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The attached was distributed late Friday, July 22. If you have
time to review it I would appreciate any comments you have by

4 p.m. raeturned to Rosalyn who will get them ¢o me for the HEC
weekly meeting if held as scheduled.

Thank you.
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SUBIJECT: . Alternative Budget Methodologies—Decision Meme

Al the request of the President, we convened an interagency Working Group to
develop a memorandum that would sumimarize the issues and controversies surrgunding
alternative budget methodologies inteaded to pramote additional public investment.

The attached memorandum represents the work of the interagency group. As part of a
strategy to emphasize public investment, some have suggested that the Federal Government
adopt a form of capital budgeting or otherwise medify its budget system. The memorandum
considers s¢veral alternative budgelary methodologies, with a range of budget impacts, that
could increase public investment made by the Federal Government. The Working Group
developed five specific budget alternatives, and the memorandum presents arguments for and
against each altemnative. One of the alternatives can be described as an operational capital
budget—the other four represent smaller changes from the existing cash-based budget system.

This memorandum will be discussed at the NEC Principals meeting on Tuesday. The
discussion will focus on views on the various alternatives and on whether to send the
memorandum to the President in its current form or to develop a decision document that
would indicate the level of support for the specific budget alternatives. We look forward 1o
your comments, : -

Attachments
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EXECUTIVE SUWR‘:%

This | memo congiders  several alternarive budgetary
methodologies intended to increase public investment by the Federal
Government without saxieasly eroéing budget discipline. As part of
a strategy to emphasizZe public investment, some have suggested that
the Federal Government adopt a form of c¢apital budgeting or
otherwise modify its budget system. Five specific alternatives to
the. current budget system are discussed, with arguments presented
for and against the alternatives. One of the alternatives can be
described az an operational capifal budget—the other four repressnt
smaller changes from the existing cash-based budget system,

|

Choice' of a budget method requires a balancing of multiple

objectives: to measure .and control the fiscel policy of the
Federal Government; to allocate resources within the Federal
Government ; and Lo  provide a pubklic. statsment of the

Administration’s prioritieg. The currvent Federal budget is a cash--
' based system that reccords recelpts when recsived and dishursements
when , made.. The annual deficit (or surplus) is simply the
difference between total spending and toral receipts.

. Some analysts claim that a shorteoming of the cash budget
system 1is .the identical treatmeni given ¢ operating sxpenses,
. transfer spending, and government programs that can properly be
termed *investment®. These analysts argue that the ¢current budget
system imposes a higher political cost on public investment
spending than on current ccnsumptmon programs, pecause. tha entire
amount of investment spending in a given year must fit under ths
discretionary spending caps for that year even though the
expenditure provides a stream of returns in future years. Other
analvsrs c¢laim that the current cash~based budget system properly
focuses attention on the costs of various programs, and ensures
that the .costs of current consumption programs are eguatred with the
costs of other programs that may have future benefits. .

A capital budget system has been proposed as & way to increase
public investment apending. Such a budget system separates annual
investment spending from other gcvernmant spending by dividing the
pperations of government into a caplzal budget and an operating
budget, The operating budget measures the | current costs .of
government programs, including the annual decline in the value of
long-lived investment assets (measured by depreciation ekpense}
The capital budget collects all gpending on investwent items,.-
regardless of how they are financed. In general, a capital budget
system envisions a balanced operating budget, with borrowing
supporting net investment (total investment in  excess of
depreciation} .

# '

If ‘the Federal Government were to adopt a- capital budget
system, clear zonceptual definitions of investment and depreciation
would be required to help prevent "gaming" of the budget system.
Moreqver,, any move toward capital budgeting would have to address
many pelitical issues. Among these is that undertaking a major
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change of the budget process would require modificavions to the
pudget Enforcement Act (BEA) and it is unclear that the
Administration would benefit from this )
Note that the degignation of spending items as "*nvaszm&nt“
does not by:itself address the issue of whether sach individual
Jitem is a worthwhlle public investment. Thisg project~by-project
decision is logically independent of the decision about budgen
systems and,should be based on a thorough cost/benefic analvysis.
However, to the excent adoptien of a capital budget increases the
ability of the Federal Government to undertake greater "invegiment” =
spending than would occur under the current «aps on discretionary
spending. it must be resalized that all investment spending will be
made more attractive relative to spending on current consumption.

Finally, adopting a capital budget would not ensure that the
Administration’s prierities would ke treated favorably in the
budget process. For example, evaen rather broad definitionsg of
investment would not encompass many of the Administration’s
investment spending priorvities {as outlined, for example, in A
Vision of Change for America; . -

The £1ve alternatives developed and discussed by the Working
Group are: 3 . .

{1} 'Establish.& *soft” target for public investment and enhance
" the presentation of public information contained in the
annual Budget , . ; ,

(2) Establish separate discretionayy caps (firewalls) f£or
eperating and investment expenditures .

{3} Permit fpAY-as-you-go" financing for increased
- diseretionary spending :

{4} Establish a Lifelong Learning Trust Fund.fs support human
capital investments and offiset this fund by r&ducxng cther
discretionary spending

{59 Mod;fy the bu&get law to establish an operational capital
budgﬁu _

The Warklﬁg Group helleves that the first four alternatives

may increase public investment while maintaining budget discipline

and also may be politically viable. However. the Working Group does
not view the fifth alternative as a politically viable choice.
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There has been a substantial amount of debate about whether
the Federal Government should adopt a form of capital budgeting in
lieu of its current cash budgeting system. This issue has received
increased prominence, in part because the Administration has
egpouged thé goal, of increased investment spending. {nder the
current. discretionary sgeﬁéing caps  {and even hefore the current
spending caps were enacted in 1990}, many desired investment items
(for example, FAA modernization and Head S8Start) have run into
furting roadblocks. As part of a strateyy to emphasize public
investment relative to other government spending, it has been
suggested that the Federal Government adopt a form of capital
budgeting. !{Background information on Federal investment spending
over the past 15 years is provided in Table 1.} ,

’Z‘his'm&m&randum ex;:}lains the kasic distinctions between cash
and capital hudgets and identifies some of the complex definiticnal
and measurement praoablems involved in moving . toward the latter.
These lssued cur acress virtually all types of capital budgeting
gsystens and would have to he addresged before a form of capital
budgeting could be adopted by the Federal Government., Finally,
five gseparate budget strategies are presented, along with arguments
for and against each alternative. The Workihg Group believes. that’
the first four alternatives may increase public investment while -
maintaining budget discipline and alsoc may be politvically viable.
" However, the Working Group does not view the £ifth alternative {an
operatcional form of capital hudgatlng} as a politically viable
choice. This £ifth alternative is presented for completeness and
to elucidate the strong theorertical and practical arguments on both
sides of &hls policy optxan '

Cash Ve, Cagzga; 3adggazng

Budgets are forward-looking planning documents used by

organizatiocns to alleocate and control resources., - The current
Ffederal budger is a cash-based system that records receipts when
received and disbursements when made, The annual deficit {or

surplus) is simply the difference between total spending and total
receipts.

I

The choice of bhudget method must balance multiple obhjectives:
‘to measure and control the £iscal policy of government; te allocate
regourceas’ withxn the Federal Government; and to provide a public
statement of the Administration‘s priorities. T™he cash-baged
budget ‘system provides financial accountability and maintains
control over the total resources fiawxng into and out of the
Federal Goverrment. A surplus or deficit in a cash budget syscem
focuges on total amounts received, expended, and borrowed ¢r saved,
without regard to the composition of spending. Some analvsts c¢laim
rhat one shortcoming of the cash budget system ig that it provides
identical itreatment to operating expenses, transfer gpending, and
gav&rnm&nt prograns that can properly be termed *invegtment®, since
they provide future returns. These analysts argue that the current
budget system imposes a higher political cost on public investment
spending than on current consumption programs, because the entire



amount. of investment spending in a given year must f£it under the
discretionary spending caps for that year sven though the
gxpenditure prav@ﬁes a stream of refurns in fu:ura years, -

Public investment, spending can take twe formg: spending for
the acquisition of long-livedi physical assets (e.g., buildings or
roads) or spend;ng to create intangible assets that produce future
benefits accruing to the Federal Government or t¢ the economy as a
whole (e.g., education and training programs that raise future
earnings) . In principle, both types of investment ¢reate “capital®.
that either adds te the economy's produgtivity or reduces the
Federsl Government’s cost of aperations over time.

A capital budgef system separates annual investment spending
from the rest of government spending by dividing the operations of
government 1nto & capital budget and an operating budget. The
ocperating budget measures the current costs of government programg,
including the annual decline in the value of long-lived investment
assets (measured by depreciation expense). The capital budget
éollects all spending on investment items, regardless of how they
are financed. .

A capital budget could be used in a wariety of ways. Most
simply, a capital budget could be developed only for presentation
purposes to distinguish between different types of Federal spending
with no =2ffect on how government spending and borrowing decisions
are made or controlled., At the other axtreme, a capibal budget
could be accompanied by changes in the budgat law that would allow
the goverﬁmént to borrow to finance all net investment {investment
in excess of the éagreciatlea of the existzng capital stock} but
would prohibit a deficit in the operating’ budget (including
depreclatlon ap an operating expense), . In between these {wo
gxtrengs are many possible alternatives, For sxample,  operating
and capital expenditures could be subject to different spending
caps, and limits could be placed on borrowing for each activity.®

Cefining Invaﬁtment arcd Begraciatian‘

1f the Federal Government were to ‘adopt a capital budget
system, clear conceptual definitions of investment and depreciation
would be reguired. Segregating "investment® spending from all
" other government sgpending would create political pressure to

‘ The term "investment spending® 1s used loosely in nhxs‘
contexy. Budget authazzty for capital projects generally is-
allovated te the year in which the project is initiated. Qutlays
for capital projecis generally‘ara spread pver the agtual period of
construction or acguisition.

? This . example asgumes that no tax revenues or only specified
tax revenues would be used to fund the capital budget.

|l
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categorzz& many spending pragrams as "investment® {especially if
budgetary caps were eased for investment spending). Congress would
have the responsibility for writing a revised budget law that would
define "investment*, and it 1s ¢uite likely that the Congressional
characterization of *investments® would differ from the definition
Favored by 'the Administration, Furthermore, capital budgeting
would require legally dafined measures of depreciation to provide
a clear picture of the resources used ﬁy the Federal Government on
an annual basis. Becausg investment is the kay component of the
capital budget and because depreezation iz the link between the
capital budget and the operating budget, clear definitions of these
concepts could help prevent *gaming' ¢f the budget system.
H .

Publi¢ “investment® can be defined in a number of ways.’
However, the range of possibilities can be understood by focusing.
‘on two extremes -~ a narrow and a breoad definition. The.nerrow
definition of: "investment”, -which 1is broadly consigtent with
buginess practice and with some State and local ggvernm&nté,
includes only physical capital assets with useful lives of over one
vear.* According to this definition, investment spending would
include spending on reads, bulildings, parklands, eguipnent, and so
on. - Such a definition, however, fails to include public programns
that create other long-lived assets, such as a stock of technical
knowledge or a skilled workforce. A broad definition would include
spending on thése intangibie assets in aﬁdmtlon to spending on
physlcal agseLy. .

The éegiga&tian of spending items ag "investment® does not by
itself address the issug of whether each individual item is a
worthwhile public investment. This project-by-project decision is
logically independent of the decision to adopt a capital budget or
£e retain che current cash-based budget and should be based on a
thoraugh amst/benefzz\analygzs‘ However, to the extent adoption of
a capital budget increasies the ability of -the Pederal Government Lo
undertake greater "investment® spending than would occur under the
current caps on disceretionary spending, -it must be realized that

I

Y

’ The many existing definitions of “investment”, include those
put forth fby the System of National Accounts, the General
Accounting | QEfice, the National Performance Review, the
Cangress;on&i Budg&t Office, the Bureau of Economic Analysis, and
the old Bureau cf’ the Budget. The general principles of these
definitions often do not lead to clear-cut determinations of the
exact amount of investment undertaken by various programsg.

“ One separate igsue is whether to characterize defense
spending on military hardware as investment or as current
consumption ©f national defense. A second issue is how to.
distinguish (if at all} between those capital assets owned by . the
Federal government and thes& owned by others but funded by Federal
grants.



all xnvestmauz spending will be made more attractive relative to
spending on*aarrent consumption.?®

Budget Process M&&ifimations

Any move toward capital budgeting would have to address both
the conceptual and measurement lssues mentioned above and also
numerous budget process issues. Resclution of these issues could
take various forms. For example, the Budget Enforcement Act (BEA)
could be amended to delineate separate categories of public
investment, each with its own . spending cap and definitional
guidelines {(e.qg., infrastructure, R&D, and education and training
programs could form three separate investment categories).
. Alternatively, an independent commission could be formed to
. @stablish a multi-year capital budget for the Federal Government,
Sech a commission could be respona;ble for determining what
govermnment spending constitutes "investment” and for determining
appropriate depreciation rates for public assets. The
Administration, working with Congress, c¢ould then determine if any
spending caps should be applied to the capital and operating
portions of the budget. In any event, the Office of Mapagement and
Budget (OMB) and the Congressional Budget Office {CBQ} could play
important pelicing roles, enforcing any spending caps and ensuring
that the definitional and measurement guidelines are followed.’

: €. k] T
cPolitical Issuesg .
S )

Und&rtéking a major change of the budget process would require
opening up the BEA and it is unclear that the Administration would
benefit from doing so. If Congress amended the BEA, it is possible
that future hudgetary cholces would pe even more constrained than
they are under curryent law. For instance, Congress nas actually
reduced the discretionary spending caps over the past two years,
indicating that tighter constraints are a razal possibility.
Morecover, promation of a capital budget may lead to perceptions
chat the Administration does not view reducing the Federal hudget
deficit as a seriocus  responsibility. If this were to ageour,
financial markets might react with increased interest rates, which
could have aﬁvarse consequences for future economic growth.

A capital budget would g&nerally reduce the political hurdles
associaced with spending on items designated as “investment®,
Sensing thig, proponents of wvarious programs {&.49., those Members
of flongress who have advanced their own priariaies at the sxpense
of the Administration’s) would attempt &0 have such programs
classified as "investment®. This ¢ould lead to politicization of
the determination of items contained in the capital portion of the

5 Much of what policical - pundits call ‘"paxk“ would be
classified. as “investment® Dbecause many "pork barrel” projects
involve the construction and acquisition of physical assets.

N
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budget, withruncertain consequences for the programmatic priorities
of the &dmlnlstxazlon Under some definitions of capital, publlc
investments favored by the Administration might be bypassed in
faver of mther discretionary spending. Bven the yather breoad
definition of investment proposed by the General Accounting Office
. (“spending, either directly or through grants, directly intended to
T enhance the ‘private sactor’s long-term productzvmty"j would not
sncompass many of the Administration’s investment spending
pricrities. Indeed, as mentioned above, many of the programs
favored by the Administration might not be properly considered
“investmenz” in the capital budgeting sense. For example, Table 2
A{attached) 1n&icates that a number of items called "investment" in
A Vision of Change for America probably would not be classified as
*investment® even under a relatively broad definiuvion.

Finalily, it is not clear that Congress would accept the

Administration’s proposed definitions of “investment” and
" rdepreciation® or delegate the ability to define these ¢oncepts to
an znd&paﬁden“ compission (as suggested above}. And, if the BEA is
raopemaﬁ &t is not clear what policing responsibilities Congress
would gzv& to CBO and . OMB under the revised law.

¥



Alternative l: A "Bofr® Targset for Publia Invaptment Conmbinad with
ﬁnhanca& Frﬁa«nt&tian of Public Invastmanx Infoxmation
pescriptions Use the 'annual Budget presentation to help advance
pubrlic dnvestment as a nabtional priority. by: enhancing - and
highlighting the information already included in the annual Budget;
. hignlighting the President’s investment priorities; and setting a
"soft® target {(as recommended by the independent Competitiveness
Policy Cﬁancii) for Federal investment in the annual approprlations
process.® This investment target would be emphagized in pubzlc
statements made by Federal officials at the time the Budget is
published. ' Alternative 1 would alse capitalize, on the recent
Executive Order reguiring infrastructure investments Lo be subject
Lo stringent cost-benefit analyses. Finally, this alternative
would xncorparate the National Performance Review {NPR)
- recommendation that agencies submit five-year investment plans and
base investment decisions on the full coscs aver the 1ife oycles of
the asgets* - .

Ravionale: The current cash-based budget system is useful in making

fiscal policy. Moreover, it provides encugh information to create -

financial statements that emphasize the capital spending portion of
the Federal Budget, without detracting from the presentation of the
unified cagh-based budget currently used. Reorganized presentation
could help: Congress make . better decisions regarding public
1nvestmant,ewhlle educating the public about the tradeoff between
- purrent Spendlﬁg and investment. in addition, emphasis on an-
investment target would serve to highlight the Administration’s
priorities and perhaps also serve to hold Congress accountable for
its &aczslans on investment an& non-investment spending. . .

Axgumants fax the alﬁaxn&tive:

» The averall claims by the Federal Govermment on financial
resources are best measured by the unified cash budget surplus
or deficit, the main focus of current budget practice. This
alternative may heip maintain- budget discipline, and in so
deing, promote private as well as public investment.

« By defining ‘“investment' in the budget document, the
Administration, not the Congress, sets spending prioritcies.

Setting an investment target may suggest a shift toward nore

spendifng on public investments and provides for public
manltarzng of Cangraﬁslonai spendlng decisions. ‘

£ gince 1%%1, the annual ‘Budget has presented data on the
. investment  activities of the Federal government along with
estimates of annual depreciation for the Federal capital stock. In
the ¥Y 1995 Budget, this information was included in the Analytical
?ﬁxspectzveg_voluma. ' .

!
o
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Arguments against the alternative:

. ﬁﬂhanaed presentarion does not change current budget pracrices
that provide the same treatment to current consumption and
sguivalent spending for investment even though the latter
provides long-lived benefits.

+ This aiterﬁatlve gzmply reayrranges prasent budget praatlce$
‘and may not affect real decisions aboug pubila investment ac
all. ,



Alternative 2: Establish gseparate dJdiscretioparxry spending caps
{firewalls) for investment and operating spending.

Description: Establish firswalls {separate "spending caps) for
operating and capital items., These Individual caps could sum up to
the current discretionary caps oy could be higher or lower. For
sxample, the two caps cculd be set to increase investment spending
cand constraln non-investment spending over future fiscal vy=ars.
{Another example, perhaps a subalternative, would establigh a "one- .
way" firewall that would permit reductian& in operating
expenditures to offset increases in capital spending.} ‘

Rationale: The c¢urrent caps on digcoreticnary spending are one of
the main slements of budgetary control and accordingly, should be
. kept more or less intact. . Separate caps for inveatment and
operating items may act as fivewalls and prevent investment
programs from having to compete with curr&nz spending programg for
scarce bhudgseb dollaxs

Axgumepﬁs for the altarnative:

+ This alternative .would maintain some measure ' of budoet
discipline while encouraging use of & greater amount of total.
F&d&rai disecretionary’ spending for ‘investment puUrposes,

» If the investment spending cap increased over tlmaé Federal
discretionary spending would tend to ﬁeﬁama mors focused on
investment programs, ‘

Arguments against the altermative:

» The alternative pits investment programs against sach other in
the competition for scarce budget resources. Unless the zap
on investment spending 18 raised, there may be little or no
additional ‘investment spending. Moreover, noninvestment
&zscretlnnaxy spending could ba squeeze& under this
alternative, which m&y be undﬁﬁzxanla )

» If the Administration proposes spending caps higher than the
existing discretionary caps, this may be seen as a sign of

' reduced budgetr discipline, with the attendant  effects in
financial. markets. ' '

. » TIf Congress iz gresenﬁed with the option of reducing the size
of the existing spending caps, they may take advantage of the
opparcunity to 4o so.



Alternative . 3: Allow Pay-As-~¥ou-Go PFinancing for Discretionary
Spending ; : ‘
{Subaltarnativax Prohibit changes in tax revenuss from
financing -additional discretionary spending) ;

Baﬁcription, Allow '"pay-ag- yau go® Financing for éxsﬁrﬁxan&ry
spending or for investment spending in particular. Tax increases
or entitlement cuts could be used to *pay for® higher discreticnary:
spending caps, with the increase in the cap used to cover spending
on investment programs, For example, an incresse in the motor’
fuels excise tax could be used to raise the discreticnary spending
caps to accommodate increased highway spendlng Similariy, & cut
in entitlement spending' ¢ould be used to ‘"pay for* increased
investment in a alscret&on&*y training or education program.
{Subalternative: Allow paymaswyuuwgo financing of additional
dlscretlonary spending only with entitliement spending'cuts {(or with
either entitlemenz cuts oy tax expendz,ure reductions. )}
Rationale: The &urxeuw caps on discyetionary spending are one of
the main elements of budgetary control and accordingly, should be
kept more or less intact. However, extending the "pay-as-you-go®
rules to discretionayy investment programs could add new
opportunities for sxpanding public investment w;th&at increasing
the Federal budget d&fl&&t; )

¢

E

Argumenta tor the &lﬁarnazivﬁ:

. Opportunxcies for investment could be sxpanded, without -
directly increasing the size of the Federal daﬁlczt,

.+ The firewall between defense and nondefense discretionary
- spending has been allowed to expire. This has created the
. possibility of tradeoffs between these two categories of
- spending to meet the pricrities of the Federal Government.
Similarly, . removal of the firewall between mandatory and
discretionary programs may also serve to allow more flexible
respmnées“ta government spending priorities. ’

Axgumant far the sakalﬁarnativu:

¢

. Restrzatxng PEY A -YoU- go funding sources to r&&&atlong in
entitlement spending could help the Administration avoid the
“tax and spend” label.

a:gumnnts Againsﬁ the &Anexnaciva:

+ There wauld be_«z a poli 1c:a.z price to pay for z:*zszsz,rzg the
poggibility of tax increases to pay for additional
discretionary spending. The Administration risks being tagged
as "tax and spend”. :

H



In, theory, the process c¢ould alseo- run in reverse, with

- reductions in discreticonary spending caps being used to *pay

for® overall tax reductions. This could further constrain
cpportunities for increased public .investment,

Discretionary spending is appropriated for one yvear at a tims,
while the "pay-as-you-go" process covers the five-year budget

windoew. Applying the "pay-as-you-go®* rules to discretionary

spending may be technically difficult. In addition, this
alternative could encourage Congress tgo extend the
discretionary spending waps indefinitely.

To gome extent, the goals of the alternative may already be
achievable through the use ¢of "capped entitlements” to pay for
programs that previously may have been structured as
discretionary spendiihg. : '

Arguments Against the Subaltarnatives

*

P

Prohibiting tax changes from financing discrstionary spending
increases would pre-empt the posgibility of using earmarked
taxes to finance-relaved investments {e.g., highway spending
funded by increased motor fuels taxes would ke precliuded under.
the Subalternative). SN

Toe the extent that health care reform reduces the ability to
achievel entitlement reductions in the health area, the
subalternative may be characterized by some as focusing on
Social ° Security zreducticns O finance dJiscrecionary
expenditure increases. :

1Q
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Alternative 4: Establish a Lifelong Learning Trust Fund

N . t .
pescription: Create a Lifelong Learning Trust Fund to provide for
incredased education and training expenditures. The Trust Fund
would be phased in over several years. For example, the Trust Fund
could begin dn FY 1996 at $3 billion, with increases to $6 pillion
in FY 1997, to $% billion in FY 1888, to $i2 Bbillion in ¥y 1999,
and to $15 billion in FY 2000  {which would be the steady-state
level). ?he Lifelong Learning Trust Fund would be Financed by
lowering the digcretionary spending caps by amounts corrssponding-
te the size! of the Trust Fund. Ideally, the Lifelong Learning
Trust Fund would finance a small number of key human capital
invastmants} Examples of these key investments could include Head
Start, Naticnal Service, School-to-Work, Soals 2008, and pernaps
one or more new and innovative education programs, {e.g9., .
" mentoring). | Legislation to create the Trust Fund would prevent
Trust Fund expenditures from being used for ourrent or projected
hageline Fuaﬁzng of education or training .programs.

Rationale: Creation of a Trust Fund can focus attentien on - a
.specific class of expenditures and provide these expendit: ureg with
priority standzng in the bamgat process. By establighing the Fund,
and Sgec1“y1ng the programs it could support, the Administration’s .
priority investment programs are clearly stated. The Trust Fund:
mechanism walls off a ¢lass of expenditures, which may force the
budget procesg toe find spending cuts elsewhere to fund these
prioritises.; . Moreover, the proposal mainzains the existing

iscretionary spending caps, which ghould reinforce confidence in
the ddministration’s budget digecipline. Fipally, Lifelong. Learning
can become. a signature policy for the Administration and
establishment of a separates Trugt Fund nay be ths most r&&l&stlc
means to shlfa spending to these znvestments :

]
Arguments fur the ﬁropoaal.

v The Trust Fun& mechanism éaes non loosen the ovaral% Federal
discrefionary spending caps nor lead to additional Federal
porrowing., Conseguently, it will maintain confidence in the

coverall deficit reduction program,

» The tvrust Fund mechanism uses the political realities of the
budget | process .to the advantage of investment, Abstrach
daeficit reduction appeals to legislators since they do not
have ‘to confront specific trade-offs. This mechanism couples
lower discretionary spending caps with additional investments
in people ~~ leaving the specifics for the appropriations
DIoCess. I ¢he spending cubs are in lower priority areas

" than Llfelong Learning investments, this approach will lead to
a more affective allocavion ¢f Federal resources.
E -

» Palls ‘show that people are willing to¢ raise revenues for

education,. - Therefore, the idea of cutting lower priority

%
i
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spending te fund new sducation should ke gquite popular., The

Lifelong Learning Trust Fund is a vehicle to present the
- Administration’s vx&zoa of "cut and invest® to the American
. people.’ g

‘hxqumanta'AQainsh the Proposal:

«* Creation of a Llﬁelang Learning Trust Fund could lead to a
proliferation of Federal trust funds feor discretionary
prograns {e.qg., trust funds for National Defense,
administration of justice, agriculture support, etc.}. This
proeliferation could hamsiring the budget process by placing
large gmrtloag of the Femaral budgez off limitvs Lo policy
makers.'

} : - . .
+  Just like ourrent law, the Prust’ Fund mechanism lzaves the
~ultimate spending decigions up to Congress. There is a risk
that other. Administration investment prisrities ({e.g.
. resegrch or Bhyszaal infrage ructava} could be culb to fund ahe
szazong Learning Trust Fund.

« It will &e difficult to prevent existing spending on education
yrograms from being funded by the Lifelong Learning Trust
Fund. ° - : )

v Criticg may deride- the Lifelong Learning Trust Fund as. a
“gzmmlck" -~ the same criticism that was levell&d ac the
pending crime trust fund.



Alternative 5: An Operational Capital Budget

Depeription: Separats the Federal bu idget intoe itg capital and
operating components. Operating expenditures, ingluding
depreciation on existing capital assets, would be charged against
current revenues. Capival expenditures in excess of depreciation
would be financed by net borrowing. The definition of capital
expenditures’ could be based on the one developed for the
internaticnal System of National Accounts (ENA}. The SHA
definition of investment is limited to.physical capital and
. includes non-defense government purchases of equipment and
structures and defense purchases.of structures (but ngt defense
purchases of eguipment; note the division between eguipment and
structures may be ambigucus). The general concept of a capital
budgesr requires’ a balanced operating budget. Based on the: SNA
definition ¢f investment, the FY 1855 operating budget would have
# substantial deficit of perheps $140 biliion, compared to a
unified budget deficit. of $183% billion.’ This alrernative would
reguire that the operating budget trend toward balance over time,
zmplylng the need for a sabstaﬁt*&l multi-year deficit-reduction,
program,
Rationale: Current budget rules are perceived as inhibicing long-
lived capital investments. This alternative attempts to address
the situation for investment in physical assets. Moresver, the
alvernative respends to the argument that for a growing sconomy,
the unified Federal budget should be in deficit, by allowing net
. investment t¢ be debt~financed (because in a growzng GCONOmyY, gross
public investment generally exceeds depreciation on existing public
assets). The 8NA definition of investment has been determined
cutside the U.§. political process; which may lessen the risk of
polztzcal processes eroding the definition of investment over
cime,® Fln&liy, if the discreticnary spending caps are not
adjusted downward, adoprion of - this alternative could increase
annual Federal spending by about $25 billion (the amount of net
lnveszmana in Py 13%%j). '

&xqumsnta for the alternative:

« The PFederal .budget process should recognize that different
rypes of sgpending have differsnt long-term affects. In’
particular, the treatment of the costs of investment items
should be distinguished from the costs of current donsumption
items. | Many other types of organizations (e.g.. private

. The .$25 billion difference approximately eguals net
investment in the FY 1333 budget, usging the $NA definition.

! However, the 8NA definition would probably .reqguire
modification. te accommodate Fedsral grants o subnational
governments.
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sector firms, State and local goverrnments, non-profit
entities} recognize a qualitative difference between operating
and investment expenditures.

The focus on physical capital, rather than broad investment,
breaks the link Dbetween the Administration’s spending
priorities and the types of spending- that c¢an be debn-
financed. Thig alternative may be viewed as a "businesslike",
reform of process and not merely an effort to expand funding
for certain prioritiss.

© Arguments against the altermativa:

-1 capitaz budget may be perceived as lessanzng the
Administration’s commitment to deficit reduction. Tt wilil
prove difficult to limit- solely to physical capital the
relatively favorable budget treatment provided to "lnvastment”
even though the proposal uses a standard international
definition. . Pressures will grow to include "human capital”
and "research and development” expenditures in “investmant"
and the obiectivity embodisd in the SNA definit on may be
compromised. This procesg could severely erod@ bndget
digeipline.

Incréased discretionary spending with &' capital budget would
require an amendment to the Budget Enforcement Act to maintain
the overall discretiecnary spending caps at current levels.
This may be politically difficult if the issue of fiscal
respongibility bacomes the . focus of debate. _ .
t
Some analysts stat@ that previous generataans ‘have borme the
cost mf public capital usged by the <¢urrent generation
{ignoring the stock of public debt)., Thersfore, making future
generations bear some of ‘the cost of capital projects
undertaken by the current generation may be perceived as an
unfair and substantial windfall benefit.
To the extent thisg alternative increases public investment at
the expense of private. invesiment {(by “crowding out' private
investment through a larger Federal budget deficit), the total
stock of capital in the economy will not increase. Egconomic’
analysis =suggests the economy benefits from more of both'
public and przvata 1nvesxment not simply braalﬁg ene for the
other. .

A capital budget increases the relative attractivensss of gll
vapital spending projects, not only those that are desirable
investments.,  Much o0f what pundits term “pork”™ would be
classified as “investment’ under the SNA definition.

A capital budget, by itself, does nothing to address the
substantial deficit in the operating budget. It might be very
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difficult o find sufficient spending reductions anmong

operating expenditures
operating deficic.

to offzet a $140 billion annual
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“TABLR 1

Federal Investment Relative to the Size of the Economy 1880-1595

T

= M, ’
FISCAL TOTAL  NON-DEFENSE DEFENSE
YEAR INVESTMENT/GDE, | INVESTMENT/GDP | INVESTMENT/GDP
1980 4.49% 2.71% 1.78% |
1981 _4.45% 2.56% 1.89%
1982 C4.23% 2.16% 2.17%
1983 4.42% 1.96% 2.46%
1984  4.46% 1,92% 2.54%
1985 I 4.70% 1.97% 2.73%
1986 L 4.74% 1.89% 2.85%
1967 ' 4.58% 1.73% 2. 84%
1988 4,33% 1.75% 2.57%
1989 4.26% 1.73% 2.53%
1890 4.15% 1.76% 2.39%
1991 4.06% 1.82% 2.24%
1992 '3.94% 1.91% 2.03%
1993 L 3.76% 1.91% 1.85%
1994 | 3.s52% 1.93% 1.59%
1995 | 3.33% _ 1.913 | 1.42% |

Notes: The Budget defines Federal investment as spending to create
er acqguire ' public physical assets,
and to conduct education and training.

development

*

%

Lo conduct research and
The FY 189§,

Budget shows 35234 billion for Federal investment, of which $112.8

billion is to create or acguire public physical assets
billion for national defense);
and development

billion to conduct education and training.

Source: FY 1995 Budget, Historical Tables.
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$63.7 billion to conduct reseéarch
(839.4 billion for national defengel; and $44.6
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TABLE 2

i

Itens Canaédaxad *Investment® in Viasion of Change for America
_that Would Not be Classified as Investment in a Capital Budget

DOT -~ Aleocheol-related Righway Safety Grants

Intericr and USDA -- MNaturel Regource Protection Grants (used for
deferred maintenancej :

Corps of Engineers ~-~ Cyelic Maintenance Pr&ﬁects

DOE -+ Clean up non-Defense sites and uranium enrichment
faciiities,

USBA -~ *Forest of the Future® Grants used for Forest Resource
Hanagenmenl

EZPA ~- "Green Lights® program

Qural Rental' Assistance {e.g., vouchers} .

HUD -- CBIX: Monies used for backlogyged maintenance uza}&cts

Empowerment Zone Wage Tax Credits

HUD -~ Rental Housing Subsidies {e.g., vouchers)

HUD -- Public Housing Operating Subsidies

HUD -- Urpan Partnership Against Crime

USBA -~ Head 8Start Meals for Partigcipants

HHS -~ Head Start Medicaid Coverage

USDA -- Women, Infants, and Children (WIC) program

HHS --' Parenting and Family Support Initiatives

National Service {current c¢osts of program, not higher-ed costsi

Labor -- Income support compoenent of Dislocated Workers Program

Labor —- Establish "One Stop® Caresr Shops

Barned Income Tax Credit Expansion

Welfare Reform

Crime Injtviative {e.g., increased community policing}

EEOC -~ Ingreased enforcement

HHS -- Child’ Immunizations

HHS -~ Substance Abuse and Frevention ;

UaDa -~ Food Safety and Inspection Service : \
VA ~~ Increased Medical Care '
88A ~~ Disability Insurance Processing

HIV/AIDS ?revenzion Iniviatives



