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WHERE WE ARE  

 

 

THESE NOTES REGARD CAPITAL BUDGETING 

 

Rubin does not have an entire chapter addressing capital budgeting. I am using “Handbook of 

Government Budgeting,” edited by Roy T. Meyers for most of this material. 

 

At the state and local levels there are OPERATING BUDGETS and CAPITAL BUDGETS. At 

the national level, capital budgets get pushed into operating budgets, for reasons I don’t fully 

understand. 

 

A capital budget regards BIG THINGS that cost a lot of money and are expected to be used for 

years. This can include major INFRASTRUCTURE projects (in contrast to maintenance projects 

for infrastructure, such as buildings, roads and bridges). 

 

Capital projects might be paid for or financed in the first year. But they are more likely to be paid 

for by a combination of sources over two or more years. The pattern may look of like this. 
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In other words, the investment costs are “front loaded” and the benefits tend to be “back loaded.” 

 

Examples: 

 

• A new parking deck for a hospital. 

• A new bridge over a river. 

• A new museum.  

• A new highway. 

• A new water system. 

 

This is very different from an operating budget. OPERATING COSTS are usually fairly stable 

from year to year. Decision making can be approached base on MARGINAL and 

INCREMENTAL thinking. Items in an operating budget are intended to be consumed within the 

budget cycle. Once a ream of paper is used, that is pretty much the end of it. It is not likely to 

continue to be used. 

 



Capital budgets have a long time-horizon. It is usually at least five years.  

 

There should be a CAPITAL IMPROVEMENT PLAN (CIP) for the state or local government. 

This is a PLANNING DOCUMENT. Items frequently sit on the CIP for several years before 

they may eventually rise to the top and a decision is made to go ahead.  

 

A capital budget is likely to be MORE STRATEGIC in nature than an operating budget. By 

analogy, an operating budget is more like keeping a machine running than buying or replacing a 

machine.  

 

In a sense, items on a capital budget may be more discretionary than items in an operating 

budgeting. It is one thing to decide to build an additional aircraft carrier. But once you have an 

aircraft carrier, the costs of having one may not be very discretionary. 

 

It makes sense NOT TO INTEGRATE capital budgets into operating budgets, although the two 

are related. A capital budget is likely to impact future operating budgets for years to come. 

 

STRATEGY IS KEY. The strategy for capital budgeting should span years into the future. It is 

important to VISION what the capital budgets over time are intended to create.  

 

Capital budgeting is likely to involve THE PLANNING DEPARTMENT.  

 

Some elected politicians may be INTO “THE VISION THING.” Others may see their roles 

primarily as caretakers.  

 

While a jurisdiction may have annual capital budgeting cycles, they may not coincide with the 

timing of the cycles of the operating budget. OFFSETTING the cycles makes better use of the 

time of professional budget staffers. 
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POLITICAL ASPECTS OF CAPITAL PROJECT PLANNING 

 

Some possible capital projects are far more politically attractive than others.  

 

 

FINANCIAL ASPECTS OF CAPITAL PROJECT PLANNING 

 

Some capital projects are expected to create a flow of revenues, such as a new sports stadium. 

Some capital projects may save money that would otherwise be expended for maintenance of old 

things. 

Some capital projects have implications regarding ECONOMIC DEVELOP and attracting new 

industries. 



Some capital projects are necessary but have INTANGIBLE benefits, such as a bridge not 

breaking or drinking water not becoming dangerous. 

Some capital projects may be the result of MANDATES from another level of government. 

NOT DOING a capital project can be expensive. A decision NOT to do something is itself a 

decision that be subject to financial analysis.  

 

 

COST JUSTIFICATION OF CAPITAL PROJECTS 

 

Two kinds of decision: 

 

• To do or not to do 

• This one or that one 

 

Cost/benefit analysis sounds simple, but it is often not simple. 

 

A particular capital project (within a CIP) may not be attractive, but may be a necessary part of 

the STRATEGY behind the entire CIP. 

 

Some projects may be neither POLITICALLY ATTRACTIVE nor FINANCIALLY 

ATTRACTIVE, and yet be necessary. 

 

Some projects cannot be assessed financially because the possible benefits are INTANGIBLE.  

 

Projects intended to PREVENT FUTURE COSTS may be easier to promote than projects 

intended to PROVIDE NEAR-TERM BENEFITS.  

 

Many cities have water systems that are over 100 years old. They leak and need to be replaced 

for other reasons.  

 

STRATEGICALLY, perhaps two or more things can be made part of the same capital project, 

such as replacing old water pipes and running fiber-optic cable for modern IT connectivity. The 

pipes might otherwise NEVER be replaced, based on financial cost/benefit analysis. 

 

AND there is the consideration of THE DISCOUNT RATE in the calculation of costs and 

benefits (and the BREAK EVEN POINT). 

 

SOME PROJECTS (when compared to one another for decision-making purposes) are more 

FRONT-LOADED in terms of costs and more BACK-LOADED in terms of benefits. Considr 

the following. 

 

 Year 1 Year 2 Year 3 Year 4 Year 5 Year . . . Year 20 

Proposal 

1 

C: 400K  -- -- -- -- -- 

B: 0 B: 0 B: 10 B: 10 B: 20 B: 50 B: 50K 

Proposal 

2 

C: 100K C: 100K C: 100K C: 100K -- -- -- 

B: 25K B: 25K B: 50K B: 50K B: 50K B: 50K B: 25K 



 

In proposal 1 above, the costs are relatively front-loaded and the benefits are relatively back-

loaded, compared to proposal 2. 

 

You should not just add up the total costs and the total (anticipated) benefits over time and 

compare the two sums.  

 

An amount of money years in the future is “worth” less today than the same amount of money 

“right now.” 

 

The DISCOUNT RATE (also called the time value of money) is similar to the going interest 

rate, but not exactly the same.  

 

But the point is, that to do cost-benefit analyses for projects with costs and/or benefits years into 

the future, those “distant” amounts of money should be discounted back to “year one.” 

OTHERWISE the analysis will be biased in favor of projects with benefits in the far future.  

 

CONCLUSION 

 

Decisions about capital projects are different from decisions about operating budgets, although 

capital projects will impact future operating budgets. 

 

It is probably better that capital budgeting be separate and apart from operating budgeting. 

 

Capital budgeting should be based on STRATEGIC PLANNING with at least a five-year 

timeframe. 

 

There are different kinds of benefits and it can be difficult or impossible to reduce capital 

budgeting decisions to objective comparisons. 

 

Some capital projects are more politically attractive than others. 

 

If citizens are involved in decisions about capital budgeting decisions, they may be more willing 

to vote for higher taxes (or more debt) in order to make capital projects possible. 

 

The CREDIT RATING of the jurisdiction is likely to affect capital budgeting decisions. 

 

The discount rate is usually incorporated into decisions about capital projects AND 

PARTICIPANTS ARE LIKELY TO FUSS ABOUT THE DISCOUNT RATE to support their 

own decision preferences. 

 

Although new things are costly, the maintenance of old things may be much more costly.  

Capital projects may help with ECONOMIC DEVELOPMENT, but it may well be a gamble 

with unknown probabilities out successful outcomes. 

 


