condition of operating facilities and equip- 
ment to ensure a healthy capital plant--or at 
least that portion for which the Federal 
Government is directly responsible. 

leer Sheet. Upon removel, the report i 
cover date should be noted hweon. 
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To determine how the Federal Government should 
plan, budget, and control physic-al capital and 
ita operations and maintenance,i,GAO studied 
the experiences of 24 organizatXons, encompae- 
sing buuineasee, cities, countiee, States, 
and Federal agencies...: In the organieations 
etudied, GAO conducted 191 indepth interviews 
with legislatore, top managers, and other 
organieation officials. (See ch. 2.) 

It found that deteriorating public capital aa- 
-'"'eta are partly the result of State and local 

neglect and partly the reeult of Federal Gov- 
ernment actions. Federally owned aeeeta 
appear to be in better condition than State 
and local aeaets, but they too puffer from 
obsolercence and deterioration:,,,., (See ch. 3.) 

GAO found that&he capital budgeting 
experiences of successful organizations are 
characterized by certain elements.,': GAO de- 
finecl a succeeeful organization as one that 
can, even under adverse conditions, acquire 
and/or maintain physical capital without 
jeopardizing its mission or its clientele. 
By adverse conditions, GAO means declining 
reeourcee, political instability, or severe 
conflict among interest groups. (See ch. 4.) 

Of the @even Federal agencies GAO examined, 
four directly acquire and manage federally 
owned physical capital. The U.S. Postal 
Service was the agency among the four which 
had the most desirable planning, budgeting, 
and control features that could be readily 
adopted by other Federal agencies. *, ,..._.I(' . 
Many factors have contributed to the 
problem@ of capital investment in the Federal 
Government: managers' views, congressional 
authorization and budgetary procedures, 
limited IrecIources available for capital, and 
too little monitoring or oversight of ongoing 
and completed capital projects,:. (See ch. 5.) 

Ownererhip of much of the capital stock 
financed by the Federal Government resides 
with States and municipalities, but Federal 
programs, policies, and planning procedures 
can accelerate or arrest its deterioration. 
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Short-tsrm etrategiee are implemented in 
capital investment areas, increased costs of 
Federal capital programs are passed on to 
Stat88 without recognition, and no effective 
national capital improvement plan exists. 
Consequently, the Federal Government's ability 
to stop the decline of the physical capital 
across the nation is severely limited. 
(See ch. 6.) -. 

The growth of uncontrollable outlays-- 
principally entitlements and interest--ha8 
reduced the fund8 available for physical capi- 
tal inve8tmente.i Physical capital competes 
at a disadvantage for discretionary funds. 
Since the full costs of some capital programs 
appear in the budget, they may seem more costly 
than programs that show only 1 year's coet but 
continue for many years. 

Federal decisions about physical capital are 
based on a parochial view rather than a global 
one, a perspective that range8 from project 
managers, to the Congress, to the President. 
(See ch. 7.) 

RECOMMENDATIONS TO THE 
CONGRESS 

The reeponsibility for assessing the amount 
and the condition of the nation's infraetruc- 
ture and for advising on policy for it should 
be assigned to policy and oversight units in 
the Congress and the executive branch. Both 
branches should specify the information and 
analytical support they need from Federal 
managers. Specifically, the Congress should 
give a Senate and.a House committee the 
policy-level oversight responsibility for 
Federal capital investment and for assessing 
infrastructure needs and conditions. A com- 
ponent of the Executive Office of the President 
should be designated as a focal point for 
executive policy directions. 

AGENCY COMMENTS 

With the exception of the Office of Management 
and Budget, all of the private organizations, 
State and local governments, and Federal agen- 
cies that reviewed this report agree with it8 
message, recommendations, and conclusions. 
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In its comments, OMB indicated that if capital 
investment becomes a separate policy area,,the 
budget will grow, tradeoffs will be made with 
other programs, and more money will be spent 
on public capital investments. It was not 
GAO'm intention to imply that the Federal 
Government should increase spending. Ae a 
result of OHB's comments, GAO clarified its 
main recommendation to the Congress, but the 
basic conclusions and recommendations have not 
changed. This study points out the need for 
a cross-cutting analysis of and a policy 
direction for capital investments and the 
creation of more broadly based and informed 
policy advisory units. GAO does not believe 
that this approach would necessarily mean 
either a larger budget, cutbacks in other bud- 
get functions, or more money epent on capital 
investments. Responses to specific criti- 
cisme from OMB are contained in chapter 8. 
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CHAPTER 1 

INTRODUCTION AND SCOPE 

Highways, real estate, energy plants, office buildings, 
sewage systems-- these are some of the tangible itema that form 
the physical infrastructure of organizations. They are the 
basic facilities, equipment, and installations needed for the 
functioning of businesses, communities, and nations. Since 
dams, buses, computera, and the like yield future benefits, 
they are called capital assets. Definitions of capital assets 
abound. For our purposes, we use this one: capital assets 
are physical items that generally have a life expectancy over 
1 year. 

An organization's infrastructure, then, consists of its 
physical capital. l/ Once these items are ready to be used, 
replacement may noF be of immediate concern, but operating, 
maintenance, repair, and improvement costs certainly are. We 
wanted to find out how organizations plan, budget, and control 
their capital items and the costs associated with them. Our 
particular interest is how the Federal Government does this, 
since much of our national infrastructure is either owned or 
financed by the Federal Government. Based on information 
drawn from our study of 24 organizations, we developed a gen- 
eral (or working) definition of capital budgeting: it is the 
way organizations decide to buy, construct, renovate, main- 
tain, control, and dispose of capital assets. These deci- 
sions combine to produce a capital budget, usually a document, 
or part of a document, containing management's recommendations 
for acquiring, expanding, or modernizing capital items at a 
given point in time. 

Two conditions impelled us to study capital budgeting. 
The first is the strong push to balance public sector budgeta. 
Capital items are often the first to be cut when budget con- 
straints are imposed. Such cuts usually go unnoticed by the 
public because their effects are not felt immediately by 
changes in the level of services delivered. Our report, how- 
ever, contends that the future price for today's cuts may be 
more than we can afford to pay. 

The second condition is the deteriorating infrastructure 
of some of our major cities. The dilapidated sections of 

&/To avoid monotonous repetition, we use the terms physical 
capital, capital item, capital stock, capital infrastruc- 
ture, and capital investments interchangeably with 
capital assets. 
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New York, Cleveland, and Detroit come to mind. While plan- 
ning for the future is successful in many areas and for many 
programs, our study suggests that Federal, State, and local 
governments devote few resources to comprehensive, long-range 
planning for capital projects. 

Interacting with both these conditions is the current 
price increase of physical capital. Accountants, economists, 
and engineers tell us that physical capital construction 
costs, which, in broad terms, consist of labor, machinery, 
and natural resources, have outpaced the increases in the 
general level of prices. 

THE FEDERAL GOVERNMENT HAS ALWAYS 
HAD SOME RESPONSIBILITY FOR OUR 
NATIONAL INFRASTRUCTURE 

The Constitution confers broad powers on the Congress to 
develop our nation's infrastructure. The Federal Government 
can, among many things, build military installations, erect 
dams, construct highways, and produce and sell electrical 
power. l/ In addition to the powers set forth in the Con- 
stitution, many Federal agencies, boards, and commissions have 
been delegated the authority to own capital assets outright. 
Other agencies provide funds to State and local governments 
to purchase capital items. 

As the nation's needs have changed, so has the Govern- 
ment's emphasis on developing any particular type of capital 
asset. 2/ Before the 187Os, we focused on building roads, 
canals, -and railroads to connect our western territories to 
our eastern markets. Between the 1870s and 193Os, cities 
concentrated on urban development, with sewers, streets, and 
water mains taking precedence. High unemployment during the 
Great Depression justified the Government's large public 
works projects (enormous multi-purpose dams, parks, and many 
of our public buildings). From 1935 to 1943, the Work 
Projects Administration constructed or improved nearly 500 
water treatment plants, installed or repaired more than 
19,000 miles of water mains, and made many other water system 
improvements. During World War II, the Federal Government 

A/See appendix II for a list of the clauses in the Constitu- 
tion that grant the Congress the power to develop capital 
infrastructure. 

Z/For an extensive review of the history of public works from 
1790 to 1970, see "A Study of Public Works Investment in 
the United States," U.S. Department of Commerce, April 1980. 
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undertook industrial conetruction on a large scale. Since 
World War II, we have again focused on streets, sewage 
systems, and water resources. The decade of the 1960s saw a 
large rise in the development of our national infrastructure 
and a substantial increase in the number of publicly mandated 
private inveatmenta (for example, devices to control pollu- 
tion from factories and motor vehicles). 

During the 1970s the trend seems to have been a eteady 
decline. As shown in table 1, the percentage of the gross 
national product (GNP) spent on infrastructure items by 
Federal, State, and local governments has decreased (based 
on constant 1972 dollars) from a peak of 4.1 in 1965 to a 
low of 2.2 in 1977. 

Table 2 presents an interesting picture of capital in- 
vestment activity. Notice that the value of total Federal, 
State, and local capital stock almost doubled between 1957 
and 1977. During that same 2U-year period, State and local 
capital stock grew per capita (in constant 1972 dollars) from 
$1,473 to $2,593, while Federal capital stock per capita , 
declined from $583 to $524. 

The figures in table 3 show that from one year to the 
next (except for a decrease from 1958 to 1959), Federal 
capital investment increased until 1966. Since then it has 
generally decreased, with intermittent increases. State and 
local amounts, however, increased regularly from 1957 to 
1968, but declined thereafter between 1969 to 1972 and between 
1975 to 1977. Analysis discloses that per capita capital in- 
vestment for States and localities was slightly lower in 1977 
than in 1957 (approximately $116 versus $119). 

However, when gross capital investment is compared to net 
capital investment, a different picture appears (see table 3). 
In more than half the years between 1957 and 1977, the value 
of depreciation of federally owned capital stock exceeded the 
value of gross capital investment. (The estimates of net in- 
vestments are based on the straight line depreciation formula, 
which assumes equal dollar depreciation each year over the 
estimated life of an asset. l-/) This could represent 

l/Young, A.H. and J.C. Musgrave, "Estimation of Capital Stock 
in the United States," a report presented at the National 
Bureau of Economic Research, Conference on Reeearch in In- 
come and Wealth, October 1976. 
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Table 1 

Relationship Between Capital Investment (CI) and 
Gross National Product (GNP), by Level of GOVermer& 

'(oercent of current gGrcx&tant 1972 dollars) 

Current Dollars ----- 
Federal State Locai --* Total 

Year CI+GNP CIXNP ---I 

1957 0.49 2.91 
1958 0.56 3.09 
1959 0.45 1.31 
1960 0.45 1.14 
1961 0.54 1.27 
1962 0.59 1.25 
1963 0.66 1.35 
1964 0.72 1.34 

10 1965 0.72 1.32 
1966 0.70 1.38 
1967 0.54 1.39 
1968 0.42 1.33 
1969 0.35 1.32 
1970 0.34 1.36 
1971 0.34 1.33 . 
1972 0.32 1.25 
1973 0.30 1.16 
1974 0.30 1.17 
1975 0.35 1.07 
1976 0.33 0.86 
1977 0.34 0.73 

CIiGNP CI+GNP 2/ ---- - 

1/ 
i/ 

1.36 
1.63 
1.62 
1.58 
1.60 
1.65 
1.72 
1.69 
1.78 
1.86 
1.71 
1.57 
1.52 
1.39 
1.39 
1.64 
1.62 
1.39 
1.26 

3.40 0.49 2.95 
3.65 0.57 3.24 
3.32 0.47 1.42 
3.22 0.48 1.28 
3.43 0.58 1.43 
3.42 0.62 1.41 
3.61 0.69 1.51 
3.71 0.75 1.50 
3.76 0.75 1.47 
3.77 0.72 1.51 
3.71 0.57 1.52 
3.61 0.44 1.45 
3.38 0.37 1.40 
3.27 0.34 1.40 
3.19 0.34 1.34 
2.96 0.32 1.25 
2.85 0.31 1.14 
3.11 0.31 1.06 
3.04 0.32 0.97 
2.58 0.30 0.82 
2.33 0.33 0.70 

Constant Dollars 
Federal State Local Total 
CItGNP CI+GNP ---e- CI+GNP CEGNP 2/ 

1/ 
i/ 

1.G 
1.75 
1.75 
1.71 
1.74 
1.80 
1.86 
1.84 
1.93 
2.02 
1.82 
1.64 
1.54 
1.39 
1.37 
1.55 
1.50 
1.31 
1.18 

3.44 
3.81 
3.54 
3.51 
3.76 
3.74 
3.94 
4.05 
4.08 
4.07 
4.02 
3.91 
3.59 
3.38 
3.22 
2.96 
2.82 
2.92 
2.79 
2.43 
2.21 

- - - - - -  -0 

L/Local CI included in State CI. 

Z/Total CIiGNP is the sum of Federal CI+GNP plus State CI+GNP pIUS lOCal CI+GNP- 

Source : U.S. Department of Commerce, "A Study of Public Works Investment in the United States," 
April 1980. (Defense capital investments not included in the Comnerce study.) 



Table 2 

Total Capital Stock, All Types, Including Residential and Wonresidential, 
Equipment, Structures and Inventories, but Excluding Military 

Stocks, Net i/ 

Millions of Constant Constant (1972) Dollars 
(1972) Dollars Per Capita 2/ 

State State 
and and 

Yedr Federal Local Total Federal Local Total -- - - 

1957 98,495 249.024 347,519 582.52 1,472.77 2.055.30 
1958 101,179 261,905 363,084 587.74 1.521.38 2,109.12 
1959 102,124 274,774 376,898 576.57 1,551.31 2,127.88 
1960 102,961 287,440 390.401 574.16 1.602.91 2.177.07 
1961 101,912 301,361 403,273 556.73 1.646.30 2,203.03 
1962 104,538 315,581 420,119 562.36 1.697.67 2.260.03 
1963 107,013 331,543 438,556 567.23 1.757.37 2.324.60 
1964 109,211 348,869 458,080 570.68 1.823.01 2.393.69 
1965 111,897 367,388 479,285 577.36 1.895.63 2.472.99 
1966 111,832 387,418 499,250 570.76 1,977.28 2.548.04 
1967 112,903 409,445 522,348 570.61 2,069.33 2.639.94 
1968 

w 
115,699 432,721 548,420 578.95 2,165.29 2.744.24 

1969 116,471 453,271 569,742 576.81 2,264.37 2,841.18 
1970 113,895 471,209 585,104 560.41 2,318.55 2.878.96 
1971 114,114 487,730 601,844 553.36 2,365.ll 2,918.47 
1972 112,596 502,771 615,367 540.72 2.414.46 2.955.18 
1973 109,964 517,348 627,312 523.99 2‘465.24 2,989.23 
1974 110,006 532,433 642,439 520.39 2.518.72 3,039.11 
1975 109;438 545,135 654,573 513.67 2.558.71 3,072.38 
1976 110,233 554,124 664,357 513.50 2,581.31 3,094.81 
1977 113,395 561,025 674,420 524.18 2,593.38 3,117.56 

. 
l/Special tabulation by J. C. Musgrave, BRA. 

Flows (CI) 

Millions of Constant 
(1972) Dollars 

Statez' 
and 

Federal2 local Total -- 

3,327 20,075 23,402 19.68 
3.873 22,030 25,903 22.50 
3,397 22,081 25,478 19.18 
3,573 22,298 25,871 19.92 
4,359 24,018 28,377 23.81 
4,965 24,880 29,845 26.71 
5,764 27,010 32.774 30.55 
6,529 28.869 35,398 34.12 
6,960 30.807 37,767 35.91 
7,111 32,876 39,987 36.29 
5,746 34,788 40,534 29.04 
4,660 36,466 41,126 23.32 
3,982 34.770 38.752 19.72 
3,660 32.690 36.350 18.01 
3,751 31.874 35,625 18.19 
3,751 30.865 34,616 18.01 
3,816 31,016 34.832 18.18 
3,767 31,725 35.492 17.82 
3,860 29,774 33,634 18.12 
3,863 27,049 30.912 18.00 
4,332 25,057 29,389 20.02 

Constant (1972)Dollars 
Per Capita I/ 

Federal 

State 
and 

local Total -- 

118.73 139.41 
127.97 150.47 
124.66 143.B4 
124.34 144.26 
131.21 155.02 
133.84 160.55 
143.17 173.72 
150.85 184.97 
158.96 194.87 
167.79 204.08 
175.82 204.86 
182.47 205.79 
172.19 191.91 
160.85 178.86 
154.56 172.75 
148.22 166.23 
147,BO 165.98 
150.08 167.90 
139.75 157.87 
126.00 144.00 
115.83 135.85 

z/Population data fran U.S. Bureau of Census, Current Population Reports, Series P-25. 

z/Survey of Current Business, National Income and Product Accounts, 1929-1974, Table 3.9 used 
for 1957-1972. Survev of Current Business, Julv 1977, Table 3.9 used for 1973 and Survey of 
Current Business, July 1978, Table 3.9 used for-1974-i977. The following exceptioris should be 
noted: constant dollars for 1975-1977 were obtained'from unpublished update provided by 
John Welles, BRA, Government Divison. 

Source : U.S. Department of Commerce, "A Study of Public Works Investment in the United States," 
April, 1980. (Defense capital investments are not included in this study.) 
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Table 3 

Total residential and Sonresidential Governmental Capital Investment, Groes and 
Net, and Dq3reciation (millions of cprutant 1912-dpllars) --- 

Total Government 

Degrecia- 
ation As 

Gross l/ Percent of Yet 
Invent= Dapreci- Or088 Invest- 
ment ation Investmnt merit --- --a-- --- - 

13,720 
13.793 

57.30 

131807 
13,858 
13,987 
14,207 
14.743 

12,049 23,945 
12,911 26,027 
12,953 25,864 
L2,777 26,087 
14,059 28,412 
14,318 29,641 
16,019 32,583 
17,393 35,254 
18,506 37,153 
20,095 39,462 
22,108 40,952 
23,336 41,345 
20,472 38,433 
17,339 36,457 
16,372 35.813 
15,014 35,135 
14,423 35,263 
14,812 35,992 
12,683 34,162 

8,939 31,275 
6,750 30,037 

15lo15 
15,604 
16,276 
16,989 
17,740 
18.447 
19.091 
19,695 
20,275 
20,850 
21,429 
22,023 
22,525 
22,969 

52.99 
53.38 
53.12 
49.23 
47.93 
45.25 
42.59 
42.00 
41.24 
41.49 
42.91 
48.00 
52.37 
54.99 
57.71 
59.13 
59.54 
64.47 
72.02 
76.47 

10,225 
12,236 
12,057 
12,229 
14,425 
15,434 
17,B40 
20,239 
21,549 
23,186 
23,963 
23,605 
19,986 
17,376 
15,536 
14,860 
14,413 
14,563 
12,139 

8,750 
7,068 

State and Local 

Depreci- 
ation As 

Gross 11 Percent of Net 
Invest- Dqreci- Groes Invest- 
ment 2/ ation Investment writ --- - ------ - 

Federal 

Dapreci- 
ation An 

Gross l/ Percent of Net 
Invest= Dapreci- Gross Invest- 
ment ation Investment merit -- ----~ - 

3.571 
4.364 
3,783 
3,787 
4,424 
4,981 
5,784 
6,602 
6,872 
7,040 
5,911 
4,401 
3,684 
3,716 
3.931 
4,010 
4,128 
3,845 
3,482 
3,765 
4,122 

Year 

1957 
1958 

5,395 
5.039 
4,679 
4.335 
4.058 
3,865 
3,963 

151.1 -1,824 
-675 
-896 
-548 

366 
1,116 
1,821 
2,846 
3,043 
3,091 
1,855 

269 
-486 
-473 
-254 
-154 

-10 
-249 
-544 
-189 

229 

20,374 8,325 40.86 
40.40 
41.34 

115.5 
123.7 

21,663 9,752 
22,081 9.128 

9,523 
9,929 

10,342 
10,790 
11,259 
11,775 

22,300 
23,988 
24,660 
26,799 
28,652 
30,281 
32,422 
35,041 
36,944 
34,749 
32,741 
31,882 
31,125 
31,135 
32,147 
30,680 
27,510 
25,826 

1959 
1960 LL4.5 

91.7 
77.6 
68.5 
56.9 
55.7 
56.1 
68.6 
93.9 

113.2 

42.70 
41.39 1961 

1962 
1963 
1964 

41.94 
40.23 
39.30 
38.89 
39.02 
36.91 
36.83 
41.09 
45.51 
48.65 
51.76 
53.68 
53.92 
58.66 
67.51 
73.86 

3,756 
3.829 QI 1965 

1966 3;949 
4,056 
4,132 
4.170 

12,327 
12,933 1967 

1968 
1969 

131608 
14,277 
14,902 
15,510 
16,111 
16,712 
17,335 
17,997 
18,571 
19,076 

1370 
1971 
1972 
1973 

4,189 112.7 
4.195 106.5 
4;164 
4,138 
4,094 
4,026 
3,954 
3,893 

103.8 
100.2 I 
106.5 1974 

1975 115.6 
1976 
1977 

105.0 
94.4 

I/Estimates diEfar from those in Table 2 :11x to the use of different data. 

Z/The substantial Federal investment in grants-in-aid to State and local governments (about 43 :>ercent of the 1977 
State and local capital investment) is classified as State and local investment. 

Source: J. C. Yusgrave, SEA, special tabulation in U.S. Department oE Commercer *A Study of Public Works Invertnent 
in the Unitei States," 9?ril 1980. (Defense c3;7itaL investments not incLw%:i in this StU:ly.) 



disinvestment in Federal capital stock in certain years. L/ 
State and local net capital investment is positive between the 
yeara 1957 to 1977, but declines sharply from the 1968 high 
of $23.3 billion to $6.8 billion in 1977 (in 1972 dollars). 

Another indicator of possible disinvestment in Federal 
capital stock is the decline in per capita Federal net capi- 
tal stock (excluding military). Table 4 shows that the 
total per capita Federal net capital stock has decreased from 
$586 in 1957 to $524 in 1977 (in 1972 dollars). 

Table 5 shows the functional distribution of capital 
investment for selected years. Note the decline in spending 
for highways and the increased spending for public utilities, 
natural resources, and other. 

The plight of cities with respect to capital purchases 
and maintenance is particularly acute. According to a recent 
study by the Joint Economic Committee of Congress, 2/ if 
cities continue to defer expenditures for streets, sewers, 
water mains, and other physical capital, these facilities are 
likely to collapse. To compound this situation, Federal aid 
to cities has tapered off and is dropping fast in real terms. 
Coupled with these problems is strong citizen resistance to 
new or increased taxes. As States and cities become hard- 
pressed to maintain a healthy capital infrastructure, the 
Federal Government's practices in this area need to be 
examined. 

THE FEDERAL GOVERNMENT TAKES NO 
SPECIAL LOOK AT CAPITAL INVESTMENTS 

Industry considers capital budgeting a 'vital part of 
running an effective organization. In the private sector, it 
is common to separate expenditures for current (i.e., today's) 
items from expenditures for capital items. 'The former are 
considered expenses that are paid for from current revenues. 
The latter (capital items) are thought of as investments, the 
coats of which are expected to be recovered in the future. 
Private firms normally prepare separate budgets for current 
and capital expenditures. Businesses also use cash flow 
analyses to identify available cash to support current 
operations and capital budgets. 

&/Disinvestment, like depreciation, is an accounting concept, 
and also includes net sales of Federal capital stock to the 
private sector. 

Z/Joint Economic Committee, "Trends in the Fiscal Conditions 
of Ci.ties,ll 96th Congress, 2nd Sess., 1980. 
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Table 4 

Per Capita ledera Government Ret Capital Stock, Excluding Military 
(constant 1972 dollars)- 

Non-Residential Buildings end Structures 
Other Righuays/ Conservation/ Other 

Year Industrial Education Sospital Buildings Streets Developlcnt Structures Ruuiment Residential Total 

1957 93.01 1.93 10.17 24.35 13.45 167.94 2.711 95.23 17.25 585.52 

1962 75.94 2.33 11.10 30.91 17.67 194.78 5.32 47.73 29.48 562.36 
co 

1967 62.03 2.58 12.08 44.08 20.53 197.32 5.75 67.78 28.81 570.61 

1972 51.02 2.51 12.88 41.46 21.78 201.61 6.11 49.08 29.63 540.72 

1977 45.24 2.54 14.69 39.24 25.16 210.89 6.74 23.79 30.49 524.111 

Source : U.S. Departnent of Commerce, ,A Study of Public Works Investrent in the United States; April 1980. 
(Defense capital investrents are not included in this study.) 



Table 5 

Distribution of Total Capital Investment by Function in Selected Years 
(Includes Federal, state and local, in billions of constant 1972 dollars 

and oercentl l/ 

1962 1967 1972 1977 
Dollars Percent Dollars Percent Dollars Percent Dollars Percent 

1959 
Dollars Percent Function 

Highways 

Public 
Utilities z/ 

Education 

Natural 
Resources 

Transportation 

w Health 
Facilities 

Housing 

Other z/ 

Total 

11.2 37.3 13.2 32.4 11.5 33.0 6.8 23.5 10.1 39.0 

3.4 13.1 

4.8 18.5 

2.2 8.5 

0.6 2.3 

0.8 3.1 

1.5 5.8 

2.5 9.7 

25.9 100.0 

3.8 

5.4 

12.7 

18-A 

4.7 

9.8 

11.5 

24.0 

4.7 13.5 

7.2 20.6 

5.6 

5.4 

19.3 

18.6 

2.8 

0.7 

9.3 

2.3 

3.5 

1.6 

8.6 2.8 8.0 

3.9 1.7 4.9 

3.2 

1.3 

11.0 

4.5 

0.8 2.7 1.2 2.9 1.4 4.0 1.4 4.8 

1.9 6.3 1.2 2.9 1.5 4.3 0.6 2.1 

3.4 11.3 5.6 13.7 4.1 11.7 4.7 16.2 

30.0 100.0 40.8 100.0 34.9 100.0 29.0 100.0 

L/Estimates of total PWI differ from those in table 2 due to the use of different data sources. 

2/includes water and sewer systems: does not include Federal public utilities which are included in the 
natural resources and other categories. 

Z/Includes public buildings, correctional facilities, and Federal government purchases of all types of 
equipment. A breakdown of Federal equipment by function was not feasible, although data on the 
functional distribution of state and local government equipment purchases were available and have 
been included under their respective functional headings. 

Source: U.S. Department of Consaerce, "A Study of Public Works Investments in the 
United States," April 1980. (Defense capital investments are not included 
in this study.) 



Most Statem and municipalities also follow a dual budget 
procedure. Some do so because their constitutions or charters 
require it. Others do it arbitrarily, to call attention in 
their budgets to long-term projects that require significant 
resourcem for planning, funding, and implementation. Most 
State constitutions require the State government, and local 
governmentm as well, to present a balanced budget. The cur- 
rent budget must be balanced, but the capital budget is usu- 
ally totally or partially financed by borrowing. The Federal 
Government, however, has never had a separate capital budget. 
It prepares a comprehensive (or unified) budget that does 
not separate capital items from current items. However, in 
many respects the budget resembles the cash flow analyses 
of businesses, where the deficit indicates the added debt 
required to cover cash requirements for the year. 

Whether or not the Federal Government should have a sepa- 
rate capital budget has been the subject of lively debate for 
a long time. In 1949, the First Hoover Commission on Govern- 
ment Organieation mtated in its report on Budgeting and 
Accounting that: 

“There is a present constant confusion in Federal 
budgeting and accounting because current expendi- 
tures and capital outlays are essentially different 
in character, and should therefore be shown separately 
under each major function of activity in the budget. 

We recommend that the budget estimate of all opera- 
ting departments and agencies of the Government 
should be divided into two primary categories-- 
current operating expenditures and capital outlays." 

In 1967 the President's Commission on Budget Concepts 
addressed the issue of a dual budget. If said that the Fed- 
eral Budget serves two purposes: (1) it presents the Presi- 
dent's proposals for legislation and appropriations: and (2) 
it allocates resources and serves as a tool for stabilization 
and growth. The Commission concluded that a separate capital 
budget did not serve these purposes simultaneously, and it 
recommended that the "purchase of physical assets should not 
be set up as a separate capital budget * * *." 

Experts surveyed by the 1967 Commission believed that a 
capital budget would promote "bricks and mortar" programs at 
the expense of other Government programs. They also cited the 
difficulties of defining a capital budget and of determining 
precisely what items should be considered capital assets. The 
experts were not, however, averse to special tabulations of 
capital investments, and the Commission recommended that such 
data be included in the unified budget. 
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No einqle Federal orqanization 
is responsible for capital investments 

At the Federal level, nearly all major issues of policy 
can be identified with a specific organizational entity that 
is responsible for guiding the direction of a particular 
national policy and for assessing priorities with respect to 
it. In many cases, a policy area is assigned to a cabinet- 
level department. Such is the case with health and education, 
which are directed by the Department of Health and Human 
Services and the Department of Education. In other cases, a 
smaller organizational entity is in charge of a policy area 
and may exercise its responsibilities by coordinating the 
efforts of many departments, agencies, and offices. The 
Office of Science and Technology Policy (OSTP) is an example. 
In the case of Federal capital investments, however, there is 
no organizational unit responsible for policy guidance. 

To illustrate the neglect of capital investment policy 
in Federal decisionmaking, we compared it to Federal research 
and development (R&D), a policy area under the direction of 
the Office of Science and Technology Policy. Because dis- 
covering basic knowledge and applying it to meet national 
needs is seen as one of the responsibilities of Government, 
Congress passed the National Science and Technology Policy, 
Organization, and Priorities Act in 1976. The Act established 
OSTP within the Executive Office of the President and made 
it responsible for coordinating Government-wide R&D programs 
and for helping the President, Office of Management and Budget 
(OMB), and Federal agencies to prepare R&D budgets. In carry- 
ing out its mission, OSTP participates in the budgetary proc- 
ess to make sure that long-term planning for science policy 
is incorporated into the budgets of the 31 Federal agencies 
that engage in R&D activities. 

Although R&D, like capital investment, is not a sepa- 
rately budgeted activity, agencies do propose their own R&D 
budgets based on OSTP's suggestions and program reviews. 
Within the context of its normal budgetary process, each 
agency analyzes its R&D needs program-by-program or project- 
by-project. As the R&D portion of an agency's budget winds 
its way through the budgetary process, OSTP and OMB collabor- 
ate to make sure that national science policy goals are the 
backbone of the proposed R&D figures. OSTP places a high 
priority on its budget review function. 

In addition to OSTP's efforts, the National Science 
Foundation (NSF) publishes an annual appraisal of how U.S. 
science and technology relate to national interests. NSF 
also supports the joint work of OSTP and OMB by providing 
them with special analytical studies. 
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As a result of OSTP's guidance, science policy and its 
related R&D activities have a direction and focus within 
Federal decisionmaking that capital investment lacks. The 
Federal agencies we surveyed do not, as a matter of agency 
policy or practice, coordinate their capital investment 
activities or plans with one another. No Federal organiza- 
tion is responsible for evaluating or assessing capital 
investment as a discrete policy issue or for taking a cross- 
cutting look at capital investment to see how it affects 
national priorities. 

Special Analysis D does not 
meet the needs of our analysis 

Capital expenditures are recognized as having a different 
effect on the economy than other types of expenditures. To 
take this effect into account at the national level, Special 
Analysis D, which is a list of Federal investment (i.e., 
capital) outlays, has been prepared since 1951. L/ However, 
it is compiled after agency officials make their budget 
decisions. Consequently, it is not designed to be a resource 
from which one can infer or analyze Federal capital investment 
policies and practices. As might be expected, when we tried 
to use the Analysis for those purposes, we found it contained 
little of the information we needed. 

Our analytioal needs notwithstanding, the Analysis does 
a good job of what it is intended to do, which is to divide 
program outlays into two categories: those devoted to current 
(or operating) expenses and those devoted to "investment-type" 
(which includes capital) expenses. (As we explained earlier, 
current outlays provide benefits in the year they are made, 
and capital outlays benefit the future through the acquisi- 
tion of physical capital.) Total Federal investment-type 
outlays for fiscal 1982 are estimated at $161.5 billion. As 
shown in table 6, $83.5 billion of this estimate is for 
capital assets (according to our definition). About 87 per- 
cent of the $22 billion that goes to States and localities 
is for highways and mass transit, pollution control and 
abatement, and community development block grants. 

l/Special Analysis D is one section in the Special Analyses, 
gudqet of the United States Government, which is a supplement 
to the President's annual budget to the Congress. 
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Table 6 

Estimated Federal Capital Outlays 
Firrcal Year 1982 

($ in billions) 

National Defense 

Acquisition of major equipment 
Construction and rehabilitation 

of physical arrseta 
Other physical aeeets 

Civilian Agencies 

Construction and rehabilitation 
of physical assets: 

Grants to State and local 
government8 

Direct Federal outlays 

Other physical assets 
Commodity inventories 
Acquisition Of major eqUipment 

TOTAL $83.495 

$41.830 

3.509 
0.238 

$45.577 

$292’;;; $ 
. 

$31.553 b/ 

1.593 
3.759 
1.013 

$37.918 

a/$3.509 billion in national defense outlays.for construction 
and rehabilitation of physical assets consist of $3.492 
billion in direct Federal outlays and $0.017 billion in 
grants to State and local governments. These defense com- 
ponents were subtracted from the grants and direct outlay 
totals to arrive at appropriate figures for civilian 
agencies. 

b/Does not add up due to rounding. 
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For our purposes, the Analysis is seriously limited in 
the following five ways. 

1) 

2) 

3) 

Special Analysis D does not accurately portray the 
maqnitude of capital investment activity because 
capital outlays-from one cateqory are netted against 
the receipts from the same cateqory. The Department 
of Agriculture is a case in point. In FY 1980 loans 
to Agriculture borrowers were an estimated net loan 
figure of -$130 million, which indicates only that 
loan repayments are expected to exceed loan disburse- 
mente, but does not reveal how many dollars are 
expected to be loaned or how many repaid. Stating 
the loan figures in gross terms, however, would give 
a much clearer picture of the amount that Government 
is contributing to capital investment. 

Special Analysis D does not include the financial 
activities of off-budqet aqencies. l/ Omitting this 
data understates the capital investment activity that 
takes place outside the-formal budget process. For 
example, since FY 1974, the United States Postal 
Service has been an off-budget entity, and it has 
averaged $560 million in annual outlays for capital 
items from 1974 to 1979. 

Special Analysis D does not represent total.capital 
stock because it displays capital outlays for only 3 
fiscal years. Three years is too short a time span 
to accurately account for additions to capital assets 
or their depreciation and disposal. Consider, for 
example, conetruction projects. There is a consider- 
able time lag between when a facility is built and 
when payment is made. The Analysis shows payments 
(outlays) made rather th;tsthe dollar value of a 
constructed facility. construction outlays 
reported in one year may &c&ally reflect the con- 
struction activity that took place in the previous 
year. 

L/Off-budget Federal agencies are entities, federally owned 
in whole or in part, whose transactions have been excluded 
from the Federal budget totals under provisions of law, 
e.g., the Federal Financing Bank. The fiscal activities 
of these entities are not included in either budget author- 
ity or outlay totals, but are presented in a separate part 
of the budget appendix and as memorandum items in various 
tables in the budget. 
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(A better measure may be obligations, which 
would show the Government's commitments, but of 
course obligations would be somewhat before the 
fact, as outlays are after the fact.) 

Moreover, the incremental reporting in Special 
Analysis D contains no estimates of total Federal 
investment in capital assets. Since the Analysis 
was not meant to assess policy, it does not show 
estimates of total assets, information it should 
contain to be useful for policymaking. 

4) Since there is no consistent definition of physical 
capital, Federal agencies define physical capital as 
they choose. Thus, an asset in one agency may be 
thought of as capital, and the same asset in another 
agency may be treated as a current item. Note the 
following differences in the way agencies define 
capital assets. 

Headquarter officials at the General Services 
Administration (GSA) told us that capital investment 
consisted of all new construction, alterations, and 
major repairs except for one-to-one replacements of 
equipment. On the other hand, the Corps of Engineers 
defines capital as basically the construction of a 
water resource project. They said it involves new 
construction and has no dollar limits. Veteran's 
Administration (VA) officials said their capital 
consists of construction and renovation projects over 
$100,000 except for one-to-one replacements of equip- 
ment, which are treated as current expenditures. The 
Postal Service defines capital building projects as 
those over $2,000 that (1) are new buildings, (2) 
add space to an existing building, (3) add new 
features to an existing building, or (4) extend the 
useful life of a building. These varying definitions 
of physical capital make it difficult to precisely 
interpret much of the data in Special Analysis D. 

5) Special Analysis D places some program outlays in the 
class (i.e., either capital or current) where the 
majority of the expenditures are expected to occur. 
Classifying outlays in this manner can seriously 
distort what is being spent on capital items. Some 
programs, such as general revenue sharing and com- 
munity development block grants (with combined outlays 
of over $10 billion), can be used by the recipient 
for either capital or operating purposes. However, 
if 51 percent or more of a program's funds are used 
for operating expenses, Special Analysis D classifies 
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the entire outlay as a current item, even 
though a big portion of it (say 49 percent) 
is used for capital investment. L/ 

Special Analysis D is not a useful resource for our pur- 
poses. Since it is prepared after budget decisions are made, 
it cannot be used to support decisions about capital invest- 
ment policy. Except for this special analysis, the Federal 
Government does not practice capital budgeting in a comprehen- 
sive way. 

A/OMB Circular A-11 states that in those grant-in-aid programs 
where the recipient has the discretion to use the funds for 
either current or investment-type purposes, all the outlays 
are to be recorded in the category where the majority of 
the funds are expected to be used. 
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CHAPTER 2 

STUDY DESIGN AND APPROACH 

METHODOLOGY 

To determine how the Federal Government should plan, 
budget, and control physical capital and its operation and 
maintenance, we looked at the experiences of 24 organizations: 
4 businesses, 4 cities, 4 counties, 4 States, 1 regional 
authority, and 7 Federal agencies. l/ Various methods can 
be used to study capital budgeting and the ways infrastruc- 
tures are assessed. For our research, we chose a blend of 
survey and field study techniques. We also reviewed the 
current literature and gathered information from the Office 
of Management and Budget, other Federal agencies, and budget 
specialists. 

our framework for studying 
capital budgetinq 

The literature on capital budgeting covers several points 
of view. Business journals generally discuss the analytical 
techniques used to determine the most cost-effective choices. 
Public sector literature centers on three areas: (1) the pro- 
cedures used to prepare a capital budget document, (2) whether 
a separate capital budget (using the traditional accounting 
definition) is practical, and more recently (3) the condition 
of cities' infrastructures. 

Nowhere, however, in our literature review could we find 
a comprehensive, precise discussion of the critical elements 
of a capital budgeting process. Thus, we devised an analytical 
framework of our own, and based on it, we developed and 
designed this study's data collection needs. Our framework, 
below, consists of four parts, all of which we judge necessary 
for a successful approach to capital budgeting. 

1) Assess the condition of the infrastructure and 
identify its short- and long-term physical needs. 

2) Develop alternatives to satisfy the organization's 
short- and long-term needs. 

l-/Actual locations visited are listed in appendix III. 
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3) Select alternatives and set priorities among the 
various short- and long-term needs and establish 
short-term funding allocations. 

4) Monitor and control work schedules and financing. 

Our criteria for determining 
successful or unsuccessful 
organizations 

To analyze our survey and field data, we arranged the 24 
organizations we studied along a spectrum, ranging from very 
successful to very unsuccessful (failure). We defined a suc- 
cessful organization as one that can, even under adverse 
conditions, acquire and/or maintain physical capital without 
jeopardizing its mission or its clientele. By adverse condi- 
tions, we mean declining resources, political instability, or 
severe conflict among interest groups. 

By using the spectrum arrangement, we were able to 
identify consistent elements that characterized the capital 
budgeting practices of the 24 organizations. We classified 
the elements as critical, important, helpful, harmful, damag- 
ing , and destructive. Each of the successful organizations 
contained some helpful, important, and critical elements. 
The very successful organizations contained more critical 
elements than the successful or partially successful groups. 
The organizations on the unsuccessful end of the spectrum, 
however, had only one element in common--harmful (see 
figure 1). The identity of these elements, which we discuss 
in chapter 4, forms the basis of our conclusions. We have 
also used them to assess the effects of various funding 
mechanisms on an organization's ability to form and maintain 
its capital infrastructure. 

SURVEY AND FIELDWORK METHODS . 

Our criteria for selecting 
the Federal agencies 

The seven Federal agencies we studied were selected be- 
cause of their programs, funding mechanisms, relationship with 
State and local physical capital, and size of capital plant. 
They are-- 

0 the Department of Housing and Urban Development (HUD) 

l the Depar+ment of Transportation (DOT) 

l the General Services Administration (GSA) 
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l the Environmental Protection Agency (EPA) 

e the Veterans Administration (VA) 

l the United States Postal Service (USPS) 

0 the U.S. Army Corps of Engineer8 (Corps) 

These agencies fall into two broad categories--those 
that invest directly in physical assets--the Postal Service, 
GSA, VA, and the Corps --and the ones that invest indirectly 
by providing funds to State and local governments to buy and 
operate physical capital. HUD, DOT, and EPA are in the latter 
group: they conduct the three largest Federal grant programs 
that finance State and local physical capital. 

We chose DOT because it administers the very large High- 
way Trust Fund, which gets its support from fuel taxes. The 
Fund provides grants to the States for the Federal-Aid Highway 
System. USPS was selected because it is an off-budget Federal 
agency and can borrow money on its own initiative. Most of 
its funds come from mail delivery and related services. GSA 
was picked because it oversees an extensive rental program, 
has a minuscule current construction program, and a large 
backlog of repairs and alterations. GSA's real property 
operations are financed mainly by the rent it collects from 
Federal agencies that occupy GSA-controlled space. We se- 
lected VA because it owns and manages the largest hospital 
system in the United States and its capital assets are among 
the oldest. 

The Corps was chosen because it builds public works 
projects that take a very long time to plan, design, and 
construct. Its civil works program is capital intensive and 
its construction cycle is much longer than normally experi- 
enced by other Government agencies. The.average time from 
conception to start of construction of flood control projects, 
for example, is 26 years. Construction of civil works proj- 
ects takes about 5 additional years. EPA was selected for 
its specific-purpose, capital-intensive grants, which are fi- 
nancing vast physical capital construction projects in many 
States and localities. EPA grants for water pollution facil- 
ities require some State and local government financing. When 
completed, these plants are operated and maintained by local 
governments. We selected HUD primarily because it distributes 
community development block grants, broad-purpose grants that 
are apportioned by formula. These grants impose no strict 
requirements as to whether or not the funds must be used to 
acquire physical capital. The primary source of capital 
improvement funds for VA, Corps, HUD, and EPA are general 
fund appropriations made specificially for those investments. 
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Our criteria for selecting 
the States 

The four States we visited were California, Michigan, 
Ohio, and Pennsylvania. They represent a cross-section of 
current and past cash positions, types of assets, size of 
capital plant, current and past infrastructure conditions, 
and geographical locations. 

California was chosen primarily because it often enjoys a 
cash surplus and because it is experienced in building, main- 
taining, and operating a very large capital project. The Cal- 
ifornia State Water Project (the basic project was completed 
in 1973) includes 18 reservoirs, 15 pumping plants, 5 power 
plants, and 580 miles of aqueducts. Pennsylvania has recently 
had serious financial problems, and many of its roads and 
bridge5 are in very sad shape. 

Michigan has had experience handling quick swings in cash 
positions. It is characterized as a one-industry State and 
therefore its cash position is closely tied to the health of 
the automobile industry. Ohio has a record of operating with 
relatively limited resources. Its voters and legislators 
generally emphasize limited government and taxes. 

Our criteria for selecting --.-.------------ 
the cities - 

The four cities selected were Baltimore, Maryland: Cleve- 
land, Ohio: Detroit, Michigan: and San Jose, California. They 
represent a mix of geographical locations, population compo- 
sition and trends, and size of capital plant. They are also 
a mix of growing, sustaining, and declining public and private 
resources. In addition, suggestions by various officials 
prompted us to select the special authority, the Port Author- 
ity of New York and New Jersey. The Port Authority has a long 
history of experience in building and maintaining a transpor- 
tation infrastructure and believes that its experience can 
help solve the broader infrastructure problems of the region. 

Baltimore is known as a turn-around city. Once a declin- 
ing urban area, it is now vigorously repairing and rebuilding 
its infrastructure and its image. Baltimore carries all the 
responsibilities of a city and a county. It is old and its 
population is declining, but its financial condition is 
strong. Baltimore voters are noted for their support of bond 
issues for capital investment. 

Cleveland (on December 15, 1978) was the first major 
American city to default since the Great Depression. It has 
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defaulted three times since then and faces $700 million in 
needed improvements to its basic capital plant. 

Detroit, like the State of Michigan, is susceptible to 
the fortunes of the automobile industry and consequently it 
is suffering large revenue losses (State and local). It has 
received media coverage for actively trying to rebuild its 
image and infrastructure. 

San Jose-- located in the "silicon valley" south of San 
Francisco-- is one of the nation's major growth areas. The 
overall debt for the city is below average. Revenues and 
funding operations are considered generally sound. San Jose 
has recently weathered the storm of California's proposition 
13. 

The Port Authority of New York and New Jersey (created 
by State compact in 1921) plans, develops, and operates bus, 
air, marine, and other terminals and facilities of transporta- 
tion and commerce. It is financially self-sustaining and 
obtains funds based on its own credit. It has a sound finan- 
cial position and builds, maintains, and operates an extensive 
capital plant. Over the years, the Authority has expanded 
its responsibility for infrastructure in the New York/New 
Jersey area. 

Our criteria for selecting 
the counties 

We based our selection of the four counties on geograph- 
ical location, various organizational and service delivery 
structures, and current and past cash positions. They were 
Howard County, Maryland; Arlington County, Virginia; Maricopa 
County, Arizona; and Oakland County, Michigan. 

Howard County, which contains the privately developed 
and administered model city of Columbia, must balance the 
competition between its urban and rural sections. The county 
has grown steadily and has not suffered severe cash problems. 
Arlington County is an urban county that has no cities within 
its boundaries, and thus it has the combined responsibilities 
of a city and a county. With constant revenues, it is hand- 
ling a rapidly declining school population and a large 
requirement for funding subway construction and operation. 

Oakland County has a completely decentralized government 
and an increasing revenue base. It is in a sound cash posi- 
tion and can easily provide the cash needed to build and main- 
tain its infrastructure. 
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Maricopa County is located in the rapidly growing area 
of Phoenix, Arizona. It has an expanding revenue base and a 
sound cash position. Maricopa can easily provide the cash 
needed to build and maintain its physical capital. 

Our criteria for selectinq 
the private firms 

The corporations chosen were American Telephone and Tele- 
graph Company (AT&T), the General Motors Corporation (GM), the 
Boeing Company, and the Republic Steel Corporation. These 
companies represent a cross-section of capital-intensive 
industries --automotive, steel, aerospace, and communications. 
They were also chosen because they represent a mix of com- 
panies which have, over the years, experienced a variety of 
cash positions. 

AT&T is the largest corporation in the world ranked by 
assets. In 1979, it spent $15.7 billion for construction, 
up $2.0 billion from 1978. AT&T is an acknowledged leader 
in the communications field and provides 83 percent of the 
nation's telephone service. It builds, operates, and maintains 
an extensive capital plant. It also manufactures communica- 
tions products and conducts a large research operation. Its 
cash position is very sound. 

Boeing, the 29th 1argest.U.S. industrial corporation 
ranked by sales, is an international leader in the aerospace 
industry. It has experienced, as has the entire industry, 
periods of severe decline and heavy growth. It builds pri- 
marily airplanes, helicopters, and aerospace products. 

GM, the second largest U.S. industrial company ranked 
by sales, builds automobile products and is in an enviable 
cash position. It has large cash reserves. The leader in 
the U.S. automobile field, it is currently.(like the rest 
of the industry) experiencing strong competition from 
foreign manufacturers for fuel-efficient cars. In 1979, 
GM spent $5.4 billion for new plant facilities, renovation 
of existing plants, and special tools. 

Republic Steel is the 85th largest U.S. industrial com- 
pany ranked by sales. It is fighting the well-known, 
industry-wide problems of obsolete plant and equipment and 
a declining ability to rebuild and retool. 

Interviews and documents 

During the course of our study, we conducted 191 inter- 
views with: 
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--legislators (8) 

--top managers (36) 

--program managers (20) 

--budget officers and comptrollers (43) 

--evaluators and auditors (9) 

--capital plant managers, planners, builders, and oper- 
ators (75). 

We also examined: 

--policies, procedures, instructions, budgets, and forms: 

--documents on capital and its maintenance as they relate 
to the organizations contacted: 

--documents concerning the availability of different 
types of funds: and 

--enabling legislation and other laws. 

STUDY LIMITATIONS 

In this report we do not explore the details of programs, 
nor did we collect data on the extent of capital investments 
made by the Federal Government over the years. Extensive in- 
formation on capital investments is available in the 1980 
report issued by the Department of Commerce, "A Study of 
Public Works Investment in the United States." The Urban 
Institute has also issued several reports on the condition 
of major cities' infrastructures. 

Further, we do not discuss the pros and cons of a separ- 
ate capital budget versus the unified Federal budget. Nor do 
we discuss in any detail State and local budgeting practices. 
These issues will be analyzed in subsequent GAO reports. 

We are conducting a series of studies on capital budget- 
ing and infrastructure assessment practices. This report is 
the second one in the series: the first, "Foresighted Planning 
and Budgeting Needed for Public Buildings Program," was 
published in September 1980. _ l/ Our ongoing studies are 

i/U.S. General Accounting Office, (PAD-80-95, September 9, 
1980). 
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addressing these questionat (1) Should the Federal Government 
have a separate capital budget? (2) What information is need- 
ed to make Federal capital investment policy? What are the 
cost implications of gathering such information7 (3) What are 
the elements that affect State and local capital investment 
decisions? 

COMMENTS ON THIS REPORT 

We received oral and written comments on a draft of this 
report from seven Federal agencies, two industrial companies, 
one special authority, two county governments, and five profes- 
sional management associations. l/ With the exception of the 
Office of Management and Budget,-all the reviewing organiza- 
tions agree with our message, conclusions, and recommendations. 

As a result of the comments, in this final report we 
have mentioned changes to capital investment systems that 
agencies plan to undertake in the future, but we are in no 
position to evaluate these changes. We also added a discus- 
sion, in chapter 5, of the Federal Government's historical 
approach to budgeting operations and maintenance and construc- 
tion. In our view, the approach gives the impression of a 
greater degree of separation of these items in the budget 
formulation process than actually takes place when the budget 
is implemented. 

Many reviewers had specific, technical comments about 
their organization or items of special interest to them, 
Within the body of the report, we have corrected factual 
errors and have presented the organizations' positions. As 
the reader may notice, in some cases comments pertained to 
ongoing GAO projects. We do not address these comments in 
this report because they will be taken into account as we 
continue our current work. We also clarified our main 
recommendation to the Congress (see ch. 8) to more precisely 
convey what we mean, which is that top-down policy advice is 
needed for Federal capital investments, not centralized 
management and control. OMB's specific Gents about the 
report, and our responses, are discussed in the final section 
of chapter 8, immediately following our recommendations. 

L/The written comments from OMB and other organizations are 
reproduced in their entirety in appendix I. 
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CHAPTER 3 

PHYSICAL CAPITAL IN THE PUBLIC SECTOR: 
THE CURRENT SITUATION 

FEDERALLY FINANCED PHYSICAL 
CAPITAL NEEDS SPECIAL ATTENTION 

The Federal Government owns enormous amounts of capital 
assets --military installations, dams, public lands, build- 
ings. It also helps State and local governments to purchase 
similar facilities, particularly roads and streets, waste 
water treatment plants, and mass transit systems. Today much 
of these federally owned and financed capital items are dete- 
riorating, and we are faced with the unpleasant prospect of 
either repairing or rehabilitating them, or of risking a stag- 
gering replacement burden in the future. 

Our survey shows that deteriorating public capital assets 
are partly the result of State and local neglect and partly 
the result of Federal Government actions. 

Exactly how much physical capital the Federal Government 
owns is not clear. Estimates vary depending on the valuation 
basis used and the types of assets included in the estimates. 
Nevertheless, all studies of federally owned physical capital 
show that the amount is substantial. Some conclusions reached 
by studies we considered include: 

--The Department of Commerce estimates the value of 
federally owned fixed capital in 1979 to be $418 
billion (in 1972 constant dollars). l/ This consists 
of a military portion of $238 billion and a non- 
military portion of $180 billion. 

. 

&/U.S. Department of Commerce, "Survey of Current Business," 
March 1980. The constant-dollar gross of Government-owned 
fixed capital is the value of the stock in 1972 constant 
dollars before deductions for depreciation. This study uses 
the perpetual inventory method that derives gross capital 
stock for a given year by cumulating past investment and de- 
ducting the cumulative value of the investment that has been 
discarded. 
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--A 1977 study publiehed by the Treasury Department 
describe8 an experiment to develop a consolidated fin- 
ancial statement based on historical coste. l/ This 
study liate Federal property and equipment aE $324 
billion, $189 billion of which is military capital. 

--An inventory prepared by GSA of real property owned by 
the United States worldwide shows that the Federal 
Government own8 $106.9 billion worth of real pro- 
perty. 2/ This figure, however, ia based on actual 
or eatizated costs without considering depreciation, 
obsolescence, or economic changes in value. 

Although the Federal Government owns billions of dollars 
worth of capital items, State and local governments own much 
more. The Department of Commerce study cited above estimates 
that in 1979 capital assets owned by States and municipalities 
totaled about $896 billion (in 1972 constant dollars). 

Federal agencies who own capital 
assets set differing priorities 
for routine maintenance, major 
repairs, rehabilitation, and new 
construction 

Although the four agencies we studied who own and main- 
tain their own assets use different criteria for setting 
priorities, in one area they concur: each gives a high 
priority to maintenance critical to operations. Both the 
Corps and the Postal Service said they would cut opera- 
tions before reducing critical maintenance. Rather than 

&/U.S. Department of Treasury, "Consolidated Financial State- 
ments of the United States Government, FY 1977," prototype. 
This report is part of'a continuing experiment to expand the 
use of accrual accounting concepts in governmental account- 
ing. Capital assets are accounted for on a historical cost 
basis: with some having no recorded value. Although the 
figures shown do not include deductions for depreciation, 
an integral part of having such a statement would be having 
a detailed listing of capital assets. 

Z/General Services Administration, "Real Property Owned by the 
United States as of September 30, 1978." This inventory 
lists federally owned land, buildings, structures, and fa- 
cilities (real property) at cost. Since most of the land 
was acquired at minimal cost, it is shown at only a fraction 
of its market value. Civilian and military equipment is not 
included in these totals. 
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forego maintenance during an overall budget constraint, the 
Corps would stretch out come construction projects and reduce 
operating expenees by closing less essential recreational 
facilities. VA said that it, too, attaches a high priority 
to maintaining physical capital that is critical to operations, 
but its primary concern is its health care programs; these are 
not sacrificed to provide for capital investment needs. 

A Postal Service official said that the maintenance 
budget is never purpoeely cut and that in recent years main- 
tenance personnel have increased, while the total number of 
Postal Service employees has declined. Postal Service 
officials pointed out that increased mechanization requires 
more qualified maintenance personnel. 

At many Federal agencies, priorities and consolidated 
budgets are developed at headquarters, but day-to-day opera- 
tions and maintenance are performed at the local level. At 
the VA, for example, the operating and recurring maintenance 
budgets are combined and the individual hospital directors 
have considerable authority to make decisions about day-to-day 
spending. A hospital director may decide to defer some non- 
critical maintenance, like painting rooms, if there are other, 
more pressing operational needs. Nonrecurring maintenance, 
such as replacement of building service equipment (elevators, 
boilers, etc.), replacement of building components (roofs, 
windows, etc.), and minor improvements (room renovations, 
partitions, etc.), is a separate category within the medical 
care operating budget. VA does not use it for any other 
operational requirements. Improvement and rehabilitation 
projects are funded from new construction projects in a 
eeparate appropriations account. 

The Corps of Engineers combines its operations and 
maintenance budget and can transfer funds from one project 
to another to meet operational expenses. Rehabilitation 
projects are funded from new construction*projects in a 
eeparate appropriation8 account. At GSA, daily operations 
and lease and purchase contract payments are given first 
priority. GSA officials cited budgetary constraints as the 
reason why alterations, repairs, and new construction receive 
lower priority. 

The emphasis these agencies put on operations and cri- 
tical maintenance allows them to function on a daily basis, 
but it can result in the gradual decline of their facilities. 
The Postal Service differs from the other Federal agencies 
in this respect because it assigns a high priority to impro- 
ving its capital equipment and facilities. First, since it 
became an independent agency in 1971, the Postal Service has 
had the authority to borrow money. Second, it has launched 
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an ambitious program to improve equipment and facilities. 
Many antiquated facilities have already been replaced with 
modern ones, and the Postal Service is currently mechanizing 
to improve worker productivity. USPS' ability to borrow 
money is vital to its modernization program. 

Federally owned assets appear to be in 
better condition than State and local 
assets, but they also suffer from 
obsolescence and deterioration 

Facilities at one of the four Federal agencies in our 
study are becoming obsolete, two agencies appear to be holding 
their own, and one has substantially improved its facilities. 
Although these agencies routinely inspect their assets, none 
prepares reports that directly compare the overall condition 
of their facilities over time. We made this judgment after 
interviewing agency officials and collecting available 
information. 

The Veterans Administration's facilities are becoming 
functionally obsolete. Many of its hospitals are structurally 
sound but do not have enough room or the correct space con- 
figuration to accommodate modern medical equipment, outpatient 
facilities, or air conditioning and ductwork. Currently about 
one-third of the VA's 172 hospitals have no air conditioning 
in the patient's quarters. Although the agency is taking a 
hard look at its medical facilities, it is not replacing or 
renovating them fast enough to up-grade them to the new, 
higher standards of hospital occupancy. 

Facility age, changes in the life safety and electrical 
codes, requirements of the Joint Commission on Hospital 
Accreditation, changes in medical technology, and insufficient 
construction funds are the reasons the VA gives for the obso- 
lescence of its medical facilities over the-last 10 years. 
A 1978 GAO report L/ states that many of the facilities 
under the VA's Department of Medicine and Surgery are techni- 
cally obsolete. 2/ Half the hospitals currently in use were 
constructed before 1950--the oldest in 1888. A few of them 

l/U.S. General Accounting Office, "Review of the Process that 
the Veterans Administration Has Developed To Determine 
Priorities for Its Major Construction Program," (HRD-78-76, 
March 15, 1978). 

,Z/The Department of Medicine and Surgery is responsible for 
172 hospitals, 228 outpatient facilities, 90 nursing homes, 
and 16 domiciliaries. 
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were actually intended to be temporary facilities. During 
1975-79, VA's outlays (in 1972 constant dollars) for capital 
investments averaged about $142 million a year. This is a 
considerable increase over outlays made in the three prior 
5-year periods (1960-74), which ranged from an annual average 
of $91 million to $103 million in 1972 constant dollars. 
Despite this recent increase in capital outlays, we do not 
believe the VA has yet reversed the gradual functional obso- 
lescence of its facilities. 

The Department of Medicine and Surgery has developed a 
system that identifies medical facilities most in need of 
renovation or replacement. These facilities are reviewed 
annually and the ones selected are included in a 5-year con- 
struction plan. VA's S-year plan incorporates all proposed 
major construction projects over $2 million. This represents 
247 projects with an estimated construction cost of $4,130 
million. (The VA also has a minor projects program for 
construction and alterations under $2 million.) 

GSA officials said their buildings are in better 
condition now than 10 years ago because they have more money 
for repairs and because GSA no longer oversees Post Office 
buildings. However, GSA's backlog of alterations and major 
repairs has grown tremendously-- up 233 percent since 1962. 
Between 1962 and 1979, the inventory for alterations and major 
repairs has grown from about $370 million to $1,234 million. 
(In constant 1972 dollars this would be a growth from $524 
million to $746 million, an increase of 42 percent.) 

GSA attributes much of its backlog increase to inflation, 
which has exceeded 10 percent in the construction industry 
during the past several years. Officials also attribute the 
increase to incoming workload for new programs--such as energy 
and the handicapped-- and to the aging process of their build- 
ings, the majority of which are over 30 years old. Despite 
the backlog, GSA officials said the agency is holding its 
own in balancing repairs and alterations against continual 
deterioration and obsolescence. 

In recent years the Congress has greatly increased the 
appropriations for GSA's alterations and major repairs pro- 
gram. During fiscal years 1968 through 1977, about $61 mil- 
lion to $100 million a year was appropriated for this program. 
Because of the substantial backlog of work requirements, the 
Congress increased the new obligation authority for fiscal 
years 1978 and 1979 to about $200 million annually. In FY 
1980, however, GSA received only $151.3 million. 

Currently GSA has little in the way of a new construc- 
tion program. Most space needs are being met by rehabilitating 
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existing buildings or by leasing. GSA's FY 1980 appropriation 
for new construction was only $29.3 million, but an additional 
$100.6 million was provided by the 1980 supplemental appropria- 
tion. GSA currently has a backlog of $737.2 million in new 
construction projects pending before the Public Works Commit- 
tees of both houses of Congress. 

Corps of Engineers officials said that the overall 
condition of the Corps' capital infrastructure has improved 
over the last 5 to 10 years, but acknowledged that some older 
structures have deteriorated. The Corps had an estimated 
$220 million in unfunded maintenance requirements for FY 1981, 
including river and harbor dredging, maintenance of recreation 
facilities, locks, dams, and other structural and operational 
needs. 

The Corps' operations and maintenance budget is consid- 
ered one category for appropriations purposes, but the Corps 
has the authority to transfer funds from one project to 
another to meet emergency needs. Since 1970, its operations 
and maintenance budget has grown faster than its construction 
budget, because of new projects coming on-line, new legal 
requirements, and the aging of its projects. The operation 
and maintenance appropriations have grown 218 percent, from 
$262 million in 1970 to $833 million in 1979; whereas, the 
construction budget has increased by 89 percent, from $712 
million in 1970 to $1,344 million in 1979. In terms of 1972 
dollars, this is an increase of 75 percent in operations 
and maintenance, and an increase of 4 percent in construction 
dollars. Without studying the Corps' maintenance over time 
and changes in the condition of its capital stock, we cannot 
determine if the level of maintenance or the condition of the 
capital assets have changed. 

U.S. Postal Service officials said their facilities have 
improved in the last 10 years. When the old Post Office 
Department became the Postal Service in 1971, thousands of 
post offices needed modernizing. During the next 3 years, 
the Service instituted a program to improve working conditions 
that has been dramatically successful. It involved more than 
22,000 projects at a cost of $260 million. When the program 
started, only 20 percent of the employees worked in environ- 
mentally acceptable quarters compared to 92 percent when the 
program was completed. Since its establishment as an inde- 
pendent agency, the Postal Service has been able to borrow 
money and its capital investments have nearly tripled, from 
an average of $236 million during the 4 years before the 
Service was formed, to an average of $683 million in the 4 
years after it was formed. 
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The Postal Service puts heavy emphasis on maintenance. 
In recent years it has increased maintenance personnel and 
decreased operations personnel. Capital improvements and 
increased mechanization have made maintenance even more im- 
portant now than in the past. 

THE.FEDERAL GOVERNMENT WILL PROBABLY 
HAVE TO CONTINUE TO SPEND MONEY TO 
PROTECT FEDERALLY FINANCED STATE AND 
LOCAL CAPITAL ASSETS 

Inflation and resistance to local tax increases are dam- 
aging local budgets. Although few studies have documented the 
costs of deferred maintenance, the government and industry 
officials we interviewed believe that deferred maintenance 
results in breakdowns, deterioration, and eventually in a 
larger capital budget to rehabilitate or replace the neglected 
asset. Three of the Federal agencies we visited--EPA, DOT, 
and HUD-- invest indirectly in physical capital. These agen- 
cies grant most of their funds to States and localities to 
help them acquire and operate their own capital assets. HOW- 
ever, once Federal monies are committed to a capital improve- 
ment project, the financial commitment remains long after 
the asset is purchased. Highways, mass transit, and water 
pollution control facilities-- the physical capital funded 
by DOT and EPA-- are cases in point. As these assets grow 
old, the Federal Government is faced with a dilemma: it can 
allow them to deteriorate and become unusable, or it can com- 
mit more funds to their repair and replacement. 

The bulk of HUD's investment in State and local physical 
capital is not limited to a specific type of project, as is 
the case with EPA and DOT. As we discuss in chapter 6, one 
of the major HUD programs (community development block grants) 
gives local officials wide latitude in deciding how to use 
the grant funds. The funds do not necessarily have to be used 
for capital investment, and often they are not. 

A good example of a specific on-going Federal commitment 
is the interstate highway system. As originally conceived, 
revenues from DOT's Federal Highway Trust Fund were to be used 
solely to build a national highway system. But as State main- 
tenance has dwindled in the face of budget cuts, the Trust Fund 
has been allowed to use its monies to rehabilitate roads and 
repair bridges. l-/ As a consequence, the Federal Government 
has assumed more and more responsibility for rehabilitating 
federally financed highways in order to protect its investment 

l/Rehabilitation is considered a capital expenditure. 
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in the system. To date the Federal investment in the inter- 
state system is an estimated $70 billion. 

The Federal Highway Administration (FHWA) provides about 
$8 billion a year in aid to highways. Ninety percent of the 
construction of 42,500 miles of interstate and defense high- 
ways is financed by the FHWA, and 75 percent of the construc- 
tion and improvement of another 784,000 miles of roads and 
streets is financed by the Federal Government. Despite this 
large commitment, our highways are wearing out faster than 
we can repair them due to such factors as increasing infla- 
tion, declining capital improvement spending, weather condi- 
tions, and daily wear-and-tear caused by cars and trucks. 
The FHWA reports that the overall condition of our nation's 
highways dropped from good to fair between 1970 and 1975, 
and more deterioration occurred during the severe winter of 
1976-77. 

To compensate for shrinking financial resources, some 
States are cutting their highway maintenance budgets and 
staffs. Deferred maintenance can be costly. A recent GAO 
report shows that bridge surfaces that were expected to last 
for 40 years now require major repairs after 5 to 10 years. IJ 
Preventing this deterioration, which is caused by salt used 
to melt snow, would save DOT billions of dollars in repair 
costs. According to the FHWA, if 29,000 interstate bridge 
decks continue to be neglected, an additional $4.4 billion 
will be needed later to repair them. By protecting the 
bridges not yet contaminated by salt, a 3-to-1 savings over 
the life of the bridge deck could be realized. 

The national mass transit program is an example of a Fed- 
eral commitment that grew from an agreement to help finance 
the purchase of physical capital to an agreement to support 
operating expenses. The Congress first passed a major bill 
in 1964 authorizing Federal aid to urban mass transportation. 
In the decade before this bill was passed, nearly 200 private 
transit companies had gone out of business and Federal aid 
seemed necessary to buy the failing private transit companies 
and operate them as public entities. 

By the late 19608, many transit systems were publicly 
operated and the pressing need was for funds to maintain and 
expand services rather than to purchase private systems. As 
a result of the growing operating deficits by the transit 

L/U.S. General Accounting Office, “Solving Corrosion Problems 
Of Bridge Surfaces Could Save Billions," (PSAD-79-10, 
January 19, 1979). 
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systems, the Congress amended the National Mass Transportation 
Assistance Act in 1974 to allow Federal aid for operating 
expenses. Under current mass transit legislation, Federal 
funds are now used to help local governments purchase transit 
equipment and to pay for operating expenses. 

Besides supporting State and local capital assets, the 
Federal Government also subsidizes private organizations to 
maintain vital public services. The Consolidated Rail Corpor- 
ation (Conrail) began operation in April 1976, with a Federal 
commitment of $2.1 billion. Conrail acquired a deteriorated 
physical plant from its bankrupt predecessor railroads--the 
result of,the railroad industry's reluctance to make needed 
investments due to the short supply of funds and the low pros- 
pecte for return on investment. 

In 1978, the Congress authorized an additional $1.2 bil- 
lion: however, more Federal funds may be necesary to continue 
the rehabilitation and rail improvement programs started by 
Conrail in 1976. A 1980 GAO report states that Federal 
funds are running out and Conrail plans to significantly 
reduce its capital programs in 1980 and 1981 to stay within 
the current $3.3 billion Federal funding limit. l/ The report 
concludes that capital investments at this reduced level will 
probably result in deterioration and a return to declining 
service, thus ending the benefits gained from the already 
significant Federal investment. DOT disagreed with the 
report, stating that "... a two-year reduction in the current 
levels of rehabilitation and maintenance...will not adversely 
impact the long-term future of Conrail, provided that the 
necessary funds are available at the end of that period to 
catch up with any necessary maintenance." 

Municipal wastewater treatment facilities are yet another 
example of federally financed projects that suffer from insuf- 
ficient operations and maintenance funds. EPA finances 75 
percent of the construction costs of these facilities, which 
are owned, operated, and maintained by local governments. 
The Clean Water Act of 1977 provides that facilities using 
innovative and alternative technology can receive up to 
85 percent Federal funds; if such a facility fails, 100 
percent grants are available to fund modification or replace- 
ment costs. 

L/U.$ General Accounting Office, "Conrail's Reduced Capital 
Program Could Jeopardize the Northwest Rail Freight System," 
(CED-80-56, March 10, 1980). 
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From FY 1970 to FY 1979, EPA gave local governments $24.6 
billion to build about 13,000 wastewater treatment plants, yet 
a 1978 EPA study shows that many of them are not adequately 
cleaning waste water. L/ Twenty-nine percent of the facili- 
ties sampled in the study were in serious violation of their 
discharge permits. Among the reasons cited for their non- 
compliance were operations and maintenance deficiencies caused 
by untrained operators, insufficient staff, and poorly main- 
tained equipment. 2/ In March 1980, EPA officials estimated 
that 77 percent of-the completed water pollution plants failed 
to meet their discharge permit conditions. EPA now faces the 
problem of giving more money to new (or recently renovated) 
municipal wastewater facilities so that they can meet the 
permit conditions. The alternative is to accept dirtier 
water. 

The public has a multibillion dollar investment in State 
and local capital assets. In all likelihood the Federal Gov- 
ernment will continue to protect this huge investment by con- 
tinuing to subsidize local services. 

POOR STATE AND LOCAL MAINTENANCE OF 
CAPITAL ASSETS COULD RESULT IN INCREASED 
FUTURE COSTS 

State and local governments often use the purchase and 
maintenance of physical capital as a mechanism to balance 
their operating budgets. When funds are plentiful, capital 
items are acquired and maintained. When funds are scarce, 
purchases of capital assets are deferred and maintenance is 
reduced. Cutbacks are made in many areas, but since govern- 
ment services are not immediately affected by reduced main- 
tenance, maintenance is a prime target for budget cuts. The 
issue is not whether maintenance should be cut along with 
other items, but how much it should be cut. 

Deferral often causes existing facilities to deteriorate 
rapidly. As the auto mechanic in the commercial invites, "You 
can pay me now... or you can pay me later." And many cities 
and States are doing just that --deciding to pay later for the 
maintenance and repair of their capital assets. During our 
survey, we found that some of the organizations we examined, 

&/Energy and Environmental Analysis Inc., Evaluation of Munic- 
ipal Wastewater Treatment Plant Operations, Feb. 13, 1978. 

Z/The EPA study considered influents and inadequate facili- 
ties to be more important problems than operations and 
maintenance. 
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particularly the older, large cities, do not maintain or re- 
place their physical capital, even though they know deferral 
will mean huge repair and replacement costs in the future. 

Our examinations, Urban Institute reports, and a study 
by the Joint Economic Committee of the Congress paint a dreary 
picture of the conditions of the physical capital in some of 
our cities and States. Cleveland, New York City, and Penn- 
sylvania are vivid examples of governments that have neglected 
their capital infrastructures. 

In Cleveland, about 50 of the 163 bridges for which the 
city has full maintenance responsibility are in intolerable 
or unsatisfactory condition. About 33 of these bridges have 
a sufficiency rating of less that 50 percent, which qualifies 
them for Federal bridge replacement funds. Thirty percent 
are classified as beyond repair. The city estimates that 
it would cost at least $150 million to bring all deficient 
bridges up to standard. (This would involve rehabilitating 
and reconstructing the bridges to a “like new condition.“) lJ 

Cleveland’s sewer network is also showing its age. Two- 
thirds of the sewer’s main mileage is over 60 years old: the 
oldest section was built in the 1880s. Sections of the col- 
lection system have collapsed, causing numerous street cave- 
ins. An analysis of one sewer district, representing over 
half of Cleveland’s sewer mileage, found that structural con- 
ditions were “poor to fair.” Over 90 percent of the combined 
sanitary and storm sewers and 60 percent of the sanitary 
sewers approach or exceed service lives of 50 years. 

The city’s most difficult sewer problem is inadequate 
capacity to handle storm water runoff, which causes floods 
and overflows of raw sewage into receiving waters. Within the 
Cleveland portion of the Easterly Service District alone, 450 
flooding incidents and 125 street cave-ins have been recorded. 
Cleveland estimates it will cost $340 million to alleviate 
its flooding problems. 

New York City is another example of a city with a deter- 
iorating capital plant. Probably the most dramatic incidence 
of this is the collapse of the city’s west Side elevated high- 
way, built in the early 1930s and now being torn down. This 

i/Nancy Humphrey, George E. Peterson, and Peter Wilson, 
America’s Urban Capital Stock, vol. 2: The Future of 
Cleveland’s Capital Plant (Washington, D.C. : The Urban 
Institute, 1979). 
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needed, but ruined, highway is a vivid reminder of the dangers 
of neglect and deferred maintenance. 

But the collapse of the West Side highway is only a sin- 
gle, though obvious, example of New York City’s crumbling 
infrastructure. The city’s bridges and highways badly need 
repair, primarily because they are not regularly maintained. 
Of the 1,322 bridges and tunnels inspected by the city, one 
out of every ten is in poor condition (defined as needing 
major reconstruct ion or replacement). Another 13 percent are 
in fair condition (needing modernization or rehabilitation). 
The repair and replacement of the highway bridges and other 
structures are a substantial future burden facing the city. 

Besides the hard pressed older cities, some States can- 
not maintain their capital infrastructure. A Pennsylvania 
Department of Transportation official said that the State’s 
highways are in horrible condition. The Governor has declared 
that Pennsylvania’s highway system is in a state of crises, 
and he has recommended a major $76 million one-time mainten- 
ance catch-up effort. In addition, according to a Penn- 
sylvania Department of Transportation official, the State 
has a severe bridge problem. Fifty-two bridges have been 
closed, and more are being closed weekly. One estimate is 
that the State has 632 bridges needing repairs, at an esti- 
mated cost of $570 million. 

A study prepared for the Joint Economic Committee of the 
Congress assessed the fiscal condition of over 300 cities with 
populations greater than 10,000 based on 1978 and 1979 data as 
well as 1980 projections. A/ This study states that because 
in past years capital expenditures have frequently been de- 
ferred to adjust for revenue shortfalls, the deterioration 
of the capital plants in many cities has reached a critical 
stage. Capital expenditures, therefore, may be deferred only 
at the risk of physical collapse. 

A recent Urban Institute report shows that because of 
New York City’s extreme financial troubles, annual capital 
appropriations fell by nearly 70 percent between 1974 and 1978 
and maintenance and repair cycles were stretched--sometimes to 

l-/Joint Economic Committee, U.S. Congress, Trends in the Fis- 
cal Conditions of Cities: 1978-80 (Washington, D.C.: The 
Government Printing Office, April 20, 1979). 
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extraordinary lengths. lJ Although these spending reductions 
were part of a general budgetary cutback, capital outlays 
fell lower and faster than did spending on current operations. 
The pressure on the capital budget was particularly acute 
because New York’s temporary default on debt payments made 
it impossible to borrow funds for capital investment. 

Cleveland, New York City, and Pennsylvania are extreme 
but useful examples of the pitfalls of deferred maintenance 
and neglect of capital facilities. Eventually many of their 
facilities will have to be rehabilitated or replaced, or they 
will cease to function. 

l/David A. Grossman, America’s Urban Capital Stock, Vol. 1: 
The Future of New York City (Washington, D.C.: The Urban 
Institute, 1980). 
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CHAPTER 4 

PLANNING AND CONTROLLING. PHYSICAL CAPITAL: 
IT CAN BE WELL THOUGHT OUT OR INCOMPLETE AND DISCONNECTED 

Many of the organizations we studied do not successfully 
use capital budgeting, but others can and do. We believe many 
lessons can be learned from both the successful and unsuccess- 
ful experiences (our study population was distributed almost 
evenly in both categories). While many variables affect an 
organization's capital budgeting abilities, our survey results 
revealed that certain elements characterize the successful 
groups and that the absence of these elements (and the presence 
of a few others) characterize the unsuccessful groups. The 
survey also revealed certain elements that do not affect how 
well capital budgeting is performed. 

Because of the relative nature of measuring success and 
failure, we categorized the experiences of all the organiza- 
tions we studied and ranked their relative success in plan- 
ning, budgeting, and controlling physical capital. As 
discussed in chapter 2, the criteria we chose to judge success 
was derived from our analysis of survey and field data. To 
repeat our definition: a successful organization is one that 
can, even under adverse conditions, acquire and/or maintain 
physical capital without jeopardizing its mission or its 
clientele. By adverse conditions, we mean declining resources, 
political instability, or severe conflict among interest 
groups. 

The organizations' range of success is as follows: very 
successful, successful, partially successful, partially 
unsuccessful, unsuccessful, and very unsuccessful. Those that 
we judged very successful incorporate into their capital bud- 
geting systems all the elements that we identified as crit- 
ical, important, and helpful 'to success. Those organizations 
that we deemed very unsuccessful either totally lack these 
elements, or, if not, possess them to such a small degree 
that the elements have no positive effect on the organiza- 
tion's ability to carry out capital budgeting. 

Included in the very successful group are private compan- 
ies and various Federal, State, and local government agencies. 
In the very unsuccessful category are public sector organiza- 
tions at all three levels of government. Most of the orga- 
nizations we visited fall within the moderately successful 
to unsuccessful range. Table 7 is a list of the elements 
contributing to success and failure. Since there are no 
absolute measures for these elements, our assessment of the 
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Table 7 

elementr Contributing to Succeae and Failure 

Elements Pound in Suc- 
cessful Organizations 

Critical 

Extensively links 
planning to budgeting. 

Concerned about 
long-term effects. 

Incorporates up-to-date 
information on physical 
capital into decisionmaking 
process. 

Important 

Recognizes the effect of 
deferred maintenance and 
minimizes it to the extent 
possible. 

Protects capital investment 
funds from being used for 
operations. 

Considers related operations 
and maintenance costs when 
making capital budgeting de- 
cisions. 

Considers alternative 
methods of meeting the 
objectives of capital 
investment projects. 

Monitors capital invest- 
ments and the condition of 
physical capital. 

Does not have internal 
conflicts that disrupt 
capital budgeting act- 
ivities. 

Sees individual projects 
as modernization, revitali- 
zation, and investment. 

Uses funding mechanisms to 
protect priorities. 

Uses incentives to meet 
work and financial targets. 

Helpful 

Figures out ways to allo- 
cate something for everyone 
(keeps things even, moves 

on all fronts). 

Uses categories for decision- 
making that are important 
to the organization, e.g. 
productivity items. 

Routinely assesses physical 
capital and adherence to a 
maintenance schedule. 

Elements ?ound in Un- 
successful Organizations 

Deetructive 

Does not link planning to 
budgeting, when planning 
takes place. 

Pays little attention to 
long-term effects. 

Does not consistently 
feed information on the 
condition of physical 
capital into the decision- 
making process. 

Damaging 

tias limited, if any, con- 
trols; misses many finan- 
cial and work targets. 

Defers structural main- 
tenance; focuees on 
cosmetic repairs. 

Cuts budgets with “closed’ 
eyes. 

Harmful 

Lets funding mechanisms 
drive priorities. 

Sees individual projects 
as pork barrel. 

Lets special interest 
groups get out of control. 

, 
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organizations along these dimensions must be interpreted 
with this thought in mind. 

THE CRITICAL ELEMENTS: 

THE ORGANIZATIONS THAT POSSESS 
THEM ARE VERY SUCCESSFUL; 
CONVERSELY, THE ORGANIZATIONS 
THAT LACK THEM ARE VERY 
UNSUCCESSFUL 

Only those organizations clustering at the extreme ends 
of our distribution spectrum either fully possess or totally 
lack the critical elements. Very successful, and to a slight- 
ly lesser degree, successful organizations: 

--Extensively link planning to budgeting; 

--Are aware of and concerned about the long-term effects 
of capital budgeting decisions; and 

--Incorporate up-to-date information on physical capital 
into their decisionmaking processes. 

Successful capital budgeting is 
based on extensive planning 

We noticed that the successful organizations premedita- 
tedly interrelate their long-term plans with their short-term 
plans to form the basis for their capital budgets. Ultimate- 
ly, both plans serve as the rationale for the organizations’ 
daily operations. 

Managers formulate a basic, overall idea of the future 
direction of the organization. From that idea they develop 
a long-range plan suited to the organization’s individual 
needs and purposes. These plans are updated’regularly to re- 
flect changes in priorities, the environment, and organiza- 
tional goals, and to maintain comparability with shorter 
range plans and budgets. 

The duration of the long-term plans varies. Several 
successful organizations use S-year plans, a few use lo-year 
plans, and some use a 6-year plan which they update annually. 
Under this latter scheme, the last 5 years constitute the 
long-range plan, and the first year is the next fiscal year 
(commonly called the budget year) to be implemented. 

Most of the successful organizations and all the ones 
ranked as very successful track the progress of their capital 
budgeting activities by firmly linking their long- and 
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short-range plans. The short-range plans often consist of 
detailed descriptions of funded programs that set in motion 
the organization’s daily business operations, which, in turn, 
implement the long-range goals for the current fiscal year. 
The majority of the successful cases use a l-year format for 
their short-term plans. One very successful organization 
makes a strong attempt to link its short-term plan with its 
20-year objectives. 

In planning for physical capital, it is important for 
the organization to consider whether future resources will 
grow, remain stable, or decline. This helps the organization 
decide the best way to handle its capital investments. For 
example, an organization with declining resources would norm- 
ally choose to maintain and preserve capital rather than add 
to its existing capital stock. A growing organization would 
tend to accumulate additional physical capital and a stable 
organization would concentrate on balancing the two. Our 
survey results show that the very unsuccessful organizations 
fail to balance growth and preservation. They do not take 
good care of their facilities, and their capital assets are 
badly deteriorated. 

Another key aspect about sound planning is whether the 
organization makes conscious decisions about the disposition 
of its existing capital stock. Sometimes these decisions 
might be to rehabilitate what is currently on board; at other 
times, the organization might decide to demolish and build 
anew. Regardless of what action is taken, the important 
thing is to ask the question: “What is the best use of our 
current and future resources?” 

Successful capital budgeting 
considers long-term effects 

A view of the future is a common characteristic of the 
organizations that fall in the successful range. Shared by 
these groups is the realization that the maintenance of physi- 
cal capital is vital to the long-term health of the organiza- 
tion. Because they are aware of and are concerned about 
forecasting future needs, they do not allow their budget 
cycles (usually one year) to constrain their decisionmaking. 
For example, one successful organization looked at life cycle 
costs over 30 years to decide the merits of a project, even 
though its budget cycle was much shorter. 

Successful organizations establish controls to assure 
that long-term benefits are not ignored in favor of short- 
term ones. Commonly, the successful organizations 
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--monitor the condition of their capital assets, 

--use funding mechanisms to protect capital outlays and 
priorities, and 

--recognize, and therefore minimize, the consequences 
of deferred maintenance. 

Close attention is paid to these elements because each one 
affects the organization's ability to understand its options 
and control the nature of its future capital infrastructure. 

Monitorinq 

Successful organizations closely monitor the growth of 
their capital assets. They know that adding to their capital 
plant can significantly affect long-term costs, particularly 
when more staff are needed to operate and maintain the new 
capital items. They also distribute resources and projects 
evenly throughout all parts of the organization. In this 
way, they make sure that no segment is ahead of or behind the 
other. 

Besides monitoring growth, successful organizations also 
carefully watch cost overruns and the transfer of funds from 
one budget category to another. Several organizations re- 
quire management to review cost overruns above a predeter- 
mined amount. Transferring funds is monitored in much the 
same manner. Not all organizations allow funds to be trans- 
ferred, but those that do require prior approval for any 
transfers over a set dollar amount. In addition, they do not 
permit transfers from capital to operating expenditures or to 
unauthorized programs, and ultimately they return all funds 
to the projects for which the funds were originally allocated. 

One successful organization monitors inflation in a high- 
ly visible way. It calcu,lates estimates for inflation for 
all projects. The estimates are adjusted by the central 
budget staff and then placed in the budget as a separate line 
item below each project line. This procedure makes it easier 
for the organization to monitor and adjust for actual 
inflation. 

Protectinq 

During their planning and budgeting processes, success- 
ful organizations set priorities for certain long-range 
capital improvements. Once priorities are set, they go one 
important step further: they designate funding mechanisms 
to protect the funds allocated for the capital projects. 
One organization, for example, uses a construction and 
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conveyance tax to fund capital projects for urban and rural 
redevelopment. The tax sets aside a certain percentage of 
funds from every private construction project and title 
transfer to be used for capital improvements. Seventy-five 
percent of the taxes are returned to the geographical area 
from which they were collected, and the remaining 25 percent 
can be used for areawide improvements. 

Two other organizations use a similar transfer tax, while 
a fourth uses bond funds to finance its capital improvements. 
Using bonds has a built-in advantage. By law such funds can 
be spent only for the purposes authorized. 

Deferrinq maintenance 

Recognizing the long-term effects of deferring structural 
maintenance is the third important method of control shared 
by the successful organizations. Although none of the offi- 
cials we interviewed could estimate precisely the effect of 
deferred maintenance, all make the same assumption: deferred 
maintenance greatly accelerates long-term repair and replace- 
ment costs. 

Just as most people believe that putting off simple car 
repairs leads to bigger problems (and hence bigger repair 
costs), officials in the very successful organizations see 
deferred maintenance as potentially crippling. They emphasize 
preservation and renovation. Individual projects are seen as 
ways to modernize or invest, not as "pork barrel." L/ 

Maintenance is the last item to suffer budget cuts in 
these organizations. The ,condition of the physical capital 
is assessed and a maintenance schedule is adhered to. As a 
result, their capital assets are structurally sound and 
healthy. 

Successful capital budqetinq 
relies on up-to-date information 
for decisionmakinq 

Information is an intricate component of making a deci- 
sion. This relationship holds true for the simplest decisions 
to the most complex ones. The successful organizations we 
surveyed respect this relationship. They understand that 
decisions rest on information that allows the decisionmaker 

l/We define pork barrel as projects selected based on politi- 
cal clout and not necessarily on efficiency, equality, or 
equity. 

44 



to "test" the merits of alternative approaches before a de- 
cision is made. 

People and organizations use much the same decision- 
making process. To use a simplified example, a decision to 
buy a vacation home (an addition to your personal "capital 
plant") incorporates considerable information and analysis 
of alternatives and trade-offs. Before deciding to buy or 
not to buy, you consider the merits of the decision by taking 
into account: 

1) the full cost of the house (including interest 
charges): 

2) the related direct operation and maintenance costs 
(utilities, routine repairs, etc.); 

3) the increased indirect costs associated with the 
purchase (such as insurance): 

4) the alternative investment opportunities; and 

5) the effect of an additional capital purchase on 
your capacity to operate and maintain it. 

This looks very cut and dried, but obviously it is not 
because choices and costs change often. Nevertheless, our 
example does illustrate the need for basic, up-to-date infor- 
mation, and it applies to organizations as well as individuals. 
Successful organizations merely increase the sophistication 
of this process to handle more complicated variables, like 
funding requirements, financial alternatives, and assessments 
of existing capital needs. They also exert much effort to 
obtaining complete, up-to-date information. 

Very successful organizations use several information 
categories, such as productivity, safety, energy savings, 
improved service, and fire hazard to make sure they are 
funding a "balanced" group of items. One organization uses 
a highly developed system of graphs and charts to evaluate 
trade-offs and to project agency funding needs and program 
priorities. Most successful organizations display the related 
operations and maintenance costs in their budgets when making 
trade-offs. Without showing the effect of new capital assets 
on operations and maintenance, items may be funded without 
taking into account the supporting operations and maintenance 
requirements. The final result may be a new plant that 
cannot be adequately staffed or cared for. 
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Unsuccessful organizations either 
do not plan or do not link planning 
to budgeting 

Most organizations we classified as unsuccessful either 
do not make long- and short-range plans, or do not inter- 
relate their planning with budgeting. Where long-range plans 
exist, short-range plans do not parallel them. What we 
usually found was a half-hearted attempt at planning that no 
one took seriously. Often, one person was responsible for 
planning, but that person had no involvement in the capital 
budgeting process. We believe the failure to interrelate 
planning and capital budgeting is the most important signal 
of future trouble, especially when resources begin to decline. 

All of the very unsuccessful organizations we studied 
are currently faced with accelerating maintenance and repairs. 
Without adequate long-term planning, this problem cannot be 
recognized or minimized in advance. At one unsuccessful or- 
ganization, the situation is so severe that its long-range 
capital improvement plan is totally ignored by management. 
The agency official told us that any planned project actually 
performed was merely coincidental. The agency has since 
thrown out its long-range plan and is working on a new one 
that takes into account its capital infrastructure. 

In the unsuccessful organizations, financial analysis of 
alternatives and trade-offs is neither required nor routinely 
practiced. At one of the very unsuccessful organizations, an 
official said they do not have the resources to perform such 
analyses. 

Unsuccessful organizations pay 
little attention to long-term 
effects 

As a group, unsuccessful organizations concentrate hea- 
vily on the short-term, and to varying degrees (depending on 
where they fall on the spectrum) pay only lip service to fore- 
casting future needs. Unsuccessful organizations exercise 
few, if any, controls over their physical capital because they: 

--do not monitor the condition of their capital assets: 

--allow funding mechanisms to drive priorities, rather 
than protect capital projects: 

--defer structural maintenance, focusing instead on cos- 
metic repairs: and 

--cut budgets with "closed" eyes. 
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Monitorinq 

Unsuccessful organizations do not monitor the growth of 
their capital plants. Several of the ones we surveyed were 
not only unaware of the condition of their existing capital 
infrastructure, they had also failed to make the connection 
between adding capital assets and the corresponding costs of 
operations and maintenance. Failure to grasp this connection 
is important because the relationship between the two is not 
linear. Accumulated physical capital can magnify the long- 
term effects of operations and maintenance, particularly 
when more staff are needed. Also, without careful advance 
planning, requirements for repairs can peak, causing a heavy 
financial burden when many assets are acquired in a relatively 
short space of time. Lack of awareness that properly main- 
tained physical capital is vital to an organization's health 
was most prevalent among the very unsuccessful cases. They 
tended to add capital items inexorably with no thought as 
to how they would pay for operations and maintenance in the 
future. They are now finding it difficult to make repairs 
and renovations, and their bridges, roads, and other capital 
assets show signs of serious deterioration. 

Several unsuccessful organizations repeatedly miss their 
financial and construction targets. No progress reports or 
reports on capital expenditures are required or prepared. No 
group is responsible for monitoring cost overruns and funds 
are often transferred from one budget category to another 
after final authorization. One official blames many of these 
incidents on the fact that no internal or external controls 
exist to monitor any aspect of the organization's capital 
budgeting process. 

Protecting 
. 

In contrast to the successful organizations, who set 
priorities and funding requirements for capital projects 
during the planning process, the unsuccessful groups tend to 
allow funding mechanisms to drive priorities. Because these 
organizations do not designate specific funding mechanisms 
to protect priorities, capital projects are forced to compete 
continuously with other funding alternatives. As we explain 
further in chapter 7, capital projects compete disadvanta- 
geously with other discretionary funds. As a result, whatever 
funding is available usually determines what capital projects 
are performed. More often than not, priorities are compro- 
mised by the availability of funding. 

The ability of one organization to meet its physical 
capital needs was weakened by the improper use of bond funds. 



Bonds were supposed to be a protective funding mechanism for 
capital projects, but were actually used for operation 
expenses. 

Deferring maintenance 

We also found that unsuccessful organizations focus 
mainly on cosmetic repairs and defer the more costly struc- 
tural maintenance. As stated in congressional testimony, 

"Capital investment and maintenance are favorite 
candidates for cutbacks during periods of spending 
restraints, since the implications of deferred 
capital spending are not visible until some years 
in the future." L/ 

At one very unsuccessful organization, deferred structural 
maintenance is accelerating deterioration. An agency official 
estimated that his organization is meeting only one percent 
of its bridge maintenance needs and none of their needs for 
additional capital. The agency is operating on an emergency 
basis, deferring maintenance and closing bridges as they be- 
come unsafe. 

Cutting budgets 

The problem of deferring maintenance is part of the 
larger, more fundamental problem of cutting budgets without 
serious thought as to future consequences. As we stated 
before, maintenance and capital assets are prime targets for 
budget cuts because their effects are not felt for a long 
time. These items are also thought of as "pork barrel" in- 
stead of investment, revitalization, or modernization. Unsuc- 
cessful organizations rarely protect their capital investments 
with designated funding mechanisms. WheQ they do use desig- 
nated funding mechanisms, they let the mechanisms drive 
priorities. When funds become scarce, budget cutbacks follow. 
Maintenance and capital assets receive the majority of the 
cuts. 

Another Urban Institute study points out that one organ- 
ization over a period of time skimped on maintenance and the 

L/Prepared statement by George E. Peterson, Director, Public 
Finance Program, the Urban Institute to the Subcommittee 
on Economic Development of the House Committee on Public 
Works and Transportation, 95th Cong., 2nd sess. June 27, 
1978. 
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routine renewal of its capital items. l/ The organization 
now faces exorbitant costs due to defe&ed maintenance, and 
it is having serious trouble arranging financing. This same 
organization has had such extensive cuts in maintenance that 
parts of its capital infrastructure pose a serious safety 
hazard. Only after regional authorities assumed responsibil- 
ity for part of the infrastructure did the capital assets 
begin to improve. The parts not taken over by the regional 
authorities continue to decay. 

In another unsuccessful organization, acquiring new 
capital assets historically receives a higher priority than 
maintenance. Until last year, maintenance was performed on a 
"spoils system" basis --the area politically affiliated with 
the current administration received the maintenance funds. 

These two cases show how reactionary budget cutting can 
cause problems in building and maintaining a healthy capital 
plant. Unsuccessful organizations address the problem of 
budget cuts with a view of the short term. They use either 
a quick-fix solution that does not consider the future or 
they simply ignore the future. 

Unsuccessful organizations 
do not have adequate 
information for decisionmakinq 

Unsuccessful organizations neither understand the long- 
term implications of a decision, nor do they have the appro- 
priate information with which to assess the merits of a 
decision. They practice capital budgeting in ways that limit 
their ability to gather up-to-date information. Many of them 
do not consistently feed information on their physical capi- 
tal into their budgeting or maintenance schedules. Thus, 
decisionmaking cannot completely determine needs or evaluate 
alternatives because information on the condition of physical 
capital is not routinely generated. When assessments are not 
conducted regularly, as is the case with most unsuccessful 
organizations, the capital budgeting process suffers. 

Several of the unsuccessful organizations we surveyed 
react to problems only when there is a need to "do something." 
Some of them depend heavily on complaints from users to assess 
the condition of their infrastructures. This erratic method 
of assessment carries two implications: the flow of informa- 
tion into decisionmaking is choppy and disconnected, and the 

r/Nancy Humphrey, George E. Peterson, and Peter Wilson,, America's 
Urban Capital Stock, Vol. 2: The Future of Cleveland's Capital 
Plant (Washington, D-C.: The Urban Institute, 1979). 
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information is limited. This is the situation at an 
unsuccessful organization where one official was prompted 
to say, "There is a total lack of management information." 

SOME ORGANIZATIONAL CHARACTERISTICS 
DO NOT AFFECT CAPITAL BUDGETING 

Literature on management suggests that the placement 
of decisionmaking (i.e., at what level decisions are made) 
and the location of the budgeting unit (i.e., where capital 
budgeting is conducted) can affect the way an organization 
operates. Our survey revealed that these two characteristics 
do not affect the success or failure of capital budgeting. 

The issue of where decisions are made is often called 
centralization/decentralization. 

"The essence of decentralization is the freedom to 
make decisions. Decentralization is a matter 
of degree. Total decentralization means minimum 
constraints and maximum freedom for managers to 
make decisions, even at the lowest levels. At 
the other extreme of the continuum total central- 
ization means maximum constraints and minimum 
freedom." L/ 

The virtues and vices of centralization and decentralization 
have been argued by scholars and managers alike. Our analysis 
shows that the success or failure of capital budgeting does 
not hinge on where decisionmaking is placed. However, top 
management participation does help. (See table 8 for the 
organizations we studied.) 

Decisionmaking in some organizations is focused in a 
single manager, others use some form of group decisionmaking. 
Single manager and group decisionmaking are located both at 
the top of organizations we studied and at all management 
levels. Table 9 illustrates the success and failure of 
the organization as related to group and single-manager 
decisionmaking. 

L/Charles T. Horngren, Cost Accounting: A Managerial Empha- 
sis, (3rd edition, Prentice Hall Inc., Englewood Cliffs, 
New Jersey, 1972),. p. 692. 
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Table 8 

Placement of Management Decisionmaking 

Decisions made 
by all manage- 
ment levels 

Decisions made 
by all manage- 
ment levels 
but tightly 
controlled by 
top management 

Decisions made 
by top manage- 
ment 

Overall Percentage 
percentage successful 

38.1% 

14.3% 66.7% 

42.8% 77 .a% 

37.5% 

Percentage 
unsuccessful 

62.5% 

33.3% 

22.2% 

Decisions made 
by top manage- 
ment but moni- 
tored by all 
management 
levels 4.7% LOO .O% 0% 

A second characteristic thought to have a significant 
effect on capital budgeting is where the capital budgeting 
unit is placed within the organization. Our survey results 
reveal that the placement of this responsibility alone does 
not dictate success or failure. Of the organizations we 
examined, 76.2 percent had decentralized capital budgeting 
units. 
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Total or- 
ganizations 

Percent of 
survey total 

Number 
successful 

Percent 
successful 

Number un- 
successful 

Percent un- 
successful 

Table 9 

Group- and Single-Manager Decisionmakinq 

Decisions Made by Decisions Made at Levels 
Top Management Below Top Management 

Group Group 
Decision- Single Manager Decision- Single-Manager 
making Decisionmakers makinq Decisionmakers 

9 3 3 6 

42.8% 14.3% 14.3% 28.6% 

7 2 2 2 

77.0% 66.7% 66.7% 33.3% 

2 1 1 4 

22.2% 33.3% 33.3% 66.7% 
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CHAPTER 5 

MANY FACTORS INFLUENCE 
FEDERAL AGENCY CAPITAL INVESTMENT PROGRAMS 

The U.S Postal Service, the General Services Administra- 
tion, the Veterans Administration, and the Corps of Engineers 
(civil works) invest directly in capital assets, which means 
they acquire and manage federally owned physical capital. 
As we discussed in chapter 4, organizations (whether they 
are Federal, State, or local governments or private industry) 
possess certain elements that determine the success of their 
capital investment process. The elements that can enhance 
or hamper successful capital budgeting in the four agencies 
discussed in this chapter are shown in table 10. 

Of the four Federal agencies discussed in this chapter, 
we believe that the Postal Service is the closest to what we 
have defined as a successful organization; however, we are 
not advocating that its flexibility (off-budget status and 
freedom from congressional authorization of capital projects) 
be extended to the other Federal agencies. The Postal Service 
is unique among the agencies we examined in that it operates 
like a business, selling well-defined services to the public. 
We cite it as an organization with a capital budgeting process 
that has many desirable planning, budgeting, and control 
features that could be readily adapted by other Federal 
agencies. 

Although the Postal Service has many good capital 
budgeting features, it operates under a cloud of criticism 
because of capital investment decisions made before the 
effective date of the Postal Reorganization Act of 1970 and 
before its current capital investment system was estab- 
lished. L/ Today, the Postal Service's capital investment 
process seems sound, but we are planning to review some of 
USPS' more recent investments and will report our findings 
to the Congress. 

Postal Service management recognizes that capital assets 
are important to productivity. USPS is an independent, off- 
budget agency and is not required to seek congressional auth- 
orization for individual projects. This independence makes 

L/tJ.S. General Accounting Office, "Grim Outlook for the United 
States Postal Service's National Bulk Mail System," 
(GGD-78-59, May 16, 1978). 
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Table 10 

Element Does Element Enhance Capital Investment Program? 

Agency management attitude 
enhance8 long-term 
capital investment 

Agency prepares long-term 
capital investment plan 

Congressional authorization 
process encourages plan- 
ning for capital acquisition 

Agency has sufficient funds 
to execute capital program 

Agency controls and monitors 
capital project execution 

Agency uses economic analyses 
to justify projects 

Agency performs post-completion 
study to determine if project 
accomplished its objectives 

USPS 

yes 

yes 

yes 2/ 

yes 

yes 

yes 

yes 
l-/Corps annually prepares a S-year investment 

GSA VA - 

no 

no 

yes 

yes 

no 

no 

yes 

yes i/ 

yes 

yes z/ 

yes 

yes S/ 

no yes 

CORPS 

yes 

yes L/ 

no 

yes z/ 

yes 

yes 

no 

program that identifies projects 
likely to be started during the next 5 years, given probable funding con- 
etraintr. The corps has the capability of formulating a range of alternative 
S-year investment programs responsive to alternative funding levels. 

Z/The Congress has granted the Postal Service broad'authority over capital 
investments. The authorizing committees do not participate in the selection 
of projects. 

l/Subject to appropriated amounts. 

Q/Analysis focuses on identifying the least costly way of meeting a need. 

z/Analysis focuees on demographics and identifying the least-costly way of 
meeting a need. 
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it relatively free of the Congress as a source of funds for 
its operating and capital investment programs. USPS does not 
have to compete with other Federal programs for capital 
investment funds. The Postal Service prepares J-year capital 
investment plans and performs extensive economic and cost 
analyses be.fore it funds capital investment projects. Once 
capital programs are underway, USPS tightly monitors and con- 
trols them for cost and time of completion. After a project 
is completed, a postaudit analysis is done to find out if 
proposed results were achieved and to identify any trends 
that need management attention or action. 

In contrast to the Postal Service, GSA is subject to 
strong congressional control. It must first obtain authoriza- 
tion committee approval for each project over $500,000 before 
it can request funds from congressional appropriations commit- 
tees. While this requirement does not specifically restrict 
GSA planning, it does not encourage it either. GSA's funds 
are generated from user charges that finance lease payments, 
purchase contract payments, operations, repairs and altera- 
tions, program management, and new construction. Because of 
legal obligations (lease and purchase contract payments) and 
other priorities, new construction is the last budget item 
to receive funds, and the remaining funds are not sufficient 
to execute a successful capital investment program. Because 
funds are insufficient, and to keep the budget down, the exe- 
cutive branch has preferred to meet capital building needs 
by continuing GSA's leasing program, These factors do not 
encourage capital planning. The result is that GSA management 
does not have a long-term capital investment program at the 
moment. However, the agency is now developing a management 
planning system that sets forth long-range policies for public 
buildings acquisition, leasing, and major repair. The system 
is scheduled to be fully operational in early 1981. GSA says 
it is trying very hard to plan effectively for the future. 

. 
MANAGERS HAVE DIFFERENT VIEWS 
OF CAPITAL INVESTMENTS 

In successful organizations, managers recognize and 
understand the long-term effects of capital investment. We 
found that managers in the four Federal agencies had different 
views of capital investment. Postal Service officials place a 
very high priority on acquiring and maintaining physical 
capital. Corps officials told us that they consider capital 
investment and operations and maintenance decisions sepa- 
rately. VA places highest priority on operations, which 
are to provide medical services to veterans, and a lower 
priority on nonrecurring maintenance. GSA, on the other hand, 
for years has been preoccupied with meeting its capital 
investment needs by leasing and rehabilitating existing space 
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rather than constructing new Federal buildings. 

U.S. Postal Service 

Postal Service management wants to keep costs low and 
increase productivity. Officials believe they can accomplish 
this only by mechanizing and improving their physical capital. 
Through its 11-member Board of Governors, USPS can make 
independent decisions about capital investment, and since 
the Congress has granted it borrowing authority (up to $1.5 
billion annually to finance capital acquisition), USPS manage- 
ment has sufficient funds to invest in needed capital assets. 

Since 1972, the Postal Service has committed over $4 
billion to capital investment, an average of about $532 mil- 
lion per year over the last 8 years. This is considerably 
higher than the average of about $200 million per year for 
the 6 years (1966 to 1971) before the Postal Service became 
an independent agency. (In constant 1972 dollars, these aver- 
ages would be respectively about $438 million and $233 
million.) 

Corps of Enqineers 

Since the 1960s the Corps has planned and budgeted 
capital investments and operations and maintenance separately. 
The Congress appropriates these items separately, too: thus, 
funds cannot be transferred from one account to the other. 
Traditional budget practice has been to prepare separate 
justifications for capital investments and operations and 
maintenance, and to handle priorities separately as well. 
Corps officials said that the Congress generally specifies 
funding increases or decreases by category, and only if there 
were an unspecified, across-the-board appropriation increase 
or decrease, would there be any choosing of priorities 
between capital and operations and maintenance. 

Veterans Administration 

Like the Corps of Engineers, VA's capital and operations 
and maintenance are planned, budgeted, and funded separately. 
Priorities within each account are handled separately and 
funds cannot be transferred from one account to the other. 

To protect its priorities, VA sets a high priority on 
operations essential to its mission, which is to provide 
medical care to veterans, and a lower priority 'on nonrecurring 
maintenance. VA officials said they understand the long-term 
effects of capital investments and strive to balance 
construction projects by selecting those compatible with 
their mission. 
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General Services Administration 

For years GSA has met its capital investment building 
needs primarily by leasing rather than by constructing new 
Federal buildings. From 1968 to 1979 federally owned space 
decreased about 23 million square feet (from 160.4 million 
to 137.4 million), while leased space increased by 45.1 
million square feet (from 48.2 million to 93.3 million). 
GSA continues to rely on leasing despite the concerns of 
the House and Senate Committees on Appropriations and Public 
Works about the increasing amount and cost of leased space. 
The Committees have advocated direct Federal construction 
as the most economical way to provide space for Federal 
agencies. GSA said it would prefer to meet more space needs 
by new construction, but budgetary constraints have limited 
its ability to do so. 

We have reported that from the standpoint of the budget 
for the Federal Buildings Fund, the beat way to finance space 
is to build new buildings. l/ This means large initial cash 
outlays for construction, b<t over the long term less of the 
Fund's resources would be used and a larger budget surplus 
would result. A study of eight buildings showed that under 
the purchase-contract method it would take 27 years to re- 
cover their costs. Had these buildings been new construc- 
tion, their costs would have been recovered in 14 years. 
Leasing buildings provides a positive cash flow from the 
start, but over the entire building life direct Federal 
construction provides a larger positive cash flow than either 
leasing or purchase contracting. 

For years GSA's management haa not been committed to an 
aggressive capital investment program for several reasons: 
its current authorization process does not encourage long- 
range capital planning, it does not have enough funds to 
implement an effective capital program, and recently it has 
received adverse publicity about fraud and mismanagement. 
In addition, during the last 5 years the top management of 
GSA's Public Buildings Service has changed six times and the 
agency has been criticized by the Congress and the media 
about kickbacks to GSA employees from contractors. 

GSA recognizes the shortcomings of its capital investment 
plan. It is currently developing a management planning system 
that delineates long-range policies for physical capital. 

L/U.S. General Accounting Office, "Costs and Budgetary Impact 
of the General Services Administration's Purchase Contract 
Program,ll (~~~-80-7, October 17, 1979). 
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According to GSA, the system proposes to closely link planning 
and budgeting and to provide information on facility planning, 
prospectus review, resources availability, and assessment of 
accomplishments against planned targets. 

LONG-RANGE PLANNING IS NECESSARY FOR 
EFFECTIVE CAPITAL INVESTMENT PLANNING 

A successful capital investment program depends heavily 
on long-range planning. L/ Every organization that we identi- 
fied as successful prepares long-range plans, usually for a 
S-year period. These organizations understand the many 
advantages of gauging future trends and developments. They 
know that long-range planning: 

--encourages early review of priorities and capital in- 
vestment objectives: 

--serves as a vehicle for coordinating projects and 
fostering short-term planning: 

--helps determine future funding requirements: and 

--informs other agencies and the executive and legis- 
lative branches of its capital investment needs in 
relation to its mission. 

U.S. Postal Service 

The Postal Service prepares a S-year capital investment 
plan which, when approved by its Board of Governors, becomes 
the financial plan for the budget year. The plan is developed 
"bottom-up" by the field offices and undergoes various reviews 
by headquarters. Priorities are then set in the plan for the 
projects to be undertaken. 

Each regional office is sent an approved financial plan 
based on the approved capital investment plan. The regions 
then implement their plan within the established dollar 

L/Part of OMB Circular A-109, issued in 1976, directs Federal 
agencies that aquire major systems to (1) relate capital 
investment needs to agency mission and goals, and communi- 
cate this relationship to the Congress early in the planning 
cycle and (2) identify and explore alternative concepts 
through early contractual competition and continue competition 
as long as economically feasible. 
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limits. Before funds are committed, the requesting regional 
office must prepare a cost analysis for each procurement over 
$2,000 and a full economic analysis for each project over 
$30,000. 

Veterans Administration 

The VA prepares a S-year medical facility construction 
plan, which is also developed from the "bottom-up." The plan 
lists all construction projects that exceed $2 million by 
year, categories of construction, and location. Public Law 
96-22, Section 5007, requires the VA to submit its plan to 
the congressional authorizing committees for approval. 

VA's 1980-84 plan contains 16 different categories of 
construction such as boiler plants, general projects, medical 
facility improvements, replacement and modernization, and 
safety and fire. The plan also includes a list of 10 hos- 
pitals most in need of construction, replacement, or major 
modernization. 

Corps of Engineers 

Each year the Corps prepares a S-year investment program 
that lists the projects available for initiation during that 
S-year period, given the probable funding constraints. The 
selection of individual projects is based on national and re- 
gional needs within the region's allocated share of the total 
probable funding level. The S-year investment program does 
not set individual project priorities but does list, by re- 
gion, the status of a project's availability for initiation. 

Annual recommendations for new starts are made from 
categories in the S-year plan that have a high priority. 
Right now, the Corps is emphasizing projects that satisfy the 
need for hydroelectric power, urban flood control, municipal 
and industrial water supply, and commercial navigation. 

General Services Administration 

Right now GSA does not prepare any long-range capital 
investment plans. Officials said they used to prepare them, 
but since there have been so few funds for new construction 
in recent years they feel it is a waste of time to prepare 
long-range plans for construction projects. However, GSA is 
currently working on a S-year plan for housing its Federal 
customers. This plan is expected to be ready for use for 
the 1983 budget cycle. 

The lack of capital plans by GSA has recently come to 
the attention of the Senate Environment and Public Works 
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Committee. Committee members introduced S. 2080, which passed 
the Senate on June 20, 1980. Among other things, the bill 
requires GSA to prepare and submit to the Congress each year 
a program for construction, renovation, and acquisition, along 
with a S-year plan for accommodating the public building 
needs of Federal agencies. 

The Committee has also expressed concern about the piece- 
meal authorization of individual projects,,throughout the year. 
Right now the committee approves or disapproves individual 
projects without the benefit of knowing the relative priority 
of projects, or how a particular project fits in the building 
program. In testimony before the Committee in January 1980, 
GAO said that S.2080 is an improvement over the current 
authorization and planning procedure. We also discussed the 
need for long-range plans in our report "Foresighted Plan- 
ning and Budgeting Needed for Public Buildings Program," 
(PAD-80-95, September 9, 1980). GSA acknowledges that it 
now has no cohesive, prioritized plan for all construction 
projects. However, such a plan is in the development stage 
and would be required by S. 2080. 

THE CONGRESSIONAL AUTHORIZATION 
PROCESS CAN ADVERSELY AFFECT 
FEDERAL GOVERNMENT PLANNING 

Today the Congress must authorize many projects individ- 
ually before they can be funded. We think that planning and 
executing capital investment programs can be more effective 
if the authorization process focused more on an agency's mis- 
sion and related capital investment needs. Authorizing legis- 
lation is the basic substantive legislation that sets up or 
continues the legal operation of a Federal agency or program. 
Such legislation sanctions a particular type of obligation 
or expenditure. It is a prerequisite for the subsequent 
appropriation of funds to carry out a program. The four agen- 
cies we studied have diverse requirements for congressional 
authorization of individual projects, ranging from no control, 
as in the case of the Postal Service, to almost absolute con- 
trol, as in the cases of the Corps of Engineers and the Gen- 
eral Services Administration. 

Each agency has general legislative authority to acquire, 
operate, and maintain certain types of physical capital. For 
GSA, VA, and the Corps, the Congress determines (by authoriz- 
ing individual projects) the location, scope, and timing of 
capital investments. These requirements are designed to main- 
tain congressional authorization control (in addition to the 
appropriation control) of individual projects. In practice, 
however, such requirements, though not necessarily by design 
or desire, can sometimes lessen congressional control, or 

60 



at least divert attention from the agency's mission. Without 
benefit of adequate long-range plans, these requirements force 
committees and the agencies to make decisions about projects 
without knowledge of overall needs or priorities in relation 
to authorized missions. 

Only the Postal Service is not required to have individ- 
ual projects authorized by the Congress. Since it became an 
independent agency in 1971, the Postal Service prepares S-year 
capital plans. It has also averaged 2 to 3 times more capital 
investment than it did as a cabinet department under more 
direct congressional control. In contrast, GSA, which has 
the strongest congressional authorization requirements, has 
no long-range capital plans. It has averaged significantly 
less than USPS in capital investment because of lack of funds 
in recent years. VA has authorization requirements similar 
to GSA's, but unlike GSA, its authorizating legislation 
requires that S-year plans be developed and forwarded to the 
authorizing committees. 

Table 11 

Requirements for Congressional Authorization 
of Individual Capital Investment Projects 

U.S. Postal Service no approval required 

General Services 
Administration 

all projects over $500,000 

Veterans Administration all projects over $2 million 

Corps of Engineers all projects over $2 million 4 

b/ Some projects have lower authorization levels. 

U.S. Postal Service 

When the Post Office Department was changed to an inde- 
pendent agency by the Postal Reorganization Act of 1970, it 
was given general authority to construct, operate, lease, and 
maintain buildings, facilities, equipment, dnd other improve- 
ments without further authorization from the Congress. Since 
it has become an independent agency, investment in capital 
assets has increased dramatically. 

Veterans Administration 

Only recently has the Veterans Adminstration been re- 
quired to seek authorization of individual medical facilities 
before requesting appropriations for their acquisition. From 
1931 to 1979, the authority to establish VA hospitals and 
health care facilities rested solely with the President, 
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subject to the appropriation of funds by the Congress. The 
location and need for facilities was determined by the Admin- 
istrator of Veterans Affairs, subject to presidential appro- 
val. The only restraint put on the VA by the Congress was 
the funds made available in the annual appropriation acts. 

This procedure was changed in 1979 by the Veterans' 
Health Care Amendments of 1979 (P.L. 96-22, June 13, 1979). 
Title III of this Act provides that no appropriation to 
construct, alter, or acquire a medical facility costing over 
$2 million can be made unless it is first approved by a 
resolution of the Committees on Veterans' Affairs of the 
House and the Senate. These provisions also apply to leased 
facilities with an annual rental of more than $500,000. The 
VA must now submit a prospectus to both committees showing a 
detailed description of the project, its location, its gen- 
eral costs, and the cost of the equipment to operate it. 

The Act also requires that VA submit to the committees 
a S-year plan for constructing, replacing, or altering facili- 
ties: a list of 10 hospitals most in need of construction, 
replacement, or major modernization: and general plans (costs, 
location) for each project in the 5-year plan. 

General Services Administration 

Section 7 of the Public Buildings Act of 1959, as 
amended, says that no appropriation in excess of $500,000 
shall be made to construct, alter, purchase, or acquire any 
building to be used as a public building until it has been 
approved by the Committees on Public Works of the Senate 
and House of Representatives. This section also applies to 
leases with an average annual rental exceeding $500,000. 

The GSA Administrator submits case-by-case prospectuses 
to the Committees since there is no legal requirement to 
submit an annual or multi-year plan. The prospectus authori- 
zation by each of the Committees is a separate action and 
is not subject to the committee conference process. Thus, 
GSA's proposed projects are submitted to the Public Works 
Committees without regard to available appropriations and 
without explanation of relative priorities. Senator Moynihan, 
in a statement in the December 5, 1979, Congressional Record 
on S. 2080, said that: 

"Other than a pro forma declaration asserting the 
importance of each to the efficient functioning 
of the Government, we have no idea of the relative 
priorities among the proposals, nor do I believe 
that the GSA itself has any notion of the priorities. 
We can--and do-- authorize projects without knowing 
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whether there will later be an appropriation suffi- 
cient to undertake them. Some authorized projects 
languish unfunded for years, and some are never 
carried out at all." 

Senator Stafford, then ranking minority member of the 
Environment and Public Works Committee stated that ". . . 
the prospectus process may no longer be adequate or appro- 
priate . . .(I He added: "the current prospectus process 
leads to piecemeal approvals without program review or over- 
sight of the policies, and procedures inherent in project 
proposals." 

GSA officials told us that even though they cannot get 
funds from the appropriations committees until the authori- 
zing committees approve their prospectuses, 40 or 50 pro- 
spectuses are pending approval. We have reported that the 
authorizing committees may take several months to well over 
a year to approve some alteration and major repair prospec- 
tuses. l/ For example, GSA asked for $180 million for FY 1980 
alterations and major repairs, but the appropriations commit- 
tees reduced the request to slightly less than $146 million 
because several proposed projects had not yet been authorized. 
According to GSA officials, delays in prospectus approvals 
have hampered their plans for funding projects. GSA said it 
is trying to limit its budget requests to only those projects 
previously approved, but the agency points out that often it 
is forced to add projects for which prospectuses have not 
been approved because of critical repair work and the space 
needs of other Federal agencies. 

Corps of Enqineers 

The Corps of Engineers has the most complex and lengthy 
authorization process of the four agencies studied. The con- 
ception, authorization, and construction of a Corps flood 
control project travels through several phases of congres- 
sional authorization. In 1978, we reported that of 77 flood 
control projects studied, an average of 26 years had elapsed 
since initial authorization and start of construction.2/ 
Planning and design consumed 12 years of this 26-year period: 
reviews and the appropriations process took most of the 
remaining time. 

L/U.S. General Accounting Office, "Repairs and Alterations of Public 
Buildings by General Services Administration--Better Congressional 
Oversight and Control Is Possible," (LCD-78-335, March 21, 1979). 

/U.S. General Accounting Office, "Corps of Engineers Flood Control Proj- 
ects Could Be Completed Faster Through Legislative and Managerial 
Changes," (CED-78-179, September 22, 1978). 
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Authorization of Corps projects is at the sole discre- 
tion of the Congress. There are three basic phases--study, 
design, and construction-- and Congress must authorize the 
study and construction phases. Public Works Committees 
authorize the conduct of studies, usually after local inter- 
ests make their desires known through their elected represent- 
atives. Congress must then appropriate funds for the study. 
After the study is completed, the Secretary of the Army (after 
review by the Administration) makes a recommendation to 
the Public Works Committees. If the project is viable and 
funds are available for planning, preliminary planning is 
done. Before detailed plans can be completed and construction 
permitted, the Congress must pass substantive legislation 
authorizing the construction. However, some projects under $2 
million can be initiated by the Secretary of the Army without 
Congress'authorization, if they meet statutory dollar limits. 

FUNDING METHODS INFLUENCE 
CAPITAL, INVESTMENT 

The source and type of funds, and an agency's ability to 
control its funds can hinder or facilitate the acquisition 
of capital assets. Funding methods affect priorities and the 
extent to which agencies are able to execute a viable capital 
investment program. 

GSA and generally VA construction projects are fully 
funded. Postal Service projects are funded incrementally 
from operating receipts and/or borrowing, and Corps projects 
are incrementally funded by congressional appropriation. 
Full funding means that all of the estimated costs of a pro- 
ject are appropriated in the first year. Incremental funding 
is the appropriation of funds yearly for the estimated costs 
of the project for that year. As a matter of budget policy, 
we favor the full funding concept. However, not considering 
lease commitmenta for all future years clearly understates 
leasing costs and diverts decisions away from construction 
and acquisition to constantly escalating leases which are 
justified on the next year's cost only. 

VA and Corps projects are funded from general fund appro- 
priations. Their funds are placed in accounts to be used 
exclusively for specific capital construction projects and/ 
or acquisition projects. GSA and the Postal Service, on the 
other hand, are funded through revolving funds set up by the 
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Congress --the Federal Buildings Fund and the Postal Service 
Fund. These two Funds are similar in that receipt8 from them 
finance expenditures, which in turn generate receipte. There 
are, however, important differences in the way the revenues 
are collected and the Funds are controlled. 

Activities of the Postal Service are financed by congres- 
sional appropriations and by receipts from (1) mail and services 
revenue, (2) reimbursements from Federal and non-Federal sources, 
(3) interest on investments, and (4) proceeds from borrowing. 
These receipts are deposited into the Postal Service Fund and 
are used to pay for operating expenses, retirement of obligations, 
investments in capital assets, and investment in obligations and 
securities as determined by USPS. 'The Postal Service has a dis- 
tinct advantage over GSA because it does not have to compete 
with other Federal programs for capital investment funds and it 
can borrow up to $10 billion. A net increase of up to $2 billion 
in any 1 year can be used for either capital investment (no more 
than $1.5 billion) or operating expenses (no more than $500 mil- 
lion). The borrowing authority of the Postal Service greatly 
increases its flexibility to finance operations and capital in- 
vestment. 

The Federal Buildings Fund, authorized in 1972 and begun 
in 1975, obtains receipts from rates charged to Federal agen- 
cies occupying GSA-controlled space. According to law these 
rates are to approximate commercial charges for comparable 
space and services. Collections are deposited into the Fed- 
eral Buildings Fund and used, subject to annual appropriation 
act limitations, to finance GSA's real property operations, 
which consist of six program categories: (1) new construc- 
tion, (2) alterations and major repair, (3) purchase contract 
payments, (4) lease payments, (5) real property operations 
(utilities, cleaning, etc.), and (6) program direction and 
centralized services. GSA is also reimbursed from Federal 
agencies for space and improvements that are in excess of 
those covered by the standard level user charge. 

New construction is a low priority in GSA's real property 
operations. GSA officials told us that new construction gets 
what funds remain after other program needs are met. Since 
the Federal Buildings Fund began operating in FY 1975, it has 
not generated enough money for new construction. Only 
$386 million was available in FY 1975 through 1980, an average 
of $64 million a year. In addition, because of language in 
the appropriations acts from 1975 through 1979, about $2.4 
million in excess Fund receipts related to the new construc- 
tion program were deposited in the Treasury as miscellaneous 
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receipts. l/ Beginning with the 1979 appropriation act, 
the 1anguaGe was changed to provide that the excess receipts 
remain in the Fund. 

GSA's current annual average of $64 million for construc- 
tion projects contrasts sharply with the $115 million annual 
average during the years (1959-71) before the Fund was estab- 
lished. Even then, GSA considered the $115 million inade- 
quate. In 1971 GSA had a backlog of 63 projects, with esti- 
mated construction costs of $750 million, that had been 
authorized but not funded. GSA pointed out during hearings 
on the 1972 purchase contract legislation that with annual 
appropriations averaging only $115 million, it would take 
at least 10 years to eliminate the backlog of construction 
already approved but unfunded by the Congress. 

To reduce that backlog, the Public Buildings Amendments 
of 1972 (P.L. 92-313) was passed to give GSA a 3-year stop-gap 
authority to enter into purchase-contract agreements to con- 
struct the unfunded projects. Since then, GSA has arranged 
for the construction and financing of 23 projects for which 
it makes semiannual payments to contractors for interest, 
real estate taxes, and amortization of principal. At the end 
of the contract period, title to the buildings vests with 
the Government. 

GSA also used a dual method for constructing and finan- 
cing 45 building projects. Construction contracting under 
the dual method was made the same as under direct Federal 
construction, but the projects were financed by the sale of 
participation certificates and by borrowing from the Federal 
Financing Bank. 

Today GSA is again faced with a backlog of projects of 
about $737 million. The Senate Environment and Public Works 
Committee recognized that direct construction funds from the 
Federal Buildings Fund will not put a dent in this backlog 
over the next several years. The Committee reported out a 
bill (S. 2080) that passed the Senate on June 20, 1980, auth- 
orizing GSA to borrow construction funds from the Treasury 
and to repay the Treasury from user charges. 

In October 1979 2/, we recommended to the Congress that 

l/A total of $13 million for the entire Fund were deposited - 
in the Treasury. 

z/U.S. General Accounting Office, "Cost and Budgetary Impact 
of the General Services Administration's Purchase Contract 
Program,' (LCD-80-7, October 17, 1979). 
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any new financing authority for GSA be limited to direct 
loans from the Treasury or the Federal Financing Bank. In 
January 1980 testimony before the Senate Environment and 
Public Works Committee, we concluded that Federal construc- 
tion is the best alternative for acquiring space and that 
borrowing money for direct Federal construction is the most 
practical current alternative due to the limited funds 
generated from the Federal Buildings Fund. 

ECONOMIC ANALYSES CAN JUSTIFY 
CAPITAL INVESTMENT DECISIONS 

Economic analysis is a useful tool for determining the 
most cost-effective projects. All the agencies we studied 
use economic analysis, and, although the analyses differ, 
their differences may be attributed to the varying nature of 
the agencies' missions and projects (hospitals, office build- 
ings, post offices, dams). 

The U.S. Postal Service performs the most complex and 
complete analyses of potential projects and various alter- 
natives. Its analyses more closely approximate those done 
by many private companies than the analyses conducted by VA, 
GSA, and the Corps. Among the analyses USPS uses are return 
on investment, internal rate of return, and discounted cost 
benefits calculated on cash flow. The Postal Service also 
performs a sensitivity analysis to identify what factors 
significantly affect project results and to show how increas- 
ing, decreasing, or eliminating the sensitive factors affect 
the project. Economic studies usually begin with the date 
of decision and cover a lo-year operating span, or the useful 
life of the investment, whichever is shorter. 

GSA analyzes alternatives for its projects by calculating 
present-value life cycle costs as required *by OMB Circular 
A-104. Using this method GSA determines the 30-year costs 
for each alternative and then discounts them to show future 
costs in current dollars. These figures are included in each 
prospectus submitted to the Public Works Committees for 
approval. 

GSA's present-value analyses generally support budget 
decision already made. Because of budgetary restraints and 
the limited availability of construction funds, the only 
practical method for GSA to meet growing space needs has 
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been through leasing. In a June 1980 report, &/ we stated 
that GSA analyses were inaccurate and based on erroneous 
assumptions; consequently, the analyses were not a reliable 
base on which to evaluate the cost of,leased space versus 
the cost of constructing federally owned buildings. 

VA uses demographics to determine hospital needs. 
Also, VA officials say they use economic analyses to decide 
whether to extensively rehabilitate a facility or build a 
replacement. If rehabilitation costs over a number of years 
exceed replacement costs, the VA would opt.for replacement. 

The Corps of Engineers uses benefit/cost ratios to 
determine if projects are justifiable economically. To be 
justified, a project's benefit/cost ratio must be equal to or 
greater than 1x1. 2/ Once a project is justified and author- 
ized for constructTon and construction is begun, the Corps 
generally completes the project regardless of cost. The 
Corps' position is that the Congress authorizes the scope of 
a project, not the cost of a project. 

AGENCIES NEED TO MONITOR AND 
CONDUCT FOLLOW-UP STUDIES ON CAPITAL 
ACQUISITION 

Monitoring during acquisition and following up afterwards 
help to ensure that a project is implemented within the costs 
and time frame originally estimated, and that once completed, 
the project is accomplishing its objectives. Each of the 
four agencies reports monthly on the status of obligations 
incurred against its planned total, but only the Postal Serv- 
ice and the VA conduct follow-up studies to find out if a 
completed project accomplished its objectives. 

The Postal Service's postaudit analysis of a completed 
facility is as follows. After a shakedown period that allows 

I/U.S. General Accounting O.ffice, "General Services Adminis- 
tration's Lease Versus Construction Present-value Cost 
Analyses Submitted to the Congress Were Inaccurate," (LCD- 
80-61, June 20, 1980). 

Z/Final rules for water resource planning (18 CFR 711) were 
published in the Federal Register, September 29, 1980. 
Subsection 711.92 states: "A recommended plan (when consi- 
dered on the basis of the with-plan versus the without-plan 
comparison) must have combined beneficial NED [national 
economic development] and EQ [environmental quality] effects 
that outweigh combined adverse NED and EQ effects." 
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for the project to correct start-up, problems and begin normal 
operation, a study is conducted to compare actual operating 
costs with the estimated costs when the project was proposed. 
USPS uses its postaudits to determine the continuing applica- 
bility of previous conclusions, to highlight any continuing 
undesirable trends that warrant management action, to project 
cost changes through the life of the project, and to compare 
the results of the project's original economic evaluation. 

Postal Service officials think that the postaudit is a 
very important feature that is lacking in the Government's 
other capital investment programs. They told us that post- 
audits are necessary to determine if the finished facility 
is doing what it was supposed to do when it was originally 
justified. 

VA performs a post-occupancy evaluation on major projects 
1 year after they are put into operation. In this way, the 
agency can determine if the project meets its objectives, if 
it works as originally planned, if it performs well, and if 
the design and standards are adequate. Knowledge gained from 
these post-occupancy evaluations, plus state-of-the-art 
changes, are fed back into the VA's standards. 
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CHAPTER 6 

FEDERAL PROGRAMS AND POLICIES AFFECT THE CONDITION 
AND DEVELOPMENT OF STATE AND LOCAL PHYSICAL CAPITAL 

The Federal Government should pay closer attention to 
the problems in State and local capital plants because: 

--The Government has a vested interest in the 
condition of State and local physical capital. 

--Some Federal capital programs are being used as 
"stop-gap" measures by States and localities 
instead of as long-term ways to address the 
problem of their deteriorating capital stock. 

--Federal capital programs increase the operating 
costs of cities, counties, and States. 

--Federal programs can affect State and local 
capital budgeting and planning. 

--Federal programs that affect State and local 
capital investment are not efficiently coordi- 
nated. 

Public sector assets in the United States are deterior- 
ating. Much of this capital stock is financed by the Federal 
Government, but ownership resides with States and municipali- 
ties. The Federal Government should take a closer look at the 
condition of this State and local capital stock, not simply 
because it finances much of it, but because Federal programs, 
policies, and planning procedures can accelerate or arrest 
the deterioration. However, as long as short-term, instead of 
long-range, strategies are implemented in capital investment 
areas, as long as the increased costs of Federal capital 
programs that are passed onto States are not recognized, 
and as long as no effective national capital improvement plan 
exists, the ability of the Federal Government to stop the 
decline of the physical capital across the nation is severely 
limited. 

Federal programs and funding mechanisms can and often 
do significantly influence the capital investment decisions 
made by State and local officials. In this chapter we dis- 
cus how the direction of general Federal policies and the 
specific programs of DOT, EPA, and HUD affect the condition 
of State and local physical capital. 
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THE CURRENT SCALE OF STATE AND LOCAL 
CAPITAL INVESTMENT WOULD NOT EXIST 
WITHOUT THE FINANCIAL SUPPORT OF 
THE FEDERAL GOVERNMENT 

Although the relative importance of Federal capital in- 
vestment aid varies, virtually none of the States, cities, or 
counties we visited fails to use Federal aid for some capital 
projects. While economically distressed, stable, and growing 
communities are likely to use the aid in different ways, all 
use Federal dollars as support, if not the support, for the 
development of their respective infrastructures. Specifically: 

--The Federal Government funds a very high percentage 
of the costs of certain capital-intensive projects 
in State and local areas. 

--Other Federal programs indirectly fund a substantial 
portion of capital needs in many State and local areas. 

--Both economically hard-pressed communities and rela- 
tively affluent ones depend on Federal capital invest- 
ment funds for at least some of their capital expend- 
itures. 

As explained in chapter 2, we can classify Federal capi- 
tal programs as either direct or indirect. Chapter 5 dis- 
cusses the direct programs. However, it is the indirect 
programs --generally in the form of grants--that support much 
of the nation's State and local capital stock. 

Indirect grant programs are composed of three types: 
specific purpose (categorical), broad-based, and general pur- 
pose. Capital-intensive examples of the categorical type are 
Federal-aid highways, urban mass transit, and EPA construction 
grants. By law, funds for specific-purpose grants may only 
be used for specified projects, and thus State and local offi- 
cials enjoy little or no discretion as to how these funds are 
spent. Broad-based and general-purpose grants, however, dif- 
fer in use from the categorical grants. Broad-based grants, 
such as community development block grants, provide money 
for any project or combination of projects within broad guide- 
lines set forth in the grant program. These grants allow 
recipients wide discretion in deciding how the funds are to 
be used. State and local governments are responsible for 
determining project need, selection, and design, and for 
carrying out construction. General-purpose grants, such as 
general revenue sharing, allow State and local officials 
almost complete discretion in their use of the funds. Under 
all three types of Federal aid, the States or localities 
acquire ownership of the completed project and are responsible 
for future operations and maintenance. 
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The Federal highway programs listed in table 12 are 
funded out of DOT's Highway Trust Fund. In all there are 
3f3 Federal-aid highway programs (not all are funded from 
the Trust Fund), and the Federal share varies from 75 to 
100 percent. Federal subsidies for mass transit projects 
were authorized by the 1974 National Mass Transportation 
Assistance Act as amended by the 1978 Federal Public Trans- 
portation Act. EPA construction grants were authorized by 
the 1972 Federal Water Pollution Control Act as amended by 
the Clean Water Act of 1977. 

Table 12 

Federal Share of Selected Major 
Specific-Purpose Capital Investment Programs 

for State and Local Areas 

Proqram 

Percentage 
of 

Federal Share 

Federal-aid Highways (DOT) 

Completion of Interstate roads 

Primary roads 

90% 

75 

Secondary roads 75 

Urban roads 75 

Bridge Replacement and 
Rehabilitation 

80 

Mass Transit (capital) (DOT) 80-85 

Waste water treatment construction 
grants (EPA) 

75 

In addition to these categorical grants, broad-based 
programs also fund a high proportion of capital projects for 
State and local areas. In one city we classified as economi- 
cally stable and successful in terms of management, approxi- 
mately 62 percent of its capital budget is funded with Federal 
aid. Eighty percent of this city's housing and community de- 
velopment is financed by Federal aid, with community develop- 
ment block grants as the primary source. In a city we judged 
unsuccessful, officials said that, in terms of capital pro- 
jects, Federal dollars are the only revenues keeping the city 
afloat right now. In growing communities, Federal aid is used 
for airport improvements, parks, and recreation facilities. 
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The trend throughout the country ia increased Federal 
capital aid for the nation'e largest urban area@, as table 
13 ahowe. Even though emall- and medimum-size cities re- 
ceived less Federal capital aid in 1980, more than one dollar 
out of every five allocated to capital investment comes from 
the Federal Government. For very large cities, the Federal 
Government funds almost half of their capital investment. 
Clearly, Federal support of State and local capital inveetment 
is far reaching. There are, however, some problems in the 
way this aid affect8 State and local governments. The rest 
of this chapter discusses those problems. 

Table 13 

Percentage of Federal Ca ital Aid 
by Size of-e3Cfy Populat on 

--.J+--- 

City Population 

Small Cities (lO,OOO-50,000) 

Anticipated 
1978 1979 1980 

29.6% 30.6% 23.3% 

Medium Cities (5O,OOO-100,000) 34.3 34.9 22.9 

Large Cities (lOO,OOO-250,000) 27.4 34.0 31.2 

Largest Cities (250,000) 34.5 29.9 44.0 

Source t Joint Economic Committee, Trends in the Fiscal Con- ---- 
dition of Cities: 1978-1979. 

SHORT-TERM FEDERAL PROGRAMS -----.-------.--_-.__I-----__- 
ARE IMPLEMENTED IN POLICY AREAS --- 
THAT NEED LONG-TERM ATTENTION -----------------I-*-------- 

Improving the capital stock of State and' localities 
demands long-term policy commitments from all levels of gov- 
ernment. However, many of the indirect Fede'ral programs, 
which can be used to build up the capital stock of cities 
and States, go to small, short-term projects, if they are used 
for capital at all. One such area is community development. 

Commun_ix develo=ent --.m"--- e-e 

The largest Federal program of this type is the commu- 
nity development block grant (CDBG). This program is a 
consolidation of seven categorical grant programs developed 
in the 1940s through the 1960s. It is authorized by the 
Congress every 3 years and approximately $4 billion is 
allocated annually to eligible localities. Community 
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development block grants are apportioned on a formula 
basis-- all cities of more than 50,000 and central cities 
in standard metropolitan statistical areas are entitled 
to receive a share of the appropriated funds. In all, 
560 cities plus 80 urban counties are eligible. (There 
is also a small cities' discretionary program for those 
not eligible to receive the formula-based allotments.) 

The block grant program is a decentralized approach to 
arresting the problem of physical decay in cities. Its pri- 
mary objective is to develop "viable urban communities." 
Within certain parameters, local officials can spend their 
allocated funds in a wide variety of ways. The funds do not 
have to be spent on physical capital. Estimates vary on the 
exact amount that goes for capital investment, from just 
under 50 percent to about 75 percent. L/ The rest goes for 
operations and maintenance expenses. 

But just as important as the amount of capital spending 
is exactly what it is used for. Local governments use much 
of the community development block grant money for small- 
scale, short-term needs, such as park improvements, street 
Lights, and sidewalk repairs. 2/ In the past, such projects 
have often comprised the major-portion of municipal capital 
investment programs. The 1978 HUD study says that CDBG funds 
are generally not used as part of a comprehensive program for 
dealing with major problems of physical distress, and that 
since the program was implemented in 1974, there has been 
a move away from long-term major renewal projects in local 
areas. (A later HUD study indicates a shift towards more 
long-term projects in recent years. S_/) 

Ironically, the areas that have the most severely dete- 
riorating infrastructures are the ones most likely to use the 
block grants for non-capital or small-scale projects. One 

-.-.---- 

gu.s. Department of Housing and Urban Development, "Decen- 
tralizing Community Development," June 2, 1978, p. 206. 

Z/HUD regulations on the community development block grant 
program (24 CFR 570.302) state that monies must be used 
to "give maximum feasible priority to activities which 
will benefit low- and moderate-income families or aid 
in the prevention or elimination of slums or blight." 
HUD officials say that projects that qualify are most 
often for small-scale improvements. 

p.s. Department of Housing and Urban Development, "Fifth 
Annual Report," 1980. 
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large declining city we examined uses only 16 percent of its 
CDBG allocation for capital needs. According to the 1978 HUD 
study and the official8 in the cities we visited, when many 
groups and interests in declining localities compete for the 
same funds, the result is that no one group receives enough 
money to solve long-term capital investment problems. In 
another declining city we visited, the city council, in 
trying to appease all interests, split $5.9 million in CDBG 
funds among 145 community groups. Jurisdictions with less 
relative physical decay and disadvantaged citizens are not 
so pressured to spread funds across a broad range of in- 
terests. Thus these communities are more apt to use CDBG 
funds for major capital programs rather than for services or 
small beautification projects. 

According to HUD, decentralized deciaionmaking in the 
block grant program plays a major role in the shift away 
from long-term renewal strategies in deteriorating areas. 
As the involvement of Federal agencies in community develop- 
ment activities has declined, the influence of local offi- 
cials, such as chief executives, legislators, and planners 
has increased. Local officials today tend to have shorter 
time horizons than Federal agency officials because they are 
much more affected by political pressures and prevailing 
community values. A8 a result, the competition among interest 
groups is the rule, not the exception, for communities most 
in need. 11 

Other Federal programs also do not address long-term 
strategies for State and local capital development. Like 
CDBGs, general revenue sharing need not be used for capital. 
Although it is difficult to trace exactly where State and 
local governments spend their revenue sharing funds, most 
studies show that capital investment is not a major area of 
concentration. In our study population, only growing com- 
munities use revenue sharing for capital projects, and of 
course, if the funds are used for capital investment at all, 
they are subject to the same political pressures as the 
CDBGs. 

The urban development action grant (UDAG) is a Federal 
program that concentrates on capital investment. Unlike the 
the grants based on eligibility criteria and priorities set 
forth in the program's authorizing legislation, one purpose of 
UDAG is to use public funds to stimulate private investment. 
In fact, UDAG funds cannot be granted until there is a firm 
commitment of private funds and other public funds necessary 

L/HUD, o&. cit., 1978. 
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for project development. UDAG is oriented toward projects 
that provide jobs and increase the tax bases of distressed 
cities and counties. Social services cannot be funded under 
this program. While the program is geared to long-term 
economic development of urban areas, HUD's criteria for 
cities' eligibility has come into question. Recently we 
questioned HUD's method of determining "severely distressed," 
saying that HUD's criteria did not take into account the 
severity of the distress. l/ An earlier report criticized 
the adequacy of the private commitment to funded projects 
and questioned whether or not some grants benefit the pri- 
vate entrepreneur more than the community. 2/ Regardless of 
these questions, however, the UDAG program should not be 
viewed as directly targeted toward new capital assets or the 
preservation of deteriorating ones in urban areas. 3/ Its 
purpose is mainly to expand tax bases, which is a very impor- 
tant way of curbing disinvestment and may help solve the 
problems we have raised in this report. But it is an in- 
direct approach that can easily ignore deteriorating physical 
capital. 

Local public works aid 

In 1976 and 1977, the Federal Government provided $6 
billion in local public works aid to cities as countercyclical 
capital assistance. +/ This aid was used to finance a high 
percentage of many deteriorating cities' capital budgets in 
1978, although precise estimates of these percentages vary. 
It is our view, however, that programs such as this one, while 
important to deteriorating cities, constitute a "quick fix" 
attack on the problem of disinvestment or failure to repair 
and replace worn out capital stock in States and localities. 
Public works aid is not part of an overall, long-term 
solution. 

I/U.S. General Accounting Office, "Criteria for Participation 
in the Urban Development Action Grant Program Should Be 
Refined," (CED-80-80, March 20, 1980). 

z/U.S. General Accounting Office, "Improvements Needed in 
Selecting and Processing Urban Development Action Grants," 
(CED-79-64, March 30, 1979). 

z/HUD officials point out that the program can be used for 
these purposes, however. 

+/A 1980 report by Pat Choate of the Academy for Contemporary 
Problems ("As Time Goes By, The Costs and Consequences of 
Delay"), disclosed that delays in disbursing funds have im- 
paired the usefulness of local public works aid. 
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FEDERAL CAPITAL PROGRAMS INCREASE 
STATE AND LOCAL COSTS 

Federal aid is not free. Often State and local govern- 
ments must spend money they would not ordinarily spend if 
they did not receive Federal aid. The additional costs borne 
by State and local governments because of Federal capital 
projects fall into three categories: (1) matching funds, 
(2) operation and maintenance expenditures, and (3) extra 
expenditures due to Federal regulations. The third category 
includes capital projects that State and local governments 
must implement because of Federal mandates and the adminis- 
trative costs associated with federally financed State and 
local projects. 

Although the Federal Government pays a high percentage 
of the costs for capital assets, like mass transit, highways, 
and pollution control equipment, the State and local shares 
can still be difficult to raise, especially in the areas that 
most need to improve their capital stock. In one city we 
visited that had major bridge problems, officials said they 
lose opportunities to gain Federal dollars because their city 
cannot generate the 20 percent matching fund requirements. 
A State, which uses Federal aid for the bulk of its transporta- 
tion funds, said it simply does not have enough matching funds 
available to maintain its transportation infrastructure. 

Of course, with transportation programs, State and local 
governments are not legally obligated to implement the 
projects at all. If the matching funds are not available, 
the problems the programs try to address are simply deferred 
or ignored. But some Federal programs, such as the EPA con- 
struction grants for wastewater treatment plants, are used 
to meet Federal mandates with which localities must comply. 
Thus, the matching funds for these programs must be generated. 
This can cause a shift in priorities and result in the defer- 
ral or abandonment of other needed capital programs. 

Operation and maintenance costs associated with indirect 
Federal capital programs are, for the most part, the respon- 
sibility of the State and/or local governments. On EPA pro- 
jects, all operating, maintenance, and repair costs arising 
from the construction of a new pollution control facility 
are paid by the State and local governments. L/ These costs 

L/A Water Resources Council study reports that the composite 
costs of EPA construction grants are 39 percent Federal and 
61 percent local. 
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are usually passed on to local residents in the form of hook- 
up fees and user charges. In cities and towns with small 
populations, charges to the residents can be very high. Many 
small communities have difficulty paying the rates necessary 
to operate the facilities. L/ 

Operating and maintaining Federal highways is a major 
cost for State and local governments. While major rehabili- 
tation and renovation can be federally financed, routine main- 
tenance (such as sealing and painting bridges constructed 
with Federal aid) are State or local concerns. States spend 
about 17 percent of their highway funds on maintaining their 
roads (Federal and non-Federal), and according to a researcher 
in this area, about one-fourth of all State and local capital 
outlays go to road construction. 2/ Since no Federal money 
goes to maintaining Federal-aid hTghways, States fund these 
costs through fuel taxes, license fees, etc. With costs 
rising and revenues from the fuel taxes declining due to 
energy conservation, even less money is available to State 
and local governments for the increasing costs of operating 
and maintaining highways. As chapter 3 points out, road main- 
tenance is becoming more and more difficult to fund. 

State and local governments must also assume additional 
operation and maintenance costs for urban mass transit. 
Unlike the Federal-aid highways, however, up to 50 percent 
of any urban area's transit operating deficit can be funded 
by the Federal Government. But these Federal operating subsi- 
dies cannot be used by State and local governments in lieu of 
their own transit subsidies. Federal funds are to be used 
to supplement the State and local funds, not as a substitute 
for them. The Department of Transportation has interpreted 
this prohibition to mean that if States and localities reduce 
their transit subsidies, Federal operating assistance halts 
completely. 

Regulatory costs entail both additional capital projects 
that State and local governments must implement due to Fed- 
eral mandates and the various administrative costs involved 
in implementing Federal capital programs. Examples of basic 
capital investments State and local governments must undertake 
by Federal mandate are accessibility requirements for the 

&/See U.S. General Accounting Office, "EPA Should Help Small 
Communities Cope with Federal Pollution Control Require- 
ments," (CED-80-92, May 30, 1980). 

Z/George E. Peterson, The Fiscal Outlook For Cities, ed. 
Roy Bahl (Syracuse: Syracuse University Press, 1978) p. 67. 
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handicapped, occupational safety and health standards, and 
various energy conservation requirements. Administrative 
costs generally include: (1) reporting requirements, (2) re- 
quirements that must be met before funds are obligated, and 
(3) reimbursement procedures. 

Although not specifically asked, some officials expressed 
concern about the increased costs they incur when participat- 
ing in federally financed projects. For example, one city 
official we interviewed said the recordkeeping necessary for 
federally funded projects, as well as delays by Federal agen- 
cies in closing out projects, increases project costs by at 
least 50 percent. A county official said Federal specifi- 
cations drive up costs by about 10 percent. An official in 
another county stated that unnecessary delays caused by Fed- 
eral requirements, along with high inflation, have led him 
to believe that it may have been better to forego the Federal 
funds and somehow to have undertaken construction themselves. 

The costs to State and local areas discussed here are not 
necessarily costs that the Federal Government should assume. 
The point we emphasize is that, while capital expenditures 
by the Federal Government create many benefits for the State 
and local governments, they also create certain costs for State 
and local governments that they may not otherwise incur. 

THE FEDERAL GOVERNMENT IS NOT 
WORKING IN PARTNERSHIP WITH 
STATES AND LOCALITIES 

The Federal Government is not helping the State and 
local capital budgeting process to the extent that it could. 
In fact, Federal policy often complicates the problem of 
deteriorating physical capital. For instance: 

--Federal budget and program cycles and procedures can 
complicate State and local capital investment planning. 

--Federal capital-intensive programs are not always tar- 
geted to where problems are most severe. 

Most of the State and local governments we visited plan 
their capital budgets on at least a 5-year basis, and one 
even has long-range plans through the year 2000: yet many 
Federal program dollars are provided only on an annual basis. 
Thus, it is difficult for States and localities to count on 
Federal aid as part of a capital plan. In addition, the State 
and Federal fiscal years are often different. 

Officials in two of the four cities felt that local and 
Federal planning are not well coordinated. One official said 
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that Federal budget cycles and trying to determine the amount 
and duration of grants hamper long-term planning efforts. 
Another city official said his city has a difficult time 
planning for and maximizing the use of Federal funds. Each 
Federal program has a different funding process, the programs 
change all the time, many are authorized but not appropriated 
or appropriated for less than the authorized amount, and there 
are layers of approval between city, State, and Federal agen- 
ties. All these problems complicate the long-term capital 
planning for the city. 

DOT mass transit grants and the community development 
block grants are examples of specific programs with annual 
appropriations that can hinder State and local long-term 
planning. In addition, emergency public works programs are 
normally for 1 or 2 years, when they exist. Although most 
of these programs are authorized for more than 1 year, the 
funds do not have to be appropriated at the authorized amount. 
As a result, it can still be hard for State and local offi- 
cials to use these funds as part of a long-range capital 
improvement plan. Most large Federal-aid highway programs 
are part of the Highway Trust Fund. While obligations under 
this program are exempted from the appropriations process, 
the actual cash reimbursements to the State for the Federal 
share are appropriated yearly. 

In addition to the problems caused by the financing pro- 
cedures, certain direct capital programs do not necessarily 
go to the areas of greatest need. For EPA construction 
grants, the Clean Water Act distributes grant funds by an 
allotment formula that precludes EPA from awarding grants 
based on a nationwide priority system. Such a system, how- 
ever, would be able to better consider the vast differences 
in the quality of pollution control facilities from State 
to State. 

Urban mass transit grants apportion.operating subsidies 
by formula, using mainly population and population density 
as criteria. GAO has criticized the formula for having no 
indicator of relative use of existing mass transit. l-/ The 
result is that the places most in need of Federal assis- 
tance to maintain and operate transit systems do not neces- 
sarily receive their fair share. 

Within the funds available, as set by the Congress, 
Federal-aid highway programs are apportioned by formula as 
-----we 

&/U.S. General Accounting Office, "Analysis of the Allocation 
for Federal Mass Transit Subsidies," (PAD-79-47, October 9, 
1979). 
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entitlements. The formula varies with each program--i.@., 
primary, secondary, urban, and interstate roads--but most 
programs include population and miles traveled. Few take 
into account local road conditions. Thus, a State with 
badly deteriorating highways is not likely to receive any 
more Federal aid than a State with Federal roads in relatively 
good condition. Although Federal-aid highways are deteriorat- 
ing (see ch. 3), no Federal aid can be used for maintenance 
(it can, however, be used for major rehabilitation in the 
interstate system) and no formal maintenance guidelines exist. L/ 

In one State we visited, we were told that there are 
no incentives for the State to maintain its Federal-aid roads. 
Any maintenance performed comes from individual department 
pride, not by tying Federal funds to maintenance. There is 
also the possibility that the States could intentionally allow 
the roads to deteriorate to the point where they can qualify 
for Federal aid for major rehabilitation. However, State gov- 
ernments would still have to answer to their taxpayers since 
the States would have to match the rehabilitation monies. 

A 1980 report prepared for the Department of Commerce 
supports our observations. After studying five physical 
capital areas--water systems, sewer systems, streets, bridges, 
and mass transit, the report concluded that: 

"Federal programs encourage investment in new 
capital expenditures and early replacement of 
capital equipment. 

The literature reviewed, concerning the biasing 
effects of Federal grants on maintenance and 
capital outlays, indicate that, indeed, Federal 
programs often encourage early capital replacement, 
possibly earlier than is really necessary and/or 
desirable. Capital projects are premature if 
expenditures of maintenance funds for the original 
facility would be a better or more efficient use 
of total resources. But, when Federal incentives 

L/In 1977 a GAO report called for the Federal Highway Admini- 
stration (FHWA) to set standards and guidelines for the 
States to attain good highway and bridge maintenance. The 
report also recommended using an engineer's maintenance in- 
spection manual to provide inspectors with general guidance. 
The FHWA has not acted on these recommendations. See U.S. 
General Accounting Office, "Improving and Maintaining 
Federal-Aid Roads --Department of Transportation Action 
Needed," (CED-77-31, February 2, 1977, p. 13). 
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are introduced to accelerate the capital replace- 
ment program without a corresponding availability 
of Federal funds for maintenance, it is more cost- 
effective for the local government to pursue the 
capital grants. This outcome has the effect of 
encouraging local governments to forego maintenance 
of the facilities that can be replaced easily 
(with Federal funds)." l-/ 

FEDERAL PRIORITIES CAN, IN EFFECT, 
DEFINE CHOICES FOR STATE AND 
LOCAL GOVERNMENTS 

Federal priorities can entice and force State and local 
governments to use their funds to implement national programs. 
This can reduce the funds that States and municipalities could 
use to meet other needs for which Federal funds might not 
be available. 

At two of the 12 State and local governments we examined, 
officials were concerned about Federal influence on local 
capital budgeting. We were told by one State official that . 
Federal aid is often the difference between a project "going 
or not going," because the legislature is more likely to ap- 
prove a capital program if it includes Federal funds. A city 
official said that a 1966 Federal policy induced his,city 
to build certain streets as part of a planned land-use strat- 
egy- The Federal Government was to help finance the building, 
of connecting expressways as part of the plan, but by the 
1970s DOT had decided against it. Thus, the official claims, 
the city is left with congested streets, fewer residences, 
and slower growth. 

The Highway Trust Fund was criticized by one official 
as generally influencing State programs too much. State 
officials believe they must get and spend all the Federal 
highway dollars for which they are eligible. Thus, they tend 
to plan highway programs around the 38 Federal-aid categories 
from which they can receive funds. As a result, what often 
happens is that a State, which may need to replace bridges, 
may instead build another section of interstate road because 
it has already spent all its money in the bridge replacement 
category and funds may still be available to build a new 
section of interstate. An official in one of the States 
we visited specifically criticized this fragmentation of 

I/U.S. Department of Commerce, "A Study of Public Works 
Investment in the United States," Executive Summary, April 
1980, p. 28. 
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the highway program. He said it takes away much of his 
State's flexibility with regard to where Federal highway 
dollars are used. 

EPA, FAA, and Federal legislation for the handicapped 
were also criticized by State and local officials. All can 
affect local budgeting decisions concerning which projects 
are built and which are deferred. In fact, several State and 
local governments we visited set their priorities according 
to the percentage of Federal monies available. When Federal 
priorities shift, State and local governments are affected. 

On the other hand, the lack of Federal priorities can 
define or skew choices for State and local officials. As the 
experience with CDBGs has shown, when local officials have 
only broad Federal objectives to meet, the funds can become 
much more politicized within localities. One city official 
believes competitive grants, such as UDAG, are worthwhile 
because they cause the city to plan more than it normally 
would. This official also said that she supports Federal 
discretion in the use of funds. Another city official thinks 
the current nature of Federal grants precludes long-range 
planning and cited a need to return to categorical grants if 
any long-range planning is to be done. 

The point to be made from illustrating these conflicting 
views is that Federal priorities influencing local capital 
budgeting decisions are not necessarily a "bad thing." The 
goal of the Federal Government is to have a positive affect 
on the condition and development of State and local physical 
capital. Grants can be a way of achieving this goal. 

NO OVERALL INFRASTRUCTURE IMPROVE- 
MENT PLAN FOR STATE AND LOCAL AREAS 
EXISTS IN THE FEDERAL, GOVERNMENT 

No broad Federal plan deals with the problem of the 
deteriorating capital stock in State and local areas. Little 
capital investment planning takes place between the three 
levels of government, and even less takes place among the 
Federal agencies that are partly responsible for State and 
local capital investment. We believe the problems discussed 
in this chapter--stop-gap programs, added costs, an ineffec- 
tive partnership among the levels of government, and Federal 
priorities defining State and local choices--are partly the 
result of this lack of Federal planning. Specifically: 

--Planning between levels of government either is not 
present or it is ineffective. 

--Existing programs that affect State and local capital 
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stock are fragmented and are not effectively 
coordinated. 

--No system for setting capital priorities exists. 

The community development block grants program is one of 
the broad areas through which capital deterioration can be 
addressed, yet little long-range community development plan- 
ning is done. Since the program is decentralized, no long- 
term plans are made at the Federal level. HUD conducts no 
assessments to identify community needs, and CDBG applica- 
tions are approved 99 percent of the time. According to a 
HUD official, community development block grants emphasize 
quick results. 

It would be unfair to say that planning is non-existent 
in all capital areas. Since 1975, EPA has engaged in long- 
range planning exercises with the States (under Section 2, 
Public Law 920500), and the Federal Highway Administration 
reviews State plans for Federal highway construction. When 
DOT officials commented on this report, they said that the 
policies of the Urban Mass Transportation Administration 
require State and local governments to analyze alternatives 
before asking for help to fund mass transportation invest- 
ments. These analyses are reviewed by the Administration to 
ensure that the most cost-effective improvements have been 
identified. But as we mentioned earlier, Federal budget and 
program cycles and procedures are often at odds with those 
of States and localities. 

The dearth of coordination among Federal agencies is 
also a cause for concern, for if Federal policy is not coor- 
dinated, no degree of cooperation on individual programs be- 
tween the Federal, State, and local levels can significantly 
improve the nation's capital infrastructure. As the system 
is now, Federal programs that address capital needs are 
fragmented, and even programs within the same agency lack 
coordinated direction. Since 1975, the Federal Highway and 
Mass Transportation Administrations have issued joint planning 
regulations requiring urban areas to develop short-range plans 
for improving urban transportation systems. We have, however, 
criticized these plans, saying there is separate administra- 
tion by UMTA and FHWA and inconsistent enforcement. l/ In 
commenting on this report, officials from DOT pointed out 
that, in October 1980, the Federal Highway and Urban Mass 

l/U.S. General Accounting Office, "Stronger Federal Direction 
Needed to Promote Better Use of Present Urban Transportation 
Systems, ” (CED-79-126, October 4, 1979). 
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Transportation Administrations revised their joint planning 
regulations. These regulations are intended to make the 
process of capital project development more consistent 
between the two agencies. 

In different agencies, capital programs obviously address 
different problems, but one agency official said that there 
is no Federal program designed to assess, preserve, and main- 
tain the existing capital infrastructure. Instead, one agency 
attacks one area and another looks at a different problem. 
A HUD official told us that any coordination that does take 
place at the Federal level (for example between HUD and EPA) 
is merely cursory, except when two or more agencies agree 
that a particular project is important to each of them. 

Because capital programs are fragmented, political con- 
siderations and "turf" are very important. No capital prior- 
ity system exists. No single agency coordinates the programs 
that influence State and local capital assets. No entity 
makes decisions about which programs should be emphasized, 
which ones are working to meet similar objectives, and which 
are at cross purposes. As a result of this planning void, 
the potential is great for the Federal Government to adversely 
affect State and local physical capital. If we were looking 
at the Federal Government as a whole, in terms of how it deals 
with State and local capital investment, it would clearly be 
on the unsuccessful end of our spectrum discussed in chapter 
4. 
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CHAPTER 7 

FEDERAL DECISIONMAKING LIMITS PHYSICAL 
CAPITAL INVESTMENT 

"A little noticed, but highly important issue 
with regard to the Federal budget of the United 
States is the question of what portion of the bud- 
get should be devoted to capital investment projects. 
The rapid proliferation and expansion of the many 
social programs funded by the Federal Government 
have, of course, brought significant benefits to 
the American people. But we must never lose per- 
spective of the fact that the revenues to support 
these and future social programs must be generated 
by a productive economy. An economy can main- 
tain and increase its productivity only if there 
is a satisfactory rate of capital investment in 
both the private sector and the public sector. 

Just as a private company must make capital 
investments to assure future production, the 
American Government must make capital investments 
to assure a foundation for the future growth and 
prosperity of the Nation." l-1 

Throughout this report we have discussed several factors 
that affect an organization's internal ability to practice 
capital budgeting. Before we come to the end of our analy- 
sis, however, it is useful to take a broad look at how Federal 
decisionmaking influences Federal capital investment activi- 
ties. We contend that current national capital investment 
is limited because: 

1) The growth of uncontrollable outlays--mainly entitle- 
ments and interest--has reduced the funds available 
for physical capital investments: and 

2) Federal decisions about physical capital are based 
on a parochial view rather than a global one, a 
perspective that ranges from project managers, to 
the Congress, to the President. 

&/House of Representatives, 95th Congress, 2nd Session, Report 
No. 95-1247, "Public Works for Water and Power Development 
and Energy Research Appropriations Bill," 1979. 
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THE GROWTH OF BUDGET UNCONTROLLABILITY 
HAS REDUCED THE FUNDS AVAILABLE FOR 
PHYSICAL CAPITAL INVESTMENT 

If we look at the Federal budget in terms of control- 
lable and uncontrollable outlays, we can see how past and 
present legislative decisions have limited physical capital 
investment. Controllable outlays are those over which the 
President and the Congress can exercise some discretion (or 
control) by increasing or decreasing spending in the year in 
question, generally the current or budget year. Outlays for 
current operations and most outlays for physical capital fall 
into the controllable portion of the budget. 

“Relativelyn uncontrollable outlays, which have grown 
rapidly in recent years, are outlays that cannot be increased 
or decreased without changing existing substantive law. 
Social programs, such as payments to individuals for social 
security and veterans benefits, unemployment assistance, 
medical care, fixed costs, and payments coming due under obli- 
gations incurred during prior years constitute the largest 
share of uncontrollable outlays. In the past 14 years most 
Federal outlays have been uncontrollable outlays (see table 
14). 

Many practices have promoted the growth of uncontrollable 
outlays in the Federal budget. Consider, for example, the way 
entitlement programs are funded. By law, benefits from en- 
titlement programs must be paid to any person who meets the 
legal eligibility requirements. The spending levels of such 
programs are set each year without congressional action be- 
cause the funds are available through either a “permanent 
appropriation” or an automatic “current appropriation.’ In 
both cases, the Congress has little or no alternative--short 
of amending the entitlement legislation--but to appropriate 
the funds. The Congressional Budget Office estimates that 
entitlements now account for 47 percent of-all Federal 
outlays. lJ 

The Congress also uses several other budgetary devices that 
have abetted budget uncontrollability: 

--permanent borrowing authority, which permits a Federal 
agency to incur obligations and to make payments for 
specific purposes out of borrowed monies; 

I/ Printout of current year 1980 entitlements, dated 3/20/80, 
from the Budget Analysis Division, Congressional Budget 
Office. 
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--contract authority, under which binding contracts or 
obligations may be entered into in advance of an appro- 
priation: 

--advance appropriations, wherein funding is provided 
by the Congress for use in a fiscal year beyond the 
fiscal year for which the appropriation act is passed: 

--establishment of off-budget Federal agencies, whose 
amounts are excluded by law from the budget totals: 

--loan guarantees, a form of contingent liability that 
commits the United States to repay in whole or in part 
the principal and/or interest in case of default: and 

--entitlement program benefit increases resulting from 
adjustments to consumer price and other indexes. 

Table 14 

Growth of Uncontrollable Outlays 

Outlays 

Percentage of total 
outlays Percentage 

increase 
1967 1981 1982 1967-1982 E/ 

Uncontrollable 
Payments to individ- 

uals 26.4 48.5 47.9 21.5 
Prior-year contracts 

and obligations 23.4 16.5 16.1 
Other b/ 

(7*3)c/ 
9.5 11.6 12.5 3.0 

Subtot';; 59.3 76.6 76.5 17.2 

Controllable 41.8 24.4 24.4 (17.4) 
Undistributed employee 

share, employee 
retirement - (1.1) (1.0) (0.9) 

Subtotal 40.7 23.4 23.5 (1% 

Total Budget Outlays 100.0 100.0 100.0 

a/Amounts for fiscal years 1981 and 1982 are estimates. 

b/Primarily composed of interest on Federal debt. 

c/Parentheses denote negative numbers. - 
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Physical capital competes at a 
disadvantage for discretionary funds 

As uncontrollable outlays have grown, and continue to 
grow, each year there are fewer funds available that are 
relatively free of prior commitment. The fiscal 1980 budget 
projected an increase of about $38 billion in outlays from 
1979, but OMB classified $33.9 billion (89 percent) of the 
increase as relatively uncontrollable. Note in table 15 
how discretionary outlays continue to decline, both in dol- 
lars and as a percentage of total annual outlay increment. 

Table 15 

Outlay Increments 
($ in billions) 

Total 
Fiscal outlay Increment Increment Percent 
years increments uncontrollable controllable controllable 

1975-76 $40.2 $30.2 $10.0 25% 

1976-77 36.3 26.6 9.7 27 

1977-78 48.1 39.5 8.6 18 

1978-79a/ 42.6 35.3 6.3 15 

1979430zs/ 38.2 33.9 4.3 11 

E/Amounts for fiscal years 1978-79 and 1979-80 are estimates. 

When economic conditions cause budget cutbacks, competition 
for this shrinking discretionary fund increases, and physical 
capital investment tends to lose in favor of outlays for cur- 
rent operations. This is the case at the Corps of Engineers, 
GSA, VA, and in most of the State and local governments we 
studied. The Corps' 1981 budget calls for a construction share 
of 52 percent, or a drop of 23 percent since 1967. The Corps 
attributes this increase to environmental legislation, 
increased maintenance on older projects, and other factors. 
GSA's physical capital outlays for new construction, the 
lowest priority item funded by the Federal Buildings Fund, is 
next to nothing-- $29 million for four projects in FY 1980 
(an additional $100.6 million was provided in the fjncal year 
1980 supplemental appropriation) against a backlog of $737 
million in new construction projects pending before the Public 
Works Committees. At the VA, the operations and recurring 
maintenance budget receives discretionary funds first, but 
nonrecurring maintenance has a somewhat lower priority when 

89 

*. 



discretionary funds are limited. Construction is a separate 
appropriation from operational funding and is established 
at the level compatible with the decisions of OMB. 

Fully funded capital projects also compete at a disadvan- 
tage for discretionary funds with projects that are increment- 
ally funded. Consider how legislators would view a program 
requiring that the program's entire costs of $50 million be 
funded in the first year versus one whose costs of $50 million 
are funded year-by-year over a lo-year span. If the pool of 
discretionary monies is, say, $60 million for a given fiscal 
year, the incrementally funded program stands a better chance 
of being approved than the fully funded one. Many capital 
programs are fully funded, especially at the Federal level. 

Dedicated physical capital funds 
lack flexibility 

Dedicated funding (also called earmarking) is another 
budgetary mechanism that fosters uncontrollable outlays, but 
it is also used to fund some physical capital programs. 
Dedicated funding is the practice of designating in author- 
izing legislation specific revenues for specific public serv- 
ices or projects. For example, gasoline taxes are earmarked 
to pay for building and maintaining roads. When there is a 
direct link between the source of the revenue and the expen- 
diture (as in the case of our example), dedicated funding 
is a fair way of indirectly charging the user. However, 
dedicated projects escape the scrutiny of the annual legisla- 
tive budget process. The result is that this funding mecha- 
nism limits the flexibility of decisionmakers to change 
priorities. 

Over the years, the Congress has enacted legislation 
allowing the Federal Government to help State and local gov- 
ernments finance the construction of major physical capital 
projects like highways, airports, and waste water treatment 
plants. When construction is completed, the States or local- 
ities own the asset and are responsible for its annual opera- 
tion and maintenance. Funding for these projects is typical- 
ly dedicated: usually it cannot be rechannelled to pay for 
operations and maintenance or to build other needed physical 
capital. 

Dedicated funding emphasizes new construction of partic- 
ular ,projects, and because it does, it has two distinct advan- 
tages. It promotes better long-term planning and ensures the 
systematic completion of major capital projects that otherwise 
could not have been built without federally dedicated funds. 
A Department of Transportation official told us that the most 
important advantage of the Highway Trust Fund is that it 
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permits the States to plan highway construction, rehabilita- 
tion, and renovation. Because they know that Trust Fund 
monies will be forthcoming, the States feel confident about 
signing long-term construction contracts. 

On the other hand, the emphasis dedicated physical 
capital funding places on new construction has contributed to 
the inadequate maintenance and subsequent deterioration of 
capital assete. The Highway Trust Fund cannot be used for 
routine maintenance and repairs of highways and bridges. 
Until recently, the Fund's monies could be used only for new 
construction, although now a large portion pays for rehabili- 
tation and renovation. Yet, the trend toward rehabilitation 
(a one-time effort to restore physical capital to good operat- 
ing or original condition) is the result of the inability of 
States and local governments to finance routine maintenance 
of highways and bridges. As these assets deteriorate past 
the point where they can be rejuvenated by normal upkeep, 
only the choice of rehabilitation or abandonment remains. 
How bad is this situation? In one State we visited, 7,870 
of the 45,000 miles of State maintained highways and 2,298 
bridges out of 56,100 were in need of immediate rehabilitation. 

The Corps of Engineers also builds physical capital 
projects that local governments must maintain. In December 
1978, the Corps reported that a large midwestern city had not 
maintained a Corps financed bridge and that as a result the 
bridge was inoperable. The city's lack of maintenance funds 
appears to have been the reason for not keeping the bridge in 
good working condition. 

Dedicated funding also constrains the Federal Government's 
ability to respond to changing priorities. For example, the 
Government cannot, without amending substantive law, redirect 
the capital funds in the Airport Trust Fund. The Fund cur- 
rently has a $3.2 billion surplus because (1) the growth in 
user fees charged by airports has exceeded the need for Trust 
Fund monies to pay for new airports and related capital faci- 
lities, and (2) although the user fees were intended to cover 
FAA maintenance and capital outlays, before 1976 the Congress 
did not allow these funds to be uaed for maintenance. 

TODAY'S DECISIONS MAY HARM THE 
FUTURE OF PHYSICAL CAPITAL INVESTMENT 

In industry and at all levels of government, physical 
capital investment faces an uncertain future. The increasing 
desire to curb public spending has contributed to this un- 
certainty. Added to this desire are growing inflation and 
stagnating sources of revenue, all of which bodes ill for 
the future of our deteriorating national infrastructure. 
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Efforts to constrain the Federal 
budget could be detrimental 

The Congress and the President are trying to constrain 
the Federal budget as a means of fighting inflation. Their 
attempts may adversely affect the nation's ability to fund 
physical capital projects. For example, in an attempt to 
balance the fiscal 1981 budget, President Carter initially 
proposed a reduction of $15 billion. In March 1980, the 
National Conference of State Legislatures ranked the Presi- 
dent's proposed cuts according to three priorities--high, 
medium, and low. Four of the six high-priority programs 
were capital-intensive--highway construction, rural water 
and sewer grants, mass transit, and utility coal conversion. 
A fifth item, revenue sharing, supports capital projects 
to a lesser extent. In April 1980, the National Governor's 
Association reviewed the President's and the House and 
Senate Budget Committees' proposed cuts. The Association's 
analysis showed that $6 billion of the proposed $15 billion 
reduction would directly affect State and local budgets. 
About half ($2.7 billion of the $6 billion) is directly 
or indirectly related to physical capital investment. 

As we have discussed in previous chapters, our nation's 
cities depend heavily on Federal aid to finance local phys- 
ical capital projects. The proposed reductions to the fiscal 
1981 budget could have caused cities to (1) redirect their 
funds from physical capital to cover operational shortages 
and (2) defer needed construction, renovation, rehabilita- 
tion and maintenance of physical capital assets. The projects 
that would likely suffer include environmental protection, 
local public works, economic development, and mass transit. 
These are the cities' highest physical capital priorities. 

The proposed reductions would have not only deferred 
investment in physical capital, they would have also decreased 
Federal grants to State and local governments. The National 
Governor's Association estimated that Federal grants would 
have fallen as a percentage of total Federal outlays--from 
10.9 percent in 1979 to 8.1 percent in 1983. 

Federal decisionmakers should reorient 
their view of physical capital investments 

Presently no broad Federal plan exists that sets out a 
national etrategy for keeping the nation's infrastructure 
intact and healthy. No single Federal agency is responsible 
for assessing new infrastructure needs or for preserving and 
maintaining existing capital assets, and there is little 
recognition at the Federal level that capital investment is 
a vital component of a vigorous economy. In short, the Fed- 
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era1 Government doe8 not take a croee-cutting look at capital 
programs to ree how they fit into the realization of national 
prioritiee. 

Some long-range planning does occur within individual 
agencies, like EPA, DOT, and the Corps' Appalachia study; 
however, these effort8 rarely transcend a program orientation. 
More often than not, planning for physical capital investment 
ia very project specific. Since the Executive Office of the 
President and the Congress tend to set priorities for physical 
capital investment program-by-program, no one is sure what 
projects and programs should be emphasized, which ones have 
similar objectives, or which ones are at cross-purposes. 
Thi 8 "program" orientation makes infrastructure planning vul- 
nerable to political variables, and it could continue to limit 
governments' and indUatry'8 ability to invest in capital 
programs. We think the likelihood of ineffective capital 
investment is high. In terms of linking physical capital 
planning to budgeting, the Federal Government falls on the 
unsuccessful end of the spectrum we discussed in chapter 4. 
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CHAPTER 8 

SUMMARY, CONCLUSIONS, RECOMMENDATIONS TO 
THE CONGRESS, AND OMB COMMENTS 

REPORT SUMMARY 

Our nation's physical capital needs are changing and 
expanding, but the country has been less and less willing 
to invest in new capital items or to pay for maintaining 
and repairing existing ones. The signs of our infrastruc- 
ture's uncertain future are abundant: roads made impassable 
by potholes, bridges that cannot be traversed, water polluted 
because of poorly designed or poorly maintained wastewater 
treatment plants. The Federal Government has always had 
some responsibilities for our national infrastructure, parti- 
cularly roads, bridges, post offices, and navigable rivers 
and harbors. In recent decades these responsibilities have 
grown with new legislation. Today Federal agencies help 
State and local governments buy or construct other capital 
items, like mass transit equipment. Many of these federally 
financed capital projects are partnerships with State and 
local governments, who assume ownership and operating respon- 
sibility when the projects are completed. 

Despite the Federal Government's active and long-time 
participation in physical capital development, it has not 
taken a comprehensive look at capital investments. Past 
commissions on government operations have recommended that 
capital expenditures receive special attention, but the 
Government does not yet do this--either by collecting 
information useful for analysis (although Special Analysis D 
of the President's budget does a good job of showing which 
budget outlays are investment outlays and'which ones are cur- 
rent) or by assigning policy responsibility for capital 
investments to a specific Federal organization. 

Many factors have contributed to the problems of capital 
investment the Federal Government now faces: management atti- 
tudes, congressional authorization and budgetary procedures, 
limited resources available for capital, and too little moni- 
toring of ongoing and completed capital projects. Of the 
Federal agencies we studied, we can characterize only the 
Postal Service as having all the elements we consider neces- 
sary for a successful program of capital investment and 
infrastructure assessment. (But the Congress has given up 
considerable oversight control by setting the Postal Service 
outside of the regular management and budget process.) 
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Federal programs and policies also affect the condition 
and development of State and local physical capital. Little 
capital planning takes place between the three levels of 
government and among those Federal agencies who are partly 
responsible for State and local capital investment. We be- 
lieve “stop-gap" programs and Federal priorities that some- 
times dictate State and local choices and impose additional 
costs on cities, States, and counties are problems that are 
largely a result of this lack of infrastructure planning. 

In addition to established programs and policies, Federal 
decisionmaking is also limiting physical capital investment. 
The Government is trying to constrain the budget as a way of 
fighting inflation, increase defense spending, and meet its 
commitments under entitlement programs. As a result, the 
Government has limited funds available for capital items. 
These capital outlays are competing for discretionary funds, 
which make up only 24 percent of the 1980 budget. Since the 
full cost of some capital programs appears in the budget, they 
may seem more costly than programs which only show one year's 
cost but which will continue for many years. Therefore, the 
Federal budget should also show the longer-term cost implica- 
tions of other programs so that fully funded capital projects 
are not automatically at a disadvantage. 

As we have pointed out, there are advantages and dis- 
advantages imbedded in the decision to fund physical capital 
investments with dedicated revenues. This funding mechanism 
makes long-term planning and construction easier because it 
guarantees a steady flow of financial support, but it also 
inhibits the ability of decisionmakers to redirect priorities 
to reflect changing national needs. 

CONCLUSIONS 

Planning, budgeting, and controlling physical capital 
is a complex process. Yet, this process can be carried out 
successfully, as some of the organizations we studied demon- 
strate. We conclude that a policy-level approach to capital 
investment must be added to the Federal Government's 
decisionmaking, and that sound, up-to-date information is 
needed to support that approach. Closely monitoring the 
implementation of capital investment programs, auditing their 
results, and checking the condition of operating facilities 
and equipment can help ensure a healthy capital plant--or at 
least that portion of our national infrastructure for which 
the Federal Government is directly responsible. 
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RECOMMENDATIONS TO THE CONGRESS 

The Federal Government does not treat capital investment 
a8 a special area of policy, and it has never conducted a 
cross-cutting analysis to find out how physical capital 
relates to and affects other national interests. Because 
physical capital has not yet been designated as a specific 
component of national policy, our recommendations are by 
necessity broad ones. To understand and plan for physical 
capital investment, the Congress must decide who will be 
responsible and accountable for the policy and who will devise 
and operate the reporting systems and analytical tools needed 
to support and implement that policy. 

-9 We recommend that the responsibility for assessing the 
amount and condition of, and advising on the policy for, the 
nation's infrastructure be assigned to policy and oversight 
units in the Congress and the executive branch. We recommend 
that both branches specify the information and analytical 
support they need from Federal managers. Specifically, the 
Congress should give a Senate and a House committee the 
policy-level oversight responsibility for Federal capital 
investment and for assessing infrastructure needs and condi- 
tions. Also, a component of the Executive Office of the 
President should be designated as a focal point for executive 
policy directions. Planning and creating policy are integral 
parts of sound madgement. They do not call for additional 
staff or decisionmaking systems beyond what should be in 
place today. 

Suqgested activities for the 
congressional committees 

/*The committees should set realistic goals and informa- 
tion requirements for policies, programs, and projects 
so the public is aware of the condition of our infra- 
structure and what is going to be done. The committees 
should grant the administrators of Federal agencies the 
authority and resources to render'congreesional goals 
and expectations plausible.:** Requisite authority and 
resources should be set out in legislation and in com- 
mittee and Federal agency reports to minimize the gap 
between expectations and what is feasible. When re- 
eources are limited, this would involve explicitly re- 
ducing goals to match resource levels. 

{,-The congressional committees should require executive 
l.-l reports to focus on broad policy decisions (timed to 

congressional cycles) before the Congress authorizes 
and funds individual projects. Reports should inform 
the Congress of: (1) long-term needs, (2) status of 
projects already approved, (3) long-term plans for 
meeting needs, and (4) budget year plans addressing 

96 



long-term needs, (Details of these reporting require- 
ments are being addressed in a separate study not yet 
completed.) 

--The congressional committees should consider capital 
investment programs in a way that will not penalize 

&he programs because they are fully funded in the first 
year they are begun. So that valid program comparisons 
can be made, the Congress and executive agencies should 
regularly use longer-term costs (for at least 5 future 
years) for the other programs in the the budget. , 

-_. ' 
--The congressional committees should consider the 

financial ability of State and local governments to 
J operate and maintain capital facilities built mainly 

with Federal funds. If the financial ability of the 
State or local government is questionable, the commit- 
tees should consider (1) requiring the States or 
localities to prove financial ability, (2) financing 
part of the operations and maintenance costs, as in 
the case of mass transit grants, or (3) not implement- 
ing the projects. The views of State and local govern- 
ments and Federal agencies on these alternatives 
should be explained in agency budget justifications 
and in agency comments on proposed legislation. 

Suggested activities for the 
Executive Office of the President 

/ We suggest that the'Congress require, under existing 
authority or by new legisiation, the President's Domestic 
Policy staff, or a newly established group within the Execu- 
tive Office of the President, to: 

--devise and propose to the Congress a strategy and 
establish an overall policy for the nation's infra- 
structure needs and physical capital development. 
Such a strategy should take into account: (1) mainte- 
nance of facilities not outdated to minimize future 
costs; (2) planned obsolescence, abandonment, demoli- 
tion, or salvage of specific facilities: and (3) 
construction or renovation to meet technological 
and program needs. 

--work with lead Federal agencies and OMB to ensure that 
consistent management practices and policies are 
adopted by all Federal agencies and priorities are set 
for the nation's capital investment projects. 

--provide leadership and guidance to Federal agencies to 
tailor their report information to meet the specific 
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needs of the President and the Congress for decisions 
on capital investment policy, legislation, and budget 
analysis. Leaderahip and guidance should take the 
form oft *’ 

1) requiring the Federal agencies to develop, 
ume, and submit (timed to the budget cycle) 
capital investment information focusing on: 
(a) identification of long-term needs, (b) 
long-term plans for meeting needs, and (c) 
budget-year plan addressing'long-term needs, 
and (d) status of projecta previously 
approved. 

2) summarizing information on Federal capital 
inveetment activities and submitting it 
to the Congress with the President's budget. 
(Details of these reporting requirements are 
being addressed in a separate study not yet 
completed.) 

--work with lead Federal agencies to review and stream- 
line the guidance on analyses used to justify capital 
projects., The streamlined guidance should ensure that 
all agencies, before requesting project approval, con- 
duct analyses of life cycle costs for all capital 
projects and analyses of alternatives for meeting 
capital needs. 

l+ake an active part in reviewing Federal agencies' 
budgets as they pertain to capital investment and work 
with OMB to ensure that stated capital investment 
policies and strategies are fully considered. 

--work with Federal agencies and State and local organ- 
izations to make sure that federally financed physical 
capital is adequately maintained. s 

--in January of each even-numbered year, submit to 
the Congress a four-year outlook report summarizing 
the plans for at least 4 future years of Federal 
capital investment programs and their expected con- 
tributions to the nation's infrastructure. 

--work through State and local organizations to develop 
periodic assessments of the condition of federally 
financed physical capital that is owned by State and 
local governments." , 
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Suggested activities for 
the Office of Manaqement 
and Budget 

We recommend that the'congress require the Office of 
Management and Budget, under existing authority or by new 
legislation, to: 

--direct Federal agencies that acquire or finance physi- 
cal capital to explain in their annual budget to the 
Congreas the relationships of their proposals to the 
long-range capital needs and investment plan, and to 
the priorities contained in the four-year outlook,, 
(Details of these reporting requirements are being 
addressed in a separate study not yet completed.) 

-7build linkages between,oversight and audit, evaluation, 
and planning functions-;,by requiring8 

1) Federal agencies to analyze completed 
capital projects to verify that the project 
is accomplishing its intended purposes, and 

2) Federal agencies to conduct periodic poet- 
audits of capital assets to assess (a) the 
condition of the infrastructure of interest 
to the agency, (b) the projected requirements 
for the infrastructures within the agency's 
area of responsibility, (c) the effectiveness 
of maintenance standards, and (d) the plans 
for infrastructure development within the 
agency's area of responsibility. 

COMMENTS FROM THE OFFICE OF 
MANAGEMENT AND BUDGET 

As we stated in chapter 2, with the exception of OMB, 
all of the 19 organizations that reviewed the draft of this 
report agree with our message, conclusions, and recommenda- 
tions. The remainder of thia chapter is devoted to a discus- 
sion of OMB's comments. We begin with a summary of OMB's 
disagreements with our conclusions and recommendations. 
We follow with our responses to OMB's general and specific 
comments. 

Summary of OMB's disagreements 

Generally, OMB disagrees with the changes we believe are 
necessary. OMB appears to have assumed that we recommend, 
or that others will use this report to support, (1) a separate 
capital budget: (2) unrestricted debt financing for capital 
investments; (3) strong, direct, central controls on Federal 
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capital investment moneyt and (4) a substantial increase in 
capital investment spending. OMB is concerned that if 
capital investment becomes a separate policy area, the budget 
will grow, tradeoffs will be made with other programs, and 
more money will be spent on public capital investments. 

We do not recommend a separate capital budget. We 
support the continued use of the unified budget; however, we 
point out the need for a cross-cutting analysis of and a 
policy direction for capital investments. Moreover, we do 
not recommend unrestricted debt financing for capital invest- 
ments. We support full funding of capital investments and 
the return of off-budget entities to on-budget status to re- 
store the unified budget. As we have stated, we clarified 
our principal recommendation to more precisely denote that 
what we recommend is the creation of more broadly based and 
informed policy advisory units--not strong, direct, central 
management control units. We also recognize that how this 
advisory role is carried out will be a function of the per- 
sonnel appointed to the job and the way they view their 
roles --as advocates or as informed advisers. 

Finally, we believe that capital investments need broad 
policy guidance. We do not believe that this approach would 
necessarily mean either a larger budget, cutbacks in other 
budget functions, or more money spent on capital investments. 
GAO does not take a position on how to fix the current pro- 
blems associated with capital investments and maintenance 
practices, but we do believe that these problems will not go 
away as long as current policies and practices prevail. As 
we discussed in the report, when resources are plentiful, 
sufficient funds are available for capital outlays and main- 
tenance: when resources are scarce, either capital investments 
or recurring maintenance are most often the first items cut 
in government budgets. Clearly, we are in a time of decreasing 
resources. By continuing our present practices, our nation's 
infrastructure could continue to deteriorate until such time 
as resources will begin to increase, and then the infra- 
structure would naturally improve. 

General comments from 
OMB and our responses 

OMB divided its comments into the general and the 
specific. Its first general reaction was to agree 

"that capital formulation and maintenance is a 
critical issue with regard to both economic growth 
and level of public reviews. However, there is a 
serious danger that the remedies outlined may be 
as undesirable as the problems the report attacks." 
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OMB then discusses what it thinks are the factors con- 
tributing to this danger. 

"(1) In several ways, the report appears to argue 
for a substantial increase in capital investment 

er se. 
f- t on: 

Without regard to programmatic justifica- 
this would be undesirable national policy and 

bad budget policy, as would be a policy of increas- 
ing spending for any other object class by itself." 

We believe that top-down policy advice should be added 
to and melded with the programmatic justification, much as in 
the case of policy for research and development. This does 
not necessarily mean a policy of increased spending for capi- 
tal investments. It may mean a different distribution of 
resources, or possibly it may mean decreased or increased 
capital investment spending. It may be that if the top-down 
approach were joined with the bottom-up approach, the result 
could be a more efficient use and distribution of resources. 
Greater efficiency could produce better results from the same 
or less resources. We hope that more informed decisions 
will lead to better decisions. 

"(2) The Federal budget--through both tax and 
spending policies --has a major impact on total 
(public and private) capital formation in the 
United States. Both the executive branch and the 
Congress perceive a clear need to promote private 
capital formation. Any program that increases 
total Federal spending and thereby reduces 
resources available to achieve private investment 
must be approached cautiously." 

Again, we do not recommend an increase in Federal 
spending. The need to know the condition and amount of 
private capital investments, and their relationship to public 
tax and spending policies, is an important aspect of Federal 
capital planning and budgeting. 

"(3) The report argues for a major expansion of 
capital spending and development of budgetary 
devices to protect both capital and maintenance 
spending from other competing claims on budget 
resources. This approach could be accomplished 
only by having higher taxes, more borrowing, 
and/or lower spending for other purposes. Deci- 
sions with regard to these issues cannot be made 
in the abstract, as your report appears to propose 
be done, by giving priority to one possible use 
of funds. They are made by the executive branch 
and the Congress after considering a range of 
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alternatives. For example, the report states, 
and regrets, that the Veterans ,Administration 
places higher priority on delivering medical 
services than on construction of new medical 
facilities. If this is so, it reflects considered 
judgment-- and is not, as you assume it to be, 
necessarily incorrect. 

"Moreover, the portrayal of agency reviews, 
such as for the VA budget, as a process in which 
all current operating needs are satisfied and then 
additional resources (if any) go to capital projects 
does not accurately reflect the way budget reviews 
are conducted. Indeed, there are separate accounts 
in the VA budget for hospital construction, and 
the requests for these accounts are considered in 
considerable depth by both the Executive and the 
Congress. While you may believe that the funds 
appropriated for VA hospital construction by the 
Congress are inadequate, it is inaccurate to assert 
that VA or other capital needs are met only from 
residual funds. Capital investment needs are con- 
sidered explicitly in the budget process, frequently 
in the very terms that you recommend, but they are 
considered in the context of the needs of the 
programs that they would serve and in the light of 
overall constraints." 

We repeat: we are not advocating increased Federal 
spending and the consequent increased taxes or borrowing. 
We do recognize, however, that with or without assigning 
oversight and advisory responsibilities for capital invest- 
ments to a presidential policy adviser and to Senate and House 
authorizing committees, there is the possibility that tradeoffs 
will occur. Tradeoffs could redirect monies from program 
operating expenses to capital investment-s. We do not propose 
nor recommend that these decisions be made in the abstract-- 
by giving priority to one possible use of funds. We believe, 
as OMB does, that these decisions should be made by the execu- 
tive branch and the Congress after considering a range of 
alternatives. We also believe that the broader effects of 
the tradeoffs need to be viewed and considered from the top 
down as well as program-by-program and project-by-project. We 
are not saying that tradeoffs that give a higher priority to 
operations are necessarily wrong. We simply recommend that 
decisionmakers be cognizant of the tradeoffs, and the trade- 
offs not be hidden in the process. We have added to the 
report to more completely and accurately describe the way 
budget reviews, such as those conducted for the VA budget, 
take place. 
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"(4) As our first and third points suggest, when 
addressing public capital needs, there is no sub- 
stitute for a program-by-program or project-by- 
project analysis. It would be possible to spend 
vast sums of money on capital investment that 
contributes little to the public welfare if the 
objective were merely to increase capital invest- 
ments in the public sector. While there may well 
be a need for increased capital investments in the 
public sector, that need has to be evaluated in the 
light of the resources that can be devoted to a 
given programmatic area and to the competing 
demands for resources within that area." 

We do not recommend that program-by-program or 
project-by-project review be abolished. Nor are we question- 
ing its value in the process. Our recommendation is to 
integrate a complementary top-down process with the valuable 
bottom-up process. We agree that it would be possible to 
spend vast sums of money on capital investments that con- 
tribute little to the public welfare if the objective were 
merely to increase capital investments in the public sector. 
We are not recommending increasing capital investments in 
the public sector as an end in itself. We 40, however, 
believe that the condition of the entire infrastructure 
needs to be assessed along with related Federal programs and 
projects. From that assessment, the composition of the 
Federal effort and alternative approaches can be evaluated. 
Our recommendation adds another vital dimension to the 
analysis. 

"(5) At several places, the report discusses the 
dangers of large-scale.earmarking of funds for 
particular purposes, and then concludes that an 
appropriate remedy in the capital area is to earmark 
funds for capital investment. Such earmarking would 
add to the controllability problem that the report 
deplores, and inhibit the ability of the President 
and the Congress to budget rationally. We continue 
to believe that funding mechanisms for capital 
investments should not supplant judgments made 
after considering all the competing demands for 
resources." 

Our aim was to present a balanced picture of the advan- 
tages and disadvantages of earmarking. The practice is 
neither totally good nor totally bad. As we pointed out, 
sometimes earmarking is desirable, but sometimes it can become 
a liability. We agree that it can add to the problem of 
total budget uncontrollability, which we do deplore. We 
also believe that this funding mechanism should not supplant 
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judgments made after all competing demands for resources 
are considered. However, there are times when the States 
and municipalities need to know if future funds will be 
available so that they can make long-term commitments. 
Long-term planning for large scale projects in the absence 
of continuity of commitment can be very difficult and 
tenuous. 

"(6) Acceptance of the recommendations of the 
report might tend to affect the budget undesirably 
in another wayt giving priority to investment in 
'bricks and mortar' over investment in research and 
human investment. Clearly, there are many cases 
where government expenditure for research or train- 
ing may make a greater contribution to productivity 
than physical capital. Such expenditures frequently 
complement and induce productive private investments. 
Yet, under the approach outlined, public investment 
would receive a greater priority. We are not 
persuaded that this priority is necessarily better." 

Nowhere do we recommend that public physical invest- 
ment be given priority over inducements for productive private 
investments. We also do not recommend the investment in 
"bricks and mortar" over investment in "research and human 
investment." Again, GAO believes a top-down policy analysis 
of capital investments needs to be inserted into the budget 
process, much as research and development has been made part 
the process. Handling research and development in this way 
does not give it a priority for Federal funds, and we do not 
believe that such a priority would be set when capital 
investment is treated as a policy area. In our view, a 
capital investment policy analysis would result in the U.S. 
Government doing a better job of targeting and coordinating 
resources, which, in turn, may result in doing more with 
less. Having a policy adviser for the area would insert a 
more articulate and informed spokesman into the process. 
Whether or not he or she also performs as an advocate depends 
upon the President's choice and the guidance given to that 
person by the President. It is true that we question the 
balance of resources being targeted to capital investments 
versus operations. We believe this balance needs to be 
reviewed, and we are recommending that a policy mechanism, 
which has not been available in the past, be created to do 
this. 

"One of the conclusions of the report is that 
Federal controls over grants-in-aid to State and 
local governments must be increased to assure that 
more of these resources are devoted to capital 
investments. As you are undoubtedly aware, the 
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trend over the past decade has been to seek ways to 
reduce Federal control over the use of grants and 
there is little likelihood that the strength of 
that trend will diminish soon. The whole purpose of 
community development block grants, for example, is 
to give localities broader flexibility in deciding 
priorities. The report recommendations would 
require a clear reversal of this effort: it would 
call for Federal project management to guarantee 
that investments are protected." 

Again, OMB misunderstood our recommendations, and we 
have reworded them to clarify our .meaning. It is not our 
recommendation to create more central controls over grants- 
in-aid to State and local governments. In our discussion of 
the use of community development block grants for short-term 
capital investments, we portrayed only part of a total picture 
of the state of Federal capital investments. We are making no 
specific recommendations about specific capital investment 
programs, but we do suggest that they be evaluated as a whole, 
not as separate, individual programs. 

"The report calls for a sinqle approach to financ- 
ing capital facilities in contrast with the variety 
of approaches now in use. Currently, for example, 
if the President and the Congress wish to provide 
maximum flexibility for an investment program, it 
can be done by authorizing a semi-autonomous body 
to spend stipulated sums of money without annual 
appropriations. This is done, for example, in the 
case of the Postal Service and the Tennessee Valley 
Authority. Clearly, it is possible to provide such 
autonomy without excluding the spending from the 
budget: The TVA is included in the budget as is 
the subsidy payment to the Postal Service. How- 
ever, there are fundamental drawbacks to such 
autonomy: the President and the Congress lose 
effective control over significant parts of the 
budget. Hence, this type of approach is used only 
when the perceived need for autonomy is believed to 
outweigh the normal desirability for annual budget 
control." 

As pointed out above, we are not calling for a single 
approach to financing capital facilities. OMB inaccurately 
assumed this to be true. We are not recommending a separate 
capital budget, nor debt financing as the only financing 
mechanism for capital investments. We agree that it is 
desirable to maintain a unified budget and to use a variety 
of financing mechanisms. We are in favor of bringing back 
on budget all off-budget items, so that the Federal budget 
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will be, in the strict sense of the word, a unified budget. 

"An alternative approach is to authorize fully 
funded capital projects. This is common, for 
example, for major procurement and construction in 
the Defense budget and in other areas. In contrast, 
there are cases-- the Corps of Engineers is a good 
example--where the Congress provides incremental 
funding for construction projects. Here, the 
Congress prefers to make moderate progress on a 
large number of projects through annual appropri- 
ations rather than to fully fund a few each year. 
Economic analysis can contribute to evaluating 
which projects could be completed most expedi- 
tiously at least cost, but as long as the 
congressional preference for many simultaneous 
projects persists, such analysis would be 
fruitless." 

We do not favor removing any items from the unified 
budget. We support fully funded capital projects, as is 
reflected in our recommendations on page 97. We do lament, 
however, the disadvantageous situation created for capital 
investment projects and programs by this practice. We recom- 
mend that these programs be considered in a way that will 
not penalize them. We believe this can be accomplished by 
regularly comparing them to the costs of noncapital programs 
for at least 5 years in the future. We do not support the 
incremental funding of capital investment projects. We also 
do not believe that the absence of full funding justifies 
not doing comparative economic analysis of projects. We 
contend that more informed decisionmaking eventually leads 
to better decisions. 

"The report seems to be unbalanced in other major 
respects. For example, the definition of a 'suc- 
cessful' organization appears inadequate, and there 
is an inadequate recognition of the dimensions of 
the fiscal straits of some localities. In chapter 
2, page 2, a successful organization is defined as 
'one that can acquire and maintain physical capital 
that satisfies its mission and clientele even when 
conditions are adverse.' Clearly, however, the 
interests of the taxpayer may differ from those of 
the organization and clientele, especially when 
conditions are adverse. Subsequently, the report 
suggests means for forcing localities to develop 
and maintain certain physical capital standards 
regardless of the localities' perception of fiscal 
priorities. Our understanding of the problem is 
that, because of their weak financial condition, 
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some communities require either vastly increased 
resources (which will not come easily) or a 
significant reduction in the public services they 
can provide. It is not clear that efforts by the 
Federal Government to force the locality to main- 
tain a perceived 'adequate' capital base in the 
face of an overall lack of fiscal resources is 
appropriate policy. Nor does the Federal Govern- 
ment have a ready source of funds that can be used 
to provide the degree of relief that is proposed. 
We cannot agree that spending on capital projects 
should automatically be exempted from the fiscal 
constraints that Federal, State, and local govern- 
ments face, and we cannot agree that perceived 
'mission and clientele' needs should override the 
prerogatives of elected officials or the electorate 
in guiding fiscal policy." 

We have reworded our report to clarify our definition of 
"successful" capital budgeting. We meant that the capital 
investments "critical" to an organization's mission and 
clientele need to be present in order for an organization to 
be judged successful. Taxpayers are a clientele of local 
governments, and as such their interests are part of the 
definition of an organization's mission and what is critical 
to it. In regard to "forcing localities to develop and 
maintain certain physical capital standards regardless of the 
localities' perception of fiscal priorities," what we do say, 
on page 97, is that 

"The congressional committees should consider the 
financial ability of State and local governments 
to operate and maintain facilities built mainly with 
Federal funds. If the financial ability of the 
State or local government is questionable, the 
committee8 should consider (1) requiring the States 
or localities to prove financial ability, (2) 
financing part of the operations and maintenance 
col3ts, as in the case of mass transit grants, or 
(3) not implementing the projects. The views of 
State and local governments and Federal agencies 
on these alternatives should be explained in agency 
budget justifications and in agency comments on 
proposed legislation." 

We do not propose a degree of relief nor do we recommend 
that spending on capital projects should be automatically 
exempted from financial constraints that Federal, State, and 
local governments face. 

OMB general comments also disagree 
"with the solutions that are proposed in the final 
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chapter of the report. Having argued forcefully 
that the capital formation portions of the budget 
should be insulated from the political process 
(because of the dangers of 'pork barrel' and of 
perceived short-sighted judgments), the report then 
proposed creation of new congressional oversight 
committees. Of course we will not presume to tell 
the Congress how to organize itself, but the report 
does not make a convincing case that these new commit- 
tees would either benefit the congressional budget 
process or achieve the stipulated objectives. We 
strongly doubt the utility of separating oversight 
responsibility for program operations from respon- 
sibility for program capital formation. 

"Similarly, the proposal for a new office in the 
Executive Office of the President that would have 
an 'advocacy' role in favor of capital outlays 
appears to us to be misguided. In our opinion, 
the objective of balancing alternative claims on 
limited budget resources is better served through 
the traditional budget process. Obviously there 
always is room for improvement in our budget 
analyses, including those applicable to capital 
investment. However, such improvements need to be 
made in a way that preserves the integrity of a 
budget process that is designed to achieve reason- 
able distribution of available resources among 
competing claims on those resources. Setting 
capital investments aside for special favor would 
not do that. 

'What we are suggesting, in essence, is that 
inadequacies in public capital formation or 
maintenance would be better served by improving 
program-by-program analysis than by a broad, 
supermanager approach. It might be, for example, 
that the balance between grants-in-aid for capital 
construction and for facility maintenance and 
operation should be shifted in certain cases. But 
the appropriate context for such decisions would 
be in the review of budgets for grant programs or 
in a broad review of intergovernmental fiscal 
relations--i.e., in reviews that considered a 
range of priorities, not simply the desirability 
of capital formation." 

OMB has again assumed a preference on our part that is 
not so. We do not believe that the creation of "new" commit- 
tees for capital investment is needed. Broad oversight could 
be the responsibility of existing committees, such as the 
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as the Senate Environment and Public Works Committee and the 
House Committee on Public Works and Transportation. Both 
committees already have authorizing and oversight responsi- 
bility for many capital investment programs and projects. 
Giving these two committees broader oversight responsibility 
for capital investments would be similar to the broader 
oversight responsibility for research and development within 
the jurisdiction of the House Committee on Science and Tech- 
nology and the Senate Committee on Commerce, Science, and 
Transportation. Both Committees have broader oversight re- 
sponsibility than program and project authorization responsi- 
bilities. Similarly, we believe that the responsibility for 
advising the President on capital investments could logically 
be placed with the Domestic Policy Staff. As is the case 
with the House and Senate Committees, the Domestic Policy 
Staff is already responsible for policy advice on programs 
and projects involving many capital investments. 

We believe that we are as concerned as OMB is about the 
integrity of the budget process. That is one of the consid- 
erations which led us to recommend a change that has already 
proved workable in the science policy area. This change 
would not set capital investments aside for special favor, 
just as it did not set research and development aside for 
special favor. 

Our recommendation will not create a super-manager 
approach. As we said before, whether it creates an advocate 
or an informed adviser depends on many factors, such as who 
would fill the positions and how they perceived their duties. 

Like OMB, we also see the need for improved program-by- 
program analysis. We do not believe that a top-down policy 
approach would hinder these improvements. 

Specific comments from 
OMB and our responses 

Chapter 1 

"Human skills and organizational strengths are as 
much a part of productive 'infrastructure' as are 
physical capital facilities. 

"The discussion of the lamentable problems of 
certain State/local governments in the physical 
capital areas could be matched by discussions of 
similar problems in the operating areas (i.e., 
frequently the problem is a significant shortfall 
in total resources, not just an imbalance in the 
use of resources). 
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"The chapter articulates reasons why State and 
local governments frequently use capital budgets 
separate from operating budgets and why private 
businesses must identify capital costs (i.e., in 
order to identify what constitutes profits). It 
fails to discuss how the Federal budget differs 
(i.e., because it is not-for-profit and does not 
operate under constitutional requirements for 
borrowing only for capital purposes, the Federal 
Government does not have a similar need for a 
capital budget). We note that our current practice 
conforms with the recommendations of the Report of 
the President's Commission on Budget Concepts. 
Furthermore, we worry that separate operating and 
capital budgets would provide temptations for 
budget gimmickry that are not possible now." 

We do not support nor recommend separating the Federal 
"unified" budget into a capital investment budget and an 
operating budget. A thorough discussion of the advantages 
and disadvantages of separating the budget and a discussion 
of human resources as capital investments will be addressed 
in a later GAO report. 

OMB continues its comments on chapter 1. 

"The discussion about Special Analysis D is 
misleading. While the analysis has data weak- 
nesses, the discussion greatly overstates the 
degree of central review (outside of the agency 
budget review) of various other special analyses. 
In general, all special analyses are prepared the 
way Special Analysis D is. 

"In addition, the report criticizes Special Analy- 
sis D for not doing what it was never intended to 
do and what, in fact, it cannot do. For example, 
Special Analysis D is criticized atebottom of page 
19 for not showing estimates of total assets. Of 
course, it doesn't. It is a measure of cash flow 
(outlays), not stocks. The discussion also con- 
tains no reference to the attention given to 
capital needs in agency and program budget reviews. 
These needs are considered explicitly and at 
length, even when construction and maintenance are 
not the major activities in the account. 

"We disagree with the comment on pages 17-18 that 
the budget presentation of lending on a net basis 
is misleading: we have a longstanding disagreement 
with the GAO on this issue. The budget provides 
information on loans on both a gross and net basis: 
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w8 b8li8V8 that approach is superior to the GAO 
proposals to associate loan repayments with tax 
receipte. Comment #5 on pages 20 and 21 regarding 
not splitting outlays is inaccurate. The comment 
regarding the classification of outlays for the 
purpose of Special Analysis D refers to an excep- 
tion to the norm, and the programs used for illus- 
trative purposes (general revenue sharing and com- 
munity development block grants) are available, 
within broad limits, for use for either investment 
or operating purposes at the discretion of the 
recipient. It is not reasonable to expect any 
budget presentation to identify what recipients 
who have discretion over the use of funds will do 
with funds that have not yet been appropriated." 

In our discussion of Special Analysis D, we state that 
it is not designed to be a resource from which one can infer 
or analyze Federal capital investment policies and practices. 
We simply pointed out the limitations of the Analysis when an 
attempt is made to use it for this purpose. We conclude by 
recommending that information cutting across all capital 
investments b8 reported to designated policy units in t$e 
Congress and the executive branch. 

We do not mention the program level review because it is 
not relevant to Special Analysis D as a policy analysis tool. 
As OMB noted, GAO and OMB have a long standing disagreement 
on how to report loan repayments. We believe that there are 
enough accounts where capital and operating outlays are not 
separated to cause problems if Special Analysis D were used 
for policy analysis. The programs used for illustrative pur- 
poses (general revenue sharing and community development block 
grants) account for large dollar amounts, which make the excep- 
tion very important. OMB's comments relative to the other 
special analyses indicates that perhaps their limitations 
should be studied further. We have deleted any reference to 
these analyses in our report. 

Chapter-2 

"Any approach to Federal capital investment pro- 
grams that leaves out the Defense Department is 
not a balanced approach." 

The scope of our report includes the U.S. Army Corps 
of Engineers, which is an integral part of the Department 
of Defense. Whether all defense assets (including weapons), 
or only some capital assets (e.g., those which could be 
utilized by civilians) should be classified as Federal capital 
stock, is certainly a question that policy units looking at 
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capital investments should address. We did not address 
defense capital investments, but the House Armed Services 
Committee chose to do so. In its recent report, "Ailing 
Defense Industrial Base: Unready for Crisis," the Committee 
found, among other things, that: 

--"the general condition of the defense industrial 
base has deteriorated and is in danger of fur- 
ther deterioration in the coming years; 

--"the Department of Defense has neither an 
on-going program nor an adequate plan to 
address the defense industrial base pre- 
paredness issue: Department of Defense 
inaction in enhancing industrial base pre- 
paredness, coupled with instability within 
the five year defense program, weapon system 
procurement stretchouts, inadequate budgeting 
and inflation, has contributed to the deterio- 
ration of the U.S. defense industrial base, 
and as a consequence, jeopardizes the national 
securityin L/ 

Moreover, the Committee's first nonlegislative recom- 
mendation is as follows: 

"That the Committee on Armed Services take the follow- 
ing actionsr 

--recommend to the President that he establish within 
the Executive Office of the President a point of 
authority to initiate action, and to direct and 
coordinate the efforts of the several responsible 
departments and agencies, necessary to solve the 
many problems relating to productivity, quality, 
manpower and critical materials that afflict the 
defense industrial base." 2/ . 

OMB continues with its comments on chapter 2. 

"The report's definition of a successful organiza- 
tion is one that can acquire and maintain physical 
capital that satisfies its mission and clientele 
when conditions are adverse. (The report defines 
adverse conditions in this context as declining 
resources, political instability, or severe con- 

L/Committee Print Report 29, December 31, 1980, p. 1. 

2/ibid., p.2. -- 
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flict among interest groups.) This definition of 
a successful organization is inappropriate when 
applied to governmental institutions in a democ- 
racy. Governmental institutions in a democracy 
cannot have the autonomy and the freedom from the 
constraints imposed by the political process that 
the definition implies." 

We have clarified our definition, as we point out on 
page 25. We agree that governmental institutions in a de- 
mocracy should not be autonomous or free of the constraints 
imposed by the political process. We neither imply nor 
believe that they should be, nor do we believe that private 
companies are necessarily free from the constraints imposed 
by the political process. We simply see that some organiza- 
tions, by planning and building credibility with the public, 
are better able to deal with the adverse conditions that we 
describe. 

Chapter 3 

"The case studies in this chapter provide interest- 
ing descriptive information, but the judgments 
expressed about them are heavily biased in favor 
of capital investment. The issues that are raised 
can be reviewed satisfactorily only in an agency/ 
program context, not in the capital/current budget 
context. If another team of GAO analysts were to 
perform a similar survey of operating programs, 
they could make an equally graphic case of short- 
falls (i.e., there are problem areas where the 
total demand on resources is unbalanced relative 
to the available fiscal resources). It is the 
nature of the world that we live in that there are 
insufficient resources to satisfy all claims on 
those resources. 

"Two sentences illustrate this point forcefully. 
On page 13 there is the sentence: 'Capital 
investments at this reduced level [for Conrail] 
will probably result in deterioration and a return 
to declining service, thus ending the benefits 
gained from the already significant Federal invest- 
ment.' The final sentences on page 14 state: 'EPA 
now faces the problem of giving more money to new 
(or recently renovated) municipal water work facil- 
ities so that they can meet the permit standards. 
The alternative is to accept dirtier water.' The 
report appears to say that these capital invest- 
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capital investment is only one of those factors." 

We do not make judgments in this chapter: we report 
the conditions of the infrastructure and the problems asso-. 
ciated with those conditions. 

Chapters 4 and 5 

"These chapters are helpful in identifying some of 
the elements leading to effective or ineffective 
capital management. They also recognize that 
there are some understandable reasons why entities 
are not always able to choose the course or action 
that GAO would prefer (i.e., it is not clear that 
capital needs are so paramount that they should 
always override all other considerations). On 
page 5-22 there is a typing error that could 
mislead--it should refer to $664 million, not 
billion. We note that the Postal Service is a 
unique agency-- not a model for all Federal capital 
spending. It provides business-like services to 
the public: has no grants-in-aid or income transfer 
programs; has a single, easily identified set of 
services: and is able to make major savings in 
operating costs through large-scale capital 
investments. Few other major Federal operations 
have similar circumstances. As already noted, 
even this independence is not costless to the 
President and the Congress in terms of their 
control over the operation." 

As we have discussed earlier, GAO has not expressed a 
preference for funding capital as opposed to other budget 
areas. We also discuss clearly all the relationships of the 
Postal Service to the Federal Government that OMB cites and 
the advantages and disadvantages associated with this 
arrangement. 

Chapter 6 

"This chapter addresses dilemmas, not certainties. 
For example, on page 9 it states that 'Decentral- 
ized decisionmaking in the block grant program 
plays a major role in the shift away from long-term 
renewal strategies in deteriorating areas. As the 
involvement of Federal agencies in community 
development activities has declined, the influence 
of local officials, such as chief executives, legis- 
lators, and planners, has increased. Local offi- 
cials today tend to have shorter time horizons than 
Federal agency officials because they are much more 
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affected by political pressures and prevailing 
community values. As a result, the competition 
among interest groups is the rule, not the excep- 
tion, for communities most in need.' 

"We would suggest that this statement expressed a 
value judgment about which there are clear differ- 
ences of opinion and that the statement may not be 
appropriate for the report." 

As our footnote shows, this discussion was derived fro1 
a HUD report. We have further emphasized the derivation of 
this statement. 

"Similarly, the criticism of local public works on 
page 11 is unfair. Of course, countercyclical 
public works spending cannot cure permanent deteri- 
oration of area investment: it was not intended 
for this purpose. Such programs must be evaluated 
on the baris of their own end purposes, not as 
panaceas to every problem. (A more appropriate 
question about them is: Do they succeed in fight- 
ing economic downturns in an effective manner and 
in keeping a high rate of public capital investment 
in times of temporary budget tightness due to 
economic downturns?) The same point goes for the 
criticism on page 17 '. . . emergency public works 
programs are normally for 1 or 2 years . . .' that 
deplores the fact that such investments do not fit 
into long-range planning. They are not intended 
to fit into long-term planning." 

We recognize that these programs are by nature short 
term. However, we believe that maximum use of these funds 
can be achieved if these programs are implemented with full 
recognition of how they would affect a longer-range policy 
and program. 

"The chapter [6] goes into great detail discussing 
perceived defects in grant program administration. 
Many of these defects are well known and subject 
to intensive remedial efforts by the Federal 
Government. However, as several GAO reports have 
argued, there are analogous defects in many direct 
Federal operations. The report reflects a lack of 
perspective in implying that application of 
stronger direct controls from Washington will cure 
most or all such defects, while it is clear from 
experience such controls frequently impose their 
own defects. 
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"It is argued on page 24 that 'no single agency 
coordinates the programs that.influence State and 
local aaaets' and that this constitutes a 'void.' 
We do not agree that there should be Federal super- 
vision of all State and local capital programs. 
However, OMB does coordinate a total review of the 
budget, and capital needs are part of that review. 
One of the factors that we take into consideration 
in our review is the state of capital investment 
in the governmental sectors, as well as elsewhere 
in the economy." 

We have (as stated above) reworded our recommendations 
to more precisely state our intentions, which is to assign 
top-level unite the responsibility for providing policy advice 
on capital investmenta. We are not recommending central 
management and control. OMB certainly does coordinate a total 
review of the budget, but OMB officials told us during our 
review that they do not take a cross-cutting look at capital 
investments. Agency officials say that coordination of capi- 
tal investment needs among Federal agencies occurs only when 
two or more agencies are involved in the same, or similar, 
project. 

Chapter 7 

"We cannot concur with the efforts to separate 
physical capital spending from other budget 
decisions. We believe that capital investments 
should be considered as trade-offs against non- 
capital costs, primarily on the basis of their 
relative contributions to program outputs. We do 
not agree with the conclusion (on page 2) that 
'Federal decisions about physical capital are 
based on a parochial view rather than a global 
one."' . 

We do not advocate separating physical capital spending 
from other budget decisions. What we do advocate is a rational 
and logical approach to determining what the national policy 
should be for physical capital investments. In our opinion, 
such an approach should combine a top-down, global view with a 
bottom-up, program-by-program and project-by-project view. 
When this occurs, both the Congress and the executive branch 
will be better able to consider alternatives and make decisions 
as to what part of the Federal budget should be devoted to 
physical capital investments. 

"The argument on page 3 that 'budgetary practices' 
promote uncontrollability through creation of open- 
ended programs is misleading. The budget must 
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reflect the requirements of the eubetantive legirr- 
lation that eetabliehe8 the entitlement; the legia- 
lation ie what makes the entitlement relatively 
uncontrollable, not budgetary practices." 

We have eliminated this reference to budgetary practices. 

Chapter 8 

"As already noted, we disagree with the basic 
recommendations proposed to remedy the problems." 

As clarified, our recommendations stand. 
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- l 1735 New York Avenue N.W., Washington, D.C. 2ooo6 l Telephone 202/783-5113 

November 17, 1980 

Mr. Kenneth W. Hunter 
Senior Associate Director 
Program Analysis Division 
United States General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Hunter: 

I spoke with Ted Boyden on the telephone last week to comment on the GAO 
draft report entitled “Federal Capital Budgeting: A Haphazard Collection of 
Practices.” He suggested that I put my comments in writing. 

When I reviewed the report, I dealt only with those sections that discussed 
the capital budgeting practices of state and local governments and I will address 
my remarks to those sect ions alone. 

Generally speaking, the report is well-written and very readable -- no small 
virtue, given the turgid writing that usually characterizes government reports. 
It also provides a solid basis for your subsequent report on state and local 
capital budgeting. 

In Chapter Two, under Survey and Fieldwork Methods, there is a section on 
criteria for selection of counties. I do not think that the three criteria 
provided are sufficiently explained, For example, geographical location does not 
really appear to be a criterion In the choice of Howard and Arlington Counties, 
both of which are located in the Washington, D.C. suburban area. Most would 
assume, I think, that choosing counties on the basis of geographical location 
implies choosing them because their geographical locations are widespread and 
represent different parts of the country, It appears that something else is 
meant by your criterion of geographical location and you should clarify what it 
is. Likewise, the criterion of “organizational structure” perhaps should be 
explained in terms of the county’s governmental structure, e.g., elected county 
executive, county board - county administrator form. You appear instead to mean 
“service delivery structure,” rather than the conventional “organizational 
structure.” If so, your terminology should be changed. I also think that you 
might have included in your sample of counties a severely distressed county, 
such as Wayne County, Michigan, to make comparisons more meaningful, not only 
among counties, but between cities and counties. This is especially true because 
you ,lncluded several distressed cities in your sample. 
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Mr. Kenneth W. Hunter -2- November 17, 1980 

In Chapter Three, your discussion in the three sections dealing with the 
interrelationship between federal grants and state and local capital construction 
and ‘maintenance indicates an understanding of the mutual responsibilities of the 
various governmental levels for protecting capital assets in the future. 
Particularly, the drafters of the report seem to comprehend the potentially 
dire financial consequences of deferral of capital maintenance in the current 
Inflationary economic situation. This is a problem that should be addressed 
in some detail in your subsequent report on state and local capital budgeting. 

The section of your report that deals most extensively with state and local 
capital construction and maintenance is Chapter Six. Several of the points you 
make are good ones: First, your emphasis on the need for the development of 
long-term strategies indicates an awareness of one of the major problems that has 
characterized state and local provision for capital construction, maintenance, and 
replacement -- the short-run planning horizon. Short-term planning is evident, 
as you pointed out, in the use of block grants for capital improvements. In a 
sense, the flexibility built into these grants discourages their use in a 
comprehensive capital improvement program. Likewise, countercyclical capital 
assistance through local public works programs is viewed as an emergency measure 
by local governments, designed to deal with their most pressing capital needs 
rather than to be included in a long-term plan. 

Second, the report makes the point that federal capital programs generate 
additional costs to state and local governments and distort spending priorities. 
In your subsequent study, I suggest that you research these,points in some detail, 
particularly from the perspective of state and local government compliance with 
federal mandates. NACo has worked with Dr. Catherine Love11 of the University of 
California at Riverside to define, identify and classify federal and state mandates. 
As part of that study, a model was developed to assist local governments in 
computing the cost of compliance with mandates. NACo would be very interested 
in the GAO looking more closely at the mandate issue in this particular area of 
capital construction and maintenance. 

Third, Chapter Six rightly emphasizes the need for a consistent and workable 
federal policy toward state and local governments concerning capital Improvements. 
The current lack of such a policy is due in part to the lack of cohesion among 
federal granting agencies in their dealings with state and local governments. 
The subsequent study by the GAO of state and local capital programs might outline 
a model for coordinating federal activities in this area. To develop the model, 
input from state and local government officials could be sought. 

The remarks above summarize my observations concerning your report. Let me 
reiterate that I think it is a good foundatlon from which to launch a more 
detailed examination of state and local capital programs because it has identified 
the iesues and problems that currently inform the federal - state and local 
relationship in this area. 

MPL/vlo 
Martharose F. Laffey 
Tax and Finance Specialist 
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1140 
cOnflOCliCUl 

Avenue 
Northwest 
Washington DC 
2ow6 

0 December 9, 1980 

Mr. Kenneth Hunter 
Senior Associate Director 
General Accounting Off ice 
Program Analyeis Divieion 
Washington, D.C. 20548 

Dear Mr. Hunter: 

Thank you for rending a copy of the draft report on capital budgeting 
for our review. 

Taking etepo in Congreee and the Executive Branch to focus attention on 
federal capital budgeting needs, and to formulate explicit capital 
budgeting proceduree, is an excellent idea. No one could dispute that 
the condition of the nation’s capital infrastructure has a long-term, 
direct impact on the economy and productive capacity, 

In aaeeeeing capital infrastructure needs, I would urge that federal 
capital budgeting be analyzed in tandem with those of states and muni- 
cipalitiee, as part of an integrated approach to capital budget planning. 

Very trul u , 
: 

Dl&&: if ~~ 
Director 
Manageme Development Center 
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EXECUTIVE OFFICE OF THE PRESIDENT 
OFFICE OF MANAGEMENT AND BUDGET 

WASHINOTON. O.C. 20503 

NW 1.: 1380 

Mr. Morton A. Myers 
Director, Program Analysis Division 
U.S. General Accounting Office 
Washington, D. C. 20548 

Dear Mr. Myers: 

This responds to your request for comments on the draft report: 
“Federal Capital Budgeting: A Haphazard Collection of 
Practices." The draft report addresses perceived inadequacies in 
budgeting practices for construction and maintenance of physical 
assets both by the Federal Government and by a significant number 
of grant-in-aid recipients. It proposes sweeping remedies for 
these perceived inadequacies. 

The descriptive portions of the report are interesting; clearly, 
they are the product of considerable effort. We would hope that 
they might encourage better planning for and management of 
capital investments by Federal agencies within the constraints 
imposed upon them by limited resources and by the political 
process. As is explained in more detail later in this letter, we 
disagree with some of the descriptive material in the report, and 
we disagree with some of the analysis and conclusions. We also 
take exception to the subtitle of the report. It reflects, more 
than anything else, a lack of understanding of the seriousness 
with which budgeting for capital investments is taken within the 
Federal Government and the severity of the resource limitations 
imposed by fiscal constraints. 

Our response is divided into two parts. The first provides 
general comments, while the second (an enclosure) comments on 
specific parts of the report. The latter comments illustrate and 
support the former points. 

General Comments 

We have several reactions to the basic thrust of the report. 
First, we agree that capital formation and maintenance is a 
critical ieeue with regard to both economic growth and the level 
of public services. However, there is a serious danger that the 
remedies outlined may be as undesirable as the problems the 
report attacks. This danger arises from a number of factors: 

(1) In several ways, the report appears to argue for a 
substantial increase in capital investment per E. Without 
regard to programmatic justification, this would be 
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undemirable national policy and bad budget policy, as would 
be a policy of increasing spending for any other object 
class by itself. 

(2) The Federal budget -- through both tax and spending policies 
-- has a major impact on total (public and private) capital 
formation in the United States. Both the executive branch 
and the Congress perceive a clear need to promote private 
capital formation. Any program that increases total Federal 
spending and thereby reduces resources available to achieve 
private investment must be approached cautiously. 

(3) The report argues for a major expansion of capital spending 
and development of budgetary devices to protect both capital 
and maintenance spending from other competing claims on 
budget resources. This approach could be accomplished only 
by having higher taxes, more borrowing, and/or lower 
spending for other purposes. 

Decisions with regard to these issues cannot be made in the 
abstract, as your report appears to propose be done, by 
giving priority to one possible use of funds. They are made 
by the executive branch and the Congress after considering a 
range of alternatives. For example, the report states, and 
regrets, that the Veterans Administration places higher 
priority on delivering medical services than on construction 
of new medical facilities. If this is so, it reflects 
considered judgment -- and is not, as you assume it to be, 
necessarily incorrect. 

Moreover, the portrayal of agency reviews, such as for the 
VA budget, as a process in which all current operating needs 
are satisfied and then additional resources (if any) go to 
capital projects does not accurately reflect the way budget 
reviews are conducted. Indeed, there are separate accounts 
in the VA budget for hospital construction, and the requests 
for these accounts are considered in considerable depth by 
both the Executive and the Congress. While you may believe 
that the funds appropriated for VA hospital construction by 
the Congress are inadequate, it is inaccurate to assert that 
VA or other capital needs are met only from residual funds. 
Capital investment needs are considered explicitly in the 
budget process, frequently in the very terms that you 
recommend, but they are considered in the context of the 
needs of the programs that they would serve and in the light 
of overall constraints. 

(4) Ae our first and third points suggest, when addressing 
public capital needs, there is no substitute for a program- 
by-program or project-by-project analysis. It would be 
possible to spend vast sums of money on capital investment 
that contributes little to the public welfare if the 
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(5) 

(6) 

objective were merely to increase capital investment in the 
public sector. While there may well be a need for increased 
capital investment in the public sector, that need has to be 
evaluated in the light of the resources ihat can be devoted 
to a given programmatic area and to the competing demands 
for resources within that area. 

At several places, the report discusses the dangers of 
large-scale earmarking of funds for particular purposes, and 
then concludes that an appropriate remedy in the capital 
area is to earmark funds for capital investment. Such 
earmarking would add to the controllability problem that the 
report deplores, and inhibit the ability of the President 
and the Congress to budget rationally. We continue to 
believe that funding mechanisms for capital investments 
should not supplant judgments made after considering all the 
competing demands for resources. 

Acceptance of the recommendations of the report might tend 
to affect the budget undesirably in another wayr giving 
priority to investment in "bricks and mortar" over 
investment in research and human investment. Clearly, there 
are many cases where government expenditures for research or 
training may make a greater contribution to,productivity 
than physical capital. Such expenditures frequently 
complement and induce productive private investments. Yet, 
under the approach outlined, public physical investment 
would receive a greater priority. We are not persuaded that 
this priority is necessarily better. 

One of the conclusions of the report is that Federal controls 
over grants-in-aid to State and local governments must be 
increased to assure that more of these resources are devoted to 
capital investments. As you are undoubtedly aware, the trend 
over the past decade has been to seek ways to reduce Federal 
control over the use of grants and there is little likelihood 
that the strength of that trend will diminish soon. The whole 
purpose of cotmnunity development block grants, for example, is to 
give localities broader flexibility in deciding priorities. The 
report recommendations would require a clear reversal of this 
effort-r it would call for Federal project management to 
guarantee that investments are protected. 

The report calls for a single approach to financing capital 
facilities in contrast with the variety of approaches now in use. 
Currently, for example, if the President and the Congress wish to 
provide maximum flexibility for an investment program, it can be 
done by authorizing a semi-autonomous body to spend stipulated 
sums of money without annual appropriations. This is done, for 
example, in the case of the Postal Service and the Tennessee 
Valley Authority. Clearly, it is possible to provide such 
autonomy without excluding the spending from the budgets the TVA 
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is included in ths budget as is the subsidy payment to the Postal 
Service. However, there are fundamental drawbacks to 'such 
autonomy1 the President and the Congrese lose effective control 
over significant parts of the budget. Hence, this type of 
approach is used only when the perceived need for autonomy is 
believed to outweigh the normal desirability for annual budget 
control. 

An alternative approach is to authorize fully funded capital 
projects. This is common, for example, for major procurement and 
construction in the Defense budget and in other areas. In 
contrast, there are cases -- the Corps of Engineers is a good 
example -- where the Congress provides incremental funding for 
construction projects. Here, the Congress prefers to make 
moderate progress on a large number of projects through annual 
appropriations rather than to fully fund a few each year. 
Economic analysis can contribute to evaluating which projects 
could be completed most expeditiously at least cost, but as long 
as the congressional preference for many simultaneous projects 
persiete, such analysis would be fruitless. 

The report seems to be unbalanced in other major respects. For 
example, the definition of a "successful" organization appears 
inadequate, and there is an inadequate recognition of the 
dimensions of the fiscal straits of some localities. In 
chapter 2, page 2, a successful organization is defined as "one 
that can acquire and maintain physical capital that satisfies its 
mission and clientele even when conditions are adverse." 
Clearly, however, the interests of the taxpayer may differ from 
those of the organization and clientele, especially when 
conditions are adverse. Subsequently, the report suggests means 
for forcing localities to develop and maintain certain physical 
capital standards regardless of the localities' perception of 
fiscal priorities. 

Our understanding of the problem is that, because of their weak 
financial condition, some communities require either vastly 
increased resources (which will not come easily) or a significant 
reduction in the public services they can provide. It is not 
clear that efforts by the Federal Government to force the 
locality to maintain a perceived "adequate" capital base in the 
face of an overall lack of fiscal resources is appropriate 
policy. Nor does the Federal Government have a ready source of 
funds that can be used to provide the degree of relief that is 
propoaed. We cannot agree that spending on capital projects 
should automatically be exempted from the fiscal constraints that 
Federal, State, and local governments face, and we cannot agree 
that perceived "mission and clientele" needs should override the 
prerogatives of elected officials or the electorate in guiding 
fiscal policy. 
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We also do not agree with the solutions that are proposed in the 
final chapter of the report. Having argued forcefully that the 
capital formation portions of the budget should be insulated from 
the political process (because of the dangers of "pork barrel" 
and of perceived short-sighted judgments), the report then 
proposes creation of new congressional oversight committees. Of 
course, we will not presume to tell the Congress how to organize 
itself, but the report does not make a convincing case that these 
new coxxnittees would either benefit the congressional budget 
process or achieve the stipulated objectives. We strongly doubt 
the utility of separating oversight responsibility for program 
operations from responsibility for program capital formation. 

Similarly, the proposal for a new office in the Executive Office 
of the President that would have an "advocacy" role in favor of 
capital outlays appears to us to be misguided. In our opinion, 
the objective of balancing alternative claims on limited budget 
resources is better served through the traditional budget 
process. Obviously there always is room for improvement in our 
budget analyses, including those applicable to capital 
investment. However, such improvements need to be made in a way 
that preserves the integrity of a budget process that is designed 
to achieve reasonable distribution of available resources among 
competing claims on those resources. Setting capital investments 
aside for special favor would not do that. 

What we are suggesting, in essence, is that inadequacies in 
public capital formation or maintenance would be better served by 
improving program-by-program analysis than by a broad, 
eupermanager approach. It might be, for example, that the 
balance between grants-in-aid for capital construction and for 
facility maintenance and operation should be shifted in certain 
cases. But the appropriate context for such decisions would be 
in the review of budgets for grant programs or in a broad review 
of intergovernmental fiscal relations -- i.e., in reviews that 
considered a range of priorities, not simply the desirability of 
capital formation. 

I trust these comments will be useful to you in preparing your 
final report. If you would like to discuss them, let us know. 

Sincerely, 

Dale RI McOmber 
Assistant Director 

for Budget Review 

Enclosure 
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Enclosure 

Specific Comments 

Chapter lx Human skills and organizational strengths are as much 
a part of productive "infrastructure" as are physical capital 
facilities. 

The discussion of the lamentable problems of certain State/local 
governments in the physical capital area could be matched by 
discussions of similar problems in the operating areas 
(i.e., frequently the problem is a significant shortfall in total 
resources, not just an imbalance in the use of resources). 

The chapter articulates reasons why State and local governments 
frequently use capital budgets separate from operating budgets 
and why private businesses must identify capital costs (i.e., in 
order to identify what constitutes profits). It fails to discuss 
how the Federal budget differs (i.e., because it is not-for- 
profit and does not operate under constitutional requirements for 
borrowing only for capital purposes, the Federal Government does 
not have a similar need for a capital budget). We note that our 
current practice conforms with the recommendations of the Report 
of the President's Commission on Budget Concepts. Furthermore, 
we worry that separate operating and capital budgets would 
provide temptations for budget gimmickry that are not possible 
now. 

The discussion about Special Analysis D is misleading. While the 
analysis has data weaknesses, the discussion greatly overstates 
the degree of central review (outside of the agency budget 
review) of various other special analyses. In general, all 
special analyses are prepared the way Special Analysis D is. 

In addition, the report criticizes Special Analysis D for not 
doing what it was never intended to do and what, in fact, it 
cannot do. For example, Special Analysis D is criticized at 
bottom of page 19 for not showing estimates of total assets. Of 
course, it doesn't. It is a measure of cash flow (outlays), not 
stocks. The discussion also contains no reference to the 
attention given to capital needs in agency and program budget 
reviews. These needs are considered explicitly and at length, 
even when construction and maintenance are not the major 
activities in the account. 

We disagree with the comment on pages 17-N that the budget 
presentation of lending on a net basis is misleading: we have a 
longstanding disagreement with the GAO on this issue. The budget 
provides information on loans on both a gross and net basis: we 
believe that approach is superior to the GAO proposals to 
associate loan repayments with tax receipts. 
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Comment X5 on pages 20 and 21 regarding not splitting outlay8 is 
inaccurate. The comment regarding the classification of outlay8 
for the purpose of Special Analysis D refers to an exception to 
the norm, and the programs used for illustrative purposes 
(general revenue sharing and community development block grants) 
are available, within broad limits, for use for either investment 
or operating purposes at the discretion of the recipient. It is 
not reasonable to expect any budget presentation to identify what 
recipients who have discretion over the use of fund8 will do with 
funds that have not yet been appropriated. 

Chapter 2: Any approach to Federal capital investment programs 
that' leaves out the Defense Department is not a balanced 
approach. 

The report's definition of a successful organization is one that 
"can acquire and maintain physical capital that satisfies its 
mission and clientele when conditions are adverse." (The report 
defines "adverse conditions" in this context as "declining 
resources, political instability, or severe conflict among 
interest groups.") This definition of a successful organization 
is inappropriate when applied to governmental institution8 in a 
democracy. Governmental institution8 in a democracy cannot have 
the autonomy and the freedom from the constraints imposed by the 
political process that the definition implies. 

Chapter 3: The case studies in this chapter provide interesting 
descriptive information, but the judgments expressed about them 
are heavily biased in favor of capital investment. The iSSUe8 
that are raised can be reviewed satisfactorily only in an 
agency/program context, not in the capital/current budget 
context. If another team of GAO analysts were to perform a 
similar survey of operating programs, they could make an equally 
graphic case of shortfalls (i.e., there are problem area8 where 
the total demand on resources is unbalanced.relative to the 
available fiscal resources). It is the nature of the world that 
we live in that there are insufficient resources to satisfy all 
claims on those resources. 

Two sentences illustrate this point forcefully. On page 13 there 
is the sentence: "Capital investments at this reduced level [for 
Conrail] will probably result in deterioration and a return to 
declining service, thus ending the benefits gained from the 
already significant Federal investment." The final sentences on 
page 14 state: "EPA now faces the problem of giving more money 
to new (or recently renovated) municipal waterwork facilities SO 
that they can meet the permit standards. The alternative is to 
accept dirtier water." The report appears to say that these 
capital investments must be made. Our point is that such 
decisions are proper-de in the budget process in a political 
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context and are made after considering a number of factor8; the 
desirability of increased capital investment ia only one of those 
factora. 

Chapter8 4 and 5: These chapter8 are helpful in identifying some 
of the elements leading to effective or ineffective capital 
management. They also recognize that there are some 
underetandable reason8 why entities are not always able to choose 
the cour8e of action that GAO would prefer (i.e., it is not clear 
that capital needs are so paramount that they should always 
override all other considerations). 

On page 5-21 there i8 a typing error that could mislead -- it 
should refer to $664 million, not billion. 

We note that the Postal Service ie a unique agency -- not a model 
for all Federal capital spending. It provide8 bu8ineee-like 
service8 to the public; has no grants-in-aid or income tranefer 
programs; ha8 a single, easily identified set of services; and is 
able to make major savings in operating costs through large-scale 
capital investments. Few other major Federal operation8 have 
similar circumstances. As already noted, even this independence 
i8 not costless to the President and the Congreee in terms of 
their control over the operations. 

Chapter 6: This chapter addresses dilemmas, not certainties. 
For example, on page 9 it states that "Decentralized 
decisionmaking in the block grant program plays a major role in 
the shift away from long term renewal strategies in deteriorating 
areas.. A8 the involvement of Federal agenciee in community 
development activities has declined, the influence of local 
officials, such as chief executives, legislators, and planners 
has increased. Local officials today tend to have shorter time 
horizon8 than Federal agency officials because they are much more 
affected by political preesures and prevailing community values. 
A8 a result, the competition among interest groups ie the rule, 
not the exception, for communities most in need." 

We would suggest that this statement expresses a value judgment 
about which there are clear differences of opinion and that the 
statement may not be appropriate for the report. 

Similarly, the criticism of local public works on page 11 is 
unfair. Of course, countercyclical public work8 spending cannot 
cure permanent deterioration of area investment; it was not 
intended for this purpose. Such programs must be evaluated on 
the basis of their own end purposes, not as panaceas to every 
problem. (A more appropriate question about them is: Do they 
succeed in fighting economic downturns in an effective manner and 
in keeping a high rate of public capital investment in times of 
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F== 
budget tightness due to economic downturns?) The 8ams 

po nt goes for the criticism on page 17 "...emergency public 
works programs are normally for 1 or 2 years..." that deplores 
the fact that such investments do not fit into long-range 
planning. They are not intended to fit into long-term planning. 

The chapter goes into great detail discussing perceived defects 
in grant program administration. Many of these defects are well 
known and subject to intensive remedial efforts by the Federal 
Government. However, as several GAO reports have argued, there 
are analogous defects in many direct Federal operations. The 
report reflects a lack of perspective in implying that 
application of stronger direct controls from Washington will cure 
most or all such defects, while it is clear from experience such 
controls frequently impose their own defects. 

It is argued on page 24 that "no single agency coordinates the 
programs that influence State and local capital assets" and that 
this constitutes a "void". We do not agree that there should be 
Federal supervision of all State and local capital programs. 
However, OMB does coordinate a total review of the budget, and 
capital needs are part of that review. One of the factors that 
we take into consideration in our review is the state of capital 
investment in the governmental sectors, as well as elsewhere in 
the economy. 

Chapter 78 We cannot concur with the efforts to separate 
physical capital spending from other budget decisions. We 
believe that capital inveetments should be considered as 
trade-offs against noncapital costs, primarily on the basis of 
their relative contributions to program outputs. We do not agree 
with the conclusion (on page 2) that "Federal decisions about 
physical capital are based on a parochial view rather than a 
global one." 

The argument on page 3 that "budgetary practices" promote 
uncontrollability through creation of open-ended programs is 
misleading. The budget must reflect the requirements of the 
substantive legislation that establishes the entitlement: the 
legislation is what makes the entitlement relatively 
uncontrollable, not budgetary practices. 

Chapter 8: As already noted, we disagree with the basic 
recommendations proposed to remedy the problems. 
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UNITED STATES WATER RESOURCES COUNCIL 
SUITE 800 . 2120 L STREET, NW WASHINGTON, DC 20037 

Nov 25 Km 

Mr. Henry Eschwege 
Director 
chnity 8nd Econtmic 

Development Divirion 
General Account* Office 
Washington, DC 20548 

Dear Mr. EschwaBe: 

Thank you for the opportunity to review your draft report on capital 
budgeting entitled “Faderal Capital Budgeting: A Haphazard Collection 
of Practices.” 

The Council staff does not have any specific coumenta to offer on the 
draft report. After the report is flnal, we may wish to examine with 
our Member agencies coordinated procedures to Implement specific recom- 
mendations as they relate to water resources planning. 

Sincerely, 

CbrJIbL.L.L(O 
Gerald D. Seinwill 
Act- Director 

. 

CHUMEN. MVER SASIN CWM88lON8 
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UNITED STATES ENVIRONMENTAL PROTECTION AGENCY 
WASHINGTON. D.C. 20400 

14 JAN 1981 
or flCE Of 

•LANNI~U~ AN0 MANAOtMtNT 

MEMORANDUM 

SUBJECT: Comments on GAO Proposed Federal Capital Budgeting 

FROM: ~~~~~~&&;y~;;~~;~;nt Administrator 

' TO; Donna Heivilin, Principal Budget Policy Analyst 
Program Analysis Division, General Accounting Office 

Your proposed report on federal capital budgeting practices has 
presented a convincing case that, taken as a whole, federal 
capital budgeting is inadequate and requires revised policy, 
planning, budgeting, and postaudit procedures. EPA is addressed 
in the study in terms of its water treatment construction grants 
program, which contributes to the National capital infrastructure 
even though the Federal government does not own or maintain the 
completed treatment plants. 

The EPA Construction Grant program differs, however, to a great 
extent from other Federal government capital budgeting entities. 
Construction Grant funds are allocated by State on a Congres- 
sionally mandated formula rather than by application from the 
states (individual grants to municipalities, however, are based 
on needs and priority determinations at the state level). Grant 
funds are set up ae a separate appropriation under a separate 
authorization. Unlike other agencies which you discussed, we 
cannot reduce the construction grants programsto fund operating 
programs. We are# therefore, not subject to the same capital 
budgeting pressures as other agencies. 

EPA administers the grant monies within a regulatory structure 
which controls to a large extent where and how the funds can be 
expended. within this framework we are well on our way toward 
implementation of most of your study recommendations. We have 
begun, for example, a construction grants long-range 1990 Plan 
which would address the long-term national requirements in the 
area of waste water treatment and outline EPA's projected 
response to those requirements. We already have short term 
plans for utilization of construction grant funds and integrate 
these plans into our budget process. In conjunction with state 
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and local governments, alternatives are examined before con- 
struction and results are monitored after completion. 

Our main concern is not with your recommendations, but with the 
procedures and additional resources which will be required to 
implement the recommendations. The system which must be set 
up for government-wide implementation of these recommendations 
would greatly affect EPA in terms of effort needed to tailor 
our system to a larger federal effort. More specifics are needed 
before we can assess the real impact of your recommended capital 
budgeting changes. In terms of policy decisions, the study looks 
to an overall capital budgeting policy role to be assumed by 
Congress and the President. As federal policy changes, so would 
EPA’s planning and budgeting response to the construction grants 
program. One policy change suggested is the use of federal funds 
for maintenance as well as construction of capital projects. 
This represents a fundamental shift from the statute, and would 
result in a major reorientation of the intent of construction 
grants program policy, the resource requirements, and the ob- 
jectives for which the program was authorized. The study 
should address the need for additional resources required by 
agencies to meet shifts of this nature in both policy and 
implementation procedure. 

cc: Jim Teare 
Car 1 Reeverts 
Dave Hawkins 
Steve Gage 
Inez Reid 
Chris Beck 
Marc Pugh 
Harvey Pippen 
Brenda Green 
Roy Gamse 
Cindy Kelly 
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Honorable Elmer B. Staats 
Comptroller General of the United States 
U.S. General Accounting Office 
Washington, DC 20548 

Dear Mr. StaatS: 

Thank you for the opportunity to comment on the General Accounting 
Office draft report "Federal Capital Budgeting: A Haphazard 
Collection of Practices" (PAD-81-19), dated October 27, 1980. 

I am in basic agreement with the report's overall concept that 
a policy-level approach to capital investment should be added 
to the Federal Government's decisionmaking process and up-to-date 
information is needed to support this approach. The General 
Services Administration (GSA) began development of a management 
planning system to specifically link the planning process to the 
budget and provide detailed information on facility planning, 
prospectus review, resource availability, and program assessment. 
We anticipate having this system fully operational by early 1981, 
and believe that it conforms to the concept proposed in your 
report. 

I believe the enclosed statement fully explains our position. If 
there are any questions, I am available to discuss the matter with 
you or your representatives. 

Sincerely, 

I - .“_ .I _ 

Enclosur 
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General Services Administration (GSA) 

Comments on the GAO Draft Report "Federal Capital 
Budgeting: A Haphazard Collection of Practices" 

General comments 

GSA is in general agreement with the concept that a policy-level 
approach to capital investment should be added to the Federal Gov- 
ernment's decisionmaking and up-to-date information is needed to 
support this approach. Several references in the report refer to 
the present shortcomings of GSA's long-range capital investment 
plans and the present efforts of GSA to develop and implement a 
long-range plan. GSA is currently developing a Management Plan- 
ning System (MPS) which sets forth long-range policies on public 
building acquisitions, construction, leasing, and major repair. 
The automated system, which will be completed in early 1981, 
proposes to closely link the planning process with budgeting; and, 
provide detailed information on facility planning, prospectus 
review, resource availability, and the assessment of program 
accomplishments against planned targets. In addition, since June 
1979, administration policy requires a capitalized income approach 
be used for all new construction and lease prospectus cost esti- 
mates which is in conformance with sound capital budgeting prin- 
ciples. 

We also feel that the report should be more clear as to whether 
the General Accounting Office (GAO) is focusing strictly on new 
construction only or includes claims, acquisitions from the U.S. 
Postal Service, etc. 

Specific Comments 

Page 3-.4: 

New Construction, Paragraph 2, lines 8-10 state, "At GSA 
daily operations and lease and purchase contract payments are 
given first priority, followed by alterations and repairs and 
last by new construction." 

While new construction has not been utilized as much as GSA would 
prefer in order to meet the space needs of Federal agencies, GSA 
would still like to implement a major Federal construction pro- 
gram. In that regard, we have identified projects that could be 
developed through new construction for the period from FY 1982 
through 1987. However, budgetary constraints imposed on GSA 
have limited its authority to implement such a program. 

Repair and Alterations (R&A). In the R&A program, capital 
projects are currently identified and programmed over a 5-year 
period. Projects over $500,000 require Congressional authoriza- 
tion before they can proceed. Therefore, reviewers in the 
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Executive Branch as well as the Legislative Branch are being 
constantly updated on the basis for resource allocation decisions 
in the R&A program. 

Page 3-7: 

New Construction. GSA's new construction appropriation in 
FY 1980 was $29 3 million plus an additional $100.6 million 
approved in the'FY 1980 supplemental appropriation, for a total 
of $129.9 million. In addition, GSA currently has a backlog of 
$737.2 million of new construction projects pending before the 
Public Works Committees of Congress. 

airs and Alterations. With the exception of two fiscal 
978 and 1979 the sount of money available to GSA for 

repairs has in cons&t dollars increased very slightly over the 
past 10 years. Over the past two fiscal years, the amount of 
R&A funds has been declining. For FY 1980, GSA received only 
$151.3 million, and we expect a nominal increase for FY 1981 once 
final action is taken by the Congress on our request. 

In only FY 1978 has the amount of R&A funds received offset the 
new work inventory. A8 a result, our inventory has continued 
to grow. Much of the increase in the R&A inventory is attributable 
to inflation, which has consistently been over 10 percent in the 
construction industry the past several years. Incoming workload 
has also increased as a result of new programs such as energy, 
handicapped, and omnibus court work; the acquisition of postal 
buildings; and, the aging process of our buildings--the majority 
of which are over 30 years old. A significant increase in 
appropriation levels will be required in the future to reduce 
our workload inventory. 

Page 5-4: 

New Construction, Paragraph 1, lines 1-18 state, "In contrast 
to the Postal Service, GSA is subject to strong congressional 
control.... These factors do not encourage capital planning. The 
result is that GSA management does not have a long-term capital 
investment program." In addition, page 5-10, paragraph 2, lines 
l-7 Btate, "Right now GSA does not prepare any long-range capital 
investment plans. Officials say they used to prepare them, but 
since there have been so few funds for new construction in recent 
years they feel it is a waste of time to plan construction pro- 
jects. However, GSA is currently working on a 5-year plan for 
housing its Federal customers. This plan is expected to be ready 
for use for the 1983 budget cycle." As part of our MPS which was 
initiated in FY 1980, multiyear projections and analyses of Federal 
Buildings Fund income are made in order for GSA to plan its S-year 
capital investment program. 

Repairs and Alterations. GSA is making every effort to 
accomplish eftective long-range planning within the current 

135 



APPENDIX I APPENDIX I 

3 

prospectus process. The multiyear planning system referred to 
above is being established to review and validate projects 
anticipated in the next five years before they are placed in 
GSA's annual budget. 

Page S-10: 

GAO states that GSA officials "feel that it is a waste of 
time to plan construction pro.jects." This probably overstates 
the case since GSA must, through the prospectus procedure, plan 
construction projects. At this time there is no cohesive, pri- 
oritized plan for all construction projects but this is in the 
development stage and would be required under S. 2080. In addi- 
tion, the comments which were made regarding page 5-4 also apply 
to this section. 

Page 5-16: 

Repairs and Alterations. As the report points out, delays in 
prospectus approvals have hampered GSA's efforts to fund projects 
as needed. We are now attempting to include projects in our R&A 
program which have an approved prospectus. Of the 31 projects 
listed in the FY 1981 R&A budget, prospectuses had not been fully 
approved for only seven locations when the budget was transmitted 
to the Congress. Subsequently, the Congress has approved 
prospectuses for all but one of these projects. GSA is forced 
in many instances to include projects in their budgets for which 
a prospectus has not been approved due to critical repair work 
and agency requirements. 

Page S-20: 

GAO figures for the amount of new construction funds are 
incorrect as well as the amounts returned to the Treasury. The 
availability for new construction in FY 1975 through 1980 should 
be $386 million instead of $288 million, with an average to $64 
million a year instead of $43 million. The excess Fund receipts 
deposited in Treasury from FY 1975 through FY 1979 pursuant to the 
Fund's appropriation language for these fiscal years relating to 
the new construction program was $2.4 million. The $13 million 
referred to in the report as excess receipts pertain to the 
entire fund. The second reference to the average of $48 million 
should be changed to $64 million. 
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CONSTITUTIONAL PROVISIONS RELATED TO THE 
INFRASTRUCTURE OF THE UNITED STATES 

Responsibility for the public sector infrastructure, as 
in other duties, is divided between the Federal Government 
and the States. As described in this report, the relationship 
between the Federal Government and the States and their sub- 
divisions varies among the programs. Below are brief state- 
ments of constitutional provisions under which Federal legis- 
lation for infrastructure creation and use and maintenance 
is 

1. 

2. 

3. 

4. 

5. 

enacted. 

The Commerce Clause (Article I, Section 8, Clause 3) 
gives the Congress the power to construct interstate 
highways, develop air traffic routes and airports and 
other activities (bridges, canals, railroads, dams, 
levees, wharfs, etc.) as needed to promote interstate 
commerce. 

Through the power conferred by Article I, Section 8, 
Clause 7, the Congress can construct and authorize 
construction of highways, airports, etc. needed to 
carry mail and secure its safe and speedy movement. 

Article I, Section 8, Clauses 12 and 13, empower the 
Congress to raise, support, and supply armies and a navy 
(which includes purchasing or erecting warships and equip- 
ment). This clause was used as justification to create 
the Naval Academy. 

The necessary and proper clause (Article I, Section 8, 
Clause 18) empowers the Congress to pass laws necessary 
and proper for the execution of any specified Constitu- 
tional power, such as the power to regulate interstate 
commerce. 

Article IV, Section 3, Clause 2-a the property clause- 
states that "The Congress shall have the power to dispose 
of and make all needed rules and regulations respecting 
the territory or other property belonging to the U.S." 
This clause has been used to uphold the constitutionality 
of the Government's production and sale of electricity by 
the Tennessee Valley Authority. 
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LOCATIONS VISITED 

FEDERAL GOVERNMENT 

Department of Housing and Urban Development: 
Washington, D.C. 

Department of Transportation: 
Washington, D.C. 

Environmental Protection Agency: 
Washington, D.C. 

General Services Administration: 
Washington, D.C. 
Auburn, Washington 

Office of Management and Budget: 
Washington, D.C. 

U.S. Army Corps of Engineers: 
Waehington, D.C. 

U.S. Postal Service: 
Washington, D.C. 

Veterans Administration: 
Washington, D.C. 

STATE GOVERNMENTS 

California: 
Sacramento 

Michigan: 
Lansing 

Ohio: 
Columbus 

Pennsylvania: 
Harrisburg 

COUNTY GOVERNMENTS 

Arlington County, Virginia 

Howard County: 
Ellicott City, Md. 
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Maricopa Countyr 
Phoenix, Arizona 

Oakland County: 
Pontiac, Michigan 
Bloomfield Hills, Michigan 

CITY GOVERNMENTS 

San Jose, California 

Baltimore, Maryland 

Detroit, Michigan 

Cleveland, Ohio 

INDUSTRY 

American Telephone and Telegraph Company: 
Basking Ridge, New Jersey 
New York, New York 

The Boeing Company8 
Seattle, Washington 

The General Motors Corporation: 
Detroit, Michigan 

The Republic Steel Corporation: 
Cleveland, Ohio 

REGIONAL AUTHORITY 

Port Authority of New York and New Jersey: 
Jersey City, New Jersey * 
New York, New York 

(920691) 
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