310 Part One: Budgeting, Budget Structures, and Budget Reform
by Gilmour and Lewis of the fiscal 2004 budget found a modest connection
between performance as measured by PART scores and OMB budget decisions,
and the limited influence that appeared was on programs traditionally linked
to Democrats. Merit seemed to matter only with regard to programs tradition-
ally supported by the other party.
69
But the impact on federal appropriations is
certainly unclear.
As with budget processes instituted by the executive branch, PART was
abandoned when President Obama took office. The new administration brought
no new comprehensive system like PART, PPBS, or ZBB but stressed identifi-
cation of programs with inadequate performance, relying more on input from
agencies for selection, thus replacing the heavily “top down” approach of PART.
Figure 6A–1
Program Performance Measures in the PART Process: Cultural Resources
Stewardship Program of National Park Service, 2008 Report
Type of Measure Measure
Outcome Percent of historic and prehistoric structures in good condition
Outcome Percent of preservation and protection standards met at park
museum facilities
Outcome Percent of recorded archeological sites in good condition
Outcome Percent of cultural landscapes in good condition
Output Percent of historic and prehistoric structures that have complete
and accurate inventory information
Output Percent of museum objects cataloged and submitted to the National
Catalog
Efciency Average cost to catalog a museum object
Outcome Condition of all NPS historic buildings as measured by a Facility
Condition Index.
SOURCE: Ofce of Management and Budget, Detailed Information in the National Park Service—Cultural Resource
Stewardship Assessment. http://georgewbush-whitehouse.archives.gov/omb/expectmore/detail/10002356.2004.html
69
John B. Gilmour and David E. Lewis, “Does Performance Budgeting Work? An Examination of the
Office of Management and Budget’s PART Scores,” Public Administration Review 66 (September/October
2006): 742–51.
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CHAPTER 7
Capital Budgeting, Time Value of
Money, and Cost-Benefit Analysis:
Process, Structure, and Basic Tools
Capital expenditures purchase physical assets that are expected to provide services
for several years; the outlay will yield benefits in the future without having to repeat
the purchase.
1
Capital spending also includes capital improvements or rehabilitation
of physical assets that extends or enhances the useful life of these assets (as dis-
tinct from the operating expenditures for repair or maintenance expenditures, which
assure functionality during the expected life of the asset).
Public capital assets, also called infrastructure, become inputs into produc-
tion of both private and public goods and services. The Congressional Budget
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1
Not everything with enduring impact is a capital expenditure. The work of teachers also lasts for many
years. But compensation for teachers does not belong in the capital investment category because, if you
want the services of the teacher next year, you are going to have to pay again. Teacher pay is a recurring
expenditure. Public buildings are not so demanding—pay to build them once and they continue deliver-
ing services for many years without paying again. The buildings will require maintenance, but this is a
recurring operating cost, not a capital expenditure.
Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-300
312 Part One: Budgeting, Budget Structures, and Budget Reform
Office (CBO) writes, “The production and distribution of private economic out-
put depends on public transportation and environmental facilities including high-
ways, mass transit, railways, airports and airways, water resources, and water
supply and wastewater treatment plants.”
2
All these fit directly into production
processes yielding private goods and services. Roads, sewers, and transportation
systems have become part of the competition between states and localities for
new industrial and commercial development, so a sound system of infrastruc-
ture finance represents a crucial factor for regional economic growth. But public
infrastructure also enters into production processes that deliver public services:
elementary and secondary school buildings, park and recreation areas, state
hospitals, administrative complexes, jails and police facilities, fire stations, the
defense establishment, and so on, and these are critical for society as well. There-
fore, the public capital stock matters for the production of both private and public
goods and services. Infrastructure failure can be catastrophic, as when the Missis-
sippi River bridge in Minneapolis–St. Paul collapsed in 2007 or when the levees
broke in New Orleans in 2005. But the costs of deficient or deteriorated public
infrastructure are great even without catastrophe, as with traffic delays and extra
fuel use when slowed by congestion or by potholes on highways, delays and
crowding on elderly public transit systems, time spent waiting to take off from
congested airports, loss of drinking water through leaking pipes, pollution with
poorly treated sewage, and so on. Public capital stock acquired through the capi-
tal budgeting process is an important contributor to the quality of life enjoyed
by the public.
3
In the United States, spending for public infrastructure—roads,
bridges, school buildings, water supply, airports, and the like—is primarily a state
and local government responsibility: in 2014, 93.9 percent of gross government
investment in structures was by states and localities.
4
Over half of federal invest-
ment is for national defense assets, and much of that is for equipment and intel-
lectual property products. Slightly over 60 percent of state capital expenditure is
for transportation.
Capital expenditures can be combined with operating expenditures in a unified
budget and budget process, or the government may employ a dual budget process
with one budget for operating expenditures and a second one for capital expendi-
tures. Regardless of approach, capital spending is different from spending for current
operations. Three obvious differences are (1) that capital asset decisions can have
future impact and thus merit extraordinary care (long life), (2) that capital assets
usually have high price tags and their purchase may destabilize the finances of a
2
Congressional Budget Office, How Federal Spending for Infrastructure and Other Public Investments Affects the
Economy (Washington, D.C.: Congressional Budget Office, July 1991), x.
3
Human capital and research and development spending also contribute to long-term economic growth,
so this attribute is not unique to capital spending. See General Accounting Office, Choosing Public Invest-
ments, GAO/AIMD-93-25 (Washington, D.C.: General Accounting Office, July 1993). But teachers and
researchers expect to be paid year after year, as noted previously, so spending to pay them is considerably
different from spending to build a bridge.
4
Bureau of Economic Analysis, National Income and Product Accounts of the United States. http://www.bea
.gov. The state and local share of all government investments, including equipment and software with
structures, is lower, only 55.7 percent of the total, primarily because of federal national defense purchases.
Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-300
Chapter 7: Capital Budgeting, Time Value of Money, and Cost-Benefit Analysis 313
government (high price), and (3) that capital asset purchases tend to occur at irregu-
lar intervals and may need special attention in regard to scheduling (nonrecurring).
Therefore, capital spending, whether done through a separate process or not, merits
special attention.
Why Have a Separate Capital Budget Process?
A budget process helps decision makers select between individual programs for
funding while keeping expenditures within a total resource constraint. Identify-
ing capital projects for special attention, possibly even creating a separate budget
for them, complicates an already complex process. For special treatment of capital
acquisition to be defensible, it must make a substantial contribution to improved
fiscal choice.
These are the arguments for a separate capital budget. First, separate consid-
eration can improve both the efficiency and the equity of providing and financing
nonrecurrent projects with long-term service flows. These projects serve the citi-
zenry, for good or bad, for many years beyond the year of purchase. Considering
them in a process that might allow financing by borrowing, not the annual balance
expected of current operating expenditures, provides important opportunities to
improve equity between generations and among local citizenry pools. In other
words, the spending program in a capital budget can be covered either by revenue
raised currently (current taxes, charges, grants, etc.; a pay-as-you-go system) or
by borrowing on the promise to repay from future revenues (a pay-as-you-use
system). Incurring debt for such projects is consistent with the “golden rule” of
government finance and fiscal sustainability because the borrowing is to cover
the acquisition of long-life capital assets. Future generations face the debt, but
they also have the infrastructure financed by that debt and they will pay for the
infrastructure as they use it. The spending in the capital budget must be covered
(the money is raised from current revenue or debt sources), but the budget need
not necessarily be balanced (total expenditure equals current revenue). The gen-
eral standard is that operating budgets typically must be balanced; capital bud-
gets, financed. The inequity of the pay-as-you-go approach is apparent: If a local
government project with a thirty-year service life is constructed and paid for this
year, no construction cost will be incurred during the remaining life of the project.
Anyone entering the area tax-paying pool after the construction year (by moving
into the area or by growing up) may receive project service without appropriate
contribution. This inequity does not occur if the project is equitably paid for over
its useful life.
The use of capital budgets can improve decision efficiency. In a combined
budget, big-ticket investment looks expensive relative to consumption (operat-
ing expenditures), even though the true cost of that investment (its deprecia-
tion or its “wearing out”) occurs over many years. Separate consideration can
avoid that bias and improve the chances for more balanced responses to service
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demand.
5
High ticket prices for capital assets look less daunting if they aren’t put
in the same budget pot as expenditures for current services.
Second, special treatment of capital expenditure can stabilize tax rates when
individual capital projects are large relative to the tax base of the host government.
If a city with a tax base of $1.5 billion decided to construct a $150 million water
reservoir, it would undoubtedly be dissuaded if it were required to collect sufficient
revenue for construction in one year. The cost would be 10 percent of the total city
tax base, hardly leaving enough tax capacity for police and fire protection, street
operation, and so on. However, the reservoir may have a service life of fifty years or
more. It is reasonable, then, to divide the construction cost over the service life, thus
reducing the burden on the tax base each year and preventing the dramatic fluctua-
tion in tax rates that would result from financing the project in the construction year.
The case for a regular capital budget process is strong whenever projects are large
enough to significantly influence tax rates. However, the entire capital budget need
not be debt-financed to maintain stable tax rates; recurring capital outlays should
be financed from current revenue; that is, if the government is buying police cars
every year, it is logical to treat the purchase as a recurring expenditure and avoid
debt finance.
Third, special reviews of capital budgeting are appropriate because capital proj-
ects are permanent—mistakes will be around for many years. Kenneth Howard
describes the problem:
If a new state office building is built today, it will stay there for a long time. Everybody
may know by next year that it is in the wrong place, but not much can be done about
moving it then. Perhaps it is disrupting the development of a downtown business district;
perhaps it is affecting traffic flows and parking facilities in a most undesirable way; or
perhaps its location makes it psychologically, if not geographically, far removed from
certain segments of the population. Whatever these effects may be, they are real, and
they will endure awhile. They should be anticipated to the fullest extent possible before
the project is undertaken.
6
The special reviews for capital expenditure will not prevent all mistakes, but
they can reduce costly errors. Those reviews and associated planning processes can
produce the orderly provision of public capital facilities to accommodate economic
development. Thus, the capital budget process serves to reduce errors of both com-
mission and omission in public infrastructure construction.
Finally, special reviews of capital expenditure provide valuable tools for manag-
ing limited fiscal resources, particularly in light of the special care required to plan
5
Lennox Moak and Albert Hillhouse suggest that governments having financial trouble may find
that identifiable capital projects are more easily postponable than are expenditures for operating
agencies. A separate capital budget can improve the chances for preserving capital projects when
the operating budget is under great pressure. See Moak and Hillhouse, Concepts and Practices in Local
Government Finance (Chicago: Municipal Finance Officers Association, 1975), 98. Cities regularly use
capital spending reductions as a means of dealing with difficult fiscal conditions. See Michael A.
Pagano, “Balancing Cities’ Books in 1992: An Assessment of City Fiscal Conditions,” Public Budgeting
& Finance 13 (Spring 1993): 28.
6
S. Kenneth Howard, Changing State Budgeting (Lexington, Ky.: Council of State Governments, 1973), 241.
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activities that necessitate long-term drains on those resources. Items in this budget
tend to be “lumpy.” The process provides a mechanism to smooth out peaks and val-
leys, regularize construction activity in an effort to avoid local bottlenecks that can
delay projects and inflate their costs, avoid excessive drains on the tax base when
projects must be paid for, and balance spending with the resources available within
political, economic, and legal tax and debt limits.
American governments are mixed in regard to their utilization of dual bud-
gets. The states are almost evenly divided between those legislatures receiving
executive capital budget requests in a separate budget document and those receiv-
ing requests with the operating budget. There is no separate capital budget or
capital budgeting process at the federal level. Capital and operating expenditures
are mixed together throughout the budget process, and appropriations for big
capital projects are made annually to provide Congress with greater control over
spending.
The reasons supporting a separate capital budget are stronger for local and state
governments than for the federal level. First, critics of a federal capital budget fear
that a separate capital budget would create a bias toward deficit spending or, more
accurately, add to the existing bias that is apparent in the historical record. The dan-
ger is that all items potentially definable as investment (and politicians love to refer
to every dollar spent for anything as “investment”) would be inserted into a debt-
financed capital budget, even if the spending were recurring. It has been politically
much easier for the federal government to borrow than to tax, so this extra incentive
is dangerous.
Second, the federal government is so large that no single infrastructure project
is likely to influence tax rates. Although a careful physical inventory and planning
for estimated demand conditions are helpful, scheduling of projects to control tax
rates is of little practical consequence. Large projects may, however, create “spikes”
in budget authority to individual agencies—but that does not make a case for the
smoothing that a capital budget process might create for the federal government as
a whole.
Third, the federal government does not need the careful project planning inher-
ent in capital budgeting to preserve its debt rating. The federal government has,
after all, the ultimate power of printing money to cover deficits, and capital project
financing is not a factor in the federal credit rating. Its debt rating is endangered
primarily by arguments among politicians, not basic financial capacity, and not by
finances directly.
Finally, skeptics say that another budget would simply provide federal bureau-
crats and lawmakers with another way to conceal fiscal conditions. Adding operating
capital to the existing on-budget/off-budget, federal fund/trust fund complications
doesn’t contribute to fiscal transparency and would likely muddle citizen under-
standing even more, even as it satisfies fiscal purists. Thus, the gains from capital
budgeting at lower government levels, particularly local, may not be translated to a
similar federal case.
Even without a distinct capital budget process, the federal budget has included
outlays and budget authority for federal investment—outlays that yield long-term
benefits—in a special section on federal investment expenditure for more than
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