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CAPITAL BUDGETING

THURSDAY, MARCH 2, 1995

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT,
INFORMATION, AND TECHNOLOGY,
COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT,
Washington, DC.

The subcommittee met, pursuant to notice, at 2 p.m., in room
2154, Rayburn House Office Building, Hon. étephen Horn (chair-
man of the subcommittee) presiding.

Present: Representatives Horn, Flanagan, Davis, Bass, Clinger,
Maloney, Mascara, and Wise.

Staff present: J. Russell George, staff director; Mark Brasher and
Anna D. Gowans Young, professional staff members; and Andrew
G. Richardson, clerk.

Mr. HOrN. The Subcommittee on Government Management, In-
formation, and Technology will convene.

We have with us today the chairman of the full committee, Mr.
Clinger of Pennsylvania, and I would like him to make the first
opening statement.

Mr. CLINGER. Thank you very much, Mr, Chairman, and I very
much appreciate you ho]);ling today’s hearing. I look forward to this
hearing as a first in a series of discussions on an issue which I
have long championed: the creation of a unified Federal capital op-
erating budget.

The concept of capital budgeting is very simple. It is nothin
more than a planning device, relieﬁ upon by business leaders an
many State and local officials, to help prioritize spending for the
future. A properly implemented capital budget would enhance the
usefulness of the budget as an overall reporting, control, account-
ing, priority setting, and fiscal policy tool. It affirms what we all
know, that capital is a vital but limited resource, and that capital
budgeting promotes the development of long-term strategies to en-
sure that future infrastructure needs will be met.

In my view, the benefits of a capital budget include; first, its as-
sistance in encouraging greater focus on our Nation’s deteriorating
physical assets to permit more rational investment decisionmaking;
second, the promotion of intergenerational equity by burdening fu-
ture generations with debt solely for assets that provide future tan-
gible benefits; and third, encourage the unbiased treatment of cap-
ital activities by revising budget inequities which currently require
front-end loading of capital costs.

In addition, a unified capital budget can help us to better assess
what we mean by a balanced budget and to determine whether cur-

1
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rent Federal bookkeeping practices accurately reflect both short
and long-term budget goals.

I am always frustrated by the lack of information inherent in our
current budget process. Cuts are displayed agency by agency, pro-

am by program, or function by function. Yet there is generally no

ifferentiation in the substance of the cuts. We fail to show wheth-
er cuts are one-time reductions in an agency’s operating expenses
or whether they reflect significant reductions in investment spend-
ing which must be recouped later to prevent unsustainable infra-
structure loss. Similar information is lacking about our spending
priorities. We fail to assess to what extent we are investing in as-
sets, consumables, operating expenses, and human development
programs. The current budget process makes no distinction and lit-
tle sense.

A unified capital budget would simply help us to better plan for
the future. It 1s not a gimmick, and contrary to some assertions,
it would not permit excess spending to be hidden from public view.
It would simply identify and promote well-reasoned planning for
two very fundamental and distinct economic activities: spending on
assets and spending on operations.

So as a strong advocate of responsible capital budgeting, I en-
courage all our Members to listen carefully to today’s testimony
and join me together with our colleague, Bob Wise, in supporting
H.R. 767 to provide for a unified capital budget.

I want to welcome our colleague, Mr. Mineta, who has long been
interested in this and Mr. Thornton, who has also been a champion
for this concept. It is one we all worked on both in this committee
and the former Public Works Committee, now the Infrastructure
and Transportation Committee. I think we all recognize it could
{)e%lly make a tremendous contribution to our ability to control our

udget.

I know that we have trouble convincing Directors of the awesome
Office of Management and Budget to see the wisdom of this course,
but I am hopeful that this time we will have better luck.

Mr. Chairman, again, I thank you for holding these hearings. I
think it is a start of what I hope will be a successful journey that
has been underway now, at least in my regard, for 16 years.

Mr. HorN. Thank you very much, Mr. Chairman.

Now I would like to ask the ranking minority member, Rep-
resentative Maloney, for an opening statement.

Mrs. MALONEY. Thank you, Chairman Horn.

I want to thank Chairman Clinger for his leadership and hard
work on this. Capital budgeting is an area that has a great deal
of bipartisan support. In fact, my opening statement is very similar
to his. So I am going to ask permission to have it submitted for the
record, along with other Members, Chairwoman Collins and others
that are members of this committee, part of the permanent record.

And we have a distinguished set of witnesses. I am looking for-
ward to hearing what they have to say. I know what I am going
to say, so I want to hear what they have to say. I might mention
we have a witness from the city of New York which has used cap-
ital budgeting very successfully in the strategic planning and in-
vestment and infrastructure of the city.

Thank you, Mr. Chairman.
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[The prepared statements of Hon. Carolyn B. Maloney, Hon. Mi-
i:haeil P. Flanagan, Hon. Cardiss Collins, and Hon. Bud Shuster fol-
ow:

PREPARED STATEMENT OF HON. CAROLYN B. MALONEY, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF NEW YORK

Mr. Chairman, thank you for holding this hearing on capital budg](:ting. It is al-
ways useful to examine tie operation of the budget process and to look for construc-
tive improvements. I am especially pleased that we have several witnesses present
from local government, including New York City, which have employed capital budg-
eting.

Local governments cannot print money and incur debt the same way the Federal
government can and therefore operate under serious fiscal constraints. They have
to rely increasingly on their own resources and less on help from the Federal gov-
ernment. We can all learn from the tough choices that they have to make.

I am open to the idea of establishing a more explicit capital budget at the Federal
level, assuming we can properly define what constitutes capital expenditures. Cap-
ital budgeting can work if it is structured to help congress and the President make
choices which increase long-term national productivity and our stock of capital as-
sets. It can help us set priorities and choose between competing capital assets chas-
ing scarce funds. But it won’t work if it is treated as a gimmick used to shelter too
much of the budget from the hard fiscal choices we have to make.

A capital budget can work as a long-range planning tool, and as a means to make
difficult choices within the national budget. We have allowed our national infra-
structure to decay, and we have not planned for future needs to the de nec-
essary. We have too often chosen the quick fix, in preference to some of the major
decisions we should make about our highways, rail systems, bridges and aviation
system. :

I want to commend Chairman Clinger, Congressman Wise and others for intro-
ducing legislation which attempts to apply capital budgeting at the Federal level.
I understand that we may deal with that legislation more specifically at a future
hearing, once members gain a better understanding of the concepts and the con-
troversies involved.

Based on what I have seen, I am not sure that I agree with all of the suggestions
that have been made as to what might constitute capital expenditures. We can prob-
ably agree that they include things like roads, bridges and mass transport. How-
ever, 1 would be very skeptical about including items such as defense and weapons
systems. A useful capital gudget would enhance our ability to understand the budg-
et and make hard choices. It i3 not one which includes most of the old budget under
a new name.

Thank you again Mr. Chairman.

PREPARED STATEMENT OF HON. MICHAEL P. FLANAGAN, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF ILLINOIS

Thank you Chairman Horn. I am looking forward to working toward a better un-
derstanding of how the capital budgeting process works in Fairfax County as well
as New York City and how the federal government might benefit from a similar
process. We all have a stake in public facilities that operate well and at the same
time are cost effective to deliver. I understand the difficulty in combining these two
qualities and congratulate Fairfax County and New York City on their success.

I am particularly interested in how adopting a capital budgeting process helps
balance a budget, be it a city budget, county budget or a federal budget and how
effectively capital budgeting can be defined when applied to the federal government.
My concerns regarding capital budgeting include placing constraints on debt levels
of the federal government before we implement capital budgeting and what is the
appropriate entity to decide on these constraints. I am also conscious of capital
budgeting being used as a tool to mask deficit numbers for political purposes.

at said, 1 certainly agree with the notion of projecting cost in anticipation of
budgeting concerns and strongly believe in a balanced federal budget. Therefore, 1
am Jooking forward to learning more about the capital budgeting process and how
it will work to make the federal government run more efficiently.

I thank Chairman Horn for holding this hearing as well as the witnesses for tak-
ing the time to better inform us on this complex issue.
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STATEMENT OF HON. CARDISS COLLINS, A REPRESENTATIVE IN CONGRESS FROM THE
STATE OF ILLINOIS

Mr. Chairman, I welcome this opportunity to discuss once again the issue of cap-
ital budgeting. Over the past decade, we have tried many approaches to our meth-
ods of budgeting, but we have had limited success.

For example, we have had Gramm-Rudman. We have had “pay as you go”. Just
recently, the House passed a version of a line-item veto, which% gelieve ralses seri-
ous Constitutional problems.

Most importantly, a few weeks aio, the House passed the most extreme proposal,
the balanced budget amendment. 1, therefore, must wonder whether the issue of
capital budgeting may be coming too late.

uring the consideration of that amendment, Congressman Wise offered a pro-
osal to use capital budgeting as the basis for a balanced budget. The proposal
?ailed, and we may soon be locied into a constitutionally mandate balancetf budget
that fails to distinguish between investments in our future and payments for cur-
rent operating costs.

I cannot help but ask what the ultimate point of the subcommittee’s work here
today is expected to be. Unfortunately, decisions have already been made concerning
the budget. We appear to be closing the barn door after the horses have left.

Hearings on capital budgeting are exactly the sort of hearings that should have
been held prior to the rushed consideration of the balanced budget amendment. Yet
I am sure that the Judiciary Committee gave it little thought before it brought the
balanced budget amendment to the Floor.

Recently, the Human Resources and Intergovernmental Relations Subcommittee
has been conducting hearings on restructuring HUD and HHS. However, before
they could draw any conclusions, the Appropriations Committee made massive cuts
at these two agencies, foreclosing any tﬁoughtful approach to downsizing activities.

Similarly, it seems a bit unreal to be discussing capital budgeting, and its primary
purpose of encouraging long term investment rather than operating costs, at the
same time the Appropriations Committee is doing just the opposite.

Let us think for a moment about some of these cuts: the Summer Youth Employ-
ment and Training program, assistance to educationally disadvantaged children,
and the Safe and Erug Free Schools Act. These are all important investment pro-
grams. They are investments in our children, the human capital of this country.

Similarly, there have been enormous cuts in our infrastructure, particularly at
HUD, where its budget has been brutally slashed, and its ability to provide the min-
imum necessities ofﬁousin for those in need has been made impossible.

I commend Chairman Clinger in particular for his interest in the use of capital
budgeting to direct our spending toward investment. I note that he was the only
Republican to support the Wise substitute to the balanced budget amendment, to
establish a separate capital budget.

However, 1 cannot help but believe that these thoughtful approaches to budgeting
are being rendered irrelevant by the mad 100 day dash to pass a balanced budget
amendment, a line-item veto, and draconian appropriation rescissions to finance a
cagvi}l’:al gains tax cut.

e new Republican agenda seems to based on a novel approach to legislation:
Act first. Think later.

“

STATEMENT OF HON. BUD SHUSTER, A REPRESENTATIVE IN CONGRESS FROM THE
STATE OF PENNSYLVANIA

The current Federal budget process has failed this nation in its treatment of in-
vestments. Specifically, the process does not recognize both the economic value of
infrastructure investments and their unique funding mechanisms.

In its failure to achieve a balanced bugget, the Federal Government is often com-
pared to a household, business, or state government, each of whom must balance
a budget. A closer look at how households, businesses, or states balance their budg-
ets, however, proves the absurdity of the current budget process.

Households commonly take out large loans for a home mortgage or education
loan—in other words, capital expenditures. A business must balance its books, but
it also has the option of borrowing for assets that will provide a positive economic
return over time. Similarly, while states must balance their budgets, some 37 states
utilize a capital budget.

I am not suggesting that a capital budget be vsed 1o justify deficit spending, but
I do believe it is obvious that capital budgeting would be a highly useful tool to im-
prove budgeting decisions. While I support efforts to cut spending, the current proc-
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ess makes no distinction between cuts in wasteful programs and investments in our
economic future.

Over the long run, a focus on reallocating spending toward infrastructure invest-
ments will help lower the budget deficit. In terms of Federal spending programs,
the government can best gromot.e economic growth by making investments that im-
prove the productivity of the private sector and create jobs.

Numerous economic studies have documented the link between carefully targeted
increases in infrastructure spending and increases in private sector productivity.
For example, testimony before the Transportation andp Infrastructure Committee
found that: if, since 1970, the U.S. had maintained the 1950s and 1960s share of
GNP for core infrastructure (roads, bridges, airports, water and sewer systems, etc.),
productivity growth would have been 50 percent higher.

Transportation and other infrastructure investments add value. Reduced travel
time and improved safety benefit the entire economy since it allows every business
and individual to operate more efficiently. This is the proper role of government—
making infrastructure improvements that would not otgerwise be made by the pri-
vate sector but are critical to our economy. These investments that add long-term
value should not be treated the same for budget purposes as operating expenditures.

Congestion takes a terrible toll on the nation’s economy. In major urban areas it
is estimated to cost $40 billion yearly. An eflicient transportation system is central
to lean production and just-in-time manufacturing. By 1995, more than half of the
nation’s manufacturers will use just-in-time delivery. In a similar vein, businesses
cannot grow and create jobs if there is an inadequate water and sewer infrastruc-
ture to support expansion.

With the globalization of the world's economy, our economic prosperity will de-
pend on our ability to export goods and services on a competitive basis. To achieve
export-based growth, adequate infrastructure must be in place.

r economic competitors recognize this fact, and are increasing their infrastruc-
ture investments. In 1992, Japan’s investment in infrastructure as a percent of its
GDP was roughly three times that of the United States. Of all the G-7 countries,
the United States was last both in public infrastructure investment and productivity
growth from 1978 to 1990.

A review of actual Federal spending trends for infrastructure demonstrates the
failure of the current process. Public investment in infrastructure fell from nearly
2.0 rement. of the GDP in 1959 to a little over one percent today. As a share of the
total federal budget, infrastructure investment dropped from 4.0 percent in 1959 to
2.1 percent today.

ile America spends nearly $1 trillion dollars annually on transportation and
transportation services, representing 17 percent of the gross domestic product, there
are billions of dollars of unmet infrastructure needs.

Nearly one-fourth of our highways are in poor or mediocre condition, with another
36 percent rated only fair. More than 70 percent of peak-hour travel on urban inter-
states occurs under congested or severely congested conditions, compared to 55 per-
cent in 1983. The cost to eliminate the existing backlog of highway deficiencies is
approximately $212 billion.

ne out of three bridges is rated structurally deficient or functionally obsolete and

needs major improvements ran{in&fmm deck replacements to complete reconstruc-

t}.’i_ci;;. The cost to eliminate all backlogged bridge deficiencies is approximately $78
illion.

For public transit, almost one-fourth of the Nation’s rail transit facilities are in
poor condition, and one-fifth of transit buses must be replaced as soon as possible.
Additional investment of as much as $11 billion every year is needed to improve
the Nation’s transportation systems so they can provide adequate service through-
out urban, suburban, and rural areas.

By the year 2003, at least 32 large U.S. airports will suffer dela’\i'shof more than
20,000 hours a year, up from 23 currently delay-plagued airports. The delays that
exist today throughout our aviation system cost our economy as much as $6 billion
ﬁvery )({iear. It will cost $30 billion in capacity improvements to meet the projected

emand.

The Nation’s inland waterways contain a series of outdated and antiquated locks
and dams that hinder the movement of coal, grain, and other bulk products. In
1990, 10 locks on the inland waterway system averaged more than three hours of
delays per barge tow, while many other locks had lesser dela{s. With the use of the
inland waterway system expected to increase each year, delays are likely to con-
tinue to rise.

Immediate construction needs for the inland waterway system could reach as
much as $4.3 billion, but we are currently investing at a pace that will see us falling
further behind these needs. Additional investment of hundreds of millions of dollars
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will be needed each year for modernization and replacement of the Nation'’s locks
and dams to meet the demands of the inland waterway system.

Our environmental infrastructure is also facing severe deterioration because of
substantial underfunding. More than 20 years after the passage of the Federal
Water Pollution Control Act of 1972, our wastewater treatment infrastructure re-
mains inadequate to the task of cleaning up the Nation’s waters.

The Nation’s total sewage treatment needs are estimated to be a minimum of
$137 billion, and a shortfall of $62 billion in unmet needs is projected by the end
of the decade. The needs are especially urgent for metropolitan areas trying to rem-
edy the problem of combined sewer overflows and smalrcommum'ties lacking inde-
pendent financing ability.

To pay for certain infrastructure improvements, the Transportation and Infra-
structure Committee, over time, has established a series of trust funds to collect
user fees and then spend those funds on capital improvements. Specifically, the
funds are the Highway Trust Fund, the Airport and Airways Trust Fund, the Inland
Waterways Trust Fund, and the Harbor Maintenance Trust Fund.

Each of these trust funds was established with a specific contract between the
government and the user. This contract specified that certain user fees would be lev-
ied on the users of highways, airports, inland waterways, and ports. In return, the
government pledged to use the receipts to build transportation infrastructure for the
taxpayer’s use.

an ortunately, the Federal government has violated this contract with transpor-
tation users. Each of the four trust funds carries a large cash balance. These ﬁ?al-
ances represent taxes paid by users that are being held by the Federal government
to mask the true size of the deficit.

For the Highway Trust Fund, the balance of unspent funds is nearly $20 billion.
The Aviation Trust Fund cash balance is over $12 billion; the Inland Waterways
balance is $220 million; and the Harbor Maintenance balance is $450 million. These
surpluses show that the current budget process does not recognize the unique na-
ture of these funds and the value of capital investments.

Despite the fiduciary responsibility the Federal government has undertaken in es-
tablishing these trust funds, large galances have built up because spending out of
the funds is artificially held down to mask the size of the operating deficit. In effect,
these deficit proof, pay-as-you-go programs are cut back to finance other programs,
funded out of general revenues, that are the true cause of the deficit.

To rectify this breach of promise with the American taxpayer, the leadership of
the Transportation and Infrastructure Committee has introduced H.R. 842, the
Truth in Budgeting Act. H.R. 842 would remove the four transportation trust funds
frorg the unified budget and free up available balances to meet our infrastructure
needs,

In considering capital budget proposals, I urge this Committee to consider the
unique nature of the transportation trust funds. While the focus of H.R. 842 is to
take the trust funds off-budget, various capital budgeting proposals are compatible
with the goal of H.R. 842-which is to spend the earmarked taxes collected to pay
for infrastructure improvements.

As this Committee is well aware, last session of Congress the Transportation and
Infrastructure Committee held two days of hearings on capital budgeting and re-
ported a capital budget proposal, based on the bill introduced by Chairman Clinger,
to the floor as part of H.R. 3400, the Penny-Kasich budget bill. The Committee’s
provision was eventually stripped out of the omnibus bill in the Rules Committee.

In conclusion, as I noted previously, the Transportation and Infrastructure Com-
mittee currently has placed a priority on taking the transportation trust funds off-
budget. The goals of tgis off-budget legislation are similar to those expressed by cap-
ital budget proponents and I recommend that the Government Reform and Over-
sight Committee look favorably upon H.R. 842. I support the concept of capital
budgeting and I look forward to working with the Government Reform and Over-
sight Committee to achieve a capital budget, without adversely aflecting the deficit.

Mr. HorN. Thank you very much.

Over four-and-a-half decades ago in 1949, as most of us know,
the first Hoover Commission on reorganizing the executive branch
of the Federal Government recommended the adoption of capital
budgeting.

Applying the capital budgeting techniques widely practiced by
State and local governments, universities, and the private sector
would enable the Federal Government to better target its scarce



7

dollars allocated to infrastructure. Incorporating this planning in-
formation in the annual budgeting process is essential.

The President’s budget documents show capital investments as
an afterthought for informational purposes in the appendix. We
need to move the capital decision process into the beginning of the

rocess, into the planning stage. That is what every good effective
ocal government, university, and private firm does to benefit its
citizens and shareholders. So should the Federal Government.

Capital budgets can have their pitfalls. Some have attempted to
widen the definition of capital to include a large number of social
programs that are not always associated with a particular asset.
Although it is worthy of consideration, this gimmickry sometimes
has damaged the bond ratings of several large municipalities and
discrediteg the notion of capital budgeting. However, incorporating
capital budgeting into the planning process is crucial and we
should avoid this type of abuse in doing so.

I look forward to hearing the testimony of our witnesses. We are
delighted to have two distinguished Members of Congress open this
hearing this afternoon. First, I would like to ask Mr. Norman Mi-
neta, the distinguished ranking member and former chairman of
the Committee on Transportation and Infrastructure, former mayor
of San Jose, CA, and a very distinguished public servant to begin
the testimony.

STATEMENT OF THE HON. NORMAN Y. MINETA, A REPRESENT-
ATIVE IN CONGRESS FROM THE STATE OF CALIFORNIA

Mr. MINETA. Thank you very much, Mr. Chairman. I really ap-
preciate this opportunity to appear before you and the members of
the subcommittee.

At the outset, let me commend you, Mr. Chairman, for calling
this hearing. Let me also commend you for your continued support
as a fellow colleague on the Committee on Transportation and In-
frastructure regarding the importance of physical investments to
our Nation’s long-term economic vitality.

I would also like to pay special recognition to the very distin-
ﬂu'shed ranking Democratic member of the subcommittee, Mrs.

loney of New York, who as a member of the New York City
Council for 10 years has had good firsthand experience with capital
budgeting at the local level.

Last, I am pleased that we are joined by the two real leaders in
the House on the issue of capital budgeting. First, Chairman
Clinger and our colleague Congressman Wise who presently is not
here, but in any event, both of these Members have championed
the cause of capital budgeting over a long period of time. They have
introduced bills, they have held hearings, they have sponsored
symposiums. They have lobbied the White House and (ﬁ)ne just
about everything you can think of in promoting this issue. And so
in my book, Mr. Chairman, they are to be commended for their
leadership.

Mr. Chairman, Federal programs come in many shapes and
sizes. Dollars are spent for highways, Federal salaries, health bene-
fits and foreign aid, just to name a few. These are different pro-

ams, with different purposes, with different needs, and with dif-

erent impacts on the economy.
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Yet under the Federal Government’s unified budget, there is no
distinction that is made between $1 spent for investing in our Na-
tion’s physical infrastructure and $1 spent to cover day-to-day oper-
ating expenses. That is, money spent for salaries, foreign aid,
transfer payments. These are all accounted for in the same way as
money spent on highways, transit, water treatment facilities, and
other physical infrastructure.

But indeed, they are not the same. As I said, they have very dif-
ferent impacts on our economy. Capital investments enhance our
productivity, efficiency, and standard of living. Consumption and
operations meet day-to-day needs but leave no discernible long-
term legacy.

Many argue that our current method of accounting biases pend-
ing decisions against physical infrastructure by requiring infra-
structure to be paid for all at once rather than during its useful
life. Thus, infrastructure investments are not judged on their long-
term economic return but rather on a distorted view of their up
front impact.

Now, the concept of a Federal capital budget is not new. The
Federal budget itself was expanded in the 1950’s to include infor-
mation on investment spending. Reform in the 1980’s required
even more investment information in the unified budget, as evi-
denced by inclusion of special analysis D, at Chairman Clinger’s
urging, as part of the Federal budget. And the most recent strong
endorsement of capital budgeting came from Vice President Gore’s
National Performance Review. Earlier, the National Council on
Public Works Improvement also recommended capital budgeting, as
did the Competitiveness Policy Council.

Now, many other industrialized countries have gone further than
we have in employing a capital budgeting system. Most of our mu-
nicipalities and States, in fact, 49 according to the National Con-
ference of State Legislatures, distinguish in some way between
spending for capital investments and spending for operating ex-
penses, either through a capital budget or investment account that
charges depreciation to the operating budget or by issuing bonds
and making payments on an annual basis. Such a system reflects
the fact that while undifferentiated borrowing is harmful, borrow-
ing for selected investments such as infrastructure that contribute
to long-term economic growth can have economic justification.

Businesses also know the difference between borrowing to
consume and borrowing to invest. Borrowing is a smart move when
the money is used to finance productive investments that help a
business modernize its equipment, expand, or become more profit-
able. But borrowing money to pay salaries or executive bonuses or
to send employees to expensive conferences rather than to modern-
ize would be foolish.

And I believe it is time the Federal Government organize its
budgetary affairs on the same sensible basis as State governments
and private businesses.

By borrowing for current expenses, the government is asking fu-
ture generations of taxpayers to pay for the cost of running the
government today. But Eorrowing to invest is different. If the gov-
ernment passes part of the cost of building a road to future tax-
payers, it also gives them something in return: a new highway that
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will encourage economic development, facilitate commerce, and in-
crease economic growth for years to come.

Remember, infrastructure is not just potholes; it is productivity.
It is not just concrete; it is competitiveness.

Instituting a capital budget would force policymakers to decide
whether or not each investment is worth borrowing money to fi-
nance. In addition, the public would benefit from knowing tﬂat the
government’s current costs are being paid for and that any borrow-
ing is for investments in the future rather than for paying for the
present and saddling future generations with the bad debt.

Everyone agrees that the United States must make investments
that are critical to future economic growth. Rather than going from
crisis to erisis, the Federal Government should have an institu-
tionalized system of long-term investment planning. Adopting a
Federal capital budget, Mr. Chairman, would provide such a mech-
anism and this subcommittee indeed could help make it happen.

Thank you very much.

Mr. HorN. Thank you very much, Representative Mineta. Let me
ask you, are you able to stay with us so we can have Mr. Thornton
speak and then question both of you? Five minutes is essentially
what it is going to be.

I am delighted to introduce now Representative Ray Thornton of
Arkansas, the only gentleman that has been president of both the
University of Arkansas and Arkansas State University. That’s a
distinction. It is difficult enough to head one institution but not two
ﬁnd we are delighted to welcome this very constructive Member

ere.

STATEMENT OF THE HON. RAY THORNTON, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF ARKANSAS

Mr. THORNTON. Thank you very much, Mr. Chairman.

I have shared with you that the reason I left the presidency of
the university to return to Congress was because I got tired of all
the politics. And I am sure that as President of Cal State, you
know that there is a great deal of politics involved in academia.

Mr. HorN. I have told that story about 100 times since Ray told
Ee and I refuse to pay him royalties on it. It is the best line I

now.

Mr. THORNTON. But we do have something in common at our uni-
versities that needs to be reflected in this very important discus-
sion and I want to commend you, Mr. Chairman, Mrs. Maloney, for
your leadership in bringing tﬁis matter forward to hearing but es-
pecially Chairman Clinger and Bob Wise for their leadership in the
effort toward capital budgeting.

The United States of America is possibly the only institution in
the world that does not recognize the difference between an invest-
ment for the future and current operating expenses. And this leads
to a distortion and inability to make wise choices, because when
you are weighing against each other a current operating expense
against a huge expenditure for an interstate highway system or for
an airport or for the education of a contingent of people like the
GI bill, anything that a family would borrow money for, a family
understands this.
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And I want to commend my colleague, Mr. Mineta, for his splen-
did presentation. He mentioned that all States—virtually all, 49. I
don’t know about the other one. I know it is not Arkansas because
we have a form of capital budgeting in Arkansas that allows us to
borrow money for the construction of hospitals and for higher edu-
cation and public schools and for highways and other improve-
ments both in human and physical infrastructure, human and
physical capital. And we distinguish between that and the operat-
ing expenses of salaries.

There is a difference, Mr. Chairman, between the money for a
new engineering laboratory that cost several million dollars and
the payment of salaries to staff to clean the laboratory. One is op-
erations. The other is an investment. It would be terrible if you had
to take out of this year’s operating funds your investment for tech-
nology that would ge useful for many years in the future. And this
distortion has really wrecked havoc upon making wise choices as
we go into the very difficult task of setting priorities for our Na-
tion.

May I ask that my formal remarks be made a part of the record?

Mr. HORN. Absolutely.

Mr. THORNTON. I am just free wheeling here.

Mr. HorN. I turned the light on when I noticed you were taking
off there, Ray. We are delighted to put the full statement in, so go
ahead. Don't interrupt yourself. You are on a roll there.

Mr. THORNTON. Well, I think it is just critically important to rec-
ognize that we are in a competitive world. That this country is not
an island existing by itself, that we are in competition with
formidle economic adversaries and we need to make wise choices
to make sure that we maintain our strength for the future and in
recent years our investments in future productivity have been de-
clining as a share of our Nation’s budget. And that I think is lead-
ing to difficulty in maintaining our capability to act competitively
with other nations.

The thing that we need to try to do is to understand clearly the
choices we are making. My granddad told me the story that I have
shared with my friend Bob Wise that a family that is head over
heels in debt can’t borrow their way out of debt. But neither can
they starve their way out of debt. His remark was you had to work
your way out of debt.

The way you work your way out of debt is by making wise
choices: investing in plants if you were a corporation. If you are a
family, you don’t borrow money for an ice cream cone or for grocer-
ies or f}(;r day-to-day expenses, but you don’t hesitate to borrow
money for a new home, to take a mortgage out on that home as
long as you can pay the amortization of it. You don’t hesitate to
borrow money to educate your children.

The experience of this country following World War II was that
for every $1 we spent on the GI bill, the United States of America
realized in increased taxes on the income that those educated serv-
icemen and women earned a return minimum of $7 per $1 in-
vested.

There are some figures that indicate it may have been as high
as $12. The most conservative is $7 return for every $1 spent on
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the human capital of a well-educated citizenry. And that is the se-
cret to our competitiveness.

The only additional thing that my bill H.R. 1109 brings to the
table is the recognition that an investment in infrastructure should
include an investment in human infrastructure as well. That
makes some difficult allocations, but it is possible to measure what
kind of return you get from an investment.

And my addition to this discussion is that we should consider
human capital as well as physical capital as we go into this. It ma
be that we need to have a commission outline the exact, precise dif-
ferences because some people are very concerned about the dif-
ficulty of measuring an investment in the human mind, but no
matter how difficult it is, Mr. Chairman, I think it is an essential
part of this debate.

[The prepared statement of Mr. Thornton follows:]

PREPARED STATEMENT OF HON. RAY THORNTON, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF ARKANSAS

As Congress begins to set budget priorities for the coming year and consider a
variety of deficit reduction measures, we are faced with an increasingly urgent need
for fiscal responsibility and restraint. Congress has taken steps towarg dealing with
spiraling deficits through spending caps, discretionary cuts, and tax increases, but
cutting and taxing are not going to be enough.

My grandfather used to say that if a family gets deeply into debt, they cannot
borrow their way out of debt, nor can they starve their way out of debt; they must
work their way out of debt—increase their productivity. On the national level, when
unemployment is down and investment is up, the deficit situation improves. For too
long, we have ignored investment in growth and productivity as a key component
of deficit reduction.

My home state of Arkansas has, for most of this century, managed on a balanced
budget. Its Arkansas Revenue Stabilization Act, by statute, requires that operating
expenses be reduced to equal the actual revenues available during any given year.
For many years, I have urged that the federal government adopt our approach.

Of course, Arkansas has recognized that investments in the future sflould not be
confused with spending for current operations. Providing gasoline for a police cruis-
er is a current operational expense, but building a jail to restrain hardened crimi-
nals is an investment that provides value for many years. My state does not prohibit
borrowing money for construction of prisons or highways or for building hospitals
or public schools. Arkansas was one of the first states to invest in economic develop-
ment and jobs by issuing bonds to build industrial facilities and provide equipment.

It is time that we learn from the American people. They know the difference be-
tween current expenditures and an investment in the future. Most families who pru-
dently balance their budgets would not borrow money for eries, telephone bills,
entertainment, or other on-going, consumptive expenses, but they would certainly
consider assuming a mortgage to buy a home or borrowing to buy a truck or to edu-
cate their children. That reasonable standard is appropriate for our nation. Why
should we run the country differently than we run our households and businesses?

In my state, as in much of our region, surviving economically has meant having
to work harder with fewer resources—a situation not unlike the fiscal climate Con-
gress is facing today. In Arkansas, while balancing our operating budget each year,
we do not hesitate to make investments in the factors that contribute to long-term
economic wth—education and worker training, a sound infrastructure, and re-
search and development capabilities that spawn commercial activity.

The objective of enhancing long-term economic growth for our nation is not well-
served by a budget process ?ocused on short-term results. The existing presentation
of the federal budget obscures the distinctions between current consumptive spend-
ing and long-term capital investments or expenditures of a developmental character.

at is why I have introduced H.R. 1109, the Capital Budgeting Act, which ad-
dresses the need for improved budgetary information to clarify our choices of ex-
penditure. My colleague, Bob Wise from West Virginia has proposed a similar meas-
ure.

The Capital Budgeting Act would require that the budget submitted to Congress
by the President be a unified budget comprising an operating budget and an invest-
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ment budget for each of the three major components of the budget—general funds,
trust fund.gs, and enterprise funds

The investment budget set forth in my proposal would represent only the major
activities and programs which support the acquisition, construction, and rehabilita-
tion of investment assets and whic su;ﬁrt education and job training and invest-
ments in research and development. other activities, project, and programs
would be presented in the operating budget.

As Congress looks for ways to allocate federal funds more responsibly, a capital
budget would ensure a continued focus on the government’s total financial oper-
ations, while providing better and more relevant information upon which to base
both overall fiscal policy as well as program priorities within the federal budget.

HR. 1109

A BILL

To improve budgetary information by requiring that the unified budget presented
by tﬁe President contain information which facilitates consideration of choices be-
tween spending which is consumption oriented, spending which is of a develop-
ment character, and spending which is in the nature of a capital investment, and
for other purposes.

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled,

SECTION 1. SHORT TITLE.
This Act may be cited as the “Capital Budgeting Act of 1995”.
SEC. 2. STATEMENT OF FINDINGS AND PURPOSE.

(a) STATEMENT OF FINDING.—The Congress finds that—

(1) the objective of enhancing long-term economic growth is not well served
by a budget process focused on short-term results,

(2) long-term economic growth depends not only upon a stable social, political,
and economic environment and a higher level of national savings, but also upon
a sound public infrastructure, an e%ucated citizenry and workforce, an invest-
ment in research and the discovery of knowledge, and the harnessing of inven-
tive genius into the workplace and market place,

(3) the existing presentation of the Federal Budget obscures the distinctions
between long-term capital investments, expenditures of a developmental char-
acter, and current operational spending, and

(4) the public interest will be served by a Federal Budget presentation which
presents information showing long-term effects of expenditures.

(b) PURPOSE.—It is the purpose of this Act to require that the unified budget
present—

(1) an operating budget, and

(2) an investment budget divided into—

(A) federally-owned capital, and

(B) developmental investments,
for each of the major components of the budget (general, trust, and enterprise
funds) in order to ensure a continued focus on the Government’s total financial oper-
ations, while providing better and more relevant information upon which to base
both overall fiscal policy as well as program priorities within the Federal Budget.

SEC. 3. CAPITAL AND OPERATING BUDGETS.

(a) IN GENERAL.—Title 31, United States Code, is amended by inserting after sec-
tion 1105 the following new section:

“SEC. 1105A. CAPITAL AND OPERATING BUDGETS.

“(aX1) The bud%;at of the United States submitted by the President under section
1105 of this title shall be a unified budget composed of—
“(A) an operating budget, and
“(B) an investment budget divided into federally-owned capital and devel-
opmental investments.

“(2) Operating and investment budgets shall be presented separately for unified
funds, general funds, trust funds, and enterprise funds.

“(bX1) Actual, estimated, and proposed amounts shall be presented for unified
funds, general funds, trust funds, and enterprise funds, and, at a minimum, shall
contain:

“(A) For the operating budget:
“(i) Operating revenues.
“(ii) Operating expenses.
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“(iii) Operating surplus/deficit before interfund transfers.

“(iv) Interfund transfers.

“(v) Operating surplus/deficit.

“(vi) F}:aederal expenditures financing the operating expenses of State and
local governments,

“(B) For the investment budget:

“@i) For federally-owned capital: the office buildings, equipment, and other
assets that are owned by the Government for use in its operations together
with a showing how such assets will improve the efficiency and ellective-
ness with which government agencies carry out their missions.

“(ii) For developmental investments (including grants and loans to non-
Federal entities for improving physical infrastructure, research and devel-
opment, and investment in human capital through education and training):
the amounts to be invested together with a projection of how such invest-
Eents will improve the prospects for higher rates of economic growth on the

ture.

“(2) For both categories of investment budgets, the following information will be
presented:

“(A) Investment funds together with investment revenues.
“(B) Financing requirements before interfund transfers.
“(C) Interfund transfers.

“(D) Projected effects upon economic growth.

“(8) The investment budget shall represent only the major activities, projects, and
programs which support the acquisition, construction, alteration, and rehabilitation
of such investment assets and the major programs and activities which support non-
military research and develogment, education, and job training. All other activities,
projects, and programs shall be represented in the operating budget.”.

(gx) CLERICAL AMENDMENT.—The table of sections for chapter 11 of title 31, United
States Code, is amended by inserting after the item relating to section 1105 the fol-
lowing new item:

“1105A. Capital and operating budgets.”

Mr. HORN. Thank you very much, Representative Thornton.

I would like to asi Chairman Clinger if he would like to begin
the questioning.

Mr. CLINGER. Thank you very much, Mr. Chairman.

I thank both of our witnesses for their very fine testimony and
for their understanding of what we are trying to accomplish with
this legislation. As I mentioned in my opening statement, we have
always had difficulty convincing Directors of the Office of Manage-
ment and Budget of the wisdom of this approach. I should point out
at the outset we are not talking about a separate and distinct cap-
ital budget, we are talking about a capital budget within the uni-
fied budget so we are not losing what we see as a raid upon the
unified budget concept.

The thing I wonder if you could respond to is that the argument
that is made, whether it is Mr. Schules or David Stockman or Dick
Darman or Alice Rivlen, is that you are going to fence off a whole
segment of spending here and you are going to build a constituency
and it is just going to be a device to use to hype more increased
spending on these sorts of things. You are going to insulate this
whole thing and it is going to be very difficult to make the kind
of cuts that are necessary.

Do you think that is a valid criticism of the concept of capital
budgeting?

Mr. MINETA. Well, from my perspective, Mr. Chairman, it is not.
Of course, I think part of it because I also bring a prejudiced view
about it. When I think about a capital budget, I think of physical
capital, fixed assets.

Now, we on our committee deal with physical assets that are
funded by trust funds, so how can it be any different than, let’s
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say, trust funds that will be doing physical investment as compared
to utilizing those trust funds as part of that capital budget? And
I don’t see the distinction. If they are willing to say, yes, there are
user fees that go into a trust fund for the construction of these
kinds of physical assets, then it seems to me they ought to be able
to recognize that that is in effect a form of capital budgeting. And
it doesn’t take much more then to expend that in terms of what
we ought to be including across the budget throughout the func-
tions of the budget. We should be able to determine those things
that ought to go into the capital budget.

I think what happens is that people are afraid that there is some
form of ownership there, but again these are funds that are distinc-
tive because you try to make the distinction being the difference
between operating money and something that gives you a long-
term return.

Mr. CLINGER. I think any Director of the Office of Management
and Budget is reluctant to see any ability to move money around.
They don’t like to have any limitation on their ability to do that
and I think that is why they view the capital budget as a threat
to their flexibility.

Mr. THORNTON. Mr. Chairman, I think you also hit upon an im-
portant point in this discussion when you pointed out that this is
not an amendment to moving some funds out of the unified budget
but rather obtaining additional information to make choices and
calling for a presentation of what kind of income production, what
kind of return you have upon investments, that it seems to me is
to get the kind of information that decisionmakers then will use to
make the decision; and I just don’t see any real good argument
against gaining the additional information as to the return on cap-
ital investments.

Mr. CLINGER. Ray, you obviously raised the critical issue in a de-
bate about capital budgeting. How do you define what is capital?
And obviously that is going to be a part of our discussion.

Mr. THORNTON. It will be very difficult.

Mr. CLINGER. I think the bill that I have introduced with Mr.
Wise is at the moment very limited in that regard. I think we have
felt that the opponents of the capital budget can come at you if
they see you are going to try to expand the definition of capital and
that has always been an argument against the capital budget in
that everybody then will try and get in under the tent to be consid-
ered part of capital.

Mr. THORNTON. Certainly, Mr. Clinger, I would support the ap-
proach you outlined. I think that is far better than what we now
have, but I think it is a mistake not to consider the importance of
a new engineering laboratory funded by the National Science Foun-
dation as an investment in the future which has a proven return.
It is difficult to draw the line and that may be a political liability
of the position that I have.

Mr. CLINGER. That has been the one concern I think that we felt
we really had to be very precise in the definition because it made
it too big a target for people if we didn’t have that. I want to thank
both of you for your very helpful testimony and that will clearly be
part of the debate how ?; we define it.

Thank you.
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Mr. HorN. Thank you, Mr. Chairman.

Representative Maloney.

Mrs. MALONEY. Well, I would like to thank both of the distin-
guished panelists for their testimony.

In New York City, we had a very strong capital budget that was
planning strategically for the future, what we were going to invest
in, where we were going to grow as a city, but it was distinctly dif-
ferent from human investment. That was our operating pro-
grammatic budget and I wanted to ask you, Mr. Thornton, you
would include investing in people as part of the capital budget, is
that what you said?

Mr. THORNTON. No. My proposal is to address only two elements
of human capital. And that is basically the information that allows
a human being to be programmed into a higher level of perform-
ance and competition and education in being able to do better than
the uneducated people in other countries. I do not include expendi-
tures for general support of human beings, of improvements in cul-
ture or other activities. It strictly develops the idea that we ought
to, as a Nation, consider as capital the same thing that a family
does. A family will borrow money to send kids to college or to medi-
cal school because they believe with some merit that a doctor upon
graduation from medical school will have a very productive life and
will contribute a great deal to society.

Mrs. MALONEY. I would like to ask Mr. Mineta if he agrees?

Mr. MINETA. Mrs. Maloney, I take a more restricted view on this.
And I think in terms of to try to get some kind of a start on this
thing, I think we ought to try to keep this as restrictive as possible
in terms of what is meant by capital investment. What Congress-
man Thornton is talking about are really good issues. It may be
that we ought to be doing that in the future in terms of that longer
term investment, again, in education. But I think in terms of
where we want to start in order to make our case, I think we
should try to keep it relatively strict in interpretation.

Now, your experience in New York City and the people who will
testify after me are much more expert in this. But I can recall
when I was mayor of San Jose, we heard about something called
the Beam shuffle. And what happened was that Mayor Beam was
using capital—in fact, it was bond money to not only build a strue-
ture, but he was also paying the workmen, I mean, the engineers
and everybody else.

Well, you can’t do that in a capital budgeting situation because
at the end of your 30-year bonds, you are still paying for the labor
that you used to design the building 30 years ago. To me, that
would be stretching it and I think t%at is the kind of thing that
fot New York City into a problem at that time. So I don’t want to—

want to see this thing get off the ground. I want to see some suc-
cessful efforts at it amgi I think at the beginning we ought to just
be very strict as to what we mean by capital investment and I
think that that is fixed assets and also one that has rather, you
might say, tangible returns that you can measure in the lifetime
let’s say of that investment.

Mrs. MALONEY. Well, you raised a very good point. That type of
budgeting did lead to the fiscal crisis in the seventies and after-
wards we created a very strict budgeting system that day-to-day
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operations in human investments were separated completely and
totally from the capital long range investment in the infrastructure
of the city. I would like to ask, in Chairman Clinger’s bill, whether

ou agree with some of the areas that he mentions for capital. He
Kas many things that are the same as New York City, roads,
bridges, et cetera. But he also has space and communications facili-
ties. Would you agree that that is capital, Chairman Mineta?

Mr. MINETA. Well, again, I think there are productivity gains
that you—that are measurable from those kinds of investments.

Mrs. MALONEY. Would you say yes to that?

Mr. MINETA. Yes, I would.

Mrs. MALONEY. Mr. Thornton says yes. Defense facilities and
major weapons?

Mr. MINETA. Well, again—I don’t know about weapons. I am not
sure that I would have, let’s say, an M-1 tank or a Bradley fighting
vehicle in that sense.

Mrs. MALONEY. What about petroleum reserves and mineral
stockpiles? Would that be an infrastructure capital budget item in
your opinion?

Mr. MINETA. I would think of that more as an asset rather
than—I am not sure in what sense in terms of—in order to build
a petroleum reserve and the money that goes into building that pe-
troleum, should that be considered—I guess yes. I guess in that in-
stance, I would say yes.

Mr. THORNTON. Yes.

Mrs. MALONEY. I think the biggest difficulty really is how you de-
fine the capital budget and what is a fixed asset and both of you
are such distinguished leaders in this body and have so much expe-
rience, I would just like to ask if you would try to define it in writ-
ing for us later for the record of what should be the capital budget.
I am working off the chairman’s bill, if you agree with it or not,
in the definitions of a condition budget and I yield back the balance
of my time.

Mr. CLINGER. Would the gentlelady yield for one question, if I
might?

Mr. Horn. Certainly.

Mr. CLINGER. In the bill, we define capital assets meaning phys-
ical assets and financial assets, but would not include consumable
inventories. In other words, that’'s why we put in the strategic oil
reserves, because that is a financial asset and within our definition
of capital assets.

I thank the gentlelady.

Mr. HORN. ’ﬁmnk you very much, Mr. Chairman. Those were ex-
cellent questions from Mrs. Maloney.

Let me ask if Mr. Mascara has any questions?

Mr. MASCARA. More of a statement, Mr. Chairman.

I am surprised as we are ready to enter the next century that
the Federal Government does not use basic and fundamental ac-
counting principles as it relates to this government. In fact, as a
former county commissioner, I was one of the individuals who
worked with the National Association of Counties in forming
GASB. As an accountant, I worked with FASB, which is the Finan-
cial Accounting Standards Board, and now we do have a Govern-
ment Accounting Standards Board. I say they could give us direc-
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tion if we want to get into the nitty-gritty of what is an asset, long-
term fixed asset, and what you can convert in the accounting busi-
ness, what you can convert an asset to cash within 90 days is con-
sidered a short term asset. But I agree with both the gentlemen.
We need to get on with the business of accounting for assets in this

overnment, because I think if you were able to sit down—and 1

on’t know whether we can or not sit down and list every asset.
I would say that a Navy vessel that cost $140 million is an asset.
It has a life, a distinguishable life and we could amortize that and
charge that off, depreciate it just as we do in the private sector and
I want to commend the chairman and all of you. And Mr. Wise, be-
cause we talked to Mr. Wise about the balanced budget amendment
that I was supportive of and I think—you correct me if I am wrong,
Mr. Wise—we talked about it, including capital assets as a part of
what this government is worth. I think if you look at what we are
worth, we are worth a lot more than we owe. If you are borrowing
money in the private sector, they look at what you have and what
your value is and what your net worth is; and this government is
worth a lot of money that we don’t have that information on.

Thank you, Mr. Chairman.

Mr. MINETA. Mr. Mascara, I think you will find this Wise bill is
a real Clinger.

Mr. WISE. Mr. Chairman, it is also something you can toot your
horn about.

Mr. HorN. And there are no Thorntons in it either, I suppose.

I now yield to the gentleman from West Virginia. Mr. Wise, a
long time expert on capital budgets.

Mr. WISE. Actually, I tell you when I realized I wasn’t as much
as an expert as I thought was when I started to explain it to the
new Member, Mr. Mascara, who immediately started asking me
some probing questions and I realized I was dealing with a real ac-
countant.

Mr. Chairman, I would just ask unanimous consent to insert my
statement into the record.

Mr. HorN. Without objection. _

{The prepared statement of Hon. Robert E. Wise, Jr., follows:]

STATEMENT OF HON. ROBERT E. WISE, JR., A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF WEST VIRGINIA

Mr. Chairman, Members of the Committee, I would like to thank you for holding
this hearing today. As you know, I have long been a supporter of capital budgeting.
Earlier this Congress I sponsored an amendment to balance the federal Eudget
using a capital budget and for several years Chairman Clinger and I have worked
on legislation to establish a capital budget which highlights investment over con-
sumption spending.

As a veteran of six years of service on the House Budget Committee, 1 have come
to believe that many of the budget problems facing this Congress, particularly the
shift in recent years from public investment toward consumption spending, have as
gmuch to do with the budget process as with decisions made—or not made—by the

ongress.

Perhaps the greatest, and to me the most mystifyin% problem with the current
system is the fact that the federal government’s unified budget makes no distinction
between money spent on investments and money spent for consumption. Highways,
federal salaries, Kza]th benefits and foreign aid, which are all examples of federal

rograms that are paid for through taxes and borrowing, are all accounted for in
Easically the same way. But all borrowing is not created equal. Borrowing for phys-
ical infrastructure can be justified if it pays for itself in the long-run by increasing
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the nation’s wealth and capacity for future economic expansion. Borrowing to meet
the day-to-day expenses of government cannot.

Both Chairman Clinger and I have introduced legislation that would divide the
federal unified budget into an operating budget and a capital budget. Under our
bills the operating budget would include all programs that meet the immediate obli-
gations of running the government. The capital budget would include long-term,
tarégible investments in infrastructure. This legislation would direct the operating
budget to be balanced but would allow the federal government to borrow money for
certain investments in infrastructure that increase the national wealth and contrib-
ute to economic growth. Money borrowed for those infrastructure investments would
be paid back over the life of the road, bridge, sewer system or other infrastructure
investment.

The concept of a federal capital budget is not new. The budget was expanded in
the 19508 to include information on investment spending. Reform in the 1980s re-
quired even more investment information in the unified %udget. Many other indus-
trialized countries employ a capital budget, and businesses and most state and local
fovemments have investment budgets that separate long-term capital investments

rom year-to-year operating costs. Individuals and groups as diverse as former OMB
Director Richard Darman, the General Accounting Office and the Progressive Polic

Institute have endorsed distinguishing between investment and consumption spend-
ing in the budget. As a recent %‘AO report on the harmful effects of the deficit points
out, “a new [budget] decision-making framework is needed, one in which the choice
between consumption and investment spending is highlighted throughout the deci-
sion process, rather than being displayed for information purposes after the fact.”

Businesses know the difference between borrowing to consume and borrowing to
invest. Borrowing is a smart move when the money is used to finance productive
investments that help a business modernize its equipment, expand and become
more profitable. But %orrowing money to pay salaries or exccutive bonuses or to
send employees to expensive conferences rather than to modernize would be foolish.

I believe the federal government should make this same distinction in its budget.
By borrowing for current expenses the government is asking future generations of
taxpayers to pay for the cost of running the government today. But borrowins to
invest is different. 1f the government passes part of the cost of building a road to
future taxpayers, it also gives them something in return—a new highway that will
encourage economic development, facilitate commerce and increase economic growth
for years to come.

Instituting a capital budget would force policy makers to decide whether or not
each investment is worth borrowing money to finance. In addition, the public would
benefit from knowing that the government’s current costs are being paid for and
that any borrowing is for investments in the future rather than paying for the
present and saddling future generations with bad debt.

All of us agree that the U.S. must make investments that are critical to future
economic growth but that the budget deficit must also be reduced. Rather than
going from crisis to crisis, the federal government should have an institutionalized
system of long-term investment planning. Adopting a federal capital budget would
provide such a mechanism. .

Mr. Chairman, Members of the Committee, this is a time of fundamental change
in the way government serves the people. In order to be more responsive to tax-
payers’ needs and more responsible with taxpayers’ money, I believe the federal gov-
ernment should reform its budgeting to distinguish between consumption and in-
vestment. Adorting a capital budget would be%‘in to effect this critical change and
}hope you will seriously examine and ultimately endorse this important budget re-

orm.

Mr. WISE. To say to you and to Chairman Clinger who has heard
me say many times before what my real dream was that 1 day
there will be a march on the Capitol by people waving placards
saying “Cap Budgeting Now.” We are almost there, Mr. Chairman,
because Mr. Mineta can testify today as he did today in another
committee there is another hearing on in which four private sector
witnesses testified about the need for capital budgeting for the
General Services Administration. So that movement is building and
in fact I jokingly sugiest,ed, but maybe not so, that we ought to in-
corporate their remarks into this hearing, as well.

I do think we have a serious chance this time to move capital
budgeting and I just want to thank you and the gentlewoman from
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New York, Mrs. Maloney, for making this hearing possible and cer-
tainly ‘Chairman Clinger and Mr. Mineta who has been a tireless
advocate of it and Mr. Thornton.

Let me just say Ray that my hope would be in discussion—as you
know, we have discussed whether it is limited to physical capital.
I tend to agree with Mr. Mineta we want to get it instituted, but
that we ought to at the same time be able to set up a commission
or something that is evaluating what other gypes of capital which
you can legitimately show have a long-term life.

Mr. THORNTON. Could I respond by saying that would be a splen-
did approach? I think people are concerned about human capital.
And I think that some objective study needs to be made in order
to lend credibility to the fact that certain investments are to be
t:ieated as capital investments. A commission would be a splendid
idea.

Mr. Wise. Thank you. Thank you, Mr. Chairman.

Mr. HoRrN. Good suggestion. I now yield 5 minutes to the gen-
tleman from Virginia, Mr. Davis.

Mr. Davis. Thank you. I won’t take it all. I want to thank you
both for testifying, and I think I agree with just about everything
everybody said up here.

I would like to go back to the human capital issue, make a com-
ment, and then get a reaction because you know as you read the
futurists, if you read people like that, they are talking about we
really are going to a technology, knowledge-oriented society where
machinery and equipment probably mean less right now than
human capital, but where you can take a bridge and you can sell
that bridge, the government could as an asset, you can’t really do
the same with humans. That is hard to get your arms around it
at this point.

Mr. THORNTON. That is certainly a very correct, indeed a wise ob-
servation. And no reference to my——

Mr. WISE. Actually, if I might say, Mr. Chairman, please feel
free, refer to the Wise bill all you want.

Mr. THORNTON. But the effort to quantify is critical to an accu-
rate categorization of human capital and there are some measures
that can be made and you are absolutely right that as we move
into future years, the investments that we make in human capital
may be more determinative of our economic competitiveness than
what we do in roads and bridges.

Mr. Davis. Right. I thank you for your contribution.

I yield back.

r. HORN. Thank you. Representative Maloney, do you have
more questions you would like to ask?

Mrs. MALONEY. We are grappling with this terrible deficit right
now, all of us. The way New York City worked is we could borrow
on our capital budget only for roads and bridges and investment in
infrastructure. We couldn’t borrow on human investment or day-to-
day operations.

How would this affect the Federal Government, this particular
bill, where we are borrowing in all types of directions? The purpose
of the capital budget was ghe ﬂexigility to borrow on our invest-
ment in the future, but apparently in the Federal Government, you
can borrow all you want. I guess I am asking Chairman Clinger
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this, how would it affect our current—would this mean that you
couldn’t borrow on human or day-to-day operations, but you would
be able to borrow on day-to-day——

Mr. CLINGER. It wouldn't limit you. I think what has been said
here is that right now we have no idea how much we are borrowing
for day-to-day operations and how much we are borrowing for in-
frastructure because it is all mixed into one bag. What this would
do at {east, would differentiate between the two so you have more
control.

Mrs. MALONEY. More control for planning.

Mr. CLINGER. Because it is a unified budget, there would not be
the limitations such as you had in the city of New York.

Mrs. MALONEY. Thank you.

Mr. HorN. Chairman Clinger, do you have any further questions.

Mr. CLINGER. I do not. I would like to thank the panel.

Mr. HORN. Are there any questions from any Members who re-
main?

If not, we thank you both. You both have given excellent testi-
mony and we appreciate your enthusiasm for this device that has
been hidden for 16 years and hidden since 1949, so thank you for
helping us.

Mr. MINETA. We thank you for your leadership.

Mr. THORNTON. Thank you for your leadership.

Mr. HorN. The next panel would please come in order. Panel
two: Katherine Hanley, William Leidinger, and Thomas McMahon.
We will introduce you more appropriately as I get to each one of
you.

If you would remain standing, we have a habit here and practice
that all witnesses but Members of Congress take the oath as to
their testimony. If you would raise your right hand.

[Witnesses sworn.]

Mr. HorN. The clerk will note that all the witnesses did affirm
it. You may be seated and we will now start.

Mr. Davis. Mr. Chairman, if I could introduce the first couple of
panelists. I am just very, very pleased to have two people I think
really are worthy of national recognition. They happen to be from
Fairfax County.

First of all, the new chairman of our board of supervisors, who
we can congratulate on winning the election to that position, that
is Fairfax County, a county of 900,000 people, the largest in Vir-
ginia, Katherine Hanley. Mrs. Hanley was a member of the county
school board prior and for 8 years was a member of the county
board before her election to cﬁ’airman in a special election and I
consider her to be one of the experts on budgeting and capital
budgeting in particular. And William Leidinger, our county execu-
tive, our chief administrative officer, who has guided this county,
Fairfax County, over the last 2%z years, was prior to that a city
manager in Richmond, VA, and a member of the city council in
Richmond before coming to Fairfax.

And I think between all of them, Fairfax was voted the best fi-
nancially managed county in the United States by City and State
Magazine last year. It has a triple A bond rating and I just am
very proud to welcome you before this committee and hear your
testimony today.
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Thank you.

Mrs. MALONEY. I am honored to be able to introduce someone
from the great city of New York, Tom McMahon, who is director
of city council finance. He has had a long, distinguished career and
held many titles. I don’t know all those titles, but believe me, he
is important. And has brought a heavy, stern hand to the financial
runnings of the city of New York and has helped it become a more
effective body serving the people.

Thank you for coming, Tom. It is good to see you again.

Mr. HORrN. Thank you very much. We will begin with Ms. Han-
ley, the chairwoman of the Fairfax County Board of Supervisors.
Ms. Hanley.

STATEMENTS OF KATHERINE K. HANLEY, CHAIRWOMAN, FAIR-
FAX COUNTY, VA, BOARD OF SUPERVISORS; WILLIAM J.
LEIDINGER, COUNTY EXECUTIVE, FAIRFAX COUNTY; AND
THOMAS L. McMAHON, DIRECTOR, FINANCE DIVISION, NEW
YORK CITY COUNCIL

Ms. HANLEY. Mr. Horn, Mrs. Maloney. Thank you, Mr. Chairman
and members of the subcommittee. As Representative Davis has
said, I am Kate Hanley, chairman of the Fairfax County Board of
Supervisors. And I am pleased to be here today representing my
fellow board members and the residents of Fairfax County. I very
much appreciate the opportunity to share with you our capital
budgeting program and its relationship to Fairfax County’s fiscal
planning process.

I believe our capital budgeting process works well and provides
an effective approach to planning for and financing public facilities
and improvements. As you have heard Representative Davis say,
with me today is William J. Leidinger, county executive, and also
our assistant director of the Office of Management and Budget,
Susan Data, and Mr. Leidinger will present the county’s details.

Mr. LEIDINGER. Thank you, Mr. Chairman.

Mrs. Maloney and Mr. Davis, other members of the subcommit-
tee, let me begin by putting the county’s budget in perspective, par-
ticularly the part of the budget targeted for capital projects. In the
current fiscal year, our budget totalgs $3 billion. Of this amount, ap-
proximately $572 million or about 19 percent is associated with
capital projects.

In Fairfax County, financing for capital projects comes from a va-
riety of sources, including transfers from the general fund, cash
pay down if you would, general obligation bond proceeds from debt
we incur, Federal grant funds, State grant funds, and other sources
such as sewer and solid waste fees and developer contributions.

The county’s total paydown or pay-as-you-go financing program
in the current year is about $30 million. In addition, general obli-
gation bond proceeds are used to finance $348 million in capital
costs in the current year. We currently have $624 million in gen-
eral obligation bond authorization and the county sells approxi-
mately $150 million in bonds annually. We also have done a great
deal of bond refunding in recent years as a result of favorable in-
terest rates. Through the end of this current fiscal year, we will
have completed almost $800 million in general obligation and
sewer bond refunding resulting in a $31 million net present value
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savings in debt service for Fairfax County. Our current bonded in-
debtegness at the end of the current fiscal year will be approxi-
mately $1 billion.

Mr. Davis has already mentioned that Fairfax County has a
credit rating of triple A from both Moody’s and Standard and
Poor's. We are only 1 of 33 States and local governments in the
United States that total 30,000-and-some that have a triple A cred-
it rating and we are justifiably proud.

We in Fairfax County consider the capital budgeting process to
be a dynamic one, a process which is interactive with our overall
budget fiscal goals and financial planning. Our process evolves
around a long-term capital improvement program which identifies
public improvement projects over a 5-year period. The process of
prioritizing the projects for inclusion in our capital budget program
results in political support and community consensus for the
project and the appropriate financing mechanism. Projects such as
new and expanded facilities, schools, facility repair and renovation,
roads, transit improvement, public improvements including side-
walks, trails, storm drainage projects are all programmed within
the 5-year plan.

The first year, the capital program is the foundation for next
year’s capita{ budget with the 4 remaining years serving as a guide
in the financing and programmatic impact of undertaking the cap-
ital program.

Develgorpment of the annual capital budget process begins in the
fall of each year when our county agencies submit budget propos-
als, their justifications, their costs, and related operating expenses
and schedules. These submissions are reviewed by county staff and
evaluated for need, consistency with the county’s comprehensive
plan, and funding requirements. Recommendations for appropriate
funding and phasing of projects are reviewed and consolidated into
the advertised program which becomes a subject of the board of su-
pervisors’ work sessions and public hearings before both the board
of supervisors and the Planning Commission and ultimately the
board of supervisors adopts the capital program.

The county board of supervisors adopts that capital program in
full conjunction with the budget—the operating budget for the next
fiscal year.

We see several benefits from our capital budgeting process, all of
which ensure that decisions related to the financing of public im-
provements are balanced against current projected resources of our
overall operating budget.

First, the Fairfax County capital budgeting process is essential
in fulfilling the board-adopted 10 principﬁzs of sound financial man-
agement. In the mid-70’s, the board of supervisors wisely endorsed
a set of policies designed to maintain the triple A bond rating that
was then awarded to the county. These 10 principles, reaffirmed in
1985 and again in 1988, stress the close association between the
planning and budgeting processes and provide guidance in the
planning and financing of public expenditures.

The principles relate to the integration of capital planning, debt
planning, cash management and productivity as a means of ensur-
ing prudent, responsible allocation of the county’s resources. The
key to the principles is the guideline that debt service on county
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bonds will not exceed 10 percent of total general fund disburse-
ments in any fiscal year.

I have attached a copy of those 10 principles to the testimony we
are providing today for your information and reference.

Over the years, firm adherence has been achieved to these finan-
cial principles and financial decisionmaking has allowed the county
to maintain its triple A rating through two recessions, including
the most severe recession and has established the county as a
model of sound financial management.

Mr. Davis has already mentioned that Fairfax County was re-
cently named the best fiscally managed county in the Nation.

Second, we believe the Fairfax County capital budgeting process
focuses attention and promotes consensus on community goals and
needs. The very process of annually identifying, evaluating,
prioritizing, and programming public facility needs over a 5-year
period helps match the expectations of the community with the re-
alities of economic situation at hand.

A case in point, the recession in the early nineties from which
we are still recovering had a significant impact on Fairfax County
and its ability to fund capital project construction. Faced with the
declining revenue base and associated expenditure reductions, the
capital budget had to be downsized to fit the economic cloth.

Because the board established limits on debt service as a per-
centage of the total operating budget, a total of $220 million in
bond funded capital projects had to be deferred. The board and the
community worked to establish priorities, including public edu-
cation, an adult detention center, and completion of a major road-
way in Fairfax County, the Fairfax County Parkway. Those all re-
mained in the capital program as we moved forward. Other projects
simply had to be deferred.

In addition, the reduction in county resources required eliminat-
ing only the most critical emergency repair and maintenance
projects from the pay-down capital program. As the county revenue
base recovers in reaction to the current economy, our ability to in-
crease operating expenses to incur additional debt service, addi-
tional resources are becoming available for the restoration of col-
lected capital projects. These restorations are program based on
continued reprioritization of community goals and facility needs.

Third, the Fairfax capital budgeting process encourages more ef-
ficient government administration. The county capital improvement
program promotes coordination among governmental agencies and
provides a check on potential overlapping or conflicting projects.
Decisions related to site selection and the timing of construction ac-
tivity can be made in relation to improvements planned by other
county agencies, a variety of the county agencies.

For example, our planned roadway construction projects are
closely coordinated with State roadway construction to minimize
community disruption, to reduce county costs where possible, and
to maximize the impact of improvements in any given area by pro-
viding a more efficient roadway network all at the same time.

Fourth and last, the county capital budgeting process fosters a
sound and stable financial program. Through the 5-year capital
planning process, the need for bonds or other financing mecha-
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nisms could be projected and programmed so that emergency fi-
nancing measures are not required.

In addition, the operating costs of new and expanded public fa-
cilities can be included in forecasts of county disbursements re-
quirements and appropriate actions can be planned to provide re-
sources to staff the facility when complete. For example, we will be
constructing a 750-bed expansion to our adult detention center, the
additional annual operating costs which will be more than $14 mil-
lion a year.

Budget decisions of the board for the current budget year and the
impact of these decisions on future years’ budgets are made consid-
ering increased operating requirements. An analysis of the operat-
ing costs associated with all capital improvements to be included
in the capital program is reviewed and considered in the
prioritization process. No county facility, newly constructed or ren-
ovated, is to be built to be held empty. Our policy of forecasting
these operating budget impacts prevents surprise budget adjust-
ments as facilities are completed.

In closing, I believe that our capital budgeting process effectively
balances the need for public facilities anﬁ improvements against
the realities of the county’s financial position at any given point in
time. The continually evolving process of identifying Eublic im-
provement needs and prioritizing these against other budget re-

uirements ensures its financing 1s in place or planned to minimize
the impact of construction and facility operating costs on county
residents. Our process provides for buy in from both the political
leadership and the community for the need for the project and the
costs of these improvements.

We are very proud of our approach to capital budgeting. We are
very proud of the overall financial management program. And we
are very pleased that what we do and the way we do it has been
widely recognized by financial leaders and financial institutions.
We believe that there may be aspects of our capital budget program
and process that may be transferable to the Federal budget proc-
ess.

I will be pleased to answer any questions you have.

[The prepared statement of Mr. Leidinger follows:]

PREPARED STATEMENT OF WILLIAM J. LEIDINGER, COUNTY EXECUTIVE, FAIRFAX
CounTty, VA

Let me begin by putting the County’s budfet in perspective, particularly the part
of the budget targeted for capital projects. In FY 1995, the County’s budget totals
$3.0 billion. Of this amount, approximately $572 million or about 19% is associated
with capital projects. In Fairfax County, financing for capital projects comes from
a variety of sources, including transfers from the General Fund (paydown), general
obligation bond proceeds, Federal grant funds for transportation/transit related
projects, and other sources such as sewer and solid waste fee revenues and devel-
oper contributions.

The County’s total paydown or “pay as you go” financing program in FY 1995 is
approximately $30 million. In addition, General Obligation Ifon proceeds are used
to finance $348.0 million in capital costs in FY 1995. The County currently has
$624.1 million in general obligation bonding authorization and the County sells ap-
proximately $150 million in bonds annually. We also have done a great deal of bond
refunding In recent years as a result of l{vorable interest rates. Through the end
of FY 1995, the County will have completed $782 million in general obligation and
sewer bond refunding, resulting in a total of $31 million in net present value sav-
ings in debt service. The County total bonded indebtedness at the end of FY 1995
will be approximately $1.0 billion.
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Since 1975, Fairfax County has had the distinction of having a “Triple A" rating
from both Standard and Poor’s Corporation and Moody’s Investment Service, the na-
tion’s leading rating afencies. Fairfax County is one of only 33 of approximately
30,000 jurisdictions including states, counties and cities that have received this rat-
ing. The Triple A rating gives Fairfax County bonds the highest rating attainable
which allows the County to sell bonds at the most favorable price. It i8 estimated
that since 1978, the Triple AAA bond rating alone has saved the County $110 mil-
lion in debt service costs on general obligation bonds. In addition, the Triple A rat-
ing _(l)pﬁias up other avenues of capital project financing that otherwise would not be
available.

I consider the County’s capital budgeting process a dynamic one, a process which
is interactive with our overall budget and fiscal goals. Our process evolves around
a long term calpital improvement program which identifies public improvement
projects over a five year period. The process of prioritizing projects for inclusion in
our capital budget program resulis in political support and community consensus for
the project and the appropriate financing mechanism. Projects such as new and ex-
panded facilities, facility repair and renovation, roads and some transit require-
ments, and public improvements such as sidewalks, trails and storm drainage im-
provements are programmed within the five year plan. The first year of the five
year program is the foundation for the next years capital budget with the four re-
maining years serving as a guide on the financial and programmatic impact of un-
dertaking the construction program.

Development of the annual capital budget process begins in the Fall of each year
when County agencies submit project proposals, justifications, project costs and re-
lated operating expenses, and project construction schedules. These submissions are
reviewed by County staff amf evaluated for need, consistency with the County’s
Comprehensive Plan, and funding requirements. Recommendations for appropriate
funding and the phasing of projects are reviewed and consolidated into an adver-
tised program which becomes the subject of Board of Supervisors work sessions and
public hearings before the Board and the Planning Commission. The County Board
of Supervisors adopts the CIP in conjunction with the budget for the next fiscal
year.

There are several benefits of the Fairfax County capital budgeting process, all of
which insure that decisions related to the financing ofp public improvements are bal-
anced against the current and projected resources of our overall budget.

1. The Fairfax County Capital Budgeting Process is essential in fulfill-
ing the Board adopted “Ten Principles of Sound Financial Man-
agement.”

In the mid 1970s, the Fairfax County Board of Supervisors wisely endorsed a set
of policies designed to maintain the “Triple AAA” bond rating awarded to the Coun-
ty. These 10 principles, reaffirmed in 1985 and again in 1988, stress the close asso-
ciation between the planning and budgeting processes and provide guidance in the
planning and financing of public expenditures. The principles relate to the integra-
tion of capital planning, debt planning, cash management, and productivity as a
means of ensuring prudent and responsible allocation of the County’s resources. Key
to the principles 1s the guideline that debt service on County bonds will not exceed
ten (10% percent of total General Fund Disbursements. I have attached a copy of
these “10 Principles” to my-testimony for your information. Firm adherence to these
principles in financial decision-making has allowed the County to maintain its Tri-
ple A rating, through two recessions and has established Fairi{x County as a model
of sound financial management. In fact, Fairfax County was recently named the
best fiscally managed county in the nation by City & State magazine.

2. The Fairfax County Capital Budgeting Process focuses attention
and promotes consensus on Co-unity Goals and Needs.

The very process of annually identifying, evaluating, prioritizing, and program-
ming public facility needs over a five year period helps match the expectations of
the community wit{\ the realities of the economic situation. Case in point: The reces-
sion of the early 1990’s had a significant impact on Fairfax County and its ability
to fund capital project construction. Faced with a declining revenue base and associ-
ated expenditure reductions, the capital budget also was downsized. Because of
Board established limits on debt service as a percenta%e of the total budget, a total
of $220 million in bond funded capital projects was delerred. Board and community
Briorit.ies of education facilities, the Adult Detention Center and the Fairfax County

arkway remained in the capital program while other projects such as storm drain-
age facilities, neighborhood improvements, libraries and human service facilities
were deferred. In addition, the reduction in County resources required eliminating



26

only the most critical emergency repair and maintenance projects from the paydown
capital program.

As the County’s revenue base recovers in reaction to the current economy, addi-
tional resources are becoming available for the restoration of selected capital
projects. These restorations will be programmed based on continued reprioritization
of community goals and facility neec&.

3. The Fairfax County Capital Budgeting Process encourages more ef-
ficient government administration.

The County’s Capital Improvement Program promotes coordination among govern-
mental aBencies and provides a check on gotentia] overlapping or conllicting
projects. Decisions related to site selection and the timing of construction activity
can be made in relation to improvements planned by various agencies. For example,
our planned roadway construction projects are closely coordinated with State road
construction to minimize community cfismption, to reduce County costs where pos-
sible, and to maximize the impact of improvements in the area by providing a more
efficient roadway network.

4. The Fairfax County Capital Budgeting Process fosters & sound and
stable financial program.

Throuﬁh the five year capital planning process, the need for bonds or other financ-
ing mechanisms can be projected and programmed so that emergency financin
measures are not required. In addition, the operating costs of new and expande
public facilities can be included in forecasts oiPCounty disbursement requirements,
and appropriate actions can be planned to provide resources to staff the facility
when complete. For example, Fairfax County will be constructing a 750-bed expan-
sion to our Adult Detention Center, the additional annual operating costs of which
will be more than $14 million. Budget decisions of the Boardp for the current budget
year and the impact of these decisions on future years budgets are made considenn
increased operating requirements. An analysis of the operating costs associated wit
all capital improvements to be included in the capital program is reviewed and con-
sidered in the prioritization process. No County facility, newly constructed or ren-
ovated, is to be built to be held empty; our policy of forecasting these operating
budget impacts prevents surprise budget adjustments as facilities are completed.

In closing, I believe that the County’s capital budgeting process effectively bal-
ances the need for public facilities and improvements against the realities of the
County’s financial position. The continually evolving process of identifying public
improvement needs and prioritizing these against other budget requirements in-
sures that financing is in place or planned to minimize the impact of construction
and facility operating costs on County residents. Our process provides for “buy in”
from both the political leaders and the community of the nees for and the cost of
these improvements.

I am proud of the County’s approach to capital budgeting and its overall financial
management program and am pleased that these practices have been recognized by
financial leaders. I believe that there are many aspects of the our capital budget
program which may be transferable to Federal budget process.

ank you for the opportunity to speak to you today.

FaIrRFAX COUNTY’S TEN PRINCIPLES OF SOUND FINANCIAL MANAGEMENT

1. The planning system in the County will continue as a dynamic process which
is synchronized with the capital improvement program, capital budget and cperat-
in {)udget. The County’s land use pﬁms shall not be alloweg to become static. There
will continue to be periodic reviews of the plans at least every five years. Small area
p{ans shall not be modified in isolation from and in contradistinction to contiguous
plans.

2. Annual budgets shall continue to show fiscal restraint. Further, it is imperative
that a positive cash balance (surplus) be shown in the General Fund at the end of
each fiscal year. If necessary, spending during the fiscal year will be reduced suffi-
ciently to create such a cash surplus.

a. A managed reserve shall be maintained in the Combined General Fund at
a level sufficient to provide for temporary financing of unforeseen needs of an
emergency nature, and to permit ors:e’rly adjustment to changes resulting from
termination of revenue sources through actions of other governmental bodies.
The reserve will be maintained at a level not less than 2 percent of total Com-
bined General Fund disbursements in any given year.

b. As part of the Board’s policy on appropriation during quarterly budget re-
views, nonrecurring revenues should be used for either capital expenditures or
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other nonrecurring expenditures. Quarterly review adjustments are not to ex-
ceed 2 percent of the Combined General F{md disbursements. The intent is to
aﬁp]y this restriction on an annual basis.

3. I a deficit appears to be forthcoming, the Board will reduce appropriations or
increase revenues.

4. The County’s debt ratios shall be maintained at the following levels:

Net debt as a percentage of estimated market value, which is now at 1.66 per-
cent !; should always remain less than 3 percent.

The ratio of debt service expenditures as a percentage of Combined General
Fund disbursements which is now at 9.2 percent! should remain under the 10
percent ceiling. The County will continue to emphasize pay-as-you-go capital fi-
nancing. Financing capital projects from current revenues is indicative of the
County’s intent to show purposeful restraint in incurring long-term debt. To
this end, for planning purposes, the target on annual bond sales will be $150
million, or $750 million over a five year period, with a technical limit of $175
million in any given year. This planning limit shall exist even though the ratio
of debt to taxable property value remains less than 3 percent and the ratio of
debt service to Combined General Fund disbursements remains less than 10

rcent.

5. Fairfax County’s cash management system is one of the best in the country and
must continue to receive full support and cooperation from all County agencies, in-
cluding the Public Schools. Such a system is an indication of the soundness and pro-
fessionalism of the County’s financial management.

6. The budgetary process will continue to be oriented toward management by ob-
jectives (MBO) and must continue deliberately toward full utilization of the system.

7. All efforts must be made to improve the productivity of the County’s programs
and its employees. The County’s productivity analysis process is a dynamic part of
the administration. Its presence, together with MBO, are indications of the strength
of the County’s commitment to continual improvement of its fiscal management.

8. A continuing effort to reduce duplicative functions within the County govern-
ment and the autonomous and semi-autonomous agencies, particularly those which
receive appropriations from the General Fund, must be made.

9. Underlyir:ﬁ debt must not expand beyond that level already contemplated. The
creation of additional sanitary districts for the purpose of incurring bonded indebt-
edness will be discouraged. Revenue bonds of agencies supported by the Combined
General Fund will be analyzed carefully for fiscal soundness. The issuance of Coun-
ty revenue bonds will be subject to the most careful review. These revenue bonds
must be secured by extremely tight covenants to protect the name of the County
in its other borrowings.

10. Fairfax County must continue to diversify it8 economic base by encoungin
commercial and, in particular, industrial empleyment and associated revenues. ucg
expansion of business and industry must be in accord with the plans and ordinances
of the County.

Mr. HorN. Thank you very much. We will get to that shortly.

Mr. McMahon, please proceed.

Mr. McMaHON. Yes, thank you, Mr. Chairman, Congresswoman
Maloney. Thank you for the opportunity to come down and testifg.
I have prepared remarks which I will, with your permission, sub-
mit and just summarize.

As a staff person to the city council, as the director of the finance
division, we look at the capital budget from a legislative perspec-
tive, which I think is an important one because 1t is the one that
you share here and it is very much a tool that we believe is essen-
tial so that you can develop a strategic plan in addressing the
needs of local governments. As a representative of local govern-
ment, I think I would be remiss if I didn’t say that we often need
help in financing capital improvements and cuts to capital improve-
ments will have a dramatic impact on the ability of local govern-
ments to meet those needs.

But that being said, I think it is important that, when you look
at the need for a capital budget, it is for the strategic purpose that

1As of June 30, 1994.
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it offers, and a national capital budget would give local govern-
ments and regions of this country the ability to integrate their stra-
tegic plans with the plans of the Federal Government in a way that
right now we don’t have available and it is something that we
think is seriously needed.

In New York City, we have had a separate expense and capital
budget for many years. It was the fiscal crisis that forced us to ad-
dress the need to deal with those two documents in a serious way,
and what the capital budget provides us with the opportunity for
the purchase of property, for the purchase of infrastructure needs
for which there is a long-term benefit, and there is a strict stand-
ard by which we allow items to come into our capital budget, and
that is called PPUs.

There must be a period of probable usefulness of more than 5
years and those standards are determined by both State legisla-
tion, local legislation, and the advice of bond counsel, and it is an
important standard that I think you may want to consider intro-
ducing into any legislation that comes forward.

The city of New York essentially has a three-tiered capital budg-
et process. We have a 10-year strategy, which is the long-term vi-
sion of where we are going. We have a 4-year strategy which is
more up front where you really have to make some real decisions
on where your resources will be dedicated. Then there is an annual
capital budget for which you must appropriate money. The pay-
ments for that come out of an annual commitment plan, which is
of a significant magnitude in the city of New York, approximately
$4 billion a year that we commit to capital needs.

In the preparation of that document, there is significant input
from local communities, from city agencies, and from the consider-
ation of resources that are available to fund all the needs that exist
in New York City. New York City is a little bit bigger than Fairfax
County. Our overall budget approaches $33 billion on the expense
side and annually $5-$4.5 billion on the capital side. And we in the
city of New York have found it, as I said, as an important tool and
believe that the Federal Government should seriously think of in-
corporating that as a budgeting tool into the national gudget.

Thank you.

[The prepared statement of Mr. McMahon follows:]

PREPARED STATEMENT OF THOMAS L. MCMAHON, DIRECTOR, FINANCE DIVISION, NEW
YoRK Crry COUNCIL

Good afternoon Mr. Chairman. My name is Thomas L. McMahon and I am the
Director of the Finance Division of the City Council of New York. I would like to
thank the Chairman for inviting testimony on the creation of a federal capital budg-
et. I believe that the separation of capital expenditures from current operating ex-
penses will improve the federal budget process, and promote a long term capital
strategy that will help to rebuild the country’s badly deteriorated infrastructure.

While the federal government has not had a balanced budget since 19691, in the
same time period the rate of increase for public capital stock has declined. Between
1980 and 1990 federal spending on infrastructure fell from 4.7 percent of all federal
ex;luendit.ures to only 2.5 percent, helping to lower the ratio of public to private cap-
ital stock from .61 to .44 over the last thirty years.

Many economists believe that there is a positive relationship between the govern-
ment’s investments in infrastructure and the private sectors investment’s in the

1 Although the modest deficit of 1973 might be more accurately termed a balanced budget.



29

equipment, technology and capital stock 2 needed to promote economic growth. Yet
the reduced spending for infrastructure in the last decade has limited the growth
otential of the U.S. as a whole and has had an even more devastating impact on
ocal economies.

In New York City the deterioration of the infrastructure, and the economic con-
sequences of this deterioration, are visible to residents and businesses within the
City. We provide a phic example of the way in which economic growth is slowed
due to the poor condition of our infrastructure. According to a 1992 Department of
Transportation study, road congestion and poor pavement can increase the cost of
operating a truck by between 24 to 42 percent. This upward pressure on costs has
contributed to the decline of the City’s wholesale industry and limited job opportuni-
ties for our less skilled residents. It has also contributed to a generally high cost
of doing business in New York City which has slowed growth across a variety of
local industries. In 1988 the Congressional Budget Office estimated that selective
expansion of the highway system in congested, urban areas would have yielded re-
turns of 10 to 20 percent.

Local governments often need help in financing capital improvements (and some-
times need help in financing infrastructure maintenance) so declines in federal
spending on infrastructure are of great concern to localities. We believe that the cre-
ation of a federal capital budget would aid in developing a long term infrastructure
strategy which could integrate the needs of localities within regional and national
goals. We also believe that the absence of a federal capital budget has contributed
to the nation’s and the localities infrastructure deficit.

In New York City we separate the capital budget from the rest of the expense
budget and while the City has not had sufficient funds for ali the infrastructure im-

rovements needed, we feel that the existence of a capital budget has improved the

udget process and helped the City focus on a capital strategy. Our capital budget
provides funds for the purchase of property, the construction of facilities, improve-
ments of existing facilities and the purchase and installation of major equipment.
The capital budget therefore, functions as an investment plan for the City’s infra-
structure.

The capital budget is presented by the Mayor to the Council for adoption each
year? and forms part of a four year capital program*. The first year of the program
represents spending planned for the upcoming E;ca] year, while the remaining three
years of the capital program is a projection of the spending necessary to complete
each project in the capital budget and to fund new projects anticipated in the follow-
ing tlgree years. The Charter also requires the preparation of a ten-year capital
strategy that is used to describe all facets of the development of the City’s capital
facilities for the next decade5.

However, including an item in the capital budget does not guarantee an actual
expenditure. The City’s capital commitment plan is a measure of what is actually
to be spent on capital projects during the course of the fiscal year. Agency targets
in the commitment plan represent the actual dollar amounts that are to be spent
in the current fiscal year based on a projection of the dollar value of contracts into
which the City will enter.

The capital budget process insures that capital projects adopted each year are the
final product of a longer capital planning process that begins with a ten-year capital
strategy, takes firmer shape when it reaches the four year capital program and crys-
tallizes in the current year capital budget. We believe that the short-term time hori-
zon associated with the annual operating budget is not appropriate for capital plan-

ning.

ﬁithout a capita) budget, spending for current goods and services i3 mixed-in with
spending for long term investments. This creates a timing mismatch between out-
lays and benefits. Further, the unified budget makes it difficult to evaluate the fi-
nancial solvency of the federal government because you can not incorporate the val-
ues of assets acquired into your understanding of the budget. A capital budget also
creates an improved understanding of the budget process among the public that can
contribute both to balancing the budget and providing more funds for investment
and infrastructure.

2Sharon Erenburg in “The Relationship Between Public and Private Investment” Working
Paper No. 85, Ther.g)emme Levy institute, 1993 estimated that each one percentage point in-
crease in public infrastructure expenditure would yield a 0.6 percent increase in private sector
equipment investment. The work of David Aschauer and M.1. Nadirie and T.P. Mamuneas have
tended to confirm Erenburg’s finding.

3Charter Section 225(a).

4 Charter Section 212.

8 Charter Section 215.
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The alternative to a formal capital budget is the back door method of creating a
capital budget through the use of more “off-budget” agencies, categories and
projects. While this back door approach works towardg the goal of correcting the tim-
ing mismatch between outlays and benefits it also reduces accountability and does
little to improve public understanding.

We believe that New York City has an excellent capital budget process-—what we
lack is funding. In fiscal year 1995 federal aid will provide New York City with only
5 percent of its capital needs. Further, the budget reductions contemplated in the
“Contract With America” will have a negative impact on both the capital and the
operating budget of New York City. For example, under provisions found in the Con-
tract With America, The Metropolitan Transit Authority (MTA) will lose $44 million
in funding starting in fiscal year 1996, rising to $200 million in fiscal year 2002.
If this portion of the Contract becomes part of the federal budget, The MTA will
be forced to curtail its’ current level of needed capital improvements and, in the long
run, pay the higher costs associated with the maintenance of deteriorated tracks
and equipment. The Contract will also have a negative impact on the upgrading of
sewage treatment facilities and public housing.

We hope that the creation o}) a federal capital budget will help expand the na-
tional capital program and provide assistance to local governments that need to re-
build their infrastructure.

Mr. HorN. Well, thank you very much. I think all of you have
given excellent testimony.

Let me just ask you, Mr. McMahon, because I am curious: on the
5-year life standard, do some of the buildings which you put in the
capital budget include extensive scientific equipment or computer
systems that come with that initial construction of the building?

Mr. MCMAHON., Yes.

Mr. HoRN. And if so, do you include those as part of the capital
budget?

Mr. MCMAHON. Yes.

M~, HORN. You are assuming more than a 5-year life?

Mr. MCMAHON. Yes.

Mr. HORN. OK. Because that creates a major problem as to how
you sort the equipment that comes with the building to make it
functional.

Mr. McMAHON. Right. As part of the infrastructure that is nec-
essary to maintain that building, we believe that should be part of
the budget. And the bonds that are issued associated with that
project will reflect the period of usefulness of the asset. So that if
the asset only has a 10-year life, the bond that is issued with that
would have that 10-year expiration date.

Mr. HorN. OK. Let me call on Chairman Clinger. I will hold my
other questions until later.

Mr. CLINGER. Just very briefly, one of the things that I feel a
capital budget at the Federal level could be very useful, and it is
a planning device, as a planning tool: which would enable us to do
the sorts of things you are able to do, which is to take a look 10
years out? What is our needs, 10 years out, 4 years out, I think
you said, and then 1 year out?

Recognizing the Federal Government is no longer the provider of
all good things, but nevertheless, there still is a need for an inter-
face between the Federal Government and the State government
and the local government in terms of infrastructure planning, the
fact that the Federal Government does not have a Federal capital
budget and, therefore, there tends to be a stop-go kind of funding
for a lot of the infrastructure programs, whether it is highways,
airports, water and sewer systems, or whatever.
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How would it help you if we had a Federal capital budget that
you could then use in your own capital budgeting? Isn’t your own
ca}zital budgeting somewhat inadequate because you can’t really
take into account or really plan on whatever assistance you are
maybe going to receive from the Federal level? Do you want to re-
spond to that?

Mr. McCMAHON. I believe that is correct. What we do in the State
of New York is make assumptions based upon historical trend and
actual annual appropriation. But it is more guesswork, and clearly
we recognize that any 10-year plan has to be adjusted over time
and we believe that the Federal Government would make those
same adjustments that we have made in the city of New York.

Mr. CLINGER. Yes. Ms. Hanley?

Ms. HANLEY. I think it would also be useful for those govern-
ments that are part of regional bodies, particularly transit, if we
had a plan so that we knew what the transit—the capital transit
budget would be so that we know what our local obligation, par-
ticularly here in this area in connection with WMATA, what our
local obligation would be, and then it would be—it wouldn’t be
peaks and valleys. It would be more level.

Mr. CLINGER. That is what I mean. It is almost sort of a chaotic
situation because the Federal Government changes its mind, re-
verses policies, does all kinds of things which I think have to be
very disruptive in terms of infrastructure development, certainly it
seems to me. Ms. Hanley, how did the school board and its bonds
interact with the capital program with the board of supervisors?

Ms. HaNLEY. Very carefully. I am sorry. In Virginia, school
boards are still—are just now being elected but they are still de-
pendent school boards so they are dependent for their funding, both
capital and operating, on the governing bodies. So the school
boards had the authority to establish a capital program to reach
consensus on it and then it became—it is incorporated into the gov-
erning body’s capital program.

We do have little spurts of disagreement on the size of the
school’s capital program because of course for a county like Fairfax,
that is a majority—that is probably over 50 percent of it, but it is
an interaction that takes a lot of public involvement, but in Vir-
ginia, school boards are dependent, and so it is part of the—the
goveming body sells the bonds for the school board as well. The

ebt service is counted.

Mr. CLINGER. One final question. You have heard a discussion
about the definitional problem that you have to deal with, what is
the definition, for example, of the city of New York or in the Fair-
fax County? How do you define capital?

Ms. HANLEY. I want to hear yours first.

Mr. McMaHoON. It is the standard that I mentioned, the period
of probable usefulness. It has to be more than 5 years and it 1s——

Mr. CLINGER. Is it pretty much bricks and mortar?

Mr. MCMAHON. Yes. Yes.

Mr. CLINGER. You don’t get into——

Mr. McMAHON. It is focused on bricks and mortar. Occasionally
vehicles slip in, but that is a close call, a vehicle.

M}; CLINGER. But you don’t get into so-called human infrastruc-
ture’
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Mr. MCMaHON. No.

Mr. CLINGER. OK.

Ms. HANLEY. It has traditionally been that it has turned out to
last the life of the bond. In other words, we shouldn’t still be pay-
ing on the bond when whatever it is is no longer around. And tradi-
tionally we have had 30-year bonds. Equipment then is not consid-
ered capital.

Mr. CLINGER. You are talking about tangible things?

Ms. HANLEY. Tangible things, yes.

Mr. LEIDINGER. We finance the acquisition of our equipment, ei-
ther motorized or technological equipment, either with direct pur-
chase or through the use of establishing revolving funds to fund an-
nually an amount estimated to have a sum sufficient to replace it
at the end of its useful life.

There are some places in Virginia that allow the issuance of
short-term notes, short-term bonds, 5 to 7 years, to provide highly
specialized equipment that lasts longer than a police vehicle, but
not as long as a jail if you would. For example, a fire truck or a
new computer. That might go 5 to 7 years.

So there is some capital debt financing done with using short-
term bonds for highly specialized equipment. But as Ms. Hanley
said, it is bricks and mortars, it lasts the life of the debt, then it
is capital. If it doesn’t, it is capital equipment; it is either paid for
one way or another out of current cash.

Mr. CLINGER. Right. Thank you all.

Mr. HORN. Representative Maloney.

Mrs. MALONEY. I would like a comment from all of you on how—
the structure by which you balance your budget. I know we are
hearing a lot about all the cities are balancing their budgets and
the States are balancing their budgets, and on long-term invest-
ment.

Is that off budget in the balancing or is it just the cost of the
interest rates to carry the long-term investment? How do you—I
know that on the expense side, you balance it. But how is the cap-
ital part part of balancing the budget?

Mr. McMaHON. In New York City, as you know quite well, we
carry the interest and the principal of our debt from the capital
budget in the expense budget. The expense budget is required to
be balanced under generally accepted accounting principles, which
on an annual basis, your revenues have to mat,cﬁ your expenses.
And it is essentially so the capital budget is a separate—is a sepa-
rate document with the expense budget, including the principal
and debt service payments on that capital program.

Mrs. MALONEY. The same?

Ms. HANLEY. Our capital budget is limited by the amount of debt
service that will support it. In other words, our debt service is—
our policy is that our debt service should not exceed 10 percent of
our general fund budget, not including—I guess not including what
the capital costs are, but that our debt service is figured in into the
general fund and we must have a balanced budget in Virginia. We
are required to.

Mrs. MALONEY. The ability of local governments, I would like to
ask Ms. Hanley, to fund capital projects is often dependent upon
the opinions of those wonderful credit rating services.
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Ms. HANLEY. Yes,

Mrs. MALONEY. And you noted in your testimony, and congratu-
lations, that since 1975, Fairfax County has had a triple A rating
from both Standard and Poors and Moody’s Investment Services,
the Nation’s leading rating agencies. You estimate that since 1978,
the rating has saved your county $110 million in debt service costs
on general obligation balance.

Can you tell us more about the process by which the rating serv-
ices evaluate your local bond offerings? And I would like to ask Mr.
McMahon the same question, and what are your ratings right now?

Ms. HANLEY. I will let Mr. Leidinger go into the process in detail.

Mr. LEIDINGER. First of all, we stay in regular contact with the
folks at the rating agencies and we do that on a regular basis. We
do that on the telephone. They come to visit us and spend time
with us prior to each bond sale we have. We spend probably a day
in Fairfax with them discussing the projects included in the bond
issue, take them on a tour of the county, helping them appreciate
the understanding and dynamics of the credit, if you would, and
underlying issues and strengths that are in that credit. They know
us very, very well.

We share financial information with them regularly and com-
pletely and as financial issues arise, it is not beyond us to pick up
the phone and just talk with them and tell them what we are
thinking about.

Mrs. MALONEY. Do you believe it is your strict emphasis on cap-
italvbudgeting that you have that enables you to have this fine rat-
ing?

Mr. LEIDINGER. Yes. They are very happy that we have that, and
more particularly, since it is self-imposed and it has been self-im-
posed and maintained over an extended period of time.

Mrs. MALONEY. And could you answer the same question? What
is New York City’s bond rating now?

Mr. McMaHON. Well, unfortunately, we don’t have as good a
bond rating as Fairfax. We are significantly below that, Standard
and Poors has us at A-minus, Moody's has us as BBB-plus. Even
though we have a rigorous process in New York City, the pressures
on the expense side of the budget have given us that rating much
lower than we would like to be at.

As the mayor and the city controller who have responsibility for
negotiating those ratings with the agencies, although the city coun-
cil, we also spend time with them and try to comfort them in the
fact that we ultimately will do what we can to balance the city’s
budget, but as you know, there are tremendous pressures on the
city’s budget from a host of areas, not the least of which is that the
city of New York, with 7 million people, we have over a million peo-
ple on welfare and that cost, which is shared by the local govern-
ment in New York State, which most States don’t. New York State
pays 25 percent of the cost of Medicaid, welfare, and other social
programs.

So that there is tremendous pressure on the expense side of the
budget which I believe has led to the lower rating, although since
1977, we have balanced every year’s budget and it is an interesting
thing. Rating agencies, you know, they %ook at city bonds, but as
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soon as city bonds go out, they get bought, and it is—the last offer-
ing was actually oversubscribed.

And so while it is a process that you have to deal with and it
is an important process, there are many who believe that perhaps
the rating industry, the process by which bonds are rated, should
also be looked at.

Mrs. MALONEY. Very briefly, if you could share with the commit-
tee members the problems in our budgeting process that led to the
crisis and how they were corrected. Maybe that could help us in
looking at this capital.

Mr. MCMAHON. As one of the prior witnesses testified, the Beam
shuffle, it wasn’t a Beam shuffle; it was the Lindsey shuffle and
Wagner shuffle and many shuffles before that in the city of New
Yorir.1 There was a history of essentially mixing your capital and
expense programs, and so what often happened was that the reve-
nues that were raised for a capital program were used up front to
pay the expense side of the budget because there wasn't a clear dis-
tinction between the two, and that is fine.

It works perfectly as long as you have cash, and what happened
in the fiscal crisis was people saw what was going on. And when
the city went to borrow on the capital side, people—the banks said
no, that it has to stop, and it did stop and then precipitated a se-
ries of reforms which we think have served the city well, looking
back over the past 20 years now.

Mrs. MALONEY. Thank you. My time is up.

Mr. HornN. I think that is a convenient place to take a break. We
have about 10 minutes in which to get over to vote. If you don't
mind waiting, we would like to ask you a few more questions.

Thank you very much. We will be back to you in about 15 min-
utes.

[Recess.]

Mr. HORN. We can resume the hearing. The hearing is resumed
at roughly 3:39 p.m., and the gentleman from Virginia, Mr. Davis,
will begin the questioning.

Mr. Davis. Mr. Chairman, thank you very much. I have got some
questions for each of you.

Mr. Leidinger, let me ask, I know the Fairfax County budget,
which I have some familiarity, is a complex document. As I under-
stand it, you have your budget and then you have your debt service
as an item in that budget that can’t exceed 10 percent under your
10 commandments?

Mr. LEIDINGER. That is correct. Debt service cannot exceed 10
percent of combined general fund disbursements, that is direct
county expenditures as well as the amount of money we transfer
to the school system each year for its operation.

Mr. Davis. gut you can use additional county dollars for capital
improvements; you just don’t go in debt for it?

Mr. LEIDINGER. We do. That is cash pay down, pay-as-you-go.

Mr. Davis. What is the current debt roughly of the county? You
have a balanced budget but you still have a debt that we service
each year. What would the total debt be?

Mr. LEIDINGER. The total debt is around $1 billion.

Mr. Davis. What about the trust funds? Can you talk about how
we use trust funds at the local level?
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Mr. LEIDINGER. Trust funds like enterprise funds for water and
sewer?

Mr. Davis. Right. Like we are supposed to have at the Federal
level for Social Security and the highway trust funds that get into
the integrated budget, for planning purposes, get thrown in. Do ei-
ther one of you want to talk about how you——

Ms. HANLEY. The enterprise funds are separate from our general
fund budget. They are self-generating. They pay for themselves, if
you will,iy either fees or some kind of revenue in terms of sewer
is the one that particularly comes to mind. The water authority,
there is another one. They are not—those funds are not usable in
the general fund. They don’t transfer and they are internally—I
hate to say internally generated, but they are self-contained and
not part of the general fund budget.

Mr. DAvis. So there is no mixing and matching on that. They
just stand there—-

Ms. HANLEY. You can’t take money out of the—from sewer reve-
nues and pay for human services out of that.

Mr. Davis. OK, thank you.

Ms. Hanley, let me ask you if you have any thoughts in terms
of the——you{n ve heard the discussion of how you %efine capital
and whether it should be human factors, personal property, real es-
tate. Do you have any thoughts on that? You have worked—you
have been on the Metro board here, worked with transportation.
You have been on the school board. You have very broad experi-
ence.

Ms. HANLEY. I think the 20th century view of capital has been
bridges and roads and rails and bricks and mortar, but as we look
to the 21st century, the highways are different. They may be infor-
mation highways and we may have to think about the technology
infrastructure in order to be competitive worldwide, particularly in
a locality, if the locality is going to be competitive.

And so what we have maybe called equipment under the head-
line of computer equipment may be broader in the 21st century
technology infrastructure, and I think that would appropriately be
a capital improvement.

I don’t think that we know yet what all that means. I wouldn’t
propose to know what that will mean in the next 20 or 30 years,
but when you are talking about long-term life, those things may
have long-term life.

Mr. Davis. Objection, thank you.

Ms. HANLEY. Certainly as I mentioned, in transit, that is back
the other way, that would—some kind of stability in terms of reve-
nue for that kind of capital would relieve localities of having to
make up the difference, particularly in subsidies, if you have some
kind of regional arrangement where the localities are on the hook
for the capital, and in that case, that comes out of our general—
either that is our capital—either we have to plan for it under our
;:'ap:ital consideration or we have to make it up out of our general

und.

Mr. Davis. OK, thank you.

Mr. McMahon, let me ask you a question. You still have the con-
trol board in New York functioning as an oversight now as opposed
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to—?how has that traditionally interacted with your capital budg-
ets?

Mr. McMaHoON. The control board, as you know, was established
as—during the fiscal crisis as the emergency financial control
board in order to monitor city finances, ang they didn’t approve—
they ultimately, during that time period, had approval over the ex-
pense and capital budgets adoptecP by the city, Eut since it was the
expense budget that had the greatest focus, that was where they
focused the majority of their energies.

Since the mid 1980’s, they have been serving in an advisory ca-
pacity monitoring both the expense and capital budgets and com-
menting on them on a periodic basis.

I think many of their recommendations have been helpful,
thoughtful. On the capital budget, they have advocated the need for
a written debt policy. They have advocated the need for something
that the city has not done in the past, but which is currently being
explored, which is pay-as-you-go capital. I know you mentioned in
Fairfax they use it and I think it is an important element of any
capital program.

In the city, we haven’t used it as much as we should. I think it
is—the control board has served as an oversight agency and I think
generally a thoughtful one.

Mr. Davis. OK, thank you. I yield back.

Mr. HorN. Thank you very much.

The gentleman from Illinois, Mr. Flanagan, the vice chairman of
the subcommittee.

Mr. FLANAGAN. Good afternoon. I have one large question with
a lot of smaller parts attached to it and, Mr. McMahon, in reading
through your testimony, I would first like to apologize for not hav-
ing been here for your oral testimony, but I have read through it
and looked through it all.

I would like to ask the question, should the Federal Government
finance Erojects that you discuss, the MTA and the other things in-
volved there, what—I guess for lack of a better term-—guarantee is
there that the ongoing funding to maintain and operate them
would be there? And if not, would such a capital expenditure in-
clude operating expenses as well?

Mr. MCMAHON. Not necessarily. It depends on what the ultimate
goal that you are looking to realize is, articulated by the spending
choice that is made. And I think that it is clear that both nation-
ally, regionally, and locally that investments have to be made in in-
frastructure if this country and our regions and our cities will be
able to compete in the economics of the 21st century. So I think the
idea—I mean, the investment is necessary to make us competitive.

Mr. FLANAGAN. I understand that. My question continues
though. Maybe you can guess where I am going. Why a Federal ex-
penditure? I wrestle with this—I am from Chicago and I wrestle
with these problems constantly there where a local authority will
come to me and say, I need a iandful of millions for this, for that,
for the other thing, all of them local need, local necessity, local re-
qui‘r;ement and sometimes a local good idea. Why out of the Federal
pot!

Mr. McMAHON. The Federal Government is responsible for na-
tional commerce. Why is there an interstate highway system?
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Mr. FLaNAGAN. The interstate highway system is not a local
bridge across the north branch of the Chicago River. The interstate
commerce system is not a downtown transit system. That is not
interstate commerce.

Mr. McMAHON. But that bridge is part of the interstate network.

Mr. FLANAGAN. What is interstate commerce? If we are going to
extrapolate it that far, then anything that provides a mode of
transportation across a road or pavement somewhere is interstate
commerce, then we will just take over the transportation budget
here of the Federal Government.

I don’t mean to be purposely contrary with you and I am doing
this purposely to make a point, and that is, would it not be better
to withdraw from projects like these, to withdraw from having to
put expenditures into things like this, turn it back to the States
and get the Federal Government out of these businesses entirely,
consequently having—balancing the budget along the way, provid-
ing general economic health and permitting the State revenues to
increase proportionately with the decrease of the Federal revenues?
Shouldn’t that be our {ong-term goal, to let Illinois or New York,
whatever the case may be, to make their own decisions as they
need best where they are?

Mr. McMaHON. Under a very thoughtful strategy for fiscal fed-
eralism where each branch of government had responsibilities for
those specific charges and those are articulated, I think that would
be an excellent approach, but with that would also have to come
the release of the tax dollars that are necessary to fund those very
important initiatives, and it is a difficult area, difficult question.

I agree with you. I don’t think there are easy answers, but at
this current point in time, I don’t know that {ocal governments
have the wherewithal to make the massive investments that are
necessary to rebuild the infrastructure of this country and be com-
petitive on their own.

Mr. FLANAGAN. I would tell you on the scale on which you are
talking, the Federal Government running hundreds of billions in
debt every year, I am not sure that we have the wherewithal at
tllxle Federal level with our current structure to be able to do it at
all.

The Federal Reserve prints the money and we kind of collect it
up and kind of pass it out and with some rhyme or reason occasion-
ally, but I question seriously perpetuating the system that does a
job this badly. And maybe some of the other panel members have
a comment on that.

Ms. HANLEY. I would be—thinking, for example, of this region
where we have WMATA, which is a tri—a multijurisdiction and
the only one in the country of three jurisdictions, the District, Vir-

inia, and Maryland, there are certainly some national interests in

aving the economy of this region be strong. I think there are some
national interests, particularly in transportation, of the economic
benefits of transportation, whether or not it be just in one particu-
lar jurisdiction, or the bridge may be in one area, but a lot of other
people may go over it, and I think there are some national interests
there in keeping the infrastructure strong so that the economies of
our cities and States can be strong,
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The other thing that I would say is that, for example, a locality
like Fairfax doesn’t access income, and because we have no income
tax, and so our infrastructure is—you know, our revenue authori-
ties are fairly limited, and if we had to take over the part of the
Beltway, for example, that was in Virginia——

Mr. FLANAGAN. No one would suggest that you would take over
the Beltway or part of the interstategii hway system. That is clear-
ly the Federal Government’s responsibﬁity or interstate commerce
because the touching is so close, but a footbridge across the north
branch of the Chicago River, you have really got to go a long way
to convince me that that is something that needs to be done.

However, that is the sort of capital expenditure we are talkin
about for local transit or necessary regional transit matters an
capital infrastructure generally. I am trying to draw a line here
and I am more inclineg to draw it away from the Federal Govern-
ment than toward it, and this is where we remain, I think, perhaps
philosophically opposed.

Ms. HANLEY. Well, I guess the other question is in transit, you
have to balance some other Federal goals, which include clean air.

Mr. FLANAGAN. OK. I yield back.

Thank you, Chair.

Mr. HoRN. The gentleman from New Hampshire, Mr. Bass.

Mr. Bass. Thank you very much, Mr. Chairman,

Appreciate your appearance here today and I, like my colleague
from Illinois, I regret having not been here for your oral testimony.
We had another Government Reform and Oversight Subcommittee
hearing.

I come from a State that has a capital budget, the State of New
Hampshire, and we also don’t have a sales or income tax, and as
a former member of the legislature and the New Hampshire State
Senate during tough economic times, there has been some tempta-
tion to use the capital budget as a mechanism whereby it becomes
somewhat easier to balance the budget in a given year.

To what extent do you all feel pressure to utilize the capital
budget as a mechanism to make your operation expenditures a lit-
tle easier to deal with?

Ms. HANLEY. Well, we don’t. In other words, what happens is
that we don’t do those capital expenditures. If the general fund
shrinks to the point that the 10 percent debt service exceeds the
10 percent, we put off the sale ofpbonds. I suppose you could say
that there are some human investments that we use the bond
funds for if it concerns the design and the construction of a project,
but the operation, we do not use capital and bond funds for.

Mr. LEIDINGER. In Fairfax County, approximately 72 percent of
our general fund revenues come from property-based taxes, real es-
tate and personal property taxes. So we are fairly sensitive to what
ha;l)lpens in the real estate market and the general economy as
well.

During the decade of the 1980’s, our general fund revenues were
growing at an average annual rate of about 12.2 percent. When the
recession hit us in 1991, not only did that growth stop, but we lost
revenue for the first time in the history of the county, and the
board of supervisors took a number of tough actions, as I men-
tioned this morning, but included among that—those actions were
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deferring $220 million worth of capital projects that were scheduled
to be completed. They simply cut back and cut the suit to fit the
cloth, both in the operating budget and the capital budget. There
was not an effort to conduct operating activities in the capital pro-
gram at all, as Ms. Hanley has said.

Mr. Bass. So in effect, you have very strict limits on what you
can capitalize and how much capitalization you can undertake in
a given period?

Mr. LEIDINGER. That is correct.

Mr. Bass. Thank you very much, Mr, Chairman.

Mr. HorN. Thank you. Let me ask a few questions and then we
will have another round. I am curious about how much your status
as a member of a governmental entity determines your support for
a capital budget? How does that process differ from the process
which determines your support for an operational budget?

Are there different standards, different criteria, or is there an
overlap in some areas? How do you prioritize those things so you
are satisfied that you will get a majority of the board’s support?

Ms. HANLEY. I get to go first.

Mr. HorN. Besides putting one project in each Member’s district.

Ms. HANLEY. Oh, well you gave my answer. There may not be
anything left to say. I guess in Fairfax County, we have a com-
prehensive plan that is the basis of what—the long-range plan of
what kinds of infrastructure we need in terms of fire stations and
police stations and that kind of thing, as well as the Judicial Cen-
ter and all that.

And so that all goes into a—on a list with costs. And the real
question becomes, what do you do first? How do you establish
which things to do first if there are bonds approved for it? We do
most of our—obviously, as we said earlier, most of our capital con-
struction through the sale of general obligation bonds, and so they
have to be approved by the electorate in order to do that. So the
real discussion is: What do you do first and, yes, there are some
standards, and yes, there is a lot of give and take in order to get
things on the list first and how you squeeze it all in each year.

It 1s a different kind of give and take, however, from an annual
budget because that is more immediate. We take a little longer
range view on the capital budget.

Mr. HorN. How about New York?

Mr. McMaHoN. In the city of New York, it is a process that pro-
ceeds on two separate tracks, the expense budget with all the pres-
sures that go there for the next year’s expenditures, and the capital
budget with more of a long range view, and the linkage is the debt
service that is necessary to support the capital budget.

Four years ago, the city of New York went through a charter re-
vision, which is still evolving in many ways, and one of the require-
ments of that charter was that the—with each capital budget, there
be an itemization of the expense pressure that would be needed to
maintain that capital asset or to operate that capital asset.

It is something that is required by the charter but hasn’t been
fully implemented yet and we are still trying—going through the
process of developing the mechanism to measure the pressure that
would be placed on the expense budget because of the existence of
an asset.
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And it is a tool that, as I say, is difficult to measure, but once
we figure it out, I think it will be a velxl important tool to link the
two, because, ultimately, they are linked.

Mr. HorN. Now, Robert Moses was one of the great czars of pub-
lic works of New York. He worked, as I remember, for about five
decades on behalf of both the Governor of New York, regardless of
party, and for the mayor of New York City, regardless of party. Did
he operate under that capital budget or did he just have an inde-
pendent budget that nobody had any control over?

Mr. McMaAHON. Right. Robert Moses is going—there is a bit of
revisionism going on 1n New York City as regards Robert Moses be-
cause people are starting to realize that the last major public
works project was done under Robert Moses and nothing has been
done since.

He used something different. He operated under—the State
under a local capital process until he found it wasn’t working for
them and then he did something, which was to create an authority.
And in New York City, he created a number of authorities.

First, at the State level, a parks authority, which enabled them
to build Robert Moses Park on the south shore of Long Island,
which is—which includes some of the finest beaches, we like to
think, in the country, Jones Beach being one of them. And he also
created something called the Triborough Bridge and Tunnel Au-
thority which is in New York City and it is separate from the city’s
capital budget and it is supported by the tolls on the various
bridges and tunnels, and that was used to buildup this—the city’s
infrastructure for bridge and tunnels. And there are other exam-
ples of authorities in the city that are separate

Mr. HoRrN. Did he create the airport and harbor authorities also?

Mr. McMAHON. The Port Authority was created by State law be-
fore Robert Moses. That was before his time. I think that was in
1925, and they also have a separate operating and capital budget
as well, and—

Mrs. MALONEY. Can I ask a question?

Mr. HORN. Sure, please.

Mrs. MALONEY. Were his authorities on budget or off budget?

Mr. McMaHoON. Off budget. So still in New York City, the TBTA
is off budget. It is subsumed into part of the overall—the MTA. It
is a subsidiary of the MTA and it is off budget.

Mr. HoRN. Are the bridge fees pertaining to that authority solely
used for maintenance, operation, reconstruction of the bridges, or
do they slide into the city budget?

Mr. MCMAHON. They only slide into the mass transit system.
They support mass transit in New York City.

Mr. HoRrN. And did that take a separate action of the city council
and the State legislature or the authority board?

Mr. McMaHON. The State legislature.

Mr. HORN. State legislature?

Mr. McMAHON. Right. And the initial intent of issuing the bonds
was that they would be retired once the bridge was paid for. In
most cases, very few tolls have been rescinded because there has
been a reissuance of the debt and the proceeds of the tolls have
been used to support mass transit.
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Mr. HorN. Let me ask you one last question. It has to do with
public psychology and employee psychology. In California, as some
of you have read, we had a major budget crisis over the last few

ears where the generally $60 billion Sgtate budget had a $15 bil-
ion deficit, an amount unheard of in modern times. Before that, we
only had a $1 billion deficit in 1983, which we solved within 45
minutes of Governor Deukmejian taking the oath of office through
cutting the State budget 2.5 percent for the year. We had gone
through half the year, so we had to cut our budget by 5 percent.
We did it and that solved that problem.

A little more difficult to solve, is $15 billion, especially since the
University of California, the California State University and the
California community colleges, three separate statewide entities
and boards, all appointed by the Governor, have authority to issue
bonds under the State of California. Those bonds go before the vot-
ers, a(;ld until recently, those bonds for capital projects were ap-
proved.

So you find, when you are trying to grapple with a $15 billion
deficit as Governor, that you could wipe out the whole traditional
State government, corrections, mental health, public health, all the
rest, and the three university systems, all that is traditional, and
gou wouldn’t close the gap. In other words, you couldn’t get the $15

illion even if you wiped out the whole traditional State govern-
ment, because it is entitlements that were running the deficit up.

So you face the irony where you had to take huge chunks of per-
sonnel out of State government. When people wake up in the morn-
ing and they get the pink slip at the end of the day, then they look
around them, and here are beautiful facilities being erected, this
science building, that psychology building, this jail, this prison,
whatever, all of which, funded by bond authority several years be-
fore, now appears where people are being led off by the thousands.

Obviously employees wonder why that disconnect is. Well, it is
because the capita{ budget is funded in a different way than the
operational budget; in other words, through bonds rather than
taxes. Have you had to experience that, and what do you do about
it under those circumstances? Nobody 1n Fairfax County ever has
a problem with what the board does?

Mr. Davis. The library.

Ms. HANLEY. I was thinking more of the new government center.

Mr. HorN. The Taj Mahal, you mean, for the county executives
and board.

Ms. HANLEY. There are times, I guess, when I wish we were a
little further away from——

Mr. HorN. The television cameras are not here.

Ms. HANLEY. Small favors. Thank you very much.

That does happen occasionally, but in Fairfax, more when it is
funded other ways than by general fund dollars. In fact, the psy-
chology recently in Fairfax is the reverse. We voted for these
projects and you haven’t built them yet. Why not? Because we sup-
ported them and we think they ought to be in place, and you all
are just being stingy and just won’t do it. And it is harder to ex-
plain that the operating funds aren’t there and the debt capacity
isn’t there. That is partly because the debt capacity is tied to the
general fund.
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The Government Center, of which I spoke, was not a general ob-
ligation bond and so that did raise that confusion because the vot-
ers hadn’t voted on it.

Mr. HoRrN. Let me ask you on that debt capacity: is that an act
of the board or do you have a county charter and that is written
into the charter?

Ms. HANLEY. We don’t have a county charter. It is the act of the
board and we believe that our rating agencies think it is very im-
portant that we do that.

Mr. HORN. So if the board changed it, obviously that might well
affect your rating?

Ms. HANLEY. Certainly, as well as the rating agencies look for us
having some kind of annual capital expenditure within our annual
budget.

Mr. LEIDINGER. If I may, while the 10 percent limit on debt serv-
ice, 10 percent of general disbursements is self-imposed, I don’t
think the rating agencies would really care if it was 8 percent or
9 or 11 or 12 or 10 so long as it was agreed upon locally and you
were consistent with what you did over time.

Mr. HORN. I just ask Mr. McMahon, is the city university of New
York budget in your budget, or is that a separate budget?

Mr. McMAHON. No. The city university budget shows up as part
of our budget.

Mr. HORN. They would have that kind of problem I described. If
you had cutbacks, shiny buildings are going up, while the faculty
is being laid off, how much of a problem is that?

Mr. McMaHON. It is a significant problem because New York is
now facing the same situation that you pointed to in California
where, because of tremendous pressures on its budget, it has to cut
back on a whole host of areas, including employees in the city uni-
vlersity and there are facilities that exist that will have to be
closed.

The same situation exists in the Health and Hospitals Corp. in
the city of New York where we have created a massive structure
now with cutbacks and entitlements in a whole host of areas, that
significant downsizing will be needed.

It is a significant problem. I don’t know what the answer is. It
is probably something that requires—you know, that is—reflects a
certain lack of planning or a lack of thought, but going back years
ago, there were assumptions that people relied on, erroneously
now, but I don’t know what the easy answer is.

Mr. HorN. Well, the answer is obviously one thing: That you
have to educate your constituency, both your employees and the
taxpayers that provide the funds that we are talking about, that
two different methods of funding that just happened to come along
at different times.

Representative Maloney, do you have some more questions? Any-
body on this side have questions?

Mr. Davis. If I could just ask one other question?

Mr. HORN. The gentleman from Virginia,

Mr. Davis. Basically, as I understand it, to follow up on two
questions that the chairman had raised

Mr. HoRN. Please.
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Mr. Davis [continuing]. That your capital budget is, to a large ex-
tent, driven by the fact that 10 percent in Fairfax, or whatever it
is in New York, you have a certain amount you are budgeting to
capital expenditures through your debt service and that, to a large
extent, drives your capital budget. You may have some other oper-
ating budget revenues you could put into capital, and that is, I take
it, a good financial control.

Ms. HANLEY. Yes.

Mr. McMaAHON. Yes. I mean, our limitation is 10 percent of the
average of assessed property over the prior 5 years, and another
thing that is driving it in New York City, as I imagine in many
of the older cities in this country, is the deterioration of the infra-
structure. Our water system is well over 100 years old. The transit
system is almost 100 years old and these are all needs that require
attention because if you don’t make that investment, it will cost
you more in the long run.

Mr. Davis. The other followup is that when the revenues go
down, as the chairman said, you can be left with empty buildings
if you don’t project out ahead of time. Has it been your experience,
as revenues go down, you can go into capital like roads and bridges
that don’t take people and operating expense and would move in
that direction as opposed to libraries and schools which may be
more intense, and if there is any comment on that?

Ms. HANLEY. You can if you don’t have specific authorization in
a bond, certainly. I mean, if you have the flexibility to do those
things that don’t require that much operating.

Mr. Davis. My next question is, I take it both of you are
overauthorized, you have plenty of authorization out there and
then you can only spend down a certain amount a year?

Ms. HANLEY. I never like to think of myself as being
overauthorized, but I guess, yes.

Mr, Davis. How about in New York?

Mr., McMAHON. New York is now bumping up against the State
constitutional limit on the amount of debt that it can have issued,
and the reason being that there has been a significant drop-off in
the value of property in the city of New York, and some people
argue that is cyclical and it will come back up, but it is a problem
that we are addressing right now by scaling back our capital.

Mr. Davis. Fairfax has to have a bond issue for a specific project.
To borrow, you need to get the permission of the voters. Does New
York City have that? Cities in Virginia don’t have that to the same
extent.

Mr. McMAHON. No. It is not—there is no voter approval required
for the city of New York general obligation debt issuance. It is es-
sentially approved by the council as part of the annual——

Mr. 6AVIS. So you wouldn't have an authorization problem. I
guess in Virginia, you would have to be authorized by the voters
and then you would spend it down to the extent your budget allows
you to. Ms. Hanley?

Ms. HANLEY. Yes, unless you are a city or unless you have some
kind of authority or revenue bond situation where you had the rev-
enue stream identified.

Mr. Davis. Like for waste water treatment or burning trash?

Ms. HANLEY. Water authority, Metro garages at Vienna.
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Mr. Davis. You have the revenue stream. Thank you.

Mr. McMAHON. And I should point out, the State of New York
is different in this case because there, in order to issue debt, you
need the authorization of the voters. And what Governor Rocke-
feller did was, he also found creative ways to create authorities
that were off budget that got around that mechanism and utilized
it to create a number of things that are very attractive in New
York but also very expensive.

Mr. Davis. Thank you.

Mr. HorN. I thank each of you very much. We have delayed the
Virginia contingent long enough to get caught in the rush hour
traj'glec and feel the problems of modern urban capital projects.

Mr. Davis. HOV-2 now, though. They are OK.

Mr. HorN. We do thank you for coming. And Mr. McMahon, we
deeply appreciate you coming down from New York and sharing
your experience with us. It is very important. So thank you all.

And if the last panel will come forward, I would appreciate it. In
the meantime, I ask consent that the working papers provided b
Mr. Brasher and Ms. Young of the majority staff having to do wit
the California legislative analysts’ deflmitions of the terms we are
discussing, and the excerpts from the California State Administra-
tive Manual and the work of the National Association of State
Budget Officers entitled, “Capital Budgeting in the States, Path to
Success,” as well as an article in Government Finance Review, “Op-
erating Capital Budget Reform in Minnesota, Managing Public Fi-
nances Like for Future Matters,” be included at the conclusion of
today’s hearings as part of the hearing record.

Hearing no objection, that is so ordered.

Please be seated. Our first speaker will be Mr. Ted Sheridan, the
former Chief Financial Officer of Fairchild. Thank you very much
for coming.

STATEMENTS OF TED SHERIDAN, PRESIDENT, SHERIDAN
MANAGEMENT CORP., ON BEHALF OF FINANCIAL EXECU-
TIVES INSTITUTE; AND DAVID CHU, FELLOW, NATIONAL
ACADEMY OF PUBLIC ADMINISTRATION, SENIOR FELLOW,
RAND CORP.

Mr. SHERIDAN. Good afternoon, I am Ted Sheridan, president,
Sheridan Management Corp. and | am a member of the Financial
Executives Institute, Committee on Government Liaison. FEI is a
professional association of 14,000 chief financial officers, treasur-
ers, and controllers from some 8,000 major corporations throughout
the United States and Canada. The committee on government liai-
son formulates positions on economic and regulatory issues of con-
cern to American business.

Mr. Chairman, we appreciate the opportunity to present the
views of FEI before the subcommittee and are always willing to
provide our technical assistance to you, the ranking member, and
your representative staffs. And I was very pleased to see that
Chairman Clinger was here and I have a copy of H.R. 767, which
I had not seen before and it appears that is quite germane to these
processes. I have read his prior submissions in earlier Congresses.

As to why I am here, I have been a member of this committee
of FEI for virtually its entire existence, and the last time I was
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here, I testified before then-former Chairman Conyers on the CFO
Act. I have been involved with various things with GAO, OMB, and
Treasury, and worked for the late Malcolm Baldrige in some proc-
esses here and others.

In addition to being CEFQ of Fairchild Industries, I also held a
similar position with AMF for 12 years and I have been involved
with this matter in a variety of other contexts, including part of the
faculty at Columbia University, where I held a seminar on this
matter.

The issue is why capital budgeting and why the private sector
over the last 15 years has gone through a wrenching process of
reengineering and downsizing and virtually every business has had
to reassess its mission, its priorities, and tﬁe ability to deliver a re-
quired level of goods and services at lower cost and with greater
efficiency.

Those of us in the corporate financial community know how criti-
cal and painful this process can be. We had to do it because of the
official laws of survival in the global marketplace. In this current
environment of multibillion dollars deficits, we strongly recommend
that the Federal Government emulate wherever possible the pri-
vate sector experience.

Central to private sector reengineering has been employment of
a highly disciplined mission definition and capital allocation proc-
ess conducted on prescribed cycle schedules. Pivotal to this is the
commitment to long-term fixed assets which will drive much of the
operating budgets of future years.

The importance of capital budgeting in the private sector cannot
be overemphasized. Capital busgets force companies to develop
long-term strategies on how to most efficiently accomplish the busi-
ness objectives and link costs to the fulfillment of that mission. By
doing so, it subjects the process to serious analysis for setting pn-
orities and allocating scarce resources.

Given the impact on long-term mission accomplishment and the
financial commitments embodied in the capital budget, it’s impera-
tive that it be analyzed, approved, and accounted for in a process
totally separate from that for current operations. To lump them to-
gether as is currently done in the Federal unified budget is to ob-
scure and to frustrate the role it should play.

It must be understood that the presentations accompanying the
Federal budgets that break out capital appropriations for fixed as-
sets and other investments are done after the fact and are not sep-
arately considered in the decisionmaking process. Doing so makes
it virtually impossible to adopt the disciplined approach of the pri-
vate sector to mission definition and capital allocation.

Capital bud%eting forces companies to develop a long-term strate-

ic plan, usually 5 years, to fulfill stated goals and objectives. In
g:eveloping the strategic plan, companies first determine what their
capital asset requirement needs will be to accomplish the mission.
Once completed, the costs to fund the capital assets will be cal-
culated.

Determining the ability to fund capital projects requires compa-
nies to prioritize projects in order to accomp{ish the stated objec-
tives and best fulfill the overall mission within funding constraints.
In the private sector, analysis using investment criteria such as
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positive net present value are employed to determine the relative
value of completing—competing projects and to make the critical
priority decisions.

Once this process is complete and the decision to move ahead
with capital investment is made, a system must be put in place
that periodically tracks the progress of investments to ensure that
the project is meeting its stated objectives.

In the private sector, the financial reporting system is used to
monitor the progress of such capital budgets produced on a month-
ly, quarterly, and annual basis. Safeguards such as periodic audits
are performed regularly to ensure accuracy of the financial report-
}ng system and accomplishment of objectives. In condensed
orm

Mr. HorN. Let me say that we are going to be running short of
time. We do put your whole statement in the record. You don’t
have to read it, so feel free to just summarize.

Mr. SHERIDAN. Right. The point that I was trying to make and
why I would like to finish this very last thought is in a condensed
form, these reports are reviewed by board of directors to evaluate
the effectiveness of the strategic plan and the underlying capital
investments.

The board of directors uses this information as the basis for ap-
proving the strategic plan for the ensuing 5 years, where the cycle
begins again. We would propose such a process, we, FEI, and this
review and approval will be done at the Federal level by the Con-
gress through an oversight committee such as this one.

So we are trying to bring into the cycle an approval process that
is very much like the very successful one used within the corporate
environment and we feel that this committee is one that could have
that oversight under your new charter.

Thank you, I would be pleased to address any questions.,

Mr. HorN. Well, I see that you have advocated here a pilot pro-
gram so why don’t you just summarize the idea there.

Mr. SHERIDAN. Well, 1 spent half an hour with your colleague
Chris Shays before this meeting trying to explain these thoughts
in less time than you allotted to me, because that’s Chris’ way and
it became clear to me that the enormity of the subject matter, the
complexity of the definitions and the means to address it were so,
so huge that in our view we would do what we would do in the pri-
vate sector, is to find relative projects on which we could try out
these notions in such a way that they could be given under-the-mi-
croscope scrutiny by this committee and others. And we would pro-
pose to do that in three areas that we think are relevant within
a very narrow definition of assets in the capital budget.

[The prepared statement of Mr. Sheridan follows:]

PREPARED STATEMENT OF TED SHERIDAN, PRESIDENT, SHERIDAN MANAGEMENT
CORP., ON BEHALF OF FINANCIAL EXECUTIVES INSTITUTE

Good afternoon, my name is Ted Sheridan. I am President of Sheridan Manage-
ment Corporation and a member of Financial Executives Institute’s (FBI) Commit-
tee on Government Liaison. FBI is a professional association of 14,000 chief finan-
cial officers, treasurers, and controllers from some 8,000 major corporations
throuqhout, the United States and Canada. The Committee on Government Liaison
formulates positions on economic and regulatory issues of concern to American busi-
nesses,
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Mr. Chairman, we appreciate the opportunity to present the views of FBI before
this subcommittee and are always willing to provide our technical assistance to you,
the Ranking Member Carolyn Maloney and your respective staffs.

Why Capital Budgeting

Over the past 15 years, the private sector has gone through a wrenching process
of re-engineering and downsizing. Virtually every business has had to reassess its
mission, priorities, and the ability to deliver a required level of goods and services
at a lower cost and with greater efficiency. Those of us in the corporate financial
communitf; know how critical and painful this grocess can be. Werﬁgd to do it be-
cause of the efficient laws of survival in the global marketplace. In this current en-
vironment of multi-billion dollar deficits, we strongly recommend that the Federal
government emulate the private sector experience.

Central to private sector re-engineering has been employment of a highly dis-
ciplined mission definition and capital allocation process conducted on a prescribed
cycle schedule. Pivotal to this is the commitment to long term fixed assets which
will drive much of the operating budgets of future years.

The importance of capital budgeting in the private sector cannot be overempha-
sized. Capital budgeting forces companies to (fevelop long term strategies on how
most efficiently to accomplish their business objectives and to link cost to the fulfill-
ment of that mission. By doing so, it subjects the process to serious analysis for set-
tin(g priorities and allocating scarce resources.

iven the impact on long term mission accomplishment and the financial commit-
ments embodied in the capital budget it is imperative that it be analyzed, approved
and accounted for in a process totally separate from that for current operation. To
lump them together as is currently done 1n the Federal unified budget is to obscure
and frustrate the role it should play.

It must be understood that the presentations accompanying the approved Federal
budgets that break out capital appropriations for fixed assets ang other “invest-
ments” are done after the fact and are not separately considered in the decision
making process. Doing so makes it virtually impossible to adopt the disciplined ap-
proach oFthe private sector to mission definition and capital allocation.

The Mission Definition & Capital Allocation Cycle

Capital budgeting forces companies to develop a long-term {usually 5§ years) stra-
tegic plan to fulfill stated goals and objectives. In developing the strategic plan, com-
panies first determine what their capital asset requirement needs will be to accom-
pli]sh tlhe mission. Once completed, the costs to fund the capital assets will be cal-
culated.

Determining the ability to fund capital projects requires companies to pricritize
projects in order to accomplish the stated o%jectives and best fulFlll the overall mis-
sion within funding constraints. In the private sector, analysis using investment cri-
teria such as a positive net present value are employed to determine the relative
value of competing projects and to make the critical priority decisions.

Once this process is complete and the decision to move ahead with the capital in-
vestment is made, a system must be put in place that periodically tracks the
progress of the investment to ensure that the project is meeting its stated objectives.

In the private sector, the financial reporting system is used to monitor the

rogress of such capital projects—produced on a monthly, quarterly, and annual
gasw. Safeguards such as periodic audits are performed regularly to ensure accuracy
of the financial reporting system and accomplishment of objectives.

In condensed form these reports are then reviewed by a board of directors to
evaluate the effectiveness of tﬁe strategic plan and the underlying capital invest-
ments. The board of directors use this information as the basis for approving the
strategic plan for the ensuing five years, where the cycle begins again.

If the process is adopted as FBI proposes, this review and approval would be done
at the feSeral level by Congress through oversight committees such as this one.

Definition of Capital Assets

Within the Mission Definition and Capital Allocation process, decisions must be
made on the present and future deployment of various categories of capital invest-
ment which support mission accomplishment.

To embrace all of the definition of investment applied to all federal H_rog'rams
within the current conceptual framework would obviously overwhelm the effort. FBI
has chosen to narrow the definition initially to tangible fixed assets and to address
a limited number of program types. This would include:

¢ Defense system procurement,
e Buildings, equipment and information systems to support agency operations,
and
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e Government-owned infrastructure projects
We would not include such items as:

¢ Intangible assets

¢ Grants to state and local governments

* Revolving funds

e R & D, education and training

¢ Human Resources

¢ Social Investment

FEI Recommendations for a Pilot Program

Because of the long term commitments created by the capital budgeting process
for fixed assets, it is essential that it be analyzed and justified in a process separate
from that used for other forms of federal investment, current operating expenses
and discretionary spending.

However, moving to capital budgeting does raise some additional issues. These in-
clude violating existing policy and law concerning the appropriation process, the in-
clusion of depreciation in operating budgets, employment of deficit {inancing of in-
vestments and possible abuses such as deflecting costs between operating and cap-
ital accounts!

While recognizing these concerns, FEI believes that it is possible to create a sys-
tem that wou%?l deal effectively with each of these issues. To that end, FEI proposes
a pilot Fx:rogram to test the applicability of these systems to discrete federal pro-
grams that are representative oF three classes of fixed asset investment:

— A weapons system procurement such as the FA 18 E/F
— An information system acquisition such as FTS 2000, and
— A government owned infrastructure project such as power generation

Each project would create and implement a Mission Definition and Capital Alloca-
tion program. It would then establish a proposed fixed asset Capital Budget distinct
from other investment and spending for the associated department or agency. Fol-
lowing that it would integrate the fixed asset expenditures budget with other appro-
priate investment and spending relevant to the program. A financial management
and control system would be devised with an accompanying reporting and auditing
program to be presented to this Subcommittee for oversight approval.

Systems andp procedures would be devised and tested to prove their efficacy and
their abi]itf' to satisfy the concerns expressed by observers. Each of the three pro-
grams would then be evaluated for possible broader application and, hopefully, even-
tual adoption as modified and improved for general use in the Federal budget proc-
ess.

Conclusion

Mr. Chairman, budget decisions made today have long-term ramifications for the
health of the nation’s economy. In this environment of sustained budget deficits,
making informed budget decisions are more important than ever. That is where cap-
ital budgeting can play a vital role. Capital budgets would be an important tool for
Congress and the President to have at their disposal as they work toward a more
efficiently ran government.

To that end, FEI has worked for over 15 years promoting the need for improved
financial management practices in the Federal government. Four years have passed
since the passage of the Chief Financial Officers Act of 1990. Much has been accom-
plished, but much remains to be done. We believe the 104th Congress provides some
unique opportunities to significantly strengthen the CFO Act. 'ﬁ:e time is right to
get the Federal government’s fiscal house in order, and we stand ready to assist you
and this Subcommittee to accomplish these long overdue objectives.

Mr Chairman, thank you for this opportunity to appear before the Subcommittee
this afternoon. I would be pleased to answer any questions.

Mr. HorN. That is very interesting. You note a weapon system
procurement such as FA-18E/F could be included. I suspect that
would get shot down as people say, “my heavens, they will hide the
whole defense budget in here.” An information system acquisition
such as FTS 2000, which we will be holding a hearing on, would
be very appropriate to include as would a government-owned infra-
structure project such as power generation.

So what you are saying is take some gigantic project that has
long-term viability similar to the private sector and try to apply
these basic principles.
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Mr. SHERIDAN. Well, Mr. Chairman, I only suggested the FA-18
because the empennage is built in southern California but that was
just a——

Mr. HorN. I don’t have any parochial interest so don’t worry
about that. I just think the general principle of including weapons
systems would bother me, frankly. Maybe I could be convinced dif-
ferently, but I just think it is so liable to mischief by the executive
branch that pretty soon we would have the capital budget equal to
the operating budget. There is a constitutional provision on weap-
ons anyhow that they need reappropriation every few years, which
no other budget has.

So this is immensely helpful.

Let us ask Dr. Chu, now, a fellow of the National Academy of
Public Administration and, I guess, still a fellow, at Rand?

Mr. CHU. Yes, sir.

Mr. HORN. We are most grateful for you coming. Again, your
statement will go in the record. Please feel free to summarize it
and then we will get to the questions the Members have. -

Mr. CHU. Thank you. I will summarize it briefly. Let me say it
is a great pleasure to be here and to have a chance to offer testi-
mony. I should stress that this is testimony based upon my service
on a NAPA panel, although NAPA itself has not taken a position
on these matters. My remarks should not be viewed as represent-
ing NAPA’s institution, nor as representing the organization on
whose staff I serve, Rand.

Capital budgeting is obviously a critical issue, one that has long
been with us, but one which you know has met considerable resist-
ance over the years at the Federal level. A core conclusion of the
panel on which I served was it was important to understand why
this idea has not been adopted at the Federal level. In that regard,
I believe that our deliberations identified five issues that are useful
to consider.

First of all, a question which has already been touched upon re-
peatedly this afternoon, is the proposed scope of a Federal capital
budget. Does it go so far at one extreme to embrace such invest-
ments as ideas, which includes the product of research and devel-
opment software data bases, et cetera, on which the Federal Gov-
ernment expends considerable resources?

Does it include human capital or is it limited to items of physical
capital?

And within the physical regime, are we talking principally about
items that support private sector activities—roads, bridges, et
cetera—or are we also encompassing items that support the gov-
ernment production of services, whether those are health services,
veteran’s services, postal services through the postal system, de-
fense—the FA-18 example in Mr. Sheridan’s pilot list? Are we talk-
ing simply about plant here, meaning buildings and their improve-
ment, or are we embracing equipment, as well?

The second major issue, in my judgment, is whether the method
of financing the capital investment 1s important in deciding what
we are talking about. Are we restricting the capital account to di-
rectly financed items, through appropriations or borrowing?

Do we include items that are financed through tax subsidies?
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Do we include items that are financed through credit guarantees,
or by government enterprises, which is important activity in the
housing sector?

Do we go so far to include items that are required as a result
of Federal mandates of one sort or another?

A third major issue, in my judgment, is the question of how we
decide the aggregate level of capital investment for the Federal
Government. Should it be mechanistically linked, as in the Fairfax
County example, to a particular aggregate index like Federal reve-
nues, or should it be determined in some other way, including a
tradeoff of consumption versus investment?

A fourth obvious issue, is how any decision about the aggregate
level investment should be apportioned among the bodies in the
Congress who would make decisions on its specific allocation and
on specific projects.

And a final issue, obviously, is the relationship of the capital
budget to borrowing limits for the Federal Government as a whole.

As I indicated in my opening comment, capital budgeting pre-
sents a difficult but important challenge. If there were easy an-
swers to this challenge, the capital budget idea would have been
adopted at the Federal level years ago. The decisions associated
with this challenge—with Federal investment—are obviously criti-
cal to the country’s future, and thus important to us all.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Chu follows:]

PREPARED STATEMENT OF DAvID S.C. CHU, FELLOW, NATIONAL ACADEMY OF PUBLIC
ADMINISTRATION

Mr. Chairman and Members of the Subcommittee:

My name is David Chu and I am pleased to testify this afternoon at your invita-
tion on behalf of the National Academy of Public Administration (NAPA). The views
expressed are my own and not those of the Academy as an institution. However,
they are based on work by a NAPA panel on capital budgeting of which I was a
member and associated stafl research. The work was done at the request of the
Corps of Engincers as part of a major project on the nation’s infrastructure strategy.
One result of our work was to co-sponser a Capitol Hill Summit conference on Fed-
eral Capital Budgeting with the Advisory Commission on Intergovernmental Rela-
tions here in the Rayburn building in March of last year.

As you know, the Academy is a Congressionally chartered organization which was
formed more than twenty-seven years ago to improve governance and public man-
agement. It has a membership of about 400 Academy Fellows who have spent their
professional lives actively concerned with government and its problems.

My purpose this afternoon is not to testify on particular legislation although we
have scen Chairman Clinger’s bill, H.R. 767, which is proposing a capital budget
and an operating budget within a unified federal budget. Regardless of the specifics
of that bill, which we look forward to studying further, it addresses a problem about
which there is general agreement. How should the federal government budget for
capital investments especially in periods of fiscal stringency? We believe this is, and
should be, a major concern of the Congress and therefore a good choice for investiga-
tion and review by this committee.

As you all know, this is not a new subject. Almost 30 years ago, in October 1967,
the President’s Commission on Budget Concepts stated that:

The Commission finds little merit in proposals to exclude outlays for cap-
ital goods from the total of budget expenditures that is used to compute the
budget surplus or deficit. It strongly recommends against a capital budget
in this sense.

There has been consistent and strong opposition to a capital budget ever since,
strong enough to prevent success of the persistent attempts to incorporate this con-
cept into the federal budget process.
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If this Committee and this Congress are to be successful in coming to grips with
the capital budgeting problem, a thorough examination needs to be made of the
roots of this ogposition as well as the many—and there are many—good arguments
for capital budgeting. What I wish to do this afternoon is to outline some of the is-
sues that need to be explored in that examination.

Those that favor capital budgets make persuasive arguments:

e Many states and localities are using capital budgeting successfully.

¢ The use of long ranﬁe planning and cost benefit analysis which are important
to capital investment decisions would be enhanced by a capital budget.

e By clearly identifying expenditures associated with capital, a capital budget
would discourage, or eliminate, borrowing for operating expenditures.

Each of these arguments deserves consideration by of the Congress.

In addition there are a number of more technical issues to be explored:

What are the range and boundaries of capital budgeting? There is little question
that investment in research and development, and in education and training, are
investments in the future of great importance to the nation. They are included as
part of federal investment in the President’s budget. However, their inclusion in a
capital budget would greatly enlarFe its potential scope.

t is possible to separate so-called hard capital investment into projects directly
enhancing the private sectors long-term productivity (such as roads, and water man-
agement facilities) and those required to conduct govemment managed activities
(such as veterans hospitals, postal facilities and federal courthouses and prisons).
Would both groups of projects be included in a capital budget?

To what extent would capital equipment programs be part of a capital budget?
This includes both military equipment, and civilian equipment such as air traffic
control hardware, and some that 1s in-between, such as the multi-billion dollar glob-
al positioning system started to meet a military objective, but now with burgeoning
civilian applications.

FederaFgovemment financing of capital investment is not all through direct ap-
propriations. The $75 billion subsidy for housing is funded through income tax de-
ductions, so called “tax expenditures”. Also, there are multi-billion dollar loan and
credit programs for housing delivered through federal departments, corporations,
and government sponsored enterprises. While few would argue that these should be
part of a capital budget, their role is harder to ignore when considering the role of
the federal government in promoting federal investment in future infrastructure.

Within the Congress, the adoption of a capital budget wuld pose a number of pro-
cedural issues in the Congress. I will only mention a few:

¢ How would decisions be made on the “appropriate” level of investment?

e Would investment allocations be made to congressional committees and, if so,
how?

¢ Would trade-offs be allowed between discretionary spendjn% for investment
and mandatory programs that support consumption to permit Congress to shift
resources from consumption to investment?

Finally, the relationship of a capital budget to government borrowing needs to be
determined. A popular viewpoint is that borrowing would be acceptable for capital
investment, but not for operating programs. This is the view of many states in their
budget operations. At the moment, federal borrowing is determined by the cash flow
neegs of the Treasury, without reference to the type of program requirin%}the funds.

Mr. Chairman, you are undertaking a major task and a difficult one. The concept
of capital budgeting wouldn’t have been around for more than 30 years without final
action if it were easy. But the stakes are high; deciding wisely the level and content
of federal capital investment, in the face of many competing demands, is of great
importance to the nation’s future. We at the Academy will follow your progress with
great interest and stand ready to assist you wherever possible.

Thank you for the opportunity to share our views on this important issue.

Mr. HORN. We thank you, Dr. Chu.

Representative Maloney.

Mrs. MALONEY. Well, I think a big issue is how do you define the
capital budget. From the other panel, it is very clear on the local
government, I guess we have been dealing with it so long, and ev-
eryone agrees it is the bridges and the roads and most of the States
and cities do.

T would like to ask both of you where would you put defense?

See, in the city and State government in which I served, we
didn’t have defense and so it was not an area that I even thought
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about. But it seems to be such quickly changing technologies, not
permanent items a lot of times. The minute we finish with the F-
15, it is the F-16 and probably next year it will be the F-18.

How do you feel about defense? Would you define that as a cap-
ital budget item or an operation budget item?

Mr. CHu. I should emphasize that this is my personal view, and
obviously it is a bit biased because I served in the Department of
Defense for a number of years. But in my judgment, many of the
items—physical items acquired by defense—are the quintessence of
capital items. They are long-lived. The Department for many years
pub}:shed a balance sheet, which included a valuation of the capital
stock.

There is an obvious problem that Mr. Horn identifies: the con-
troversy associated with and the practical political issues entailed
by treating some of these items as capital items. But in my Iiud -
ment they clearly are, on the simple basis that they are long-live
they provide services to the country over a long period of time.

From the perspective of Mr. Clinger’s bi]f if the reason—the
principal reason—for capital budgeting is to assist planning, it is
ultimately that planning function that such a budget presentation
for defense would support. I am struck that especially at the cur-
rent juncture in history, the sitting Secretary of Defense has sig-
nale& that he feels the investment portion of his budget is below
the rate that in the steady state would be needed to sustain the
structure of the forces the United States currently possesses. So it
is a live issue in the planning context in that cabinet department,
whether or not we show it as a capital budget item.

Mrs. MALONEY. Thank you.

Mr. SHERIDAN. In that regard, and I concur with your thinking,
we should remember that whether the asset—asset purchase or
procurement process is motivated by dictates beyond the realm of
certain committees, that it should be understood that the $229 bil-
lion capital expenditures for capital for the defense procurement
are going to take the largest measure and I think they should be
very carefully looked at, judged on their merits for their mission
support, and be viewed as an important element. To somehow push
them off the table, I think would defeat the purpose of budgetary
process in the capital area.

Mrs. MALONEY. And Mr. Chu, you mentioned in areas that we
would have to look at the degree to which you would be allowed
to borrow. Again, it has been tried on State and city levels and
they have certain principles that we heard, 10 percent debt service,
but how would you see the limits on borrowing for the Federal Gov-
ernment so that you keep some type of control?

Mr. CHu. I think one of the principles that was identified has
considerable merit, at least in the long run; whether you follow it
from year to year is another matter. That is, the borrowing instru-
ment used should not substantially exceed the life of the item that
it supports, nor your ability during that period of time to repay the
princi&)al and carry the interest on the debt that is thereby in-
curred.

Now, the important linking element in all of this, which is
touched upon in Mr. Clinger’s bill, of course, is the consumption
tharge. What will show up in the operating budget of the cabinet
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agency will be the depreciation or the asset consumption charge
every year, the drawdown, in some sense, of the life of the equip-
ment. And that is another element, another balance that in my
judgment would warrant your attention.

If you are drawing—if you are consuming faster than you are in-
vesting, that is a signal that over time—eventually—there will be
nothing left in that particular capital stock.

Mrs. MALONEY. Do you care to comment?

Mr. SHERIDAN. There is the notion that because the Federal Gov-
ernment is a sovereign entity that it doesn’t have to go before the
rating agencies and therefore some of the process of allocating the
liabilities to the asset side is not relevant. That is far from truth.

The world capital markets are looking at us just as they use the
benchmarks beneath the deutschemark and the yen and when we
exceed, whether it is a percentage of benchmark of GDP or con-
sumption or whatever, we are at peril that we are going to put our-
selves in a position where our interest costs on this debt will ex-
ceed that which it should be. And even though the rating agencies
do not necessary give us a double B or a triple A, we should look
at this in the same manner and take it with the same degree of
seriousness as it if were a firm mandate,

Mrs. MALONEY. Thank you very much. I have no further ques-
tions.

Mr. HorN. You raised an interesting point. The State of Virginia,
as I recall, prided itself in the twenties and the thirties as the debt-
free State. Everything was pay as you go out of the taxes raised
that year. Bonds were not floated.

In the State of California, until this last election, the voters
would almost always approve a bond authorization for higher edu-
cation. They approved one for the University of California about 10
years ago. This time the voters went right down the ballot and said
no to practically every Statewide bond measure regardless of its bi-
partisan or nonpartisan basis. Some had absolutely no opposition
statement on the ballot, but it didn’t matter. The voters said
enough is enough. We have a deficit, folks. We are not going to
pass the bonds.

Of course, the Federal Government doesn’t go to anybody in
terms of an actual electorate for their bond authority. They would
come to Congress. We finance it in a wide variety of ways com-
pared to the States. I believe that in the States, usually the capital
budget is primarily financed by bonds voted by the voters. Obvi-
ously part of it can be paid out of the operations budget if the legis-
lature so votes.

But does that in your judgment pose any problems for how the
Federal Government approaches this? It is strictly a congressional
decision at this point. We don’t ask the voters of America to au-
thorize a capital project and retire it by bond.

Mr. SHERIDAN. Well, the process is clearly more cumbersome, but
the private sector knows when it is being crowded out of the finan-
cial marketplace. It also knows that the benchmark that it pays for
its money is predicated on that which the Treasury pays. And if
the Treasury pays more, they pay more, whether it is 100 or 150
basis points.
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And they recognize that the impact on their own businesses and
their own lives and their own adjustable rate mortgages are at
stake. We find that they have more difficulty turning down ballots
and they fire only every 2 years, but I think that they will speak
and have.

Mr. CHU. The observation I would offer on this whole controversy
is that, as is obvious to everybody, we are making these decisions
now. We are making capital investment decisions now. But we
aren’t making them—and I think this is the point really in Mr.
Clinger’s bill—we aren’t making them in an organized way, think-
ing about our choices in some strategic sense. We are also making
borrowing decisions now. In essence, all the capital budget notion
does—for all the economics that get attached to it—is insist that
we try a more organized, more strategic approach to capital invest-
ments decisions. It doesn’t change the fact that we are already
making them,

Mr. HorN. Do you agree with Mr. Sheridan’s suggestion that
some of the long-term weapons systems would qualify for a capital
budget?

Mr. CHu. Yes, sir.

Mr. HORN. You served in the Pentagon?

Mr. CHuU. Yes, sir.

Mr. HORN. What did you think objectively——

Mr. CHU. Yes, sir.

Mr. HORN [continuing]. As to the criteria by which the Depart-
ment of Defense picked and chose between competing projects of a
5, 10, 15-year nature? I am familiar with the C-17. I think that
has been in initiation stage, production stage, for 17 or 18 years
at this point from the original design.

How did you see that process working? Were there things that
you as an expert in this area thought, “good heavens, why don’t
they apply some common sense and use this as a criteria?” Or are
there criterion to separate between these items?

Mr. CHu. I think that the imposition of, or the requirement to
submit a capital budget, would do the Department of Defense a
great deal of good, because its present budgetary horizon is for-
mally only 6 years into the future. There is a tendency not to look
beyond that, and a tendency, in fact, to try to push bills out to the
end of that period—if you're really clever, to the 7th year.

And of course as you appreciate, typically it takes at least a year
to build an airplane. It takes several years typically to build a large
naval war ship. It takes more than 6 years to conceive, design, and
develop a major weapons system, C-~17 being an excellent case in
point.

One of the advantages, it seems to me, of a capital budget, is
that it would compel the Department to deal with these issues on
a long-term basis, including, ironically, having to think about the
operating costs commitments it is making in the future by the cap-
ital decisions that it is initiating today.

In my judgment, it would be healthy for the Department. I don’t
wish to pretend that it would necessarily be enthusiastically re-
ceived as a notion within that Department, but I think it would
bring a very useful, proper long-term perspective to the choices
that it must always make.
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Mr. HorN. Well, that is an excellent point that you have made,
in my humble opinion, because, as you suggest, they put it right
outside of where that line was and then they dump the cost on us
later and say, “oh, well, you should have known what you were
doing when you approved 1t.”

Well, did we not have all of the information at the time and
there is no question that we are misled by the Pentagon regardless
of administrations, as far as I am concerned. That was just con-
firmed on my recent walk to the Capitol with a person that is an
expert in this area.

Let me give you an example, the V-22, Osprey. It has been in
development, production, experiment. One Secretary of Defense is
for it. One cancels it. A few years later, another Secretary of De-
fense wants to restore it.

Whag do you do in a capital budget situation with that particular
project?

Mr. CHU. The first thing you do—and I think that the debate on
this would have been substantially helped by a capital budget—is
you pay attention to the extant stock of equipment that supports
the mission, in this case principally the movement of marine forces
from ship to shore. What I think that would have underscored for
everyone, and thereby assisted the debate on this issue, is that the
present stock is being drawn down very rapidly, much more rapidly
than any replacement like the V-22 can possibly sustain. Had a
capital account approach been taken, I thinﬁ that would have given
greater support to those in the Department who were worried
about the immediate drawdown that was occurring.

Now, I should acknowledge, Mr. Chairman, that I am highly bi-
ased commenting on that specific issue, because I was one of those
who advised the Secretary to cancel the program.

Mr. HORN. Let me move to a domestic example, HUD, Housing
and Urban Development. Its predecessor agency, I think, built Pru-
itt Igo, a major public housing project in St. Louis.

I ﬁon’t know if you remember, but a few years ago the evening
news showed that whole project, I don’t know, 8, 10, 12 stories tall,
being blown up by dynamite. It was so bad that nobody knew what
to do with it. I remember that project because I was the vice chair-
man of the U.S. Commission on Civil Rights. I held a hearing in
St. Louis in 1970 and we saw that project. It was a disaster then.
A decade or more went by before they biew it up.

But I cite that because generally in capital projects there is some
estimate of the useful life, as the point was made by you and ear-
lier panels, in order to retire the bonds. You don’t issue bonds for
a 20-year project that comes apart in 10 years. But if things be-
come so bad that they do not last for the expected duration of the
project?

Now, how do we accommodate that in the capital budget idea if
the bond authority is the basic way those are being funded? Does
th}?t l?)ecome sort of a whimsical government to the Eond holders or
what?

Mr. CHu. Of course, as you appreciate, Mr. Chairman, ultimately
it is the full faith and credit of the United States that stands be-
hind the bonds. I think this is an example of an unfortunate situa-
tion where the capital asset vanishes prematurely, effectively rob-
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bing the Federal Government of the base of Federal revenue or
services that undergirds its commitment.

In my own judgment, that sort of situation speaks to the inad-
equacies of the program—Ilimitation—and not necessarily to any
flaw in the notion of a capital budget by itself. If systematically one
finds that the agency involved is overestimating the life of the as-
sets, then that is something that the agency should be asked to cor-
rect. And if it won’t, obviously the last—the last opportunity is the
Congress imposing a correction on the agency’s deliberations.

Mr. HORN. Yes. Mr. Sheridan.

Mr. SHERIDAN. One might also include in the capital budget at
the outset the notion of replacement and refurbishment require-
ments in the future. It was clear that in that project and many
that we see not too far from here that that was not allocated at
the time and I think that was a shortcoming of the process.

Mr. HorN. I think you are absolutely correct. California does ex-
actly that with major capital outlays separated from minor capital
outlay where you could go in, completely redo the building to adapt
to modern computer systems, so forth, and take care of equipment
replacement.

Governor Reagan personally ordered that change made because
until he became Governor, the rule in California was you got your
scientific equipment with the initial building but there was no
funding formula to ever replace that equipment. So I remember my
planning dean came in to me the first few months when I was
president. He said, “I have a great idea.” He said, “Let’s split this
campus in two. It would only mean we would need another presi-
dent, and we could double our formulas and go back and get all the
new equipment and everything else that we need that didn’t come
with the buildings.”

And it was just crazy, that type of bureaucratic system. That was
pointed out to the Governor. He laughed and said, “This is the
stupidest thing I ever heard of,” and the Department of Finance fi-
nally changed it, but we still have some crazy anomalies.

Let me yield to the gentleman from Illinois, Mr. Flanagan.

Mr. FLANAGAN. Thank you, Mr. Chairman. Thank you, gentle-
men, for coming,.

Mr. Sheridan, I was very interested as you were talking about
capital budgeting in the private sector. And it all seems to be objec-
tive oriented. We have a direction that we are going. We know
where we want to be in a certain amount of time. We will budget
accordingly and we will get there by allocating resources to make
that happen and making sure that we have operating expenses to
cover as we go along.

Would the government could work that way. There is an enor-
mous fluidity with change of administration, with change of parties
as the payers of bills come in and the payers of bills go and the
level of priorities, the level of objectives changes enormously
through that time.

How does in a business context, for instance, a part of the apoca-
lyptic problem of stock crashing, divisions being sold off and other
really horrible things happening in business when you have such
a change whether externally or internally imposed, in the context
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of a capital budget, the fluidity and objectives and how does that
play in or out?

Mr. SHERIDAN. Well, in an honest setting, the objectives, the mis-
sion statement is clearly recited at the outset and unless there is
a reason to change that mission statement, it continues with the
asset for its life. And during that period of time, should the mission
be diminished, the life either physically or effectively be reduced,
then the value of that asset is contracted. I would submit that un-
less there is some reason within the political process that the objec-
tives for the assets change that they would be still valid.

That is not to say that there would not be changes in mission
and changes in objectives over time, but if they are clearly enun-
ciated at the outset and are clearly put forward with the appropria-
tion and with the ongoing requirements, that is one way that you
can go back and track ang say do we need this asset and is it justi-
fied in its current life.

Mr. FLANAGAN. Maybe if I give you a “for instance,” I can explain
this a little better.

We started I guess about 20 years ago now and will go on until
I am old and gray and my children are old and gray digging some-
thing in Chicago called the deep tunnel. It is an enormous and
wonderful hole in the ground that employs lots of local folks and
costs the Federal Government of the United States bazillions annu-
ally. The efficacy for that originally was to take storm water from
the Chicago area and help out the sewage system. The underlying
need for it, it was a wonderful experiment in actually having an
unstated role of being shelters in the event of perhaps a nuclear
holocaust.

Our objectives have changed there. Chicago is no longer deeply
worried about that, but yet the problem goes on because of the in-
ertia it has built up on its own. That would be certainly familiar
under the rubric of a capital expenditure, this sort of project, I
would imagine, by whatever definition and qualifications by the ex-
cellent question raised by Mr. Chu.

If we had such a capital budget in here and we have had a fluid-
ity in objectives, we have a different mission, yet we have an enor-
mous expenditure in this already and, not to mention, an oper-
ational cost that is quite high as well, how would business in its
experience deal with this problem?

Mr. SHERIDAN. Well, they shut down the Edsel plant and if the
product does not sell and if it has no useful means, those assets
in the future appropriations and expenditures would be diverted to
some other project. It would be written off and you would start
with a new slate. That may be more difficult to do within a politi-
cal environment, but that's what we’d do.

Mr. FLANAGAN. Thank you. I yield back, Mr. Chairman,

Mr. HorN. Thank you. The gentleman from New Hampshire, Mr.
Bass.

Mr. Bass. Thank you very much, Mr. Chairman.

A question for you, Mr. Chu. In your testimony you mentioned
on page 2 that a thorough examination needs to be made of the
roots of this opposition, meaning opposition to capital budget.
Could you just briefly list what the roots of this opposition are?
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Mr. CHu. I think, as people here are well aware, the executive
branch, particularly the Office of Management and Budget, has not
been enthused about this concept. It has come up repeatedly over
the last several decades. And notwithstanding its widespread use
at the State and local level, it’s been something that the Federal
Government, at least on the executive branch side, has consistently
rejected.

In my own judgment, a principal element in the opposition to the
idea is the fear that the chairman mentioned: that people would
improperly hide, or attempt to solicit support, for operating costs
as a capital item. And that, I think, is one of the reasons that the
nonphysical investments are so controversial, even if they clearly
are long-lived and have an enduring contribution to the productive
enterprise of the Nation.

Mr. Bass. Who does the Federal Government borrow from and
what is the difference between borrowing for a capital budget and
borrowing to balance the operating budget?

Mr. CHU. Well, the Federal Government, of course, as you know,
sir, ultimately borrows from two sources: either from our own citi-
zens or from citizens or organizations abroad, setting aside the out-
right printing of money by the Federal Reserve as a solution to fi-
nancing the Federal deficit.

Those two sources have different implications for the future eco-
nomic life of the country. Ultimately, as an economic matter, what
counts is the level of Federal borrowing and the implications of the
Federal Government consistently running excess of expenditures
over revenues.

Mr. Bass. This is my last question. Has anybody ever considered
the establishment within a capital budget network of an authority
or this committee in oversight capacity or whatever for leasing ver-
sus purchasing and setting limits on leasing, so that when we con-
tract to build buildings that don’t work or to purchase aircraft that
are obsolete before they even get finished or never tested and so
forth, have either of you two gentlemen given any thought to this
as a mechanism whereby we could provide more flexibility, less
risk, and so forth and so on?

Mr. SHERIDAN. Well, in most cases, a lease versus buy for a high-
ly creditworthy entity, the lease will not win simply because you
have to pay somebody else to rent their money. There may be some
cases where operating leases would have some merit for particular
reasons given the obsolescence, such as computer within a certain
period of time, but if it is purely a cost-of-money question, it is
hard to get a better credit rating than the United States and hence
you would be paying more to have the same asset utilized.

Mr. CHuU. As I observe this, there have been two principal issues
in the use of leases by the Federal Government. One is the one
that Mr. Sheridan mentions; can you do better in some financial
sense by leasing versus buying? At one point, when agencies didn’t
have to discount the leases completely up front with the Federal
Financing Bank, it was an end run around Federal budgetary limi-
tations. That loophole has been largely closed.

The other issue is a little different, and it revolves around the
juestion of using the lease as a way of involving the private sector
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in the provision of a service that the Federal Government would
otherwise have to provide itself.

Examples include the provision of family housing at Fort Drum,
New York, in the Department of Defense, which the Army did wish
to undertake on a leasing basis for exactly that reason. The belief
was if a lease arrangement—a very long-term lease: 20, 30 years—
could be negotiated, then you could have a private sector provider
of the housing services, yet with a substantial amount of govern-
ment control, providing a more efficient and less expensive alter-
native.

As you know, there have been statutory prohibitions, originating
in gredecessor versions of this committee, that have precluded the
Federal Government from leasing certain items. One of the benefits
of leasing is avoiding technological lock-in when you acquire some-
thing—computers specifically—whose technological life is much
shorter than you would prefer.

Mr. Bass. Thank you very much, Mr. Chairman.

Mr. HorN. Thank you, Mr. Bass. :

Let me ask one last question and then we will adjourn. On this
leasing and owning situation, it seems to me one of the basic deci-
sions you face relates to the pace of modern technology.

You have a certain expected life on the bricks and mortar, but
in terms of those essential basic communication materials that
come within—the computer system, the telecommunications switch,
whatever—their life is increasingly shorter in terms of 5 years ver-
sus 20 or 30 or 40 where you might amortize the bricks and mor-
tar.

Should those items be simply separated out and not put in the
capital budget and put more in the operational budget so you
would have maybe 95 percent of the project in the capital budget
but 5 percent of that basic building would be in the operational
budget?

Mr. SHERIDAN. Well, in the private sector, you try to have your
short-lived assets expensed if you possibly can, but, of course, there
is an income tax motive for tﬁat. I think what you can do is take
the present value of that asset on a lease basis and put that in
your capital budget, but reflect it is going to be a very fast take-
down asset and reflect that fact in your operating budget in some-
thing akin to a depreciation account, without raising that particu-
lar issue which can keep us here for a longer time.

Mr. HORN. Any comment on that?

Mr. CHU. I would agree with the point Mr. Sheridan makes,
which is T would not exclude short-lived assets from the capital
budget. But I think you have to be realistic about what the life
really is going to be. I think you have to be willing, for a capital
budget to be useful for planning purposes, to revise estimated lives.

Let’s go back to your housing project example. If it turns out the
life is only 10 years, not 30, you need to be honest in that capital
budget and suddenly show large current consumption charges that
reflect the fact its life is coming to an end. And for computers, the
life might be only 2 years.

Mr. HorN. Right. They are often obsolete the day you buy them
after the long purchasing process. I was thinking when we talked
about the 15 to 20 year weapons systems, from design to produc-
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tion to implementation and operation, I often wonder and say how
does this ever work? Because when you think where we started the
second world war, and granted that we had designs that were com-
ing up in the late 30’s, but how did anything ever get built? When
you think about what we did in production, it is simply amazing.
The productive capacity of this Nation was completely focused on
war production and winning the war.

Do you have any wisdom on that? Are we now taking too long
on some of these long-term efforts?

Mr. CHU. Maybe we're taking too long, although I am not per-
suaded that we are actually taking much longer than we ever did.
One interesting datum: Of ship designs preferred by the U.S. Navy
in World War 11, of those ships of such designs whose keels were
laid down after Pearl Harbor, not a single one was delivered before
VJ Day. So we basically fought the war either with ships that we
started producing before the war or with emergency designs—jeep
carriers, destroyer escorts, et cetera—the industrial aircraft, I
would acknowledge—that we conceived during the course of con-
flict.

Mr. HORN. Yet merchant ships were built one per day at one
point.

Mr. CHU. Right, but of a standardized design, not to, “normal
military specifications.”

Mr. HorN. Does that have anything to do with the differences be-
tween the private sector deciding on a design and the public sector
deciding on a design?

Mr. CHU. Some of it does. But some of it also reflects the fact
that the military sector, particularly in the cold war period, was
constantly trying to push the edges of technology to gain an advan-
tage over its opponent. Whether 1t is an airplane or it is the Taurus
sedan, the history of technologically ambitious projects is they take
a long time.

Mr. SHERIDAN. It is worthy of note, however, that even though
we have the C-17 and some other issues, the C-5 in a prior era,
there have been—there has been the ability to prolong the life of
certain fixed assets. Air frames that are aerodynamically exactly
the same as they were in the 50’s are still flying today. By upgrad-
ing the mission requirements based on technology, the changes in
F-11 from an earlier era to something that has a totally different
mission. So it is possible with careful work to take a long-lived
asset and give it as a cap many more lives.

Mr. HorN. There is no question that is true. C-17 is expected to
go into 2020, maybe even for my 100th birthday in 2031. I am hop-
ing the C-17 will last that long and we will have 240 or so by that
time.

But are there any other questions?

Mrs. MALONEY. If I could, Mr. Chairman, ask one question on de-
preciation. The Clinger bill has a depreciation in it and he refers
to it as the asset consumption charge which is to be financed by
the appropriations in the operating budget, allows for depreciation
to ]be based on either historical cost or replacement cost or current
value.
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I would like both of you to comment on your views on deprecia-
tion. Also, with the demise of the Soviet Union would that reduce
the defense assets in value if we are to use depreciation?

Mr. SHERIDAN. Depreciation is really an accounting term and it
is basically an effort in the private sector to link the profit motives
to allocate cost to the same time you are receiving revenue. And,
therefore, it is important when you are trying to do, as the FASAB
is doing, which is to create commonality with the private sector to
accounting measures that are at least comparable. And to that end,
they should be applauded.

That should be differentiated from the investment process which
is purely cash on cash, at least it is in—so that in the private sec-
tor you take account of depreciation, but then you add it back to
the process. Depreciation is a meaningful proxy for a diminished
life because the other attribute in the accounting sense is that you
don’t want to carry an asset on your books and then 1 day junk
it and have an abrupt kind of spike.

So it has—it has a purpose, but to use depreciation within an op-
erating budget absent real world cash constraints, which would be
to look at perhaps pairing it with a liability I think is fraught with
some dangers, but 1t conceptually is not an inappropriate thing.

Mrs. MAaLONEY. Mr. Chu.

Mr. CHU. I would argue it is a particularly important concept if
you are going to apply capital budgets to any agency like Defense,
which has an operating focus, because without it there will be a
tendency to ignore the rate at which you are actually drawing
down your assets.

Now, I grant that physically the asset doesn’t disappear 10 per-
cent every year, but it signals to you the fact that now there are
9 years left until it dies or 8 years left, et cetera. And it gives you
some sense of the renewal level that you have to maintain in order
to provide for the future. It is a signaling device. There has to be
a thoughtful accounting way of lining it up with actual cash ex-
penditures, which are a different matter. But its signaling value as
a planning tool I think is very significant for a number of Federal
agencies.

Mr. SHERIDAN. You raised a second issue and that is the valu-
ation of certain assets, whether they be intangibles of human re-
sources or the value of a weapon system. I think if one examines
the mission of the weapons system and it no longer has value, it
should go off whatever balance sheet, whether it be one that it kept
within a service to say do we have mission support, it should be
taken off because it no longer has value. But attributing that value
and putting it on a balance sheet for purposes of financial state-
ments, that is a very, very difficult area and one that is sort of a
trap for anybody that is an adherent of it.

Mrs. MALONEY. Thank you.

Mr. HORN. Thank you, Mrs. Maloney.

Any further questions?

If not, let me thank Mrs. Maloney for arranging the witness from
New York City; Mr. Davis for arranging the witnesses from Fairfax
County. Mr. Brasher and Ms. Young of the majority staff for their

fine wark in nrenaration for the hearing.
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We are grateful to the National Academy of Public Administra-
tion for being present here, and we appreciate the expertise that
both of you have provided from the various experiences you have
had in government.

Since we are continually trying to get any administration to do
justice to the Chief Financial Officers Act, I am sure that we will

e talking with you, Mr. Sheridan, as to how we could improve that
system and are the chief financial officers doing what they ought
to be doing? We had an excellent series of hearings last year that
Mr. Spratt’s subcommittee had, and we intend to pursue that every
year until we are all satisfied that the agencies finally have proper
financial statements that reflect their activities.

So thank you all for coming. It has been very helpful. We will
be reviewing the documents. There might be some questions that
I will send to you on behalf of the staff. Mrs. Maloney may well
have some questions from her side. And we would like to include
all those in the record.

And saying to the reporter that as is our usual procedure, we will
put the statement in the record after the individual is introduced
unless they read the whole statement. I think only one witness did
that and so we won't repeat it if he did it.

But we will get every bit of information you have and you would
like to send us we would appreciate it. So thank you again for com-
ing and thanks to the committee for sticking it out until 5 o’clock
on Thursday afternoon. We appreciate it. The meeting is ad-
journed.

[Whereupon, at 4:56 p.m., the subcommittee adjourned, to recon-
vene subject to the call of the Chair.]

(Additional material submitted for the record follows:]
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ExXCERPTS FROM THE CALIFORNIA STATE ADMINISTRATIVE MANUAL

2 Caplial Outiay

In addition w state facilities, the state has provided substantia!
funding assistance to local govemments for schools, jails. parks,
and other facilities. Most of this assistance has come from general
obligation boods and for the most part is not included in the budget

act.

Below are key terms often used in the context of state capital
outlay budgeting.
Terms Definitions

Cepha! Outiay nchudes purchases of Jand and projects. invelving construction of
pow ischlles or renovalion of axising faciities (typicaly Y

. o00MIodats program changes).
Capital Outlay Major Ceplte! Projects having & total cont greater Whan $260,000, AUl mejor
Terms Outlay orojacts are \denkified and budgelad indMidually ia the budget b,
Minor Caphtal Projacts having a tnt cost less than $250,000, Minor projects are
Outiey budgeted &3 & lump sum amouns in the budget bil.

Maintenance Incudes aormal repair and the repiacement of componenis and
oquipmeni 30 that a facily can continue Yo funciion as designed.
Maintsnance costs are included In slale depariments’ operaling
tardgesa.

Speclsl Repairs  Mainlenance projecs thal we maquired pesiocically and are above
e base lavel of Gupandilures nesded or routine maintensrc.

g0 included In operming budgels.
Deferved Maintenance backiog that ocows when rouling mairianance Is not
Maintenance mutained ot an appropriate level and special repair projects are nol
accomplghed when needed.

Phoses of Projeots  Major capital outiay projocts ara budgeted in the following phases:
{1) prelimingcy plans—parttaly completed design documents, (2)
m&mmmmswm
used for bidding of the conatrucion contract: (3) comstruc-
tion—includes consbruction contract cost, conngency allowance.
quality control ¥9sting and inapection, and administrative oversight,
{4) equipment—movable quipment hat 18 Grecly relaed to the
caphal outiay project

The cost, compisxity, and schedule ol a project usually detormings
whehat the project phases are budgeled in ane year o over 23
yoars.

Legislative Analys—Cal Guide
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Torms

Soope Language

Usually includad in the ennual supplomantal report of the busget
act. Dascribas the scope, schedula, and cost (by phasa) of ol
ajor caphal ouliay projocts as approved by the Leggstature.

State Publlc
Works Board

Three-parson board conaising of the Direcion of the Departments
of Finance, Generl Servicas, and Tranaportation. Responsible for
review and approval of (1) elate acquisiion of lend, {2} completed
prolminasy plans kor et mejor capital oullay projects, and (3)
sugmantations to capital oviigy projact appropriations (ses below).
Theao members of the Sanale and the Agsembly are 990 ap-
polntad to the board in an advisosy capacity. The Treasurer and
fhe Controler are also membars of the board when te board
considers matars related 1o the Issuance of lease-revenua bonds.

Augmentations

The Stais Public Works Board may approve augmentalions

mpropobbywbaopmmdmmmlwm
wied by the Lagisiature. (Augmentations above 20 percent reculre
an agdlional appropration by the Lagisiapwe.) For augmentations
of betwean 10 percent and 20 percent. the Diraciar of Finance
must provide notilieation of the proposed augmentaion o tha Chair
of the Joint Lagistative Budget Commitioe and the chalvs of the
facal commiltess in each housa st least 20 days prior 19 Public
Works Board approval of tha sugmentafion.

Legisiative Analyss—Cal Guide
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STATE ADMINISTRATIVE MANUAL
CAPITAL OUTLAY

INTRODUCTION (Now 9591) . €501

spproval process isvoived in canrying out the acquisition, planning, design ead coastruction of capital peojects.
Through this basic syvsagement, the reader should bo sble o i i i
purpase. AR other standard budgeting procedures apply.

find

Subject to sonmal budget decisions, financing of fuilities meeds may take sovoral forms sk as direct
tppropriations from various genera) or special fund twveawe sources, Grough proconds of genors! obligation
bonds, trough leases or Iease purchass sgreements, or through other forms of dobt Fnancing such 25 revanus
bonds or certificates of participstion which may be issucd by the Stats Public Works Board. Im order for the
Govermor and the Logislsture to detsrmine spproprists finscing opticns nacessary to meet the peeds for
competing govermment secvices and capital projects, it is necessary to project the need, the rationals and the
iwpact on sapport costs well in advance of the need for projoot fnding.

provide cost effective sohutions for program delivery; and will be professionally designed and mmnaged to ensure
against wastefolness in the expenditure of public funds. Specific sppropriation of fuody will be bassd wpon defined
project acope, celimatee of cost and realistic scheduley for the respective sequisition, planning, design and
construction phases inchiding relsvant environmental reviews.

msuhMﬁchhM,WDWdM,mdeomewm through
powera and dutive defined in vadous sections of the Governmant Code, all porform key roles in carrying cut
suthorized capital outlay projects, By statute, the Public Works Board scquires property for the state, may issuo
debt instruments to construct facilitiss for the state, st approve the preliminary plass for capital projects prior
1o allocation of additional funds, and may set reasonsbie conditioes for sy project. The Public Works Board
ensures that legislatively approved scope and cost of projects are carried cut with all due speed and diligence.
Within these paramelers, cortala flexibility to revise the cost and 1o modify (he scopo are gravted by atatis a3
well, recognizing the basic uncertainty inherent in capital program undectaking, Staff of tho Departawnt of
Fioance, Capital Outlsy Unit, orve 3 otal? to the Board for all construction flers. ‘The Office of Energy
Assessments (OEA) acts 28 etafY to the Boand for cnergy related projects. Staff of the Office of Real Beists and
Dulp&nrle-musuﬂbb!wdfotlllndmmmiﬁ--dbommnﬂ'njubwuhpm
and Massgoment (OPDM) and the Stats Architect (O8A), aleo i Department of General Services, supervise the
design mnd construction procoss for most state agencies.

(Continved)
TL 341 €561 DECEMBER 1991
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STATB ADMINISTRATIVE MANUAL
CATITAL-QUTLAY

(Coutinued)
INTRODUCTION (New 9/91) 501

This manual addresses the requirements from the perspective of most departments, that s those which must wiilize
the Department of General Sarvices #0 carvy out eapiiad projects. For those agancies which aro exeopt (e.g., o
Department of Treosportation for highway construction and the Department of Wates Resctirces for the Siale
Water Project snd the Department of Corrections for its New Prisan Constraction program), equivalest
informailon and procodures, in substantially the same form, will be raquired. 1i is also noted that this masual
geaenlly describes and dofines roquirementy for coastruction projects which follow a routing saquence for staged
plan development and single hid package coniritution. This manual docs pot atiompt to provide s complets
detsifing of the administmtive requitements whea s wailti-contracts approach (phased conetxuction costracts) or s
fant-track design-build is used.

THE CAFITAL OUTLAY BUDGET (New 9/91) €510

Departments aaust snticipatn their capital outlny sceds st an carly stage. Forecasting capital outlay needs shall be
bazed on the department’s ficility in inventory aod the population cetimates prepaced by the Populstion Research
Unit of e Departmant of Financo. Caplinl outlay budgets are sero based each yea, There bt no base budget
such as exsts in support and local assistance budgets. Each department shall submit & written Capital
Outlay Budget Change Proposal (COBCP) for eath project to be considered for inclusion In the capital
aqutiay budget for the forthcoming fiscal year, (Seo SAM Ssctiom 6620, Mustration 1.) In additicn,
consideration st be given to the requiremsats of the California Ewvircamental Quality Act (CBQA). A major
roquirement of tho Act is o acocosity to prepare sa Bavironmantal Dosument for projects undartaken in whole or
in part by any public agoncy. Information should be owde avaitable for the revisw process indicating the status of
tho cavironmental impact roviow. All major capital outlay proposals must be submitsed to the Depastment of

Finsncs and the Office of Project Developmsat and Mansgament, Department of Geneaal Sorvices, by February 1
of each fiscal year.

DISTINCTION BEYWEEN STATE OPERATIONS, LOCAL ASSISTANCE
AND CAPITAL OUTLAY (New 9/91) 6520

Aoquisition of real property; purchass, rental, leesing snd construction of facilities and strochires; repair,
mainienaace and or replscement of cpital sssets; end parchsss of fixed and movable squipment is budgeted 23
either Stats Operstions or Capital Ontlay (major ve. minor) depending on ofrcumstances including the coet snd
purpose. SAM Section 5520, Dlusivation 1 reflects current policy for the budgeting of these expenses. Genexally,
repalr, maintenance, sad systamatls replacemest (other than structures) are comsidered a cost of couducting
currently authorized buasiness and therefore are budgeted us State Opemtions. Any real property scquisition oc
new construction, extension, of bottormeat (incloding interlor asbestos/remiodeling) sre appropriately budgeted in
capital outlay becauso they ar¢ necasmry to accommodale progeam change. Reatal or lease costs of facilities are
sppropriately budgeted ss Stato Operations costs; howeves, exevcise of & purchsse option (L.e., real proparty
aoqulsition) maust be budgeted as capite! outlay. It is necessary for loased space 1o be accounied for in facilities
invenlocies and prospective changes in leased cpace to be sddressed In the context of five-year capital outiny
Pans. Leased space 13 wn allornative to stale ownership and reqoires & coordinated informed decision us to which
spprosch will be pursaed. Fixed snd movable equipment necessary for the imitia! oocupancy of & now facility
(upmmywmmmmd)kwndpruuapHMymhmkm
the project. (See SAM Section 6520, Tttustration 1.)

TL 341 €591 (Cont. 1) DECEMRBER 1951



STATB ADMINISTRATIVE MANUAL

67

CAMTAL OUTLAY

DISTINCTION BETWEEN STATE OPERATIONS AND CAFITAL OUTLAY

STATE
OPERATIONS

CAFITAL OUTLAY

OPERATING EXPENSES
AND EQUIPMENE

PROJECT LEVEL
MINOR FROJECTS

PROJECT LEVEL
MAIOR PROJECTS

ot

Ta excess of
$250,000

Projecis:
Roprls and Baiodeasos projects Gat
cantinue e usabilty of « facliky o ia
dasigrd levat of sacvices.

Equaipmcct Prejectst

& hrespestiva of Uma of przbase or
sattmwied ooet of cquipmeat 1f roleled b &
pecifio lon project

Terespective of amount

¥, Now sjuipmsal 1o 1453 progrew sseds
and 2ot relatsd 1o » comtruction prcject,
and veplacernent of odeing squipewal
wvem though €y sow oquipamat s  be
sed (o w sow Acily

Punchosy of Lands
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STATB ADMINISTRATIVE MANUAL
CAPITAL OUTLAY

STATE OPERATIONS INCLUDING SPECIAL REPAIRS (New 9/91) 21

State Operations includes sl cquipment ltems (rogardiees of amount) (hat aro o replace existing equipmeat; all
equipment not included in the comploment neccssary far initial operation of & apecific construction project; and all
repair projects.  Such repair projects, regardless of amount, shall bo budgoted io thoe Operating Bxpenses and
Equipment portion of the Summary by Object in the line expense camgory of “epacisl repairs®, Recurring
maiaterancs will be included in the Openating Expenses and Equipuscat line item of "facilitics operations”.

Bxamples of special repair projocts taclude, but arc mot Bimited to, repainting a facility; reroofing projects;
slectrical rewiring; plumbing vepairs; dredging of river or stream beds (io restore ariginal fow capacity):
replacing old oquipraent itoms (air conditiontrs, carpoting, eotc.); and road repalrs.

Alterations for the purposc of Section 6.0 of the Budget Act means sny modification to existing State-owned space
that changes the use of the spaca as lo fimction, layout, capscity or quality. Typical alterstions include demotition
of existing partitions and/or construction of now parfitions or inltial installation of carpeting and movable
parttions. Alterstion projects shauld be budgetnd as past of the construction program sad may bo elther major or
minor projects, but if no fends aro provided in Capital Outixy, Stats Operstions funds may be teed within the
guidsiines of Section 6.0 of e Budget Aot

LOCAL ASSISTANCE (New 9/91) [ Lr.o]

Grants 1o Iocal agencies for the operation, maimtenance, and scquisition or development of facilities sve budgeted
as Local Assistance. Local Assistance projects mmst bs for non-Stats owned fcilities (local cutily retains
awnerbip afieg completion of prgject).

CAPITAL OUTLAY INCLUDING MINOR CAPITAL OUTLAY (New 9/91) «23

Capital Ouilay includes purchases of land and costs relaied thereto, inclwding capital gutlsy plsnning end

sdministrative costs, court costs, condemmation costs, logal fecs, title fees, efo., and construction projects,
includipg preliminary placning, working drawings, and oquipment related 0 & construction project regardiess of
cost or timing. Construction projacts inclade uew comstrnction, alterstion, and axtension ar bettemeat of existing
structures. Capital Oullay projects must be for State~owned properties and facilitics and must fmprove the facility
hovond its preseat usc or designed lovels,

Minor Cuplial Outlay projects are budgeted as Capital Outlay sad are composad of construction projects whoso
estiroated oost is $250,000 o Joss. The dollar limitation on Minor Capital Outlay is adjusted whea pecestary by
the Department of Finswce. Stute acquisition projects, regardless of amownt, are funded in major Capital Outiay,

BUDGEY PREPARATION AND ENACTMENT TIMETAELE (New 951) (1

dmﬁmMUMhuﬁnWhm‘n‘i’thﬁuﬂmﬂ
Lqmw-aﬁuum.muomuummuu—w(omm,u

sppropriate. Submission eartier than required will be epprecisted end will assist the oporations of tw Capital
OﬂyUmthandFm

M 21 DECEMRBER 1991
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NATIONAL ASSOCIATION OF STATE BUDGET OFFICERS

CAPITAL BUDGETING IN THE STATES: PATHS TO SUCCESS, FEBRUARY 1992

Introduction

Background Research efforts of the National Association of State Budget Officers
have focused primarily on operating budgets. Paul Timmreck, whule
serving as President duning 1990-91, initiated this project to provide
budget offices with useful information on capital budgeting. This repon
represents an initial effert to provide comparative analysis on capital
budgeting practices by the states. Although this repont does not result in
one ‘“‘mode] capital process,” its objective is to highlight desirable
practices that can be used by all states.

Part One Part One summarizes the results from the survey sent (o all states in 1991
The survey covers an array of topics including defining capital
expenditures, the capital budgeting process, estitating costs, seiting
priorities, managing assets, financing projects, and managing debt. Good
practices are highlighted at the end of each section.

Part Two Pant Two reviews vanous issues common to all states and illustrates thew
impact through the use of specific state examples. The topics covered in
this part include protecting maintenance funds in a world of competing
demands and the strengths and weaknesses in states’ capital budgeung
processes. States included in the case studies represent a diversity of
approaches in capital budgeting and financing.

Page §
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Summary

Good Practices In o Establish a clear definition of expenditures within the capital budget.
Capital Budgeting ) ) ) )
- ¢ Define maintenance expenditures and provide for adequate funding
of maintenance in statute.
® [Inctude specific operating costs for each capital project.

* Ensure that effective legislative involvement occurs throughout the
capital budgeting process.

e Strengthen the review of the years beyond the budget year in
long-range capital plans.

* Identify the criteria used in selecting capital projects.
e Define all program outcomes for capital investments.
e Evaluate cost estimating methods to measure their validity.

e Establish a tracking system to keep projects on schedule and within
budget.

¢ Define the factors to consider in decisions to own or lease.
® Develop a clear debt policy.

¢ Review cost-benefit comparisons for private sector participation in
capital projects.

* Maintain an updated inventory system of capital assets.

Page7 Capital Budgeting in the States: Paths 0 Succes
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Part One

Capital Budgeting In the States

Section 1
Deﬁning Capital ’ Almost all states define the types of expenditures allowed in capital
Expenditures and pudgets. As Tablg 1 shows. most definitions are pfoad and include such
Protecti items as construction, 1mpro land acquisition, sie

0. ecting improvements, and major renovations. Some definitions specify the
Maintenance anticipated useful life of a project while others include certain

. o equipment purchases. Table 2 shows that most states include capital
Funds: Tables 1-3 planning activities within their capital budgets. About haif the states
have a3 minimum expenditure requirement for their capital budgets. The
minimums range from a low of $1.000 to a high of $250,000 with
$25,000 being the most frequent minimum for capital budget
expenditures.

Treatment of maintenance expenditures in capital budgets also varies
across states as illustrated in Table 3. In about half the states,
maintenance is included in the operating budget. Other states, including
Alaska, Colorado, and Ohio, differentiate between deferred
maintenance as a capital expenditure and ongoing maintenance as an
operating expenditure. Other approaches used by states include
appropriating a reserve maintenance fund in Virginia. authorizing a
formula for building renewal funds in Arizona, and appropriating a
portion of a building’s value for maintenance in Idaho.

Good Practices ¢ Establish a clear definition of expenditures within the capital budget.
In developing or refining capital expenditure definitions, states should
consider the implications of mimimum requirements and types of
expenditures such as equipment and planning studies. Certain activities.
such as leasing, may fall within the operating budget though be viewed
as debt by rating agencies in their credit analysis.

¢ Define maintenance expenditures and provide for adequate funding
of maintenance in statute.
Maintenance funds are often sacrificed for budget balancing purposes.
Some approaches to preserving maintenance funds look good in theory.
but not in practice. States use approaches such as budgeting a
percentage of the building valuation for critical maintenance as in Idaho
and conducting an annual nventory of maintenance needs in Flonda. A
more detailed account of how a few states attempt o preserve
maintenance funds is discussed 1n Section 1 of the case studies in this

report.

Page 9 Capita) Budgeting in the States: Paths to Succew
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Table 1
Defining Capital Expenditures

Suate How Do You Define Capital Expenditures?

Alabama Renovations, repairs, major matenance, acw construction, land purchases. and equipment

Alaska Asset with an anticipated Life exceeding one year and a cost exceeding $25.000

Anzona Building rencwal, land acq wnfrastructure, and capital projects

Arkansas No specific definion

Cahfornia Facilities improvements. Includes related planning and fixed equipment costs

Colorado Purchase of land: purchasc, construction or demolition of buddings. purchase and wswailation of equipment
C Expend that result in acquisition or additions to fixed assets

Delaware Includes major equipment acquuilions if i least 10 vears

Flonda Rea! propeny. including sddibons. replacements. major repaws. and renovations which exiends uselul Lile
Georgu Purchases of land. construchion of new facility. replacement/major renovation. and site improvements
Haway Permanent, non-recurring exp on new . or ump to existing facilhiies

Idahe C . deling. and of buddings and other

fUinows Repair, mai Lng. rch of existing faciblies: construzuion of new facilities
Induna Constructon, rchabilitation. repair. purchase and sale of land, equipment. and grants (o municipalities
fows Construction. renovation. or improvement of buildungs or grounds exceeding $50 000

Kansas New construction, 3. mung. Lation. and repay

Kentcky Capiual construction above $200.000 and major equipment sbove $50,000

Lauisiana Acquiring land. buildings. equipment or for permanent improvement

Maine Renovalions, repaurs, major mawienance. ncw construction, land purchases and equipment

Marviand Acquisitions with a 15 vear life. excluding vehicles and supplies

Massachusetts No response.

Michigan Planning, acquisition, constnuction of buddings and equip and deling. repair

Minnesota Acquisition, construction, anginal fumushings and cquipment. renovations, and majar repair

Mussissippi Includes pl design, land/bulding d L new construcuon. furmishings. equipment
Missoun Includes construction. acquisition of real property, demolition, restoration. rehabilitation._equipment purchase
M. Budding and co ion defined 1 statute

Nebraska No specific definition

Nevada No response

New Hampshire Assets with uscful life of 5 ycars and cost exceeding $30.000

New Jersev Acquisition of land. construction. repairs_equipment above $50.000. long-term leases

New Mexico chouuon and n.-p-us new construction, land acquuition. vehicles, and equipment

New York A . i of fixed asset. major repair/renovation, preliminary siudies and equipment
North Carolina R:mvnuoru mujor repairy, deferred mawntenance. new construction. land, and major equ:pment

Nonh Dakows No specific definttion.

Ohio Renovations. new construction. land purchases and equipment

Qklahoma Purchase of land and buildings. Construction or major repawr. major purchase of equipment

Qrzgon Improvements which pmhng the life or add value o the propeny

Pennsvlvania Construction. . ump! . p i, g9. land acquisinon Estimated life abose & +:
Rnode Island Construcuon, . repair. rehabu and ldungs and

South Carolina Capia! expenditures over $25.000 according to GAAP definition

South Dakota No specific definition.

T of certain size. addions, new faciitics

Texas chouuon major repairy, new construction. land equipment purchases

Uuh Loag-erm naset costing more than $1.000

Vermont New construction. land scquisition. major mawntenance and repaus above 325 .000

Virginia Real propeny p of $250.000 + . new comstruction of $250,.000 + stand alone egu.prmen:
Washington Design. co X . and of long-term assets

West Virguna Includes buildings and/or land with appropnatson un effect for J vears

Wisconsin i land. buildings. facilities. equip a3 well as remodeling. reconstruction, and mauienance
Wyoming New construction, acquisition of land. reconstrwtion. major umprovements above $10.000 for 10 vears
oC Permanent improvement (o & fixed s1set wath useful Life exceeding 3 yeaars

Page 10 Capital Budgeting in the States: Paths t0 Succes
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Table 2
Capital Versus Operating Budgets

Capital Planning Minimum Size Defiaition
State in Capital Budget For Capital Budget For Capital
Alabama N N Y
Alaska Y $25.000 Y
Anzona N N Y
Ariansas N N N
California Y N Y
Colorado Y Over capial vutlay Lmit Y
Connecticut Y N Y
Delavare Y N Y
Flonda Y N Y
Georgia Y N Y
Haweu Y ~ Y
Idaho Y $:%5.000 Y
{ilinois N $25.000 Y
Indisna N N Y
lows Y S2% 000 Y
Kansas N N Y
Kentucky Y N Y
Louisiana Y $50.000 Y
Maine N N Y
Maryland N $100.000 Y
Massachussus No response No response No response
Michigan Y $%0.000 Y
Minnesota N N Y
Mississippi Y $:50.000 Y
Missouri Y Repair $2500 Y
Montans Y $25.000 Y
Nebraska Y N N
Nevada No response No response No response
New Hampahire Y 530.000 Y
New Jersey Y $50.000 Y
New Mexico Y $100.000 Y
New York Y N Y
North Carolina Y $50.000 Y
North Dakols Y N N
Ohio Y N Y
Oklshoma N N Y
Oregon Y Constract $:00 000 Y
Pennsylvama Y $100 D00 Y
Rhode [sland N ~ Y
South Carolina Y $1f 000 Y
South Dakota N ~ N
Tennessee Y Mairt $100 200 Y
Texas Y N Y
Uuh Y $1 000 Y
Vermont Y 28 000 Y
Virginia YIN ~ Y
Washington Y ~ Y
West Virginia N N Y
Wisconsin Y $5 000 Y
Wyoming Y Y Y
Dc Y $I8 00 Y

Y=15 Y2 Y =45

Page 11 Capital Budgeting in the States: Paths 10 Success
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Table 3
Treatment of Maintenance

Suate How Is Maintenance Treated [n The Capital Budget?
Alabama Renovation and repair are capilal iems. mainlcnance is operung.
Alaska Renovation. repair, deferred maintenance are capital items: general maintenance is operating.
Anzona Routine maintenance excluded Building renewal funds appropruted by formula in statute
Arkansas Treated Like any other request
Cabfornia In operating budget.
Colorado Deferred maintenance in capusl, routine mawntenance 1n openaung
C In op 2 budget
Delaware Deferred building maintenance addressed
Florida An annual inventory of d o determine mawntenance need
Georgu Included if relativelv substantial cost not recurnng. and wncreases useful life
Hawau In operaung budget
idaho Criucal manienance budgeted at 1% of budding valuanon
{llinois in operating budget
(nduns In operaung budget
lowa Dcferred maintenance in capital
Kansas Largely financed from dedicated funds
Kentucky Minor maintenance below $200.000 funded from pool of state funds
Louisiana In operaung budget.
Mawne Included in operating budget
Maryland Included if over $100.000. 15 vear life
Massachuseits No response.
Michigan Lump sum maintenance appropnation
Munnesota Major maintenance in capital budget. recurming maintenance in operating budget
M pp M projects generally not recommended
Missoun Ongoing maintenance 1o preserve ity 1n operaling: othet maintenance & repair above minimum in vapia
Monuna Major maintenance included
Nebrasks Renovation and repair are capital items, mantenance s operaing
Nevada No response
New Hampshure Deferred maintenance in capital. usual mawntenance in openating budget
New Jersev Mamntenance above $50.000 in capital
New Mexco In operating budget. In future. may pian 1o fund prevenuve mauntenance 1 capial
New York In operating budget
Norh Carolina In opersting budget
Nonth Dakota In operating budget.
Ohio Deferred maintenance in capital: routine mawtenance un operating
Oklahoma in operating budget.
Oregon Routine mawntcnance excluded
Pennsvivania in operating budget.
Rh.de Istand {n operating budget
South Carolina According to need
South Dakota In operating budget
Tennessee Major maintenance above $50,000 included
Texas In operating budget
Uuh In operating budget
Vermont Major maintenance and repair in capital generyl mawnicnance n operating budget
Virginia Mauntenance reserve appropration provided
Wash R snd MAajOr repairs Are capilal IEMs. Mawlenance o Operalng
West Virgima In operating budget
Wisconsin Funduing provided
Wvyoming In operating budget
DC NiA
Page 12 Capital Budgeting in the States: Paths o Success
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Part One
Capital Budgeting in the States

Section 2

Organization of
the Capital
Planning Process:
Tables 4-6

The capital budgeting process usually starts with budget instructions
issued to agencies. The time-line from the initial instructions until the
appropriation varies from six months 10 two years, with an average
time-line of about one year. As Table 4 shows, in addition to state
agencies, some states also allow non-profit agencies, boards and
commissions, and elected officials to make requests for capital projects.
States are about evenly divided between having a separate capital
document and combining capital and operating expenditures in one
document. The types of documents vary across states with project
descriptions, multi-year planning documents, and portions of the
operating budget serving as capital documents.

With the many actors involved in the capital process, some states - more
than one-third - have established joint legislative boards or commissions
to oversee the process as shown in Table 5. Some boards are
established with specific missions, such as developing and implementing
a long-range planning process as in Kentucky.

Capital planning in most states is 2 multi-year process. Table 5 shows
that in about two-thirds of the states, the capital budget extends from
three to tea years, with five years the most frequent time-span for
capital plans. In about half the states with long range capital budgets,
the budgets are passed into law. [n most cases, the long-range budget is
amended through annual appropriadons. Often the budger office
provides an overall coordinating role for the long-range plan. Although
many states have long-range plans, estimates for the out-year costs
provide a general trend for the project and are not as detailed as the
current year estimate.

The coordination of the capital and operating budget is a significant
feature of the capital budgeting process. Table 6 demonsirates that
coordination occurs in many states by including the impact on the
operating budget as part of every capital request. Budget analysts
provide 2 key role in coordinating operating and capital budgets. Other
approaches 1o coordinating operating and capital budgets include a
program planning process in higher education used in Colorado and a
strategic planning process tha fosters communication between those
involved in the operating and capital budgeting decisions in Delaware.

Page 13 Capital Budgeting in the States: Paths to Success
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Part One
Capital Budgeting in the States

Good Practices * Include specific operating costs for each capital project.
Although most states require that operating costs accompany capital
project requests, there should be an enforcement mechanism that
requires agencies to develop operating cost estimates over several years.
The agencies’ operating budget request should reflect the impact of the
capital projects over the several year period.

o Ensure that effective legislative invol occurs throughout the
capital budgeting process.
Some states have established specific oversight boards to help foster
communication between the legislative and executive branches. In other
states, such as Maryland, state officials informally maintain good
communication ch ls with the legislature.

© Strengthen the review of the years beyond the budget year in
long-range capital plans.
Although most states have long-range capital plans, the years beyond
the budget year are often scrutinized much less than the budget year.
More scrutiny of long-range costs would help to assess the financial
commitments on both the operating and capital budgess.

Page 14 Capital Budgeting in the States: Paths to Success
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Table 4
Organization of the Capital Budget

Legal Who Makes  Documents
State Authocity Requests Produced
Alabama Statute A Governor's Exccutive Budget
Alaska Satute A Project Description and Justification
Arizona Statute AE Caputal Improvement Plan
Arkansas Appropriations by Agency/Project A Biennial Budget Manual
California Annual Budget Acts AE Budget Change Proposals Budget Estimates
Colorado Statute A Praject Request. Pnontized Summary (G Yr
Connecticut Suatuies, Special & Public Acts A Annuat Capital Budget
Dclaware State Code AE CIP Project Description, Operaung Budget
Flonda Statute A Agency Capital Improvement Prg., Gov. Capital limp Pry
Georgia State Code A Govemor's Annual Budget Report. Amended
Hawau Revised Statutcs AE Multi-Yr Program Financial Plan, Exccutive Buoo
ldaha State Code A 6 Yr. Plan Produced by Duviston of Public Works
[iLnois Appropnations & Bond Auth. Bills AB.E Capital Budget
indiana Statute AH State Budget Committee Recommendations
lowa State Code A Operating Budget
Kansas No requirement for Governor A Govemor's Budget Repon
Kentucky State Revised Statutes A Executive Branch Budget
Louisiana Suatute AE Capial Outlay Act and § vr Budget Plan
Maine Annual Budget Acts A Capial Budget
Marviand Sute Law and Appropriations AEP Budget & 5 Yr Capital Impravement Program
M No resp Nao response No response
Michigan Annual Appropriauons AH Annual Budget Document
Minnesota Starute AHE Capual Budget Recommendations
M. ipp No resp A Governor's § yr. Capial Improvement Plan
Missount Statute A Gavernor s Executive Budget
Montana State Code AH Capital Construction Program. Major Maintenan.e Pz
Nebrasks Statute AH Governor's Executive Budget
Nevada No response No response No response
New Hampshire  Statute A Govemor's Executive Budget
New Jersey State Budget Law AP Govemnor's Budget Rec & Capal Improvement Plan
New Mexico Statute AEH Capual Improvement Plan and Forms
New York State Finance Law APA Capual Projects Bill, 5 Yr Capuai Plan
North Carolina Appropriation A Capual Improvement Document
North Dakota Agency’s appropriation A Captal Construction Form
Chio Statute AEP Governor s 6 Year Capral Improvement Plan

Oklahoma Statute A State Finance Forms

Qregon Legislative A Budget Overview, 6-Yr Plan. Project Descnpuun
Peansylvania Coaststution A Govemnor's Executive Budget

Rhode [sland Statute A Capital Development BudgetOpenating Budget
South Carolina No ovenll authonty A Annual Permanent {mprovement Plans

South Dakota Individual bilis A No capital budger

Tennessec Division of Budget A Budget, Project Description. Project Summary
Texas Purt of appropriations process A Budget Requests-Construction Schedules

Uuh Statute A Budgat Documents, § Yr Plan

Vermont Statute A Capital Budget Recommendations

Vigina Appropriation Act A Budget Bill & Budget Document

Washington Legislature A Capital 6 yr. Program. Approprution Bul
West Virginia Statute/Case by case A No response

Wisconsin Sutute A Capwa) Budget Recommendauons

Wyoming Statute A Capital Outlay Budget Request

DC Home Rule Act AE Capital Budget & Capital Improvement Plaa

Key: A =Agencics B = Boards E =Elected Officials H =Higher ESucaion P = Private Organizations PA = Public Authort.ev
Page 15 Capital Budgeting in the States: Pauhs s Mt
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Table §
Organization of Capital Budget: Part 2

Joint Boards for Time-Line for Span of Long-Range
State Capital Review _Capital Process Capital Budget
Alsbams N No response N
Alaska N 10 months 6 years
Anzona N 1 1/3 years S years
Arkansas N 6 months N
Californa Y 11/2 vears 5 vears
Colorada Y 1 year 3 years
Connecucut Y 1 year N
Delavare N 1 vear 3 vears
Flonda N 1 year 5 years
Georgu N | vear J vears
Hawau N 9-10 months 6 vears
'daho Y 8 months 6 vears
Iilinow N 1 year 5 years
Indiana Y 10-12 months N
lowa N | vear 5 vears
Kansas Y 1 year 5 vears
Kentucky Y 8 months N
Louisana N | year 5 vears
Mawne Y 10 months 5 years
Maryland Y 9 months S vears
Mussachusens No response No response ‘ No response
Michigan Y 9 months 5 years
Minnesoa N 6 months S years
Mussissippr N 9 months 5 years
Missoun Y 1 vear+ N
Monuna N 1 year 6 vears
Nebraska N No response N
Nevads No response No response No response
New Hampshire Y 9 months 6 years
New Jersev Y 1 1/] vears 7 veans
New Mexico Y 9 months-1 year 5 vears
New York N 10 months 5 yeans
Nonh Camlina N 1172 years N
North Dakota N | year N
Ohio N 1 vear 6 years
Oklahoma N 14 months 3.5 years
Oregon Y 1 1/2 years N
Pennsylvanua N 10 months S yeans
Rhode [sland N No response 6 years
Scuth Carolina Y Daermined by Lepisiature N
South Dakota N N/A N
Tennessee Y | year S vears
Texas N 2 vean N
Luah Y 1172 years S vears
Vermont N 6 months £-10 veany
Virgims N 11:2 years N
Washington N 1 year+ 6 veany
West Vg N 1 year N
Wisconsun Y 1172 vears 4 years
Wyomung Y 10 months N
oC N 1 112 years 6 years

Y=20
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Table 6
Capital Budgeting Coordinated with Operating

State How I3 Capital Budgeting Coordinated With The Operating Budget?
Alab: < in one approp ball
Alaska Combined in one appropeiation bill.
Anzona Capital project requests must include tmpact on operating budget
Arkansas Agency anticipstes impact on operating budget from capial requests.
California Through verbal communication, sharing of plans. and svstem data reponts
Colorade Higher education has program planning process that links operating budget (o capital
Connecticut Through analysts by budget and capial analvsts
Delaware Strategic planning pracess serves in promoting communication
Florida Plans include impact of capital project on operating budget
Georpia Developed simultancously; included in on¢ appropriation bill
Hawaii Capital projects include impact on operating casty
Idaho By governor's budget analyst.
1lnois Through budget office instructions and cooperation of budget analysis
Indiana Combined in one appropriation bill.
lowa Both operating and capital developed simultaneousiv, impact of operations taken 1to account
Kansas Budget analyst review of capital request includes impact on operating budget
Kentucky Prepared simultaneously with operating budges.
Louisiana Budget analysts review capital budget requests
Maine Same process as operating budget except for General Fund and Highwav Bond Projects
Marvland Through capitsl/operating coordinatar _Impact on operating budget pan of capial budget presentatioa
Massachusetts No response.
Michig: Comp of total budget process.
Minnesota Capital requests must include impact on operating budget
Mississippi Match capitai 10nS 10 AgENCY 3 Op g MIsSION; project change in operating costs
Missouri Capital budget analyst coordinates analysis with operaung budget mnalvst
Montana Budget office reviews capital projects and coardinates with operatnng
Nebraska Capital projects include umpact on operating costs
Nevada No response.
New Hampshire Budget Office reviews capital projects and coordinates with operating
New Jersey Through staff interaction and by management review
New Mexico Capital budget includes operating budget :mpacts and opemung budget references capital projects
New York Capital budget requests must include umpact an opcraung costs
North Carolina Through capital and aperating budget anaiyss
Nornth Dakoa In the same budget, different line aems.
Ohio Capital bill is one year after the budget bill  Analysts revicw capital request for impact on operating “uoier
Ollahoma E perating costs cak
Oregon Capital ing is mostly indep: and d afer the op g budget
Pennsylvania Capital and operting budgets are both devciopad by the Office of the Budget
Rhode [sland Agencies must include impact on operaung
South Carolina Capital plans include § vear operating expenduures
South Dakota Bond payments included in operating budget
T Archi | stall meets with budget analysis and Scpartments to review capilal and operating
Texas Pan of the operating budger.
Uuah Through Office of Planning and Budget
Vermont Developed at the same time; impact from capwal projects must be included 11 openiting budget
Virginia Developed at same ume. Capital requests must uclude impact an operating budget
Washington Debt service part of operating budget, otherwase separte
West Virginia No response.
Wisconsin Periodic review with budget office and facilaes management
Wyoming Op g and/or Xp n capdal request
o] Agency director request projects in suppaa >f wag wrm operung plans

Page 17 Capital Budgeting in the States: Paths th Surcen
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Purt One

Capital Budgeting in the States
Section 3
Capital Project A central component of the capital budgeting process is establishing
Selection, Cost priorities within the extensive array of proposed projects. With scarce

. . resources and limits on financing options in many states, establishing a

Esumatmg, and set of priorities is 2 crucial task. Some states first look at the capacity
Project Tracking: for financing projects from either debt or cash limits over a several year
Tables 7-13 time period and then set priorities.

As Table 7 shows, more than one-third of the states set priorities on a
functional basis, such as higher education, natural resources, and local
government assistance. Other states use an approach based on
emergency, legal, and health reasons. Prionties are ranked by
categories such as health and safety, critical maintenance,
improvements, and new construction in states such as Virginia, New
Hampshire, and Montana. Arizona specifies the use of a formal
ranking system to establish priorities in addition to viewing the projects
within the political and economic context.

Other approaches to setting priorities include approving projects with a
cost savings component as presented in Table 8. When projects are
approved with a cost-savings component, often the monitoring of the
cost savings is informal. About two-thirds of the states include
emergency requests within the capital budget process.

After establishing priorities. states are interested in ensuring that
program objectives are met through the project requests. Table 9 shows
how some states formalize the review through audits and written
justifications, such as in New Jersey, while other reviews are ongoing
though less formal.

In carrying out the priorities established in the capital pian, a successful
outcome often rests upon the accuracy of cost estimates. Table 10
illustrates the variety of methods states use to develop cost estimates.
Architects, engineers. and consultants often provide cost data. In most
cases, either the requesting agency or a general services or public works
agency is responsible for the review and/or development of the
estimates. Techniques include value engineering, life-cycle cost
analysis, construction and matenal indices. and square footage
estimates, Almost all states use cost standards according to a particular
type of building and space utilization standards to estimate costs as
displayed in Table 11. In about half the states, cost options and
life-cycle costs are used in cost estunating.

Page 18 Capital Budgeting in the States: Paths to Secces
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Part One
Capital Budgeting in the States

Table 12 shows that in most states future operating costs are projected
and often compared to current operating expenses. Projected future
costs, b , do not ily have any claim on future
appropriations.

Table 13 presents the variety of methods states use to rack projects
once they are underway. Monitoring during the process occurs in the
budget office as well as in agencies. Some states, such as Kentucky and
Virginia, require an annual or semi-annual progress report for
legislative review. A formal tracking system as part of the accounting
system is being developed in New Jersey. Other states have a
decentralized tracking system within the specific agency overseeing the
project.

Good Practices

Identify the criteria used in selecting capital projects.

States often determine their needs on a functional basis such as higher
education and aid to localities. While the functional approach is used
for needs assessment over time, emergency or health and safety criteria
often determine immediate project selection. States should have some
method to integrate needs assessment with project selection. What
coastitutes an emergency or health reason should be clearly defined. In
reviewing the process for project selection, states should assess how
actual project selection compares to the peiority list.

Define sll program for capital investm

Reviews of project requests often do not explicitly link the program
objective to the project in question. Projects may be approved that meet
financial criteria, but do not meet the objectives of the program.

Evaluste cost estimating methods to measure their validity.

Evea though the expertise for estimating methods is often with the
hitects and 3 wde of the budger deparument, budget

analysts should be able 10 understand the underlying assumptions and

methods used in the cost estimates in order o thoroughly review project

requests.

Establish a tracking sy 10 keep projects on schedule and within
budget.

The tracking systen should be ongoing and should serve as an early
warning device for projects thas are exceeding projections for both cost
and time.
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Table 7
Setting Project Priorities

State Do You Set Priorities on a Functional Basis?

Alabama Needs assessment.

Alaska Functional areas.

Anzona Based on an evaluation system

Arkansas Prioritized by law and then sccording to necd

Califorma Urgency- fire & life safety code viclations. health issues

Coiorado Needs assessment, project by project

Connecticut Functional areas

Delsware Functional areas. gubernatonal issues. funding avadability

Flonda Functional areas.

Georga Functional areas.

Hawau Functional areas

ldaho According to need

[linows No

Indiana Project by project basis

lowa Functiona) areas

Kansas Within dedicaled funds for each functional area

Kentucky Life safery projects and maintenance receive pnonily over new construcuon

Louisiana Functional arcas

Mawne According to need

Marvland Functional areas

Massachusents No response.

Michig Fi ] areas

Minnesou Project by project in Lhe context of review guidelines

Mississippi Functional areas.

Missoun Each project evaluated on merits. _Agencies with dedicated funds have more leeway
Monuana Health & safety, critical . general . . tmp . new consiruction
Nebraska Agencies and universities set pnonlies

Nevada No response

New Hampshire Prionty categones are health and safety. cnucat maintenance. maintenance. and new construction
New lervey Functional areas. Agencies set prionties in requests _Govemor s policies ysed a3 guideline
New Mexico Priorities based on urgency - hife & safety and ¢nuical mawntenance

New York Budget Division analysis of cnnical neeas

Nonh Carolina Budget office analysis and review, govemor

North Dakow By budget office

Ohwo Urgency, life-heslth-safety proiects. rehabuitation. new construcuon, depending on funding availabiliy
Oklahoma Functional arcas and by legislatively determuned pnonues

Oregon Functional areas.

Pennsylvania Functional areas.

R:ode Island Functuional areas, health and safety. ana pubcy sl input

South Carolina Project by project or immediate need

South Dakota No response.

Tennessce Project by project, prior years' funding and planning considered

Texas Requesting agency sets priorities within s request  Leguslature determines prionlics between agencies
Uuah No.

Vermont Assess hased on merit, financial retums._ and statutory mandstes

Virginia Major repairs, legal/judicial mandates. Lfe safety codes. ynprovements, new construction, expansions
Washing Fi arcas. Hustoncal spending andor wdentified noeds

West Virguiia No response

Wisconsin Evaluation of needs

Wyoming Perceived need

DC Functional arcas
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Table 8

Project Characteristics

Approve Projects with a Separate Planning  Iaclude Emergency Requests

State Cost Savings i & Construction in Capital Budget
Alabama N N N
Alaska Y Varics Y
Arizons Y Y Y
Arkansas N Y N
California Y Y N
Colorado Y Somettmes Y
Connecticut Y Y Y
Declaware Y Y Y/Life.safety
Florida N Sometymes N
Georgia Y Usually Y
Hawau v Y Y
Idaho N Y Y
Ilinow Y Ofen Seldom
Indians Y Y Y
lowa N Y N
Kansas Y Y Y
Kentucky Y Sometimes Y
Louisiana Y Y Y
Maine Y Y Y
Maryland Y Y Y
Massachuseits No response No responsc "No response
Michigan N Y Y
Minnesota Y Y Y
Missississpi Usually N Y
Missouri Y Somectumes Y
Montana Y Y Y
Nebraska N N N
Nevada No response No response No rcsponse
New Hampshire No response No response No response
New Jersey Y Y Y
New Mexico Y Y Y
New York Y Y Y
North Carolina Y Y Y
North Dakot N N N
Ohio Y Sometimes Y
Oilahoma Y Y Y
Qregon N Y N
Pennsylvana Y N N
Rhode Island Y Y N
South Carolina Y Y Y
South Dakoa N/A Ofen N/A
Tennessee Y Y Y
Texas Y N N
Utah N Y YiConsukants
Vermont Y Y Y
Virginia N Y Y
Washington N Y. Mapor projects) Y
West Virginia N N N
Wisconsin Y Y Y
Wyoming Y Y Y
DC Y Y Y

Y=33 Y= 32 Y=34
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Table 9
Program Objectives Met Through Project Requests

State How Do You Ensure That Program Objectives Are Met Through Project Requests?

Alsbama There is no formal process in place

Alaska No process currently exists for measurement

Arizona Administration Department analyzes project requests in terms of program objectives end fiscal impact
Arkansas Monitoring by Office of the Budget.

California Through management coordination and tion

Colorado There is no formal process un place

Connecticut Through agency reports after construction

Delaware No response.

Florida Through a review of reicase requeats

Georgia Budget analysts screen requests

Hawau Budget and Finance analyzes request and evaluates project.

Idaho First planring phase determines program needs

1llinows Bureau of Budget review

Induana Varies with project.

fowa Monitored by departments

Kansas Budget analysts make sure that program objectives are met.

Kentucky Require written justification

Louisiana Budget analysts review requests

Maine Depanment of Admunistration and Control Projects

Maryland Review and analvsis by the Department of Budget and Fiscal Planning

Massachusens No response.

Michigan A project program statement is reviewed before architecture plans are initiated

Minnesota No formal process exists

Mississipp By perf g TWO SCPATaIE TCVIEWS per account.

Missouri Requests must explain how program objectives are met. Requests and objectives are thoroughly reviewed
Montana Arch. & Eng. reviews and prioritizes requests; budget office reviews; and Gov. recommends action w Leg
Nebraska No formal process, but Budget Office conducts analysis as needed.

Nevada No response.

New Hampshire Budget Office review

New Jersev Budget office conducts analvsis. sudits. studies

New Mexico Analyst reviews requests.  Agencies siarting o implement management system through goais and objectves
New York Through annual budget request-budget recommendation process by budget staff.

Nonh Carolina Office of State Budget and Management reviews and analyzes requests

North Dakow No response.

Ohio Office of Budget and Management and legulauve reviews.

Oklahoma No response.

Oregon No response.

Pennay i No resp

Rhode Island Budget analysts and policy stafT review

South Carolina Review by engineers, Legislative Councu. State Reorg. Commission, and agency s internal auditon
South Dakota No responsc.

Teanessee Through leam and committee work

Texas Legislative Budget Office reviews analyses

Uuh Through analysus

Vermont No formal procesy

Virginia No formal process exusts

Washington Review by program analysts and technucal budge saff

West Virginia No response

Wisconsin Review by program analysts.

Wyoming Through informal assessment.

bc Project objectives are with long P plan objoctives during evalusuon
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Tabie 10
Estimating Project Cost
State How Do You Eu.lmte The Cost Of Capital Projects?
Alabama By ag with of and
Alaska Based upar past hmory and/or engincecing esunulu
Anzona Ag prepare and Facility M. Division verifics costs using reports and standards
Arkansas Cost estimates submitted by agencies and reviewed by Building Services Agency and Budget Office
California Cost estimates based on time and materials and are updated after preliminary plans and drawings
Colorada Usually square foot with per ges for fees. y ete.
Connecticut Cost cstimates are prepared by the Department of Public Works and the requesting agency
Delaware Estimated both as one-time appropnation and phased 1 based on size/unique aspects of project
Flonda Determined by agency based on national (igures and revised by recommendauons by Dept. Genznal Serv
Georgia Estimates prepared by agencics, by busutess managens or archuects/eagineers depending an prosect
Hawaii By user agency.
Idaho Estimates from agency staff often from a study preparea by architect prior to budget request
[llinois Central construction agency makes estimates
Indiana Primarily by entities submitting project requests
lowa ____Quote from outside source
Kansas By agencies, architects and Division of Architectural Services unng construction and matenal indices
Kentucky Division of Engineering projects most costs
Louisiana By staff architects and engineers.
Maine By staff and Department of Administration architects and cnginecrs
Marvland Department of General Services reviews and modifies agency estimate based on comparable proiects
Massachusetts No response.
Michigan As s function of average square foot costs. i the planning phase based on arch. planning documents
AL q g agency either in-house or by consulants
Mississippi By using standard industry finance procedures
Missouri Agency engineers and architects use standard industry estunating procedures. Div of De:lgn Construct -ev cas
Montana Cost guides gcnenUy provide the cost basis  Estunates vary from unit costs to square foot costs
Nebraska By ag with of 1f necessary
Nevada No response.
New Hampshire Govemnor selects projects ta be formally esumated
New Jersev Most agencics develop estimates with Division of Budding and Construction or through own staff
New Mexico By sgencics, assisted by cost estumators. archilects. and engineers
New York Design-construction ags provide prel Y based on surveys and review af facilities
North Carolina Office of State Construction estumates must accompany all requests.
North Dakota Agencies prepare with arch and eng; ]
Ohio Iniually by agencies with input from Divison of Pubbc Works and archuects
Oklahoms Inually by agencies, potential vendors. archiects, enginecrs  Reviewed by construct staff and Sune Finar.e
Oregon By {tant professional cost 3
Pennsylvania Using agencies use various methods such as cost standards and agency architecty/engineery staff
Rhode Island Mont agencies develop esumates through own saff
South Carolina By agency with assistance of architects and enguneens
South Dakota By and g of project
Tennessee By departments, r.on:ulunu capital projects and Fuiance and Adminustration staff
Texas Requesting agencies submit project analyses o legulalive and execuuve budget offices
Uuh Professional consultants project costs
Vermont By state engineers and consyltant engineers
Virginia Requesting agency develops the estimate and Deparuncnis of Bud;a and General Scrvices review it
Washington Life cycie cost mlym/ulu engineerng basu for p { 1
West Virginia Archi 17 snd 1p prepare
Wisconsin E:nrnllu bued on historical data on past projects . nauonal esumating guides
Wyoming E prep: both in-house and externally
DC By cost estimators and the Department of Pubix Works
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Tabie L1
Cost Estimating Methods

What Are The Methods Used To Estimate Costs?

Metbods Used:

Cost Standards Space Utilization Cost Life-Crcle
State Building Type Swndards Options Costs
Alabams Y Y Y Y
Alska Y Y Y Y
Anzona Y Y N Y
Arkansas Agencics may usc Agencics may use Agencics may use N
Califomia Y Y Y
Colorado N Y Somecumes Required Mot Entarces
Connecticut Y Y Y
Delsware Y Y Y Y
Flonda Y Y N Y
Georgia Y Y Sometimes Y
Hawau Y Y N N
1daho Y Y N Y
1linois Y Y Sometimes Y
indians N Y Y N
iowa Y Y Y N
Kansas N Y Y Y
Kentucky Y Y N N
Loutsiana Y Y Y Y
Maine Y Y Y Y
Marviand Y Y Y N
Massachusets No response No response No response No response
Mchigan Y Y Y
Minnesola N N N N
Mississippi Y Y Y N
Missoun Y Y Y Y
Montana Y N N N
Nebraska Y N N N
Nevada No responsc No response No response No response
New Hampshire Y Y Y Y
New Jersey Y Y Y N
New Mexico Y Y Sometumes Sometmes
New York Y Y N
North Carolina Y Y Y Y
North Dakota Agencies may use Agencies may use Ususlly not N
Ohio Y Y Sometimes N
Oklahoma Y Y Y YN
Oregon Y Y Y Y
Pennsylvania Y Y Y Sometimes
Rhode Island N Y N N
South Carohina N N N Y
South Dakow N/A Y N/A N.A
Tenncsiee Y Y Y Y
Texas Y Y Y Y
Uuh Y Y Y Y
Vermont Y Y Y N
Virgina Y Y Y Y
Washington N Y N Y
West Virgina N N N N
Wisconsin Y Y Y Y
Wyoming Y Y Y N
oC Y Y Y N

Y= 38 Y= a2 Y=29 Yal3
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Cost Estimating Methods: Part 2
What Are The Methods Used To Estimate Costs?

State

Project Future

Alabame
Alaska
Arizona
Arkansas
California

Claims on

Operating Costs Future Appropriations
N Y

Colorado
Connecticut
Delaware
Florida
Georgia

Hawaii
Idaho
Ninois
Indiana
lowa

Kansas
Kentucky
Louisians
Maine
Marviand
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Massachusetts
Michigan
Minnesou
Mississippi
Missoun

No response

No response

Montana
Nebraska
Nevada

New Hampshire
New Jersey

Z <|< < < <

No response
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No response

New Mexico
New York
North Carolina
North Dakota
Ohio

Oklahoms
Qregon
Pennsylvania
Rhode Island
South Carolina
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South Dakou
Tenncssoe
Texas

Uuah
Vermont
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Virginia
Washington
West Virginia
Wisconsin
Wyoming

DC
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Table 13

Formal Reporting System To Track Capital Projects
State Do You Have A Formsl R ing S To Track Capital Projects?
Alabame No formal symem.
Alasks Agencice and the budget office complete & capital suthonzation status report.
Anzona Projects reviewed by legisiature
Arkansas No formal system.
Californa State Public Works Board and Jouu Legulative Budget Committee.
Colorado Dept. of Administration reviews some contracts and verifies fund availability.
Connecticut No formal system.
Delaware Development Office/Dept. of Adm Services app! di jon, and prog
Flonda Governor's Budget Office and agency provide an annual lnuynl on progress of project al vanous phases
Georgua Each agency has tracking process
Hawau Planning, design. and project coordinalor branches of agency
Idaho Division of Public Works tracks projects
1tinows No formal system.
Indana Entity receiving appropriations has major traciding responsibility. Pubbc Works Division also tracks projects
lowa Agencies gather information and Legisiave Capital Projects Committoe reviews &.
Kansas Governor's budget report includes descripuons of all projects. Archutectural Services tracks all projocu
Kentucky Govemor's Office for Policy and Management prepares annual repont for legislature.
Louusiana Office of Facility Planning and Control oversecs project.
Mawne Agencics and Department of Administration track projects
Marviand Genersl services and budge: office update database
Massachusets No response.
Michigan Department of Management and Budget reviews archi | plang, P
Muinneso Division of Building and C prepares q fy status reports.
Munsippi Bureau of Buildings tracks projects
Missoun Computenzed information systemn provides information on each project.
Montana Architecture and Engincering administers sll projects. budget office tracks appropriations.
Nebrasks Quarterly status reports are prepared
Nevada No response
New Hampshure Agencies prepare status reports.
New Jersey A formal project tracking svstem is being developed
New Mexica Capitai progect monitoring system tracka funds expended and progress W date on a semi-anaual basu
New York The design-construction agencies monitor design and construction, the chent agency reviews.
North Carolina Office of State Budget and Manag and Sute C. oversee fiscal and quality assurance
Nonh Dakota No formal system.
Oho Office of Budger and Management with Suate Conurollung Board approve all relemscs of capual funds
Oklahoma Office of Public Affairs and Office of State Fumnce admuuster funds and reports.
Oregon Management by agency. design review by Capiol Planning Commuasion.
Pennsylvana Office of the Budget maintains a status report
Rhode Isiand Building Code Commission and depar wnck progr
South Carolina State Engineers Office assist in bidding, planmung and spproval
South Dakots State Engincers Office and C of A MONXOr projocta.
Tennessoe Projoct management and monitoruig by Capusl Projecs Management and Finance and Adminustraton
Texas Requesting agency oversees the project
Uuh Div. of Facilities Construction and Mngt , Div of Water Resources, and Dept. of Transportation track projexts
Vermant Department of State Buyildings tracks costs
Vigpna Agency and Dept. of General Services prepare a progress repon on seyni-annual bass for kepisiature
Washinglon Executive and jegisl review, rep g symem
West Virgunia No formal system
Wisconsun Division of Stte Facilites Management
Wyoming No formal aystem
DC Implementer tracks status, user does site vissts. financul officer executes budget action and financing
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Part One

Capital Budgeting in the States
Section 4
Capital After priorities are established, states look at how to finance a project.
Financing: States' financing options are often dependent upon legal limits on debt
Tables 14g-l7 levels or the ability to incur debt. Oxher restrictions include scarcity of

general revenues as well as policy decisions to maintain certain debt
levels in light of bond rarings.

As Table 14 shows, states often look at the amount of general fund
resources available for projects through an analysis of funding
availability. In some cases capital allocation is derived from the total
revenues available less operating requirements. Due to severe fiscal
constraints, some states have virtually eliminated the use of general
funds for capital projects in recent years.

For states that have an option to debt finance, the issue of whether 1o
fund a project through cash or bonds arises. Table 14 dlustrates how
decisions on project financing depend on such factors as funding
availability, the size of the project, the type and life of the project, tax
laws, and the likelihood of voter approval for the project.

Another financing decision states face is whether to own or lease a
facility. Most of the states that have a policy regarding this decision
compare the life-cycle costs of the two options in deciding whether to
own or to lease. Most states do not explicitly consider the impact on
the local property tax base in the decision.

In addition to general obligation bonds, states also include revenue
bonds in the regular capital budget process. From a debt perspective,
coordinating various debt 1ssues would provide a state with a better
picture of total debt. For states that debt finance, there is often the need
to finance a project on an intenm basis until the bonds can be issued.
Table 15 shows that about half the states use treasury loans as an
interim form of financing. Other interim financing options used by the
states include special funds. pooled investments in California, bond
anticipation notes, and master note financing in Kentucky.

In funding capital projects through debt financing, debt service expense

becomes a fixed cost in the operating budget and, if excessive, can lims
future options. States build discipline into their debt financing decisions
through such means as user fee financing whenever possible as shown nn
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Part One
Capital Budgeting in the States

Table 16. About half the states have the users of approv>d facilities
participate in paying for debt service. Some states require private sector
participation in centain capital projects. The types of projects most
likely to have private sector participation include economic development
projects and build-to-suit projects with an option to buy. About haif
the states compare debt service expense with the net operating impact
and changes in revenues and expenditures of the projects funded.

States make decisions on the amount of general funds to allocate for
debt service based on available revenues as well as
statutory/constitutional debt limits. As Table 17 shows, about
two-thirds of the states have limits on the amount of debt service ot
authorized debt. The limits vary across states, with a range from no
general obligation debt to fifteen percent of available revenues for debt
service. Limits on authorized debt also range from no allowable debt to
a dollar amount such as $500.000 or percentage of income or revenues
Orher limits are waived with the requisite voter approval. Limits on
revenue bonds are less frequent and when they exist, the limits tend to
be dependent on various issuing authorities. As an approach 1o setting
targets for debt, about half of the states start the capital budget process
with amounts based on funding sources such as total general obligation
bonds, total debt service appropriation, and total cash appropriation for
capital projects.

Good Practices

Define the (actors to consider in decisions of whether to own or
lease.

Factors to consider include lifecycle costs and the impact on local
property taxes.

Develop a clear debt policy.

With the trend towards more of state expenditures in the entidement or
mandatory category, states limit their flexibility when debt service
exceeds a comfortable portion of theis operating budget. The debt
service limits states set for themselves should be viewed in light of
anticipated overall growth in the states’ revenues.

Review cost-benefit comparisons for private sector participation in
capital projects.

Opportunities to involve the private sector would help target the specific
benefits and costs of a project.
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Table 14
Project Financing

Amouant of General Use of Bonds Policy Own
State Fund Dollary Used Vs. Cash Vs. Lesse
Alabama Economic and political considerations Project size Y
Alaska Availsble revenue minus operating Nature of project, availability of funding Y
Arizona Economic and political considerations Constitutional timit Y
Arkansas Financing structure, mechanism in law Legal provisions, availability of bond finance Y
California Statute/constitutional limity Potential for voter approval. asset lifc, cash Y
Colorado Transfers from general fund in statute Leguslauon N
Connecticut No response Size of request Y
Del E: i it funds Labi Federal tax laws, project scope, privale involvement Y
Florida At least 5% of general fund growth Type of project Y
Georgia Projected revenue minus operating No set policy N o
Hawaii Availability of funds Nature of project, avsilable funds, debt Limits N
Idaho Surplus funds when available Need, political appeal, available cash N
[llinois Prior years, condition revenues Bondability guidelines Y
Indiana Type of project and availability of funds Availability of funds, statutory authorty N
lowa Govemnor's_recommendation Governor's recommendation N
Kansas Debt service commit, stat transfer highways Avaiability of funds, benefit spread ~
Kentucky Relative need versus dollars available Available cash. debt ceiling, Lfe<cycle of project N
Louisiana Liale general fund used Expected life of project N
Maine Debt service commitment Size of project N
Maryland Availability of funds, type of project Avaiability of funds, project tvpe N
Massachusetts  No response No response N1 response
Michigan Project size-under $5 million Project size N
Minncsota Judgement call Bondabulity constraints N
Mississippi No general fund All projects use bonds Y
Missouri Financial health of state/other priorities Avaable funds/amount of state debt ~
Montana No general fund/Leg. may add gencral fund Size of project N
Nebraska Availability of funds, project type Avatabuity of funds. project type ~N
Nevads No response No response Na response
New Hampshire Debt service only Economx nituanion, life of project Y
New Jersey Consider mandated costs and revenue proj. Cost, suze, purpose of project N
New Mexico  Availability of funds In process of review ~
New York General fund “last in” source Type of project N
North Carolina Projected general fund balance Revenues produced and leg. approved G O. bonds N
North Dakota  Nceds vs. funds Avauabuity of funds N
Ohio Funds available, type of project Project tvpe and size N
Oklah Funda avail Amount of project, project type ~
Oregon No response Cash svailabulry Y
Pennsylvania  Projects usually financed with bands Specul fund agencies with ded: d N
Rhode island  Funds available Most projects bond financed N
South Carolina _Allowable debt service Avalabuxy of funds b
South Dakota N/A Cash avaulsbuty Y
Te Cash avai after openating Cash avuulability Y
Texas Leguslative priorities Legslative prontics Y
Utah Executive decision Execuuve docison Y
Vermont Rarely use general funds Bondung guwelines and tax laws N
Virginia Judgement call Fuancal f . iy of N
Washington Funds available Funding source N
West Virpinia  Estimated cost Legulati ¢ suthonzanon b
Wisconsin Priorities of Governor, Leguslsture, & Comm Buuding commussion action Y
Wyoming Gubernatorial/legislative prontica Avedsduay of funds ~
DC Repairs not qualifying for bonds Trpe of project Y

Y='%
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Table 15
Project Financing: Part 2

Use Of Ioclude Revenue Bonds Interim
Mate Treasury Losns . _In Capital Process Financing Methods
Alsbama N Y N
Alaska Y Y Genenal fund
Anzona N N N
Arkansas N Y N
Californa Y Y Planning funds pooled invest
Culorado Y Y N
Connecticut Y Y Bond Antictpation Nites
Delaware No response N Local school funds
Flonda N Y General fund. special axes Ezucaion
Georgu N Y N
Hawau Y Y Treasury loans. BANs
Idaho Y Y Permanent Building Fund GA
liiinows N N N
Induns N N N
lowa N Y internal funds
Kansas Y Y N
Kentucky Y Y Master note financing sdv. recein
Louwsans Y Y Loans
Maine Y Y Bond Anticipation Notes
AMarvland Y Y Adv funds consol bond proveecss
Atassachuseas No response No response No response
Michigan Y Y Genenal fund
Minnesow Y N N
Mississippi N N N
Missoun N Y N
Monuana N Y Cash
Nebraska N Y N
Nevada No response No response No response
New Hampshire N Y General fund
New Jersev Y N N
New Mexica N Y N
New York Y Y Tax. rate loan. commerc.al paper
Nonh Carolina N Y N
Nonh Dakota N N N
O+io N Y N
Caahoma N Y N
Qregon N Y [nternal loans
Pennsylvania N N Bond Anticipation Notes
Rhode Island Y N Bond Anticipation Notes geners: f.nd
South Carolina Y Y Bond Anticipation N ey
South Dakola Nia NiA NA
Tenncssee Y Y N
Texas N Y N
Utah Y Y Cash flow Tressurer
Vermont Y N Bond Anticipation Notes: geners "
Virgina Y Y Beung developes
Washington N Y N
West Virgina Y Y Treasury loans. aotes
Wisconsin Y Y N
Wyoming N Y N
D¢ Y N General fund pooied casn
Y=24 Y =36
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Table 16
Debt Service

Users Pay Compare Debt Service User Fi Private Sector
State Debt Service to Revenues & Expend. i Participation
Alsbama Sometimes Y/N YiN
Alaska Y N
Arizona Y Y
Arkaasas N
California Y
Tolorda NG response
Connecticut No response
Delaware
Flonda
Georgia
Hawal
Idaho Sometimes
Illinow
Indiana N
fows Y
Kansas Y
Kentucky Y
Louisians Sometimes
Maune Sometimes
Maryland N Some:.mes
Massachusens No responsc No response No response No responsc
Michigan Y Y N
Minnesota Sometimes Y Somcumes Sometumes
Mississippi N
Missouri N N N
Monuas Sometimes Y Sometme
Nebraska Y Y N
Nevada No response No response No respanse No respanac
New Hampshire
New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio
‘Oklahama
QOregon
Pennyylvania
Rhode (sland
South Carolina
South Dakoia Project
Tennessee
Texas
Utah
Vermont
Virgna
Washington
Wext Virginia
Wisconsin
Wyoming
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Table 17
Debt Management
Policy to Limit Policy to Limit Moody's
Mate Debt Service Autborized Debt G.0. Rating
Aisvama N N Aa
Alaska Based on oul revenuer N Aa
Anzona N G O debt limit of $350,000 No G O debt
Ariansas N N Aa
Calitorma N N Al
Cuinrado No genenal obligation: debt aliowed No G.O. debt allowed No G O uebt
Cunnecucut N N Aa
Delsware 15% of general fund 5% of revenue A3
Flonds N 50% of ux revenue preceding 2 yr. Aa
Georg Y Y A _—
ravan 15% of revenues Y Aa
ldaha N N No G O detrt
I N N Aal
Indana N No. G.Q. debt allowed No G Q dent
lhwa N G O bond limit of $250.000 No G Q dem
Kansas N $1 mibion Limit w/o voters No G O gert
Kentucky N G O. bonds $500.000 Ax
Lousiana 10% of 3 yr. av revenues Bond & Redempt Fund 2 tumes J yr. av. bond revenues & redempt funds  Baal
Maine N N/General Fund\31350 million on revenue bonds Aal
Marviand 8% of avausble revenues G O debtatl 2% of income Ass
M h No resp No response Bas
Michigan N Cap on bonds Al
Minnesola 3% of gencral fund unrestncted receipts N Ar
Missssippr 5-3% 1.5 times 1g. revenue preceding 4 yr Aa
Missoun N State consttution and statute A
Moniana N N Aa
Nebraska N N No G O Zert
Nevada No response No response A
New Hampshire N-Informal 10% of general fund revenue A
New Jersev N N/G O Y/Revenues based on usuing suthonty A
Noew Mexco 1% of uxable property subject to property tex Y As
New York N Statuory limits G.O. bonds A
Nonh Carolina N Voter approval An
North Dakota N N A
Ohia 5% of annual general fund expenditures Leguistive approval As
Oklahoma N N Aa
Oregon N s dby T n L A
Peansylvana N N Al
Rhode Island N G O bonds must be approved by voers As
South Carolina 5% of prior year's revenues Funcuon of debt service A
South Dakow N/A N:A No GO sen
Tennessee Y 150% of revenues from previous year A
Texas N No response As
Uah N Based on total assexsed value of property Ass
Vermont N Detnt Affordabulsty Committoe reviews debt LY
Virgina N 1 15% umes average annual revenues An
Washiagon 7% of revenues . Legulauve approvai As
West Virgina N N Al
Wisconsin 310 4% of revenues Y As
Wyoming 1% of assessed value of wrable property 1§ of asscssed value of taxable property No G O Jeew
bC 4% N Bas

Source  Moody s Municipal Credit Report. November 12, 1991.
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Capital Budgeting in the States

Section 5

Asset States often use inventory systems to track the status of existing capital
. assets. As Table 18 shows, almost all states maintain a data base
,I;I.Ia al)[;:sgil;lell;t. inventory for capital assets. In about one-third of the states, the
. inventory systems assess the condition of facilities, while about
two-thirds of the states use building maintenance standards. The
frequency of updating data bases ranges from continuously to every
three years.

Some states charge rent to departments in order to finance maintenance
and improvements to facilities. In about two-thirds of the states,
departments are charged rent and the rent is used for building
maintenance. Other funding mechanisms available for maintenance
include building renewal funds, dedicated building funds, maintenance
reserves, and revolving funds in addition to general funds as shown in
Table 19. In about two-thirds of the states the current priority in
appropriations is for maintenance rather than new construction.

Good Practices ¢ Maintain an updated inventory system of capital assets.
States should review the adequacy of the information and include the
condition of the facilities.

Page 13 Capital Budgeting in the States: Paths to Swcen
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Table 18
Asset Management

Data Base How Often Priority Between Charge Rent
State loventory Data Updated Maint & New Facilities To Departments
Alabama N N/A Based on need Y
Alasks Y Now current Maintenance N
Arzons Y Yearly Muauntenance Y
Arkansas Y Kept by Bidg Services Based on need Y
Californa Y Ongoing Maintenance Y
Colorsdo N N/A Project by project N
Connecticut Y Yearly Maintenance N
Delaware Y Yearly Mauntenance N
Flonda Y Yearly Muanenance Y
Georgu N N/A New buldings Y
Hawau Y Conunuous Withun avaiiabie funds N
ldaho Y Yearly Muntenance Y
litwors Y Constant Half appropriation N
Indana Y Omgong s N
lowa N N/A New buildings N
Kansas Y Yearly Mamnlenance Y
Kentucky Y Conunuous Mainienance Y
Lousana Y No response Maintenance Y
Mane Y Yearly Mauuntenance Other than general fund
Marvland N Everv ) vr Depends Y
Massachusetts No response No response No responsc No response
Michigan Y Depends on saff Mauntenance Y
Minnesow N N/A New construction YN
Musisnissp Y Every 2 yr Depends on future impact Y
Missouri Y Yearlv Maintenance Y
Monuana Y No reaponse Mauntenance Y
Nebraska N N/A Based on need Y
Nevada No responsc No responsc No response No reaponsc
New Hampshure N N/A Maintenance Y
New Jersev Y Penodically Maintenance N
New Mexico Y No responsc Based on need N
New York Y Every 2 yr Mawtenance Y
North Carolns Y Every 3 yr Depends N
North Dakou Y Yearly Muntenance Y
Ohio Y Yearly Maintenance Other than generul fund
Oklahoma Y Yearly No reaponse Y
Oregon Y Being developed Mantenance Y
Pennsylvania Y Yearly Not eatablithed N
Rhode [sland Y Developing/Conunuous Based on need Y
South Caroluna Y As needed Depends Y
South Dakota Y No response Muntenance Y
Tennessee Y In process No response Y
Texas Y Conunuous Muaintcnance N
Utah Y Yearly Mantenance Y
Vermont N N/A Need based Other than generul fund
Vugine Y No response Maintenance Y
Washington N N/A New construction Depends
West Virginia N N/A Equal Y
Wisconsin Y Yearty Mauintenance Y
Wyoming Y Monthly Mauntenance N
DC Y N/A Maintenance N

Y=38 Y=29
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Table 19
Asset Management: Part 2

Other Mechanisms

State For Maintenance
Alabama Budget & revolving funds through rent
Alaska N
Arizona Building renewal funds
Arkansas Y
California N
Colorado N
Cannecticut N
Delaware N
Florida General fund
Georgia Continuation and ymprovement funds
Hawau Hospual, aupont
Idaho Operating budget
[linois N
[ndiana Y
lowa N
Kansas Dedicated Buddung Funds
Kentucky General fund
Louisiana Operaung budget
Maine Operaung budget. Dedicated Build. Funds
Marviand N
Massachusetts No response
Michigan N
Minnesota Pooled account for asset preservation
Mississippi Y
Missoun N
Montana Operauing budget
Nebraska N
Nevada No response
New Hampshire Operating budges
New Jersey N
New Mexico Operating budget
New York N
North Carolina N
North Dakota N
Ohio Operaung budget
Oklahoma Y
Oregon N
Pennsylvania N
Rhode Island N
South Carolina N
South Dakota Genern “und ind ather appropnations
Tennessee Revviviag fund through rent
Texas N
Utah N
Vermom N
Virginia Mauvuenance reserve
‘Washington Genenal fund
West Virginia N
Wisconsin Y
Wyoming N
DC N
Page 35 Capital Budgeting in the States:
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Case Studies in Selected States

Section |

Defining Capital ¢ Question: How do you define or breakout your categories of capital

Expenditur&s and expenditures (e.g., renovation, maintenance, construction,

P . planning)? What do you include as “capital” expenditures? Are
rotecting you satisfied with your definition? Why or why not?

Maintenance

Funds

Arizona There are two types of capital appropriations. The first is a statutorily

prescribed “building renewal”™ formula and the other type covers ail
other appropriations in our Capital Ouday Act. “Building renewal™ is
defined in A.R.S. 41-790 to mean:

Major activities that involve the repair or reworking of a building,
including the upgrading of systems which result in maintaining a
building's expected useful life. Building renewal does not include new
construction, landscaping and area beautification, infrastructure
replacement or repairs, routine maintenance. new paving resurfacing of
an area that was not capitalized as part of the original cost of the
building, or demolition and removal of a building.

The other type of capital appropriation includes renovation projects,
major systems replacement, design and/ or engineering fees, land
acquisition, and new construction.

Operating budget agencies may expend resources for items related o
capital facilities. Minor renovations, relocations. remodeling. paving.
general maintenance, statewide capital planning and inspections. and
emergency infrastructure repairs are usually expended against the
operating budger.

Since legislative enactment of the building renewal formula in 1986, the
formula has never been fully funded. For example, while the total state
general fund appropriation i the Capital Outlay Act for FY1992 is $4 0
million, the general funds “building renewal” formula allocation alone
is targeted to be $22.9 mulwon. Accordingly, there are both insufficient
general fund appropriations w finance capital peojects and no clear
definition of capital projects (other than building renewal).
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Indiana

Capital budgets include preventive maintenance, repair and
rehabilitation, and construction. Preventive maimenance is defined as
expenditures for the normal/routine upkeep of existing structures.
Repair and rehabilitation refers to infrequent upkeep or upgrading
existing structures which may result in a change in the function of an
asset. Construction refers to expenditures resulting in a new fixed
asset.

Kansas

There are four main capital improvement categories: rehabilitation and
repair, remodeling, new construction, and razing. Debt service,
regardless of the natuce of the project, is treated as a separate category.
Rehabilitation and repair includes all maintenance (major and
emergency), restoration, replacement of fixed equipment, energy
conservation, code compliance, re-roofing, and program requirements.
Remodeling includes all major projects that substantially change the
structure and use of existing facilities. New construction includes all
new construction and building additions. Razing includes the
demolition of existing facilities. Debt service, consistent with GAAP
accounting principles, includes only the principal portion of the debt
service payment for a project.

Rhode Island

Maintenance is defined as all repair and renovation activities that do not
alter the asset’s original purpose or expected useful life, while capital is
defined as all activities associated with construction. Capital includes
renovations and repairs which alter the asset’s original intended use or
useful life.

Question: Mast budget officials recognize the need for repair and
maintenance activities. Often, however, funds get diverted to other
operating expenses or (o remodeling, renovations, or construction
projects. Have you addressed this issue in your state? To what
effect?

Arizona

Many of our facilities have structural and mechanical problems which
cannot be addressed due o the lack of renewal and maintenance funds.
To a large extent, preventive maintenance is not done on a routine
basis. All of our available funds are used t fix problems once they
become emergencies. The ~building renewal ™ formula was an attempt
to address the concerns of budget officials and facility managers in the
area of maintenance and repair, however, funds were not provided.
The state’s facility managers have done an outstanding job in fixing the
building inventory on “less than shoestring budgets™ in the last five
years.

Page 38 Capital Budgeting in the States: Paths to Success



100

Part Two
Case Studies in Selected States

Indiana

The necessity to improve the methad for determining funding levels for
repair and rehabilitation led the Higher Education Commission, the
State Budget Agency, and public institutions, with the support of the
General Assembly, to study the condition of facilities and alternative
public policies towards improving the conditions. A number of funding
formulas used in other states were evaluated and changes were made in
the way in which Indiana’s public institutions report facilities inventory
data to the Commission. The formula recommended for use in Indiana
public higher education derives from Michigan's formula. The basic
premises are as follows:

The formula should be based on construction costs;
The formula should reflect current year building valuation;

The formula should recognize that as a general policy fewer resources
should be directed to building renewal than the cost of building
replacement;

The formula should recognize that otder buildings require
proportionately more renewal funds than younger buildings and;

The formula should reflect the effects of building renewal projects
already accomplished.

Kansas

The definition for rehabilitation still has some “gray” areas as o
whether this type of work should be included in capital imp ents or
the operating budget. For example, maintenance undertaken by the
Department of Transportation, whether done with in-house staff or by
contract, is reported in the operating budget, whereas maintenance for
other agencies is reported as a capital impcovement. There does not
appear to be any overriding concerns about the definition of
maintenance.

Maintenance funds are protected for certain facilities through the use of
dedicated sources of revenue derived from a property tax levy.
Universities, state hospitals, state mental retardation institutions, youth
centers, the School for the Visually Handicapped, and the School for the
Deaf are included. In some years. correctional facilities have shared in
the levy for state hospitals and related facilities, but now they have a
dedicated portion of lottery and racing receipts. The Governor
proposed to the 1991 legulature to dedicate another portion of logtery
and racing receipts to a new fund. named the General Facilities Building
Fund, to provide a stable source of financing for facilities belonging w
other agencies such as the Department of Administration, Department of
Agriculture, Adjutant General, Department of Wildlife and Parks, Sute
Fair, Kansas Bureau of invesnganon, and Tnsurance Deparment.
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Rhode Island Repairs and renovations have usually been in the capital budget. with
only minor repairs and preventive maintenance financed in the operating
budget. This policy resulted in postponing many repairs until they
approached crisis proportions. Repairs at this stage became more costly
and diverted attention from establishing an ongoing inventory of repair
needs. Furthermore, with bond funds being project specific, the state
did not have the capacity to address emerging maintenance probiems.
Instead, items would generally be placed on bold for a subsequent bond
issue.

In recognition of this problem. asset protection legislation was enacted
that dedicated a portion of lottery receipts for asset protection activities.
While reserving operating revenues for ongoing asset protection was a
giant step forward, two issues plagued the program: (1) the lack of an
inventory on the general condition of state assets precluded any needs
evaluation process; and (2) the pressure to include remodelling which
exceeded normal asset protection as an eligible activity. The asset
protection program, which took effect July 1, 1986, survived until FY
1991 when, with a $250 miilion state deficit. the reserved funding for
asset protection was suspended.

Coincidentally, this state was in the midst of the FY 1991-2 biennial
capital budget process. In recognition of both asset protection
requirements identified by agencies in their capital budget requests and
the suspension of asset protection funding over the two ensuring years,
2 $19.5 million two-year bonded asset protection program was
presented to and approved by the voters in November 1990. As
opposed to previous bonded maintenance, this issue is not project
specific and therefore provides flexibility to intervene in unanticipated,
priority situations.

At this juncture, maintenance/asset protection activities will continue to
be proposed for bonding. Accordingly, state agencies are required to
identify their current and projected asset protection needs as a distinct
element of the FY 1993-4 biennial capital budget. Along with setting
priorities, maintenance needs must be identified as: (1) backlog
requirements - needs as of FY 1992 and, (2) prospective requirements -
needs projected yearly from FY 1993 w0 FY 1997.

In summary, in an attempt to provide a continuous stream of operating
funds for repair and renovations, statutory language was established
specifying the proportion of receipts to be available for asset protection.
This starutory language has been suspended. and to fill the financing
void asset protection has been financed with general obligation bonds.
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Section 2

Organization of ¢« Summary

the Capital A capital budget begins with the state budget office preparing

Pi . Pr guidelines, forms, instructions, and procedures that are then provided o
anning ocess the individual state agencies 1o compiete. State agencies request the

capital improvement and construction budget for their agencies.
Whether the capital budget is for only the budget period or if it is a six
to ten year plan, the list of capital needs is generated at the state agency
level. Generally speaking. a capital budget is done separately from the
operating budget. Some states, however, submit both the operating and
capital budget to the legisiature at the same time while others actually
submit the two budgets to the legislature at different times.

Capital budgets include both renovations to existing buildings and new
construction. New construction and impro to existing building;
are usually alt part of the same priority listing. Some states require
agencies to plan fifteen years down the road although a shorter plan is
actually submitted to the state budget office. Generally, state’s with
annual sessions look at needs five years down the road; those with
bieanial budgets look at three biennia or six years total.

In states where substantial planning is done, long-range plans do guide
future years significantly. In states where documentation for the years
outside the budget process is minimal. plans generally do not guide the
future. States with well blished capital budgets require thorough
documentation on the program need of the building, the use of the
building, size, and structure.

Some of the elements thar make capital budgets work include a clear
understanding of the philosophy and the principles that are the
framework of a capital budget. Without a clear understanding of the
principles, the process becomes haphazard and much more political.
Thorough documentation. planning, and needs analysis are 2 must. This
includes taking a tough stance on requiring agencies to document the
need for the project. Expertise on capital coastruction is also needed.
Whether the expertise of engineers, architects, and cost esti isa
part of the budget office. part of a general services department, ot
contracted out, it is a necessary element of success. The expertise o
evaluate projects and set prionities {or the capital budget must be
available to the budget office
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Finally, the states most satisfied with their capital budgenng process
have some method of keeping legislatures informed on the capital
budget needs of the state. Some states have a formal comminee made
up of individuals who are in charge of financing projects, supervising
construction of projects, or budgeting for the state. Committees include
both the executive branch and legislative branch. States that have a
committee in place report that it lends credibility to the capital budget
process, it tends to take politics out of the decision making process, and
that it is perceived as a fair and equitable approach for setting capital
priorities for the state. In states that did not have a formal committee or
commission to evaluate the capita) budget, the budget office or the
person in charge of the capital budget always kept key legislators
informed.

¢ Question: How does your state generate a list of capital
impr and capital construction needs?

|

Kansas Statute requires agencies to submit five-year facilities plans each year,
encompassing the forthcoming budget year and four succeeding budget
years.

Maryland Agencies submit requests for consideration. The capital budgeting
process runs parallel to the budget process but is separate from it.
Forms are provided to the agencies to make their requests.

Minnesota State agencies submit their requests on capital needs. The capital
budget guideli forms, and p! dures are sent to the state agencies
by the budget office. The capita) budget is a separate document from
the operating budget and it is pr d to the legislature at a separate
time. In fact, the budget office is anempting to change the timing of the
operations and capital budgets so that one year of the bieanium, (the
first year) operating budgets would be passed by the legislatre and the
second year of the biennium (when only minor changes need to be made
to the operating budgets), the capital budget would be passed. The state
of Minnesota is on a biennial budget system but its legislature does meet
every year. When both budgets are considered during the same
legislative session, the capital budget does not receive a thorough
hearing. Doing the capial budget on the off year of the operating
budget would allow legislators the opportunity to do site visits. In
research conducted, about half the states did capital budges and
operating budgets a1 the same time and the other half did them a
different times.
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Virginia A list of capital projects is generated by soliciting request forms from alt
state agencies and institutions of higher education.

¢ Question: Are capital improvements (o existing buildings separated
from new construction needs?

Maryland Major renovations are handled the same as new construction. A
separate facility renewal item in the capital budget handles projects
between $100,000 and $1.000,000.

Minnesota Improvements and new construction needs compete for the same capital
expenditure dollars.

Virginia They are evaluated in the same manner based on the programmatic
merit. Renovations compete with new coastruction for funding in the
same plan.

¢ Question: How does your state approsch muiti-year planning for
majoc capital improvements and new construction?

Maryland The agency’s request includes its needs or anticipated needs over the
next five years. The plan the agency submits reflects the way it would
like to see renovations and new construction handled for their agency.
That may not necessarily be what the Capital Budget Office
recommends; some projects may be moved up, some may be moved
back.

Minnesota While state agencies do submit a six-year plan, the out-years (those
years beyond the actual budgeting period), are really only “wish " lists
and are not based on solid needs and thorough analysis.

Virginia Agencies are required to be thinking of construction and renovation
plans ten to fifteen years hence, though they submit a six-year plan 0
the state budget office. The state of Virginia is on a biennial budget, so
the six-year plan covers three bienrua. Although the plans beyond six
years are not submitted 1o the budget office, budget analysts visit each
agency and talk about wha the agency is looking at seven to fifteen
years down the road. Every two years the six-year plan is updated by
the state agency.

Page O Capital Budgeting in the States: Paths to Succes



105

Part Two
Case Studies in Selected States

¢ Question: How much do your long-range plans guide future years?

Kansas The plans submitted are generally a guide to the future; however, the
scope and cost of projects will change significantly from the time they
first appear in the plan o the time a decision is made to fund them.

Maryland About 70 percent of the requests anticipated for the second year of the
five-year plan will actually be part of the budget process the following
year. The other 30 percent could change for reasons such as delays in
design or other types of delays for scheduled building or renovations;
discovery of new needs; requests for projects that had been umed down
by the legislature and are requested again; or perhaps the legislature had
appropriated pianning funds for a project that was not in the five-year
plan for the budget year. If the legislatre appropriated planning funds,
then the capital project would be scheduled sooner.

Minnesota Those years that are not actually in the budget itself do not have the
same level of documentation and needs analysis as occurs in the budget
year.

Virginia Plans are ¢ ly being updated b of changing needs. In fact.

the program is in a state of flux right now, because Virginia has always
operated its capital construction budget on a pay-as-you-go basis. The
state has done no borrowing for buildings since 1978, with the
exception of revenue producing types of projects in higher education
and a few prison sites through the Public Building Authority. Asa
general rule, renovations and new construction have been done
completely on a cash basis. Because there was no need for debt
financing, there was not a great deal of emphasis on the six-year plan.
However, beginning with its next biennium, the state is looking at a
six-year debt financing instrument in order to manage capital
renovations and new construction. There is not much detail beyond the
current two years. Beyond two years, agencies aggregate the number of
square footage and apply a general cost per square foot.

Virginia requires by statute that a preplanning study precede any
construction. Generally, the preplanning study is funded in the
biennium prior to construction. If the legislature did not fund the
preplanning study, the department that wants to build during the next
biennium needs to find the money on its own to do the study. The
preplanning study actually means that about 20 percent of the planning
is done, and the agency i ready 1o move into the design phase. The
preplanning study resuits in 3 much more accurate estimate.
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Question: What are the elements in your process that make it work?

Kansas

The system works primarily because of the working relationships of the
participants and not because any specific set of procedures are followed.
It is uncerain to what extent the system needs to be made more formal
As discussed elsewhere, the review of projects in greater depth probably
is of more concern.

Maryland

The process needs to begin with the debe affordability process. There is
a Debt Affordability Commirtee that has built up credibiity over time
and determines how much bonding can be expected in the next five
years. The State takes the five-year plan seriously. In other words, it
sticks to it unless there is a compelling reason to deviate from it. The
Governor backs the long-range plan which gives the plan additional
integrity.

The state requires agencies to document the proposed project - what it 1§
for, how big it is, why it is needed. descriptions and justifications are
required, even for those not scheduled to be built for five years. By the
time the project moves up to the year it might be built, there should be a
full program description. including architectural specifications and other
justification to ensure that it is indeed a necessary renovation or
construction project. By the time it is moving into being on line as a
project, everyone should have a clear idea of the project needs. Enough
work needs to have been done by the state agency so a very accurate
cost estimate can be made.

Minnesota

There is a need to distinguish between the political aspects of capital
budgeting and the managerial aspects of capital budgeting. 'In the state
of Minnesota, a 60 percent majority vote is required in order to bond.
Since it is very rare for one party to control a 60 percent majority in
both the House and Senate. projects are traded for votes. Therefore, it
is very difficult to take politics out of the capital budget. However, the
budget office is considering an approach to get more background
information on capital projects by requiring that a study be done before
a project can be considered. Analysis of what the facility is needed for,
who it would be used by, and us function would allow for more equity
and less politics in the decision process. The Executive Branch is
increasing its attention on preserving existing capital assets outside the
politics of the bonding bl
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Virginia

A substantial amount of planning goes into a project before it becomes
part of the Governor’s recommendation and is submitted to the
legislature. That planning is done at the program level to determine
how that particular renovation or construction would serve the needs of
the clients and what the project will cost.

The Department of Planning and Budget is responsible for putting
together all the Governor’s recommendations for a budget, including
capital construction. The Department of General Services is the agency
that is responsible for cost estimating. The two departments work very
closely together to coordinate and project costs that are then included in
any budget recommendation.

Virginia is in a state of flux. Before, the cost of estimating and budget
analysis was based more on how much it would cost 1o build a
particular building requested by an agency. The analysis is moving to a
more analyticai approach. The first determination will be if the building
is needed; and if a building is needed, what type of building would be
most suitable rather than focusing on cost estimates for whatever type of
building had been r d

9

There are a number of budget sections; for example, one on education,
one on human services. and one on general government. The budget
analysts who deal with the operations of the department within their
section also deal with the capital budget. The education analyst, for
example, would coordinate all the capital construction projects that were
in education budgets. Budget analysts can call on the Department of
General Services for expertise in the technical issues about the project.
Once each section has prepared its capital construction list, the budget
analysts recommend statewide priorities.

Question: What are the elements you would like to change?

Maryland

Rapid growth and changes have made the development of a long-range
plan for prison and juvenile facilities difficult. There has been
improvement, however. in projecting needs in the corrections area.

One improvement to the process would be to make a more critical
analysis of the projects planned for four and five years out, rather than
waiting until the projects are i the budget year. More justification in
the plan at an earlier stage would improve the plan and would minimize
the changes.
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Minnesota

The state of Minnesota is looking at 2 major revamping of its capital
budgeting to include several things: '

1) better information in all six years of the pian, and

2) de-politicizing the capital budget process, or at least forcing a more
thorough review.

Virginia

The budget office is very involved in the execution, the actual
construction, and monitoring construction and should perhaps try 1o play
a less prominent role. [n higher education, certified engineers and
architects on the teaching staff now have oversight of managing project
construction. Most state agencies and institutions  however, do not
have that expertise, so it falls to the budget offi.< to be involved in the
execution of projects. The budget office is anempting, however, o
designate and disperse that type of responsibility to the state agencies
whenever possible.

Question: What advice would you give to a state that has never
done a capital budget? How would you recommend they proceed to
organize a capital budget, and what steps do you recommend a state
take to do its first capital budget?

Maryland

One suggestion is the need 10 educate agencies into the capital budgeting
culture. Agencies tend to be more absorbed in their immediate budget
needs rather than taking ume to plan five years out. Agencies really
need to plan; they must think about the missions of the agency, the
overall view of the agency. and their needs. Agencies must explain in
great detail, in nontechnical language. why a request is noeded, who
will benefit from it and how it will be utilized.

Staffing is very imporant. It i difficult for the budget staff, who are
concerned with operating budgets in the short-term, to be concerned
also with capital budgeting in the long-term. A state needs an adequate
staff dedicated to reviewing capual projects, who have the best interests
of the state as a whole 1 mud

Minnesota

One recommendation is o have a clear philosophy, a very clear
definition and undersuanding of the principles on which a state’s capial
budget is based. Without guudelines or general principles, making
decisions can be quite difficuit. Another suggestion is clearly defining
what is a capital improvement versus what is 2 maintenance type
expenditure which shouwd appear in the operating line item. Without a
clear definition of what should be bonded. it may be easy to build up
debt for ongoing operating expenses.
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The guidelines may in fact restrain bonding; for example, the guideline
in Minnesota is that no more than 3 percent of the general fund can be
used for debt service. However, guidelines make one stop and think
about prioritizing projects and getting the most for the money. Another
suggestion is to gain an understanding of how the legislature is going to
process the capital budget. Knowing how the legislawre will deal with
a capital budget means one can plan to meet the information needs of
the legislature.

Virginia One suggestion is to separate the financing phase and the construction
phase because they are not similar; totaily different expertise is needed
in both areas.

¢ Question: Do you have an oversight committee?

Maryland The state of Maryland does not have a review board. It has budget
hearings where an agency has an opportunity to explain its capital
budget request, and generally the legislative staff is there. On occasion.
there is a legislator present, but that is fairly rare. The Deputy Budget
Secretary for Capital Programs puts a lot of effort into informally
keeping key legislators abreast of capital budgeting needs. During the
legistative session when projects and budgets are making their way
through the budget process, there is daily contact with the legislators.
The legislature tends to focus mainly on the budget year requests rather
than the years beyond the budget when making its decisions.

Minnesota The state of Minnesow does not have an oversight committee, but the
legislature is considering establishing a joint comminee where both
political parties and the legislative and executive branches would be
represented. This commigee could set out the basic parameters to
follow in the capital budget and provide oversight to the capital budget
process.

Virginia Virginia does not have an oversight committee. The previous Governor
had a cabinet ievel committee to review various capital outlay requests.
but that no longer exists. That committee was made up of the Secretary
of Finance, Secretary of Education, Secretary of Health and Human
Services, and three others appointed by the Governor. There were no
legislators on this particular oversight committee. The committee was
chaired by the Governor's Chief of Staff.
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The oversight commirtee can be useful in heiping to iron out questions
of equity. When the budget office makes its recommendations, it
generally looks at setting priorities based on absolute program needs,
while the legislature tends to focus more on specific districts. When the
oversight committee was optional, it helped to structure the Governor's
recommendations so that it did meet program needs, but also equitably
dispersed funds to localities. An oversight committee may allow the
state to benefit from 2 more diversified view, rather than the straight
budget analyst view of program needs.

Section 3

Capital Project
Selection

Question: How do you establish priorities for selecting capital
projects?

Kansas

Agencies are required, as part of the submission of their five-year
facilities plans, to indicate the priority of projects based on safety
considerations, adherence to program requirements, conformance with
codes, and so forth. There are few formal guidelines or definitons that
agencies are directed to follow. On the negative side. the depth of
analysis is not as great as it should be because of time considerations
and the complexity of cost estimates and benefit/cost evaluations. On
the positive side, the process generally produces rational results, and
with a few exceptions, has not been a source of discord among project
selectors. The experience of the agency representatives who develop
requests helps to make the process work.

Virginia

Overview

The process for selecting capital outlay projects for funding takes about
twenty months. In December of even-numbered years, the Deparunent
of Planning and Budget provides agencies with instructions for
developing their capital budget proposals. It is not until July of the
following even-numbered year that projects receive funding.

Agencies submit their capital budget proposals to the Department of
Planning and Budget in February of odd-number years. The capital
budget proposal sets forth the agency’s capital project needs in priority
order and relates these needs to the agency’s programs and services.
The proposal consists of three parts — a six year plan, a2 maintenance
reserve plan and individual capital project requests.

Prno 10
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Six Year Plan

The six year plan covers a period of three biennia (currendy: 1992-94,
1994-96, 1996-98). This listing summarizes the agency's needs for the
next three biennia in priority order within each biennia.

Maintenance Reserve Plan

The maintenance reserve plan identifies all maintenance projects,
regardless of anticipated funding source, for the biennjum.

Maintenance projects cost between $25.000 and $500,000 and are aimed
at maintaining or extending the useful life of an existing facility. They
are not intended to enhance, upgrade or otherwise improve plant,
property or equipment, unless such work is incidental to the main
purpose of the project.

The maintenance reserve review has two steps. The first step is for the
Department of General Services to validate that requested projects meet
the criteria for maintenance reserve projects, as previously specified.

At this step, the Department of Planning and Budget only provides input
on an exception basis, after the Department of General Services'
determination of valid maintenance projects.

The second step is to develop funding recommendations for maintenance
reserve accounts. Agencies’ maintenance reserve needs are almost
always greater than the amount of funds available and in some cases,
these needs exceed the agency's ability to effectively address them
within a given biennium. Therefore, mai reserve funding is
usually allocated by formula. The Department of Planning and Budget
is responsible for developing the maintenance reserve funding
allocations for non-higher education agencies, while the State Council
for Higher Education in Virginia is responsible for the institutions of
higher education.

Final maint reserve funding recc dations are based on these
formula allocations and on the mput of the individual budget sections in
the Department of Planning and Budget. In some cases. adjustments are
made to the formula allocations to take unique needs into consideration.
In addition, individual projects are prioritized within the maintenance
reserve plan so that agencies can stay within funding constraints.
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Capital Project Request

A capital project request must be prepared for each project listed in the
first biennium of the six year plan, except the maintenance reserve plan
The primary purpose of this request it to provide a carefully reasoned
explanation of activities. [t must also provide a description of the
project. Finally, the request must contain an estimated cost and the
anticipated impact the completed project will have on the agency’s
operating budget.

Between February and April of each odd-numbered year, the
Governor's Secretaries and the Department of Planning and Budget
conduct a preliminary review of the major capital project requests. A
major capital project is:

» New construction or acquisition of a facility larger than 20,000
square feet or costing greater than $1 million or;

» Improvements to existing facilities costing more than $500,000

The preliminary review identifies those major projects that are
considered to have merit without consideration of a source of funding.
For a project to be considered as having merit it must meet one of the
foitowing criteria.

» First Priority: Requests for major repairs to existing structures
that are necessary for the continued use of the facility and that
are not normally considered in Maintenance Reserve.

» Second Priority: Requests associated with legal or judicial
mandates requiring new construction of requests 0 supplement
projects under consurucgon.

» Third Priorty. Requests associated with standards and
certification requirements of existing facilities (e.g., life safery
code requirements, space guidelines deficiencies).

» Fourth Prionity -Requests associated with improvements to
existing facilities (renovations,restorations, relocations).

» Fifth Priority’ Request associated with new construction that are
in accordance with the mission and service delivery functions of
the requesting agency
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Preplanning Studies

For major projects determined to have merit as a result of the
preliminary review. preplanning studies must be prepared. In these
cases, the information contained in the capital project request justified
the need for the project and provided an initial estimate of the project’s
cost. The preplanning study presents more detailed architecrural,
engineering and technical information associated with the project,
confirms the technical feasibility of the project and refines the project’s
cost. Agencies may use up o $50,000 from operating expense
appropriations to fund a preplanning study.

Agencies prepare preplanning studies between April and September of
odd-numbered years and submit them to the Department of General
Services. By November, the Department of General Services reviews
the preplanning studies and provides recommendations to the
Department of Planning and Budget on the technical aspects of the
project (including a revised cost estimate).

Once the major projects have been reviewed for programmatic and
technical merit. the Governor's Secretaries and the Department of
Planning and Budget conduct a similar preliminary review on the

p of lesser magnide b April and September. The same
criteria for determining merit is applied to these projects.
Final Decisions

The next part of the review process is 1o combine the two categories of
projects into a single priority listing: within each Secretarial area and
statewide. From this comprehensive listing, projects with top priority
will be selected for funding in the 1992-94 biennium. Less urgent
projects will become the foundation for the development of the six-year
capital outlay plan for 1994-2000. The priority categories used to make
the preliminary decisions are also used for this determination. In
addition, the urgency of the project (from the statewide policy
perspective) is considered.

Once the programmatic and technical review is complete, the next stage
in the development of a capital budget is to establish criteria for how the
various types of projects wilt be financed. Virginia traditionally has
financed capital projects on a pay-as-you-go basis. This funding method
has created competition for resources between the operating and capital
budgets. As a result, limited funding has been available for capital
projects and has resuicted funding to only the most urgently needed
projects.
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Section 4

Capital Financing

* Summary

There is a diverse range in how states financ: capital projects. Thu
section focuses on two questions. How does a state determine the
overall size of its capital budget (particularly the bond-funded capital
program)? How does a state decide which fund source to use for a
particular project (particularly bond proceeds versus current revenues)?

Some states have very formal and sophisticated processes for deciding
on a total level of debt. [n others, debt authorization is less formal.
Two or three states are looking at ways to implement debt managemem
systems. Some states. like Virginia, are « plating an expanded
general obligation (G.O.) bond program and states like Dlinois are
reigning in debt authorizations. In general, states that actively manage
their debt seem to look to debt service as a proportion of revenues. debt
outstanding per capita, and debt outstanding as a proportion of personal
income as measures of debt capacity.

In some states, dedicated revenues provide an important source of
capital funds. This has an important effect on the capital budget
process. Projects eligible for dedicated funds are then considered
separately from (and often preferentially to) projects that have to
compete for non-dedicated funds. States are more nearly uniform in
how they allocate cash for capial spending. When cash is available, it
tends to be used for smaller and shorter-lived projects, and for
maintenance and renovation projects.

There is much variation i1n the sorts of costs that states allow for bond
funds. Many states have smict bondability requirements. with criteria
relating to the nature of the expense, the life of the project, and the
amount. In other states. guidelnes are less formal, or virtually
non-existent.

Question: How is the overall size of the capital budget determined?
Is there any process for determining the amount of G.O. debt,
revenue debt, and opersting funds to be authorized?

California

Historically, capital funding in California has proceeded on an ad-hoc
basis. Bond authorizations mus: be approved by the voters; they may
get on the ballot through the legislative process or by initiative.
Typically, bond issues are propused for a variety of projects such as
higher education, health care. housing, child care, and prisons.
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The state has a Special Account for Capital Outlays (SAFCO) which is
funded from offshore oil royalties. This account is used 1o fund “one
time™ capital expenditures such as upgrades to aging state hospitals,
flood control, and water projects. The account is not generally used for
general suate facilities such as universities and prisons. A modest
amount of general funds is budgeted for deferred maintenance and smal!
capital projects under $500,000. The state has a wide variety of special
funds available for capital expenditures.

In addition, California has a lease revenue bond program. Higher
education facilities, prisons, state office buildings, and courts are
financed by revenue bonds, backed up by lease payments of the using
agencies. The state does not consider these obligations part of its debt
burden, since rental would have to be paid whether it is being paid o
the state or to a private landlord. Authorizations of lease revenue bonds
require legislative approval, but do not go before the voters. Projects
are budgeted on an ad-hoc basis, and the total program is generally
much smaller than the general obligation (G.O.) bond program.

In 1990, nearly $10 billion in G.O. bond issues appeared on the batlot.
about one-third of it through initiative. Although only $300 million for
school construction passed, this level of proposals caused some alarm
within the legislature and the administration. As a result, the
Department of Finance has prepared a ten-year study of capital
resources and needs. The study proposes a ten-year capital spending
plan limiting debt service to 5 percent of general funds. Taking other
available revenues into account, this resulted in a recommended $50
billion program over the ten years. In tandem with this
recommendation is a proposal to transfer responsibility for $10 billion
of school and jail construction to local governments.

Kentucky

Kentucky's capital program is financed from current revenues and
revenue debt of special authorities. The state has not issued state
general obligation delx since 1965 (the constitution gives the state G.O
debt authority, but requires any authorization of G.O. debt over
$500,000 10 go to the voters). The cash-funded portion of the capital
budget increases incrementally from year to year as part of the bienual
budget process. It is used primarily to finance maintenance,
renovations, and small projects.
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The overall amount of revenue debt to be authorized is based on a
“semi-formal” p The State Ecc ist (who heads the Office of
Financial Management and Economic Analysis), estimates the state’s
capacity for new detx. The estimate is based on projected revenues
over the repayment period. The same office approves and manages the
debt issuances of the various authorities, and therefore acts as the
central control agency.

Agencies request projects for the biennium which are analyzed and the
most worthy are included in the r ded budget and assigned a
fund source. Kentucky law requires line-item budgeting of projects
over $200,000. There are no lump-sum appropriations and funds may
not be transferred from one project to another once funds are

appropriated.

Some of the authorities have caps.on the overall amount of debt they
may authorize, but these caps generally are not the operative
constraints. In the event they become problematic, legislation to raise
the cap is generally successful.

The operative limit on the size of the capital budget is the estimate of
overall capacity for new debt and the availability of other revenues.

Illinois

Nlinois’ capital budget is funded primarily from two sources: G.O.
bonds and “Build lllinois* sales tax revenue bonds.

The Governor annually recommends a level of new G.O. debt. [a
making this recommendation. the Governor considers measures of debt
burden (debt outstanding per capita, debt service as a share of general
fund appropriations, and G O. debt outstanding as a share of state
personal income), rating agency perspectives, and the state’s overall
fiscal position. Ultimately, the r ded level is a judg

involving subjective, political. and fiscal considerations.

The “Build Illinois™ program was enacted in 1985. Bonds are issued
each year based on cash flow projections. 1llinois also authorizes about
$70 million annually in a revenue bond program for local civic centers.
The bonds are backed by sume general funds and are subject o

appropriation.

Kansas

Financing is decided by project on the basis of cash availabie, the
urgency of completion. the reliability of the revenue source for debt
service, the estimated useful life of the facility, the extent w0 which it
adds to the financial liabiity of the state, and the long-term effect it has
on the budget.
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Decisions whether to lease or purchase are made mostly on the basis of
long-term cost comparisons. Recent decisions have been made to
purchase facilities that for some years had been leased. The rising cost
of continuing the lease simply made it financially prudent to consider
purchase of the facilities.

Maryland Maryland has a formal process established in law for setting the amount
of G.O. debt to be authorized each year. The law establishes a Capital
Debt Affordability Committee, chaired by the State Treasurer and
including the Comptroller, the Budget Secretary, the Transportation
Secretary, and a public member.

In making its determinations, the Committee strives to account for the
same factors used by rating agencies in determining the state’s bond
rating. In particular, the Committee seeks to keep state tax-support debt
outstanding under 3.2 percent of state personal income and to keep debx
service under 8 percent of available revenues.

State tax-supported debt in Maryland includes G.Q. debt, revenue bond
debt of the Department of Transportation, the Maryland Stadium
Authority, and capital leases. Until recently, the debt affordability
process took the planned level of transportation revenue debt and other
types of tax-supported debt as a “given,” and G.O. debt was planned
within the remaining capacity. More recently there has been concern
about the transportation program and other calls on state resources
“crowding out™ the traditional G.O. bond program.

The amount recommended by the Committee becomes the ceiling for
the Governor's proposed budget and for the General Assembly’s
authorization.

State general funds are used for items where the use of tax-exempt
funds are restricted by federal tax laws. This principally means loan
programs for housing, economic development, and certain
eavironmental loan funds. If funds are available, general funds also are
used for state construction projects and capital grants in exactly the
same way as bond proceeds. The amount depends entirely on the
amount avaifable in the annual budget process. The state strives to use
annual surpluses and other “one-time™ revenues for capital projects and
other “one-time™ expenditures.

Non tax-supported revenue debt (primarily in higher education,
environmental programs, and other loan programs) are budgeted and
issued according to the need and capacity of the issuing agency.
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There is a central reporting process for the Treasurer and the budger
department to keep track of agency revenue debt.

Virginia

Historically, Virginia has financed capital spending on a pay-as-you-go
basis. Biennial budgets through 1989 have generally included $125
million to $200 million in capital spending, with the specific amount
depending on the availability of funds and the competition with other
initiatives as part of the regular budget process.

Since 1989, lottery revenues have been earmarked for capital projects.
State law required these lottery receipts to be allocated as they were
received: the budget could not anticipate lottery revenues. As a result,
budgets have included some general funds for maintenance reserve and
critical infrastructure projects. Other projects were placed on a
prioritized list, and were funded in priority order as lottery revenues
materialized.

In the recent downturn, lottery funds were diverted to support the
commonwealth's operating budget, resulting in the canceflation of
capital projects. This experience has {ed the Department of Planning
and Budget to study the commonwealth’s capital needs and resources.

The study calculated debt capacity for Virginia by looking ar debt
service per capita and as a percentage of personal income. These ratios
were compared with the same measures for other AAA rated states.
Based on the results of this study. the Governor has now committed to a
six-year capital plan.

The Commonwealth also has a Virginia Public Building Authority
which finances state office buldings and new prison construction. The
Authority's revenue bonds are backed up by the lease payments of the
using agencies. Projects financed through the authority are budgeted on
a project-by-project basis. The Authority’s debt ceiling is increased by
the legislature for each new project.

Washington

Washington limits G.O. debt to the level where debt service (excluding
debt service supported by project revenues) equais 7 percent of general
funds. The Office of Financial Management conducts a study of
projected debt service over the life of state bonds, 1o calculate the
amount of bonds that may be authorized each year. In addition to the
debt-financed program, some capital spending is financed from
dedicated revenues. For esample. K-12 school construction is financed
from timber receipts.
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The state makes extensive use of capital leases and certificates of
participation as alternative financing mechanisms. The state organizes
and ges the fi ing of equip and real property through a
master Jease purchase acquisition program. Lease development for
privately owned buildings with leases exceeding five years or have a
purchase option are evaluated in the capital budget request. Lease
development projects are funded from operating funds only.

* Question: Often states have (0 make decisions on whether to
finance a project from operating funds or bond proceeds. What
guidelines or practices do you use to make these decisions. Do you
have specific bondability guidelines that you use in your state?

California Cash is frequently used for projects if there is a dedicated fund source,
and for deferred maintenance and small projects. California uses bonds
for costs associated with projects with a twenty-year useful life or
longer. Associated costs may include planning, administrative
expenses, equipment and start-up costs. (Note: legislation is pending 0
limit administrative costs financed by bonds to 2 percent of the project.
The Administration opposes this legislation due to the cost that would be
shifted to the operating budge).

Financing by the Lease Revenue Bond Prog-am is generally limited to
construction costs.

Kansas There are no specific bondability guidelines in the state. The authority
to finance projects through bonds issued by the Kansas Development
Finance Authority is an integral part of the budget process, from the
Governor’s recommendation through legislative approval, followed by a
specific request from the Secretary of Administration. For all practical
purposes, Kansas is not a state that issues general obligation bonds,
although local units of government can issue them.

Kentucky In Kentucky, cash is generally used for small projects (under $200,000)
and maintenance and renovation projects. Debt is used to finance large
projects (including major renovations), and projects that produce a
revenue stream. In the case of particular projects and particular years,
the decision to finance with cash or bonds will depend in part on the
availability of funds.
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Illinois

Tilinois appropriates a small amount of general funds for shortived
projects. Bondability guidelines require bond-funded projects to have a
useful life at least equal to the life of the bond (15-20 years), 1o increase
the value of a property, and to cost at least $25.000. Bond funds are
used for acquisition, construction, design, and new equipment.

Maryland

The decision to use current revenues or bond proceeds depends mosuly
on the availability of general funds in a given year. If general funds are
available, the state strives to use current revenues for facility renewal
and capital maintenance, capital equipment, and smaller projects.

The state adheres strictly to bondability guidelines which are intended 0
assure that assets purchased with bond proceeds have a useful life equal
to at least the 15-year life of the bonds.

Virginia

Virginia has traditionally relied on current revenues for most capital
spending. The capital plan is just now being formulated so it is too
early o know the exact magniwde of the doilars involved. However,
the overall size of the plan will surely consider Virginia's debt capacity
and ability to issue tax supported debt.

Washington

Washington currently has no guidelines or criteria for the use of bond
funds. Bond proceeds are sometimes used for salaries and small
projects (i.¢. in the thousands of dollars).

Section 5

Asset
Management

Summary

Maintenance of facilities is 3 difficult issue. Buildings are often
constructed with limitad budgets and have materials and systems tha
demand considerable attention and resources. Maintenance needs are
often in competition for funds otherwise needed to meet an agency's
mission. Determining the right amount of funds to be dedicated 0
maintenance of facilities is made even more difficult by the lack of
information regarding the size and quantity of space owned and leased
by state agencies, not to mention issues of age, condition, and
maintenance history.

States have attempted to identify needs by:

Establishing separate capital and maintenance requests in the budget
process.

Developing dedicated resources to support maintenance.
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Using formulas to establish permanent renovation pools and setting up
special appropriations to maintain, repair, and replace roofs, and for
heating and air conditioning systems.

Placing responsibility for maintenance outside of the state by leasing
space.

In the overall maintenance program there is the need to establish a list
of projects with legitimate cost estimates and a reasonable schedule
including realistic priorities. Maintenance needs based on facts are
more easily appropriated, whereas programs rooted in ratios, historical
expenditure patterns, educated guesses, and similar subjective processes
are often left without funds.

The failure to understand the total assets and condition of property can
be traced to two primary causes:

» Asset information is collected for financial/accounting purposes
and not for budgeting purposes.

» In an attempt to centralize the process, efforts are made to
standardize a system that cannot meet the legitimate and different
needs of agencies. For example, higher education facilities are
analyzed for their ability to provide adequate education and lab
space and may not relate to mechanical or equipment or
circulation space. Department of Corrections may need
extremely detailed maintenance programs to facilitate performing
maintenance through the use of untrained inmate labor.

The key to successful maintenance programs is to identify common
elements of information that all systems should provide, gather only that
information electronically from agency capital management programs on
a periodic basis, and let the agencies move forward to procure systems
or use common systems in a way that facilitates their individual needs.
What is needed is to find more efficient ways to identify maintenance
needs, establish costs, and evaluate priorities first at an agency level and
then at a statewide level. Armed with this data, capital analysts can
equitably evaluate how to allocate available resources.
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Question: How do you keep up to date on your state’s capital
assets? How does the information help you to maintain your state’s
capital stock?

Arizona

Arizona has a maintenance program that uses a formula to provide the
amount needed on maintenance each year. The Facilities and
Management Division uses the Sherman-Durgess Program designed by
two professors in Michigan.

Input for the computer program is the age, size, and replacement value
of the facility. This information is run through a formula. The output
is the amount that should be spent on maintenance each year,
approximately 1 percent of the replacement value.

This program was installed in 1985. In 1991, the formula showed a
need to appropriate $6.8 million, though $807,000 was appropriated.

California

California uses a basic preventive maintenance computer program. The
program has been in use for two years in Sacramento and for one year
in both Los Angeles and San Diego. Additional capital asset inventory
information was added in order 10 maintain a centralized capital asset
inventory. It took three years 10 develop and o input the information
for this centralized system. Though some information on the system is
oot currently needed, the information could be used for maintenance in
the future.

Once data was centralized. the program became insufficient and is now
being modified to meet the state’s needs.

Idaho

Idaho has a centralized maintenance system. Officials in the Public
Works Division do not recommend designing your own system since
there are many available vendors.

The capital asset inventory coasists of The Bureau of Risk management
computerized list of replacement values of all the state facilities and is
not used for budgeting or capial management.

Illinois

Tlinois implements a two-stage program to provide funding for
maintenance and renovation work.  Essentally, projects less than
$25.000 are funded by agencies in separate appropriations in the
operating budget and larger projects are funded by the capital budget.
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Although there are safeguards within a budget to protect maintenance
funds (a restriction to move no more than 2 percent of any line item
another appropriation) maintenance funds continue to be a target during
budget cutting exercises. Priorities are set by agencies and the actual
list of projects is determined by the capital budget office with help from
public works professionals.

The Illinois inventory data is not being used to manage maintenance or
to assist in the development of the capital budget, as was the original
intention.

Kansas Capital asset management varies in this state. Some agencies, such as
the Board of Regents for the Universities and the Department of
Transportation, have well-developed inventory systems. Others are not
well developed.

The type of information maintained by the Regents institutions allows
them, by means of a formula adopted from the State of Indiana, to
determine an appropriate amount of funds for maintenance that would
preserve the useful life of a facility to a predetermined age. The
system, after several years of development, never has been completely
implemented.

Wisconsin Wisconsin has a computerized maintenance program and several other
programs for maintenance. Agencies evaluation of their facilities
showed that preventive maintenance was needed. Funds were
appropriated for agencies/institutions to help them train in preventive
maintenance.

Wisconsin has three other programs. First, there are two engineers in
the division who work strictly with roof maintenance in the spring and
the fall. The engineers use a checkbook to pay for minor projects.
Second, there is one person who only does masonry inspections.

The third program is a road program that costs $1 million a year. This
program is for preventive road maintenance and includes patching
sidewalks and roads. The state bought the patching equipment and uses
inmate labor.
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Operating and Capital Budget Reform
in Minnesota: Managing Public Finances
Like the Future Matters

Minnesota’s performance budgeting clearly relates the budget to the citizen'’s
needs and to well-defined statewide policy objectives developed within a public
process. A scoring system uses critical and strategic criteria to measure the
need for and urgency of each capital budget request.

Editor's note: Each year the G
Finance Officers Association awards its
p g Award for Excell to

year planning horizon was initiated for
projects to encourage long-range planning,
specific criteria for project ranking were
ed to provide an objecuve analvu-

recognize ding ¢ in the
field of government finance. This article
describes the 1994 winning entry in the
budgeting und financial planning policies
and procedures category.

hen Governor Arne H. Carlson first

ook office four vears ago, he
inherited the worst financial crisis in
Minnesota’s history. In order to forge a
lasting solution to the state’s chronic fiscai
problems, Governor Carlson directed that
operating and capital budgeting reforms be
enacted to ensure accountability and long-
term planning.

The governor understands that the
public does nor look upon government as a
model of etficiency. Citizens believe that
state and local government is distant and
unresponsive to their needs. To address this
problem. Minnesota developed a perfor-
mance-based budget and reporting system
with a focus on etfectiveness and account-
abiliey of state services.

The new performance-based budger and
reporting system is based on three prin-
ciples: 11 government must be driven by the
public’s goals and mussion rather than
government's rules and regulations, 2) the -
taxpaver will pay tor resuits racher than
etforts and 3) government must be able to

and ¢ ate progress toward
both goals and results,

Sigmificant reform also was introduced
in1o the capital budgeting process. A six-

cal context for decisions, and an inventory
of fixed assets is being developed. All of the
capital budget planning now ovcurs within
the context of six-year, debt management
guidelines and planning.

Performance Reporting

Performance budgeting was introduced
in Minnesota’s 1994-95 biennial budger.
The i diate goal was heigh d
management and legislative awareness of
the concepts of program outcome Jdenini-
tion and measurement. The longer-term
goal would have funding Jdecisions based
on agreed-upon expected vutcomes ind
results rather chan on historicai ettorts and
good intentions.

ThC movement toward citizen-oriented
financial statements which improve both

Framamy 1995 ¢ Goversment Fisanor Rivies

By Laura M. King

the readability and understanding of state
budget materials has guided recent efforts
The concept of pertormance budgeting
was woven through Minnesora’s 199453
executive budger process and budger
documents. The object was to clearlv
relate the budget to real citizens’ needs
and well-defined statewide policy obec
uves developed within a public process.

The key 1o success rests with the
commirment ot the governor and legila-
ture 1o articulate program policy obiectines
and agree upon outcome measurements ot
success. Stare agencies now are required
define the results they will accomplish and
are held accountable by elected othcials
and the public for their performance

Historically, government has done 4
poor job of measuring resuits. It does an
excellent job of measuring how much
actvity occurs—how much money s spent.
how many torms are filed. how manv
reports are prepared, how many permirs
are issued. Bur government is less successtui
at measurning the results of those activities
and ctforts—whether they resulted in 1
safer or cleaner environment ur a herter lite
tor Minnesota’s citizens.

It is not 3 marter of how hard govern
ment tries but whether it makes 4 ditter
ence. Focusing on outcomes will enabic
1cnion and elimanation of cthings that have
marginal value in order o concentrate
resources on actuvities known to make 4
Jitference.

The state’s performance budget and
reporuing process had two primary
objectives, both based tundamentails .
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‘ PERFORMANCE TERMS
! mmmmmmwmwmmmm They are

| not quantified. Goals anwsm 1ts 8CHONS &NQ 4s priorities.
i

staiements of

Obyactives are Cloar trgets 10r specific action In contrast to Qoals which are broad, genersl
Iovmm mmwﬁc

Quanthed and time-based

shouid be denved directly from the

o g
wumﬂm&mmm-m'wmmw
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measures all relate to the cost of

hmwmw:w Outputs.

outputs, or
qnnwodw.mwlu Thqpvovmamum
and

quantifiable and directly related to state
objectives. Each type has a different focus
in the time series; outcomes look to the
future while the others measure hmory

M ’s legisl dorsed the
results-oriented approach of the governor’s
budget presented in January 1993. As part
of the unplementition of the 1994-95
adopred budget, legislation was formally
enacted requiring preparation of annual
performance reports by 20 of the scate's
largesc agencies.

In a cooperative role, Minnesota’s

legisl auditor will evaluate agency

objectives and goals. mmmmmmlwmmm

An the

performance reports for reasonableness and
validity of information and data. The
performance reports will be completed by

improved ¢ ation skills. F

was to describe the budget in terms thar
emphasized the link between state dollars
and direct services in a fashion that both
the legisiature and the general public could
casily understand. This information is chen
used to communicate important budget
decisions. improve the quality of informa-
nion avatlable in the legislative process. and
provide the framework for improved
government accountability and continuous
periormance reporting.

Rath derailed and summary-level budger
presentanions have been redesigned 1o
deemphasize accounting and micromanage-
ment of state agencies’ operations. [n the
place of detailed accounting information,
relanion to statewide goals. measurement of
results and productivity measures have
been emphasized.

Development of the state’s first perfor-
mance budget involved a massive, concen-
trared etfort by all state agencies. Rather
than gradually phase in the new program
over several vears, Minnesota decided on
the Big Bang approach. Concerned that a
phased approach would subject different
agencies to different sets of rules for budger
review. and thar the project would lose
momentum during the transition, Minne-
sota clecred to bring everv agency on line at
the same ume with the expectation that
rehinements would be necessary during
future vears.

To assist agencies with developing and
improving their performance measures.
the department of finance developed a
simple guide. Intensive training and
assistance also was provided throughout
the process. More than 800 outcome
indicarors and 1.000 efficiency measyres
were adopred in the detailed agency
budget plans so that M will

know if they are gering their money’s

worth from their tax dollars.

There are two hasn steps involved in
performance measufcment:

* define specific abiectives tar agency
acnivities from the perspecnive of the
customers being served and

* establish clear srandards to measure
progress toward meening the objectives.

The definition ot clear activiey objectives is

the single most important step in the

performance measurement process. As the

Cheshire Car said to Alice: ~If vou don't

much care where vou po ... then it doesn't

really marter which way vou go.”

Obijectives are nuc merelv descriptions of
activiues. “To minimuze fata) accidents™ is
not an acceptable obiecuive. Objectives are
quantifiable starements of intended results.
This is an acceptable objective: *To
decrease the number ot faral accidents per
passenger mile traveled by $§ percent during
the next vear.”

Performance measures provide a
guantifiable assessment of vutcomes.
ourpurs, efficiency of cust-etfectiveness.
Each is useful if concerved, designed and
applied properly. Shared vexabulary is key
to successtul appheation—decide carly and
repeat often what each term means in the
organizaton. Measures are by definstion

IMPROVED COMMUNICATIONS
* Financial s\atements are Ctizen-
orientad
* Budget links state dollers 1 direct
services
* Lagisiature recerves hgh-quality
information
oF

for
government accountabeity
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1 of each year to complement
the stare’s budget cycle. In this manner,
performance information will be available
on a regular, published basis prior to the
beginnung of each annual legislatve session.

As part of the new system, agencics are
required to develop annual performance
reports for their operations in advance of
their budget submurrals. Reports are
mandated to be user friendly and must
include
 descriptions of how their customer base is

expected to change;
* simple, declarative statements of the
agency mnmon. goals and objectives; and
for lish that are
specific enough 50 citizens can measure
annual progress.

Adoprion of Minnesota’s first perfor-
mance budget represents the beginning of a
long-term evolutionary process. The major
payoff will come in future years, when
policy officials will have the necessary
informanon to effectively assess progress
toward a shared set of goals. Performance
reporting indicates that the state is listening
to the people’s priorities and is supporting
their priotities with measurable goals and
budget objectives. Performance reporting
means that Minnesotans can hold their
government accountable for the results they
want.

These efforts reflect citizens’ desires for
government to become less rules-onented
and more resulrs—onenud Minnesota’s
perfi effort is ded to
move government into a more flexible
arena. It aims at reforming the way sace
government does business in order to
enhance accountability. The reforms
inccoduced in the capical budget process
also focused on the need to improve the
state’s financial management within a
strategic planning framework.




126

Capital Budget Reform

The goal of the capital budget process is
to make informed investment decisions
according to a fair, open and objecuve
process and to efféctively manage both
physical and financial assets.

In the past, Minnesota's capital budget-
ing process was characterized by dueling
wish lists and lirtle project analysis. The
governor and legislacive leaders vowed to
change this situation in order to improve
the public’s conhidence in state government,
and policy official’s contidence that
professional analysis would win our over
lobbying.

A central element of capital budget
reform is to provide greater emphasis on
strategic planning over a six-vear planning
horizon. Agencies must clearly idennfy
their roles and responsibilities, long-range
strategic plans and six-vear capital budget
plans, and then sausfactorily link their
capirtal requests to their strategic plans.
This disciplined process allows more
intelligent investment decisions to be made
after consideration of requests in their
strategic context and on the basis of

form and sy project pl '3

dara.

In addition, the department of finance
developed a computenized debr capacity
model that tracks multivear requests and
helps manage capital decisions wichin the
state’s debe capacitv ac all poines in the six-
vear cycle. This ensures consistent funding
levels across many vears and eliminates

1
CAPITAL PROJECT SCORING CRITERIA
Criterie Aslings Vehos Maximum score
L Criticsl
Critical He-safety emergency YN 7000 700
Critical legal abilty YN 7000 700
YN 700:0 700
Maximum critical score 700
L Strategic
Strategic inkage a3 /40/B0/120 120
Life-safety concems 01273 0/&/70/105 108
Customer ssrvices/statewide
on2n Q/38/70/108 108
priority 1-4 quartie 2/50/73/100 100
User and nonstate financing 0-100% 0-100 100
o2 0/20/40/00 0
Qperating savings o sificienciss 2R W20/40/80 0
Contained in statewids six-year pian YN 500 50
Maxdmurm strategic score 700
Maximum score (all criteris) 700

for predesign activities before spending
more for design and betore spending a
considerable sum for construction.
Agencies are expected (o sequence their
requests over multiple biennia n this
manner. By small investment in the trone-
end of a project through this leveraging
technique, decision makers receive substan-
tial information eacly in the hite of a4 project
before committing substantial resources.

Other significant improvements include
the comprehensive assessment of the

and bility of existng capiral

sharp peaks in capiral budget auth
tions which mught otherwise lock the state
into unfavorable cash flows and long-term
debr service commitments, thus consuming
tinancing capacity 1n future years.

In combination with a six-vear debt
capacity model, agency strategic planning
produces rolling long-term plans. Based on
their strategic plans. agencies present
requests for a six-vear period. Action on
some items is requested in the immediate
biennium. Other projects are merely
idenutied for consideration in the out
vears. All requests, however, are plugged
inro the debr capacity model which predicts
tuture debt service and available bonding
capacity within the six-vear time frame.

Over rime, the long-term plans are
updated. Projects not funded 1n one
biennium can be reconsidered 1n a future
biennium, along wich new requests.

The concepe ot 3 sequennal series of
predesign, design and construction
appropriations was firsc introduced in the
1994 session. The 1dea is to spend a hintle

assets before commutmng resources tor the
acquisition of new ones and the inrroduc-
tion of scoring critena to evaluare agency
requests on a statewide basis. More
aCCurate project Cost cstimates Jre pro-
vided, and the long-term (onseguences ot
capital budget decisions on agencv
operating budgets are carctullv examuned.
as well.

Improved cost esimanng not only apphes
to capital expenditures but to operatng
costs, as well. All capital requests muse be

REDESIGN OF
BUDGET PRESENTATIONS

New focus

Relation 10 statewice gosis

Measurement of results
measures

Desmphasis
Accounting
Micromanagement i

Fiom

presented with full identification of anta
pated cost impacts on agency nperating
budgets. These esumates are known ay
“facility notes™ and serve as the basis tor
subsequent operating budget adjustmente i
che capral protect 1s approved

Each capual budget request is sared by
a team trom the departments ot hnanee
and admimistration. The 1994 sesunn was
the first time sconng was incorporated into
the state’s capital budget. The sconng
system 1s designed to measure both the
overall need toc the project and the relatne
urgency for an immediate approprisinen

Scoring 15 based on statewide criveria
that are grouped into one of twi> Latewn
nes—cniuical or strategic. as depicted in
Extibir 1. Critical criteria determine 1t the
project 1s urgent, unavordable and requires
action in the current legislative session
Life-saferv emergencies. legal labilits 1nd
binding commurments fall into this Lt
egory. A project evaluated by one o the
Crncal critena receves a score b et cne
maximum possible score.

Strategic criteria measure ¢ach prinect «
strategic need and value to the state b
example. how closely 1s the proweus linaed
to the agency’s serategic mission- M hae <
the statewide signincance ot the proet-
Serategic criterta akso evaluate the ar
of nonstare hinancing brought to the
project. operating savings Johieved and
whethee the project reduces achieved 1ng
whether the project reduces the state «
deferred maintenance needs. Virakic

sconng 15 used tor these crera. wirsy 7 =

wne

ARy 1995 @ CuonkasuesT Finase i Reces .
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) THE MINNESOTA FY1996-2001 CAPITAL BUDGET PROCESS

January 1985
agencies.
May 1985
i department of finance.

| June 1985
: the leginiature.

The capital budget instruction manual i issusd and distributed

Pretiminary agency capital budget requests are dus 10 the

Preliminary agency capial budgei requests are forwarded to

June-September 1995 The departments of finance and AGMINISITAKION SCTEN rEQUESTS.
| provide preliminary project scoring and meet with affected agencies

October 1905 Final agency capital budget requests are due to the department of
finance.
1995 D of finance and administration compiete final review and
i scofing of agency requests. State revenue and debt capacity
i forecasts are issued.
‘* February 1996 Govemor submits FY 1966-2001 Strategic Capital Budget Plan to the
legisiature.

| May 1996 Legisiature adopts and the govemor approves the 1996 bonding bill.

being the maximum possible score, as it
was tor the crincal group.

The positive results ot the state’s capital
budgert reform ettort were clearly demon-
strated tor the first ume in the 1994
legislative session. Agency requests were
subsrannally improved through the new
svstem. Praject costs were prepared in 3
muore ngorous manner. The objective
ranking svstem was used to identify critical
vapital budget decisions, resources were
commirted to the most important critical
investments, and the opportunury costs of
COMMUTLNE scarce resources to the wrong
protects were avoided. Linkage of the
tinancial eftects of capical decisions on
agency operating budgets also were fully
integrated into the decision-making
priness.

Millions of dollars were saved through
use of the aew process, and millions more
are being spent better than using the
tradinonal approaches to caputal project
alloxations of the past. Overall, the new
process has substantially improved the
intormation available to the governor and
legslature tor making capital project
decisions and has thus improved the state’s
allovation of capital resources.

The general concepts emploved in
Minnesorta’s capital budget process are
transierable to any state or local govern-
mens. The application of Minnesota’s
approach addresses removing consideration
of capital projects trom the one-shot

political arena and the pork-barre!
decision-making process commonly
associated with capital budgets. The
ranking criteria used to evaluate projects
across agencies and the darabase structure
ior the facility inventory may be used in
any jurisdiction.

Muldiyear Horizons

Capital and operating budget reforms
adopred 1n Minnesora in the past four
vears have signiticancly advanced the state's
financial management. Both etiorts have
multivear honzons which encourage
decision making on behalt of tomorrow’s
taxpavers as well as todav’s. Operating and
capital budgets now are debated on the
basis of priorities articulated and adopted
by the executive and legisianive branches.
The processes have been redesigned so that
reporting on the results of ettorts to
achieve the adopted priorines will be a
routine part of each vear’ legislanve
session and provide the hasis for additional
financial support. 3

LaURa M. Ri%a. 1s commussiones # “mane tor the State
Of Mimnesots. Prior t: her appesntment im 1994, she
served for three vedrs 35 Jsustant commissisner for
budget services with respom v otk ettorts
described heve. King previowsis werked i 1 vanefs of
posinons for the City of Mimmedp-in
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FLEXIBLE
BENEFIT
PLANS

Flexible benefit plans expand ¢m-
ployee benefit choices withour
increasing employer costs. Flexible
benefit plans are a versaule opuon
for a changing workforce. and .an
be eflective for emplovers wih as
{ew as 20 employees

This primer on flexible benefits was
wnuten to help public emploevers
understand flexible benefit arrange-
ments and o make informed deci-
sions about esablishing such plans

Through this Public Emplover
Benefit Report. the GFOA conun-
ues 10 provide benefnn manage:-
with the most current informanon
available

Copies of Flexible Benent Plan-
are available for $15 each
10 GFOA members
(518 cach 1o nonmembers-

To Order: GFOA

E==2= 180 N Michigan Ave
Sune 800

Chicago. IL 60601-747¢
3129779700
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PREPARED STATEMENT OF THE NATIONAL SOCIETY OF PROFESSIONAL ENGINEERS

The National Society of Professional Engineers (NSPE) wishes to express serious
concern regarding the United States’ current process used for financing and plan-
ning for its growing infrastructure needs. Funds available for expansion and for con-
tinued maintenance of infrastructure are very limited. The present method of fi-
nancing these projects is complex and fragmented. The traditional “pork barrel” ap-
proach to infrastructure funding contributes to an already disorganized government
decision-making process, resulting in a loss of public confidence.

NSPE urges Congress to enact legislation that would uire the Executive
branch to create an annual Capital Budget as part of its annual budget submission
to the Congress. This Capital Budget would provide the basic information on which
li)nfrazlf',lr'ucture needs should be addressed by both the Executive and Legislative

ranches,

The Capital Budget should include:

1. an estimate of aggregate capital investments (construction and rehabilita-

tion) required to provide specific levels of service over specific periods of time;

II. an estimate of aggregate operation and maintenance investment require-

ments (for purposes of preparing an operation and maintenance budget);

IIL the igentiﬁcation of sources of financing and investment priorities;

IV. a presentation of how proposed annual capital expenditures would relate

to the nation’s long-term needs; and

V. a five-year investment plan.

NSPE believes that the establishment of a Capital Budget must be a high priority
for the federal government. Use of a Capital Budget will ensure appropriate use of
trust fund accounts, aid Congress and the Executive Branch in establishing infra-
structure investment priorities, and improve public confidence in the budget (i)mcess.

Many state and local governments already utilize capital budgeting procedures to
finance gublic works construction, ph{sical plant develt:ipment, and land acquisition.
Capital budgets permit state and local governments to demonstrate that the borrow-
ing of funds for infrastructure investment will accrue benefits for the public over
lon S§riods of time.

E urges the Federal government to look to those jurisdictions for guidance in
setting up a Federal capital budget. Furthermore, because the states and localities
play major roles in infrastructure financing, the Society urges those jurisdictions
which do not utilize formal capital budgeting procedures to adopt such practices.

In an era of scarce public resources and a compelling need for renewal of our dete-
riorating infrastructure, capital budgeting must become a hiﬁh riority item on the
national agenda. Establishing a Capital Budget will enable the Eederal government
to more accurately plan and account for costs associated with investing in our na-
tion’s physical infrastructure. In addition, the use of a Capital Budget will aid in
settin}g Egovernment priorities and improving public confidence in the process.

NSPE was founded in 1934 and represents 70,000 engineers in the United States
and abroad in 535 local chapters and 54 state and territorial societies. NSPE is a
broad-based interdisciplinary society representing all technical disciplines and all
areas of engineering practice, including government, industry, education, private
practice, and construction.

NSPE aspreciates the (}pportunjty to express its’ views on establishing a Federal
capital budget and looks forward to working with Congress and the Administration
on this important issue.
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