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EXECUTIVE SUMMARY
The subject of capital budgeting—or indeed
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a Comment of Commissioners Corzine, Kramer, Leone, Levy,
O’Cleireacain, Rattner, and Rubin: We wish to register our strong
opposition to any amendment to the Constitution that would man-
date balanced federal budgets. The macroeconomic straightjacket
implied by such a change in the Constitution would cost the nation
dearly in lost growth, unnecessary unemployment, and slow recov-
ery from recessions. Indeed, were such an amendment to pass, it
would be essential that many spending items be exempted rou-
tinely, while others be exempted under clearly defined cir-
cumstances. Rather than simplify the budget process, it would then
become more confused and opaque. In addition, democratic govern-
ance would suffer since the ability of Congress and the president
to respond to public priorities would be unduly constrained.

Specifically, in a recession tax receipts fall and spending for such
items as unemployment insurance rises. This imbalance offsets re-
cessionary forces, thus speeding recovery. It is one of the reasons
economic downturns have been less severe since World War II than
before. Indeed, the insistence on trying to balance the budget in
the early 1930s is generally considered to have deepened the Great
Depression. The counter-cyclical advantages of the current system
are not trivial. Giving them up may lead to real costs, particularly
among working men and women: income lost when government
cannot fight a recession is lost forever.

b Comment of Commissioners Lynn, Penner, and Stein: We doD
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f Comment of Commissioner Levy: I urge the Congress to ad-
dress the lease-purchase problem as part of a special or com-
prehensive amendment to the current budget process. I discuss this
issue in greater detail in a subsequent footnote (l).

To improve the process by which an-
nual budget decisions are made, the
commission recommends:

Recommendation 3: Capital Acquisition
Funds.
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g Comment of Commissioners Lynn, Penner, and Stein: We do
not believe that this four-way classification of expenditures would
be helpful in making good budgetary decisions.

find ways of taking a longer-run view in its
annual budget deliberations. g

Recommendation 9: Financial Statement
Reporting.—Reporting on financial activities
and asset positions of the federal government
should be enhanced in a number of ways to
better inform the Congress and the public
about the ways in which the federal govern-
ment’s assets are being used and maintained:

• Federal agencies should be required to
issue to policy makers and the public more
detailed information (both in print form
and on their websites) about the composi-
tion and condition of the federally owned
or managed capital assets under their con-
trol. OMB should consolidate these re-
ports, which should continue to be based
on independently developed accounting
standards, and report on them in sum-
mary fashion in the annual budget.

• There should be enough information in the
consolidated reports to provide Congress
and the public with accurate benchmarks
for making appropriate comparisons both
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h Comment of Commissioner Levy: A distinction must be made
between practical and theoretical definitions. Defining investment
based on its benefits (such as ‘‘increasing social welfare’’ or ‘‘in-
creasing long-term growth’’) is useful in theoretical discussions, but



10 REPORT OF THE PRESIDENT’S COMMISSION TO STUDY CAPITAL BUDGETING

them as investments in the future well-
being of the firm.

A second distinction relates to who owns
capital: specifically, whether it is owned pri-
vately ohTtcing ly (and ifTtcing ly, by federal,
state, ohTlocal governments). Individuals and
firms reap most of the benefits from the
spending on capital they undertake; however,
theTtcing  benefits when government is mak-
ing theTexpenditures. FohTexample, government
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Table 1. FEDERAL INVESTMENT OUTLAYS,
FISCAL YEAR 1997

(billions of dollars)

Outlays Percent
of total

Physical capital:
Direct federal defense ..................................................................... $52.4 23%
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15TRENDS IN CAPITAL SPENDING
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Here, again, practices surely vary. But certain
facts and conventions are widely understood.

First, most firms cannot spend without
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First, most state governments maintain
a capital budget separate from the operating
budget. However, states differ substantially
in how they define capital, the degree to
which capital is separate in the governor’s
proposed budget and in the legislature’s budg-
et, and the means by which they finance
capital expenditures. 18

Second, whether or not states budget capital
spending separately from other expenditures,
most states have long-range capital plans,
ranging from three to ten years, with five
years being the most frequent planning hori-
zon. The spending figures in these plans
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provide funds until full-year appropriations
are enacted.

Although the Congress considers the Presi-
dent’s budget proposals, it usually does not
actually pass a law setting forth a budget
(although, as discussed below, the ‘‘budget
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violenlAime reduction category expiresAL
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DO CURRENT BUDGET CONVENTIONS
DISTORT DECISIONS ABOUT FEDERAL

CAPITAL SPENDING?
A central question the commission has
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Table 3. FEDERAL NONDEFENSE INVESTMENT AND
DISCRETIONARY OUTLAYS AS A PERCENTAGE OF GDP

Nondefense Investment
Non-

defense
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when the life-cycle cost of the purchase
would be lower than the cost of stringing
together a series of short-term leases. Both
of these ‘‘tricks’’ demonstrate that seemingly
arcane scoring rules can have a real impactn budoge’ dcisimon.thgethercurrent budogeringprocedurles havy

n toy

ofexiseringcapiteagassets,linr aules- tha-y

n toy
28NG?

n somearge vanewgprojects [CBO].t
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quantifiable terms (such as the airplane acci-
dent rate for the Federal Aviation Administra-
tion) for that budget year.
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and budget resolution activities. Further-more, GAO and CBO do not have enoughanalytical resources to review the work ofthe agencies, and thus to assist Congressin assessing the merits of capital spending·Because budget decision-making is inher-ently a political process, it is likely thata bias exists favoring projects with highlocal visibility and a concentrated impacton employment (such as roads, buildings,and waterways) and against those that areless visible and have a more diffuse impacton employment (such as computers for theInternal Revenue Service or the Social Se-curity Administration). Although thisproblem can never be fully overcome, itcan and should be mitigated by a commit-ment by both the executive and legislativebranches (1) ng id bo(anaassld f morap-ct)Tj
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The main advantage of CAFs is that they
should improve the process of planning and
budgeting within agencies. If units or divisions
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k Comment of Commissioner Penner: I believe that a rule requir-
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m Comment of Commissioners Lynn, Penner, and Stein: We do
not believe that this four-way classification of expenditures would
be helpful in making good budgetary decisions.

Recommendation 7: Incentives for Asset
Management

In addition to improving the information
available to decision-makers and changing
the scoring rules, it is important that agencies
have financial incentives to manage their
assets efficiently. In the private sector, firms
clearly have such incentives; the better they
manage, the more money they are likely
to make.

Federal agencies operate under much tighter
constraints in managing their assets than
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are essential to objective, consistent, and
trusted reporting: (1) the use of definitions
based on independently determined accounting
standards (determined by FASAB), which are
designed to be insulated from the political
process; and (2) the independent auditing
of the financial data, which helps assure
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and localities to report information about
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PROS AND CONS OF A ‘‘CAP’’
ON CAPITAL SPENDING



40REPORT OF THE PRESIDENT’S COMMISSION TO STUDY CAPITAL BUDGETINGnComment of Commissioner Levy: Although there are reasonsto limit the size of federal debt and deficits, I cannot agree thatdeficits ‘‘divert national saving away’’ from other uses. I and othereconomists argue that investment generally determines saving, notthe other way around. Certainly ‘‘saving equals investment’’ is afact, an accounting identity. However, the notion that governmentactions to increase or decrease public saving will similarly increaseor decrease investment is a theoretical proposition that is neitheruniversally accepted nor empirically proven. Notably, it ignores theoffsetting impact of changes in fiscal policy on business saving(profits).priations committees would divide up thecapital total among each of the thirteenappropriations subcommittees, as they do nowwith the so-called section ‘‘302(b)’’ discre-tionary spending allocations.38Critics of the idea would argue that thereis no way to guarantee that spending withinany capital allocation is truly for capitalrather than just labeled as such. Supporterswould respond that as long as Congressagreed upon a definition of capital, an inde-pendent scorekeeper like CBO would ensurefaithful implementation of the cap.ImplicationsWe turn next to the implications of settinga cap on capital expenditures (under somedefinition) that both proponents and opponentsof the idea have claimed.Impact on Budgetary ChoicesAdvocates of such a cap argue that itwould have at least two salutary effects:it would focus greater attention on the total
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Deciding how much of a surplus (in the
unified budget) to achieve is difficult. Federal
surpluses add to the national saving, the
source from which private investment can
be financed, and thus contribute to economic
growth. Logically, the proper size of the
surplus should depend on the rate of private
saving, on expected technological advance,
and on expected change in the size and
composi
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Table 5. BORROWING TO FINANCE
NET INVESTMENT, FISCAL YEAR 1999

(billions of dollars)

Nai
/F
investment ........................................... $130E

Less: DepreciNai
 .............................................. –72*E
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objective: to remove the alleged bias under
the current system against capital spending
that arises because large capital expenditpmng

l spendi.NG
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OTHER VERSIONS OF A CAPITAL BUDGET
So far, we have considered alternative

45
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ENDNOTES

1. This should not be surprising. One thoughtful economist writing in 1965 noted that ‘‘the
number of different definitions of ‘‘capital’’ employed in the writings of economists defy enumera-
tion’’ [Dewey, p. 4].
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10. There are differences in ownership of certain key sectors of the economy where invest-
ment in physical assets is especially important. For example, transportation and utility services
that are publicly provided in other countries are not provided by governments here (utility serv-
ices being a prime example, with the exception of some federal hydroelectric projects and munici-
pally owned power companies). In addition, in countries where the government provides hospital
care services (such as the United Kingdom), investments in hospitals show up as government
capital spending, whereas in the United States most health care is delivered privately (with the
exception of military and veterans’ hospitals and some municipally owned hospitals). Similarly,
in the United States, much higher education is provided privately, whereas in many countries
higher education is more likely to be provided publicly. While these differences in ownership pat-
terns between countries do not affect comparisons of total national investment, they do distort
comparisons of capital spending by governments.

11. The use of the word ‘‘capital’’ in the financial accounting context can be confusing, since
the term is often interpreted as the shareholder’s contribution to the company, and not a cat-
egory of assets, which is the way the term is often defined by economists and government policy
makers.

12. Under GAAP, capital assets are recorded, with some exceptions, at their original costs
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23. It should be noted that although the budget does not distinguish between capital and
operating expenditures, the Analytical Perspectives volume of the budget contains information
that makes that distinction at an aggregate level and for major programs.

24. The Reagan administration defined investment primarily to cover defense expenditures.
The Bush administration broadened the term to include federal expenditures on R&D, infra-
structure, child immunization, drugs, the environment and energy, and programs aimed at pre-
serving America’s heritage (such as those for the arts, humanities, and museums). The Clinton
administration has used a similar definition, but has concentrated on transportation, environ-
ment, rural development, energy, community development and defense conversion, housing, edu-
cation, justice, health care, and investments in information technology to improve the delivery of
government services.

25. For an elaboration of this point, see Eichengreen, p. 84. Indeed, there is empirical evi-
dence indicating that state governments have been effectively rationed out 
0.102 ykdgewichof
ely ratut 
0.1ired ot s intindebt risureelahav9 (oponceut 
t statee comiced op ou[Bayoumi,of)Tj
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0.054 TwGoldsteinre, anWoglom]es.
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32. Nor do the aggregate investment and capital stock data currently reported in the Ana-
lytical Perspectives and in the National Income and Product Accounts 
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Federal Register

Presidential Documents

Vol. 63, No. 240 Tuesday, December 15, 1998

Executive Order 13108 of December 11,
1998

Further Amendment to Executive Order 13037, Commission To Study
Capital Budgeting

By the authority vested in me as President
by the Constitution and the laws of the
United States of America, and in order to
extend the reporting deadline for, and the
expiration date of, the Commission to Study
Capital Budgeting, it is hereby ordered that
Executive Order 13037, as amended, is further

amended by deleting in section 3 of that
order ‘‘within 1 year from its first meeting’’
and inserting in lieu thereof ‘‘by February
1, 1999’’ and by deleting in section 5 of
that order ‘‘30 days after submitting its
report’’ and inserting in lieu thereof ‘‘on
September 30, 1999’’.

WILLIAM J. CLINTON

THE WHITE HOUSE

December 11, 1998
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Supplementary Materials—Continued
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Supplementary Materials—Continued

5. OMB Memorandum 97–02, ‘‘Funding Information Systems Investments,’’ Octo-
ber 25, 1996. This memorandum is also known as ‘‘Raines Rules,’’ because OMB
Director Franklin D. Raines issued the memorandum.

6. OMB. Capital Programming Guide (Supplement to Part 3 of OMB Circular A–
11), July 1997.

7. OMB. Budget of the United States Government, Fiscal Year 1999 (February
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