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Introduction
There is broad agreement that the relative low level of public investment has

had a major impact on U.S. productivity and competitiveness. President Clinton
made raising the level of federal domestic investment a central theme of his
campaign, even to the point of insisting that our investment deficit is as important
as our fiscal deficit. In his first budget, however, investment has been sacrificed for
the goal of deficit reduction. As a result, the share of the economy devoted to
federal investment programs will be lower in FY94 than in FY93.

This decrease follows four consecutive annual increases: since FY89, the
share of the gross domestic product (GDP) earmarked for federal investment has
grown by about 18 percent. By contrast, the investment share of GDP in FY94
decline from that of FY93 by roughly 2-3 percent. The pattern of investment
stagnation is roughly similar when investment is measured in real dollar terms
as a share of total federal outlays.
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This decline will be concentrated in the human capital area, with the share of
GDP devoted to education and training programs falling by about 6 percent. In
addition, the share of the economy channeled into civilian research and
development (R&D) will decline roughly 3 percent, and that spent on physical
capital will be more or less unchanged.

The stagnant/falling level of domestic investment spending in FY94 has three
primary causes: the modest amount of new investment proposed in the original



Clinton budget, the failure of the stimulus package and the investment outlays it
contained, and investment cuts now being made during the appropriations process
as Congress brings spending levels into line with the requirements of the Budget
Enforcement Act (BEA) of 1990.

This paper tracks the fate of public investment as the administration shifted
its focus toward deficit reduction during the debate over its first (FY94) budget.

Defining Investment
Investment outlays, defined by the Office of Management and Budget (OMB)

as “those that yield long-term benefits,” include expenditures for physical capital,
research and development, and education and training. They may be financed by
grants to state and local governments or direct expenditures at the federal level.
Since the passage of the Federal Capital Investment Program Information Act of
1984, these expenditures have been tracked in a special presentation section
included in each annual budget.

As in past EPI budget analyses, we have modified the OMB investment
categories slightly by excluding investment expenditures for military purposes and
those identified by OMB as “generally unrelated to improving government
operations or enhancing economic activity.“’ Therefore, unless otherwise noted,
the definition utilized throughout this paper includes non-defense expenditures for
physical capital, education and training, and research and development only.

Also, as in past analyses2 we consider an alternative definition of investment
that includes selected children’s programs -- including immunizations, Head Start,
and child nutrition programs -- that are known to provide long-term benefits. As
many of these programs have enjoyed relatively favorable treatment in the budget
process, their inclusion in the definition of investment renders a slightly less
pessimistic result. However, by no measure does the application of this broader

’ These include outlays related to agricultural and petroleum commodity
inventories and miscellaneous physical investments for conservation programs and
assets acquired and sold as collateral on defaulted loans.

2 See Faux and Schafer, 1991, for an earlier examination of projected investment
trends under George Bush.



definition alter the overall conclusion of stagnant/declining investment in N94.

Nevertheless, wherever the application of this broader definition offers a different

N94 outlook, it will be so noted. Appendix tables A and B present public

investment trends over N93-94 using both definitions.

Historical Context: 1966-89
As a share of GDP, federal investment outlays have varied markedly over the

last 30 years -- from a high of over 2.8 percent in N76 to a low of 1.7 percent in

the late 1980s. While this variation features several peaks and valleys, a definite

downward shift occurred in the 1980s. The same trend holds true for investment

as a share of federal expenditures, indicating a shift in budget priorities away from

investment. In fact, the N82 break from earlier investment trends was so dramatic

that, by either measure, the worst year prior to N82 is better than the best year

since (see Figure I).

Figure I

FEDERAL INVESTMENT SPENDING
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As shown in Table 1, the late 1960s and early 1970s was a period of strong
public investment -- roughly 2.6 percent of GDP annually and about 13 percent of
each year’s federal budget. Spending focused on the federal highway system, space
R&D, and the launch of various education and training programs. The second half
of the 1970s built on this foundation but replaced some highway outlays with
funding for sewage treatment plants and shifted the focus of R&D expenditures
away from NASA and toward energy, transportation, and health. Combining
increases in education and training expenditures, investment outlays grew to about
2.7 percent of GDP annually in the late 1970s.

Table 1
Federal Investment Outlays, 1966-89

As % of GDP
As % of Total
Federal Outlavs

1966-1974 2.6% 13.2%
1975-1981 2.7% 12.3%
1982-1989 1.9% 8.1%

Source: Author’s calculations using OMB data, 1993.

Beginning with the FY82 budget (Ronald Reagan’s first), however, a major
downward shift began in public investment. With cuts occurring in every category
(and especially in education and training), the share of GDP devoted to investment
fell to 1.7 percent by the end of the decade. This decline occurred at a time of
growing federal expenditures for defense and entitlements, resulting in a major shift
in the budget’s priorities. By the late 198Os, less than 8 percent of the budget was
earmarked for investment.

This shift away from investment caused the U.S. to fall increasingly behind
its international competitors. For example, in the 1960s. the U.S. public sector
(federal, state, and local) invested 2.9 percent of the nation’s economic output in
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physical capital. By comparison, Germany and Japan invested 5.8 percent and 4.8

percent, respectively. By the 198Os, the disparity had worsened substantially: U.S.

1.6 percent, Germany 4.4 percent, and Japan 6.3 percent. Comparisons of net
investment levels -- that is, accounting for depreciation of each country’s capital
stock -- reveal an even larger investment gap. Table 2 offers a decade-by-decade

comparison in both gross and net terms.

Table 2
PUBLIC INVESTMENT GAP -- INTERNATIONAL BASIS

(Investment in Physical Infrastructure as a Percentage of GNP)

United States
1960-69
1970-79
1980-89

Gross Net

2.9 1.6
2.0 0.6
1.6 0.3

Japan
1960-69
1970-79
1980-89

4.8 4.3
6.2 5.7
6.3 5.7

Germany
1960-69
1970-79
1980-89

5.8 5.4
6.0 5.5
4.4 3.7

G-7 Average
1960-69
1970-79
1980-89

3.7 2.7
3.9 2.8
3.6 2.6

Source: Bank for International Settlements, 199 1.



Current Trends: 1990-94
Partly because of pressure from the Democratic Congress, the budgets during

the Bush years reversed the downward trend. From fiscal years 1990 through

1993, investment increased substantially each year, although investment in FY93

will still fail to reach the levels achieved prior to the Reagan cuts.

The FY94 investment level will halt this positive trend. While, by most

measures, the FY94 level will represent only a small decrease from FY93, the

absence of a substantial increase is a disappointment. The hopes raised during the

campaign for closing the investment gap between the U.S. and its international

competitors will be entirely unsatisfied.

Investment in Real Dollars

Following eight years of stagnation in real dollar investment levels, the

budgets of FY90 to FY93 included substantial investment gains. Real dollar

investment levels grew roughly 4 percent per year for the first three years of the

Bush presidency and jumped more than 8 percent in FY93. Over this four-year

period, annual physical-capital investment outlays grew by nearly $8 billion,
annual education and training expenditures grew by $7 billion, and annual outlays

for R&D grew by over $3 billion. Children’s programs also grew by about $3 billion.

In FY94, real dollar investment levels will stagnate once again. Due largely to

a $1.4 billion decline in real outlays for education and training programs, real

dollar investment levels will fall by nearly 1 percent (see Figure II). Including

outlays for children’s programs, which will grow by about $1.3 billion in FY94, real

outlays for investment will rise by about the same percentage.
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Figure II
INVESTMENT IN REAL DOLLARS
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Investment as a Percentage of GDP
Investment increased relative to the size of the economy in each of the four

budgets negotiated between the Congress and the Bush administration (see Figure
III). These increases closed nearly 40 percent of the Reagan-era investment gap and
resulted in over 2 percent of GDP devoted to investment in FY93. These
improvements occurred in every investment category, with the physical capital and
education and training areas benefitting most. Including children’s programs,
expenditures for which increased markedly under Bush, the investment level grew
from 1.9 percent of GDP in FY89 to 2.3 percent in FY93.

7



Figure III
INVESTMENT AS A PERCENT OF GDP
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The share of the economy devoted to investment in FY94, however, will fall by
about 3 percent (2 percent including children’s programs). This decline primarily
will be concentrated on education and training expenditures, while outlays for
physical capital and R&D will remain relatively stable. Overall, roughly $4 billion
more in investment outlays would be needed to maintain the FY93 level of
investment as a share of GDP. More strikingly, roughly $40 billion more would be
needed to reach the pre-Reagan investment level.



Figure IV
INVESTMENT AS A % OF FEDERAL OUTLAYS
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Investment as a Percentage of the Federal Budget

As a share of total federal outlays, investment increased in each of the final
three Bush years, rising from 7.7 percent in FY90 to nearly 8.6 percent in FY93.
Given the substantial growth in overall federal expenditures over this period (due
almost exclusively to growing Social Security outlays, health care outlays, and
interest payments), this increase represented a notable shift toward investment.
Because of the lack of an increase in investment in FY94, the share of the budget
devoted to investment will decline slightly, to 8.5 percent (see Figure IV). Including
children’s programs, the investment share of the budget will remain unchanged, at
9.7 percent.
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Measured against discretionary spending -- that portion of the budget over
which restraint is more easily exercised -- the shift toward investment under Bush
was more pronounced. Due to declining military outlays and the investment
increases described above, investment grew from 19.2 percent of the discretionary
budget in FY90 to 23.0 percent in FY93. Because of the shrinkage of defense
spending in the FY94 budget, the share of discretionary outlays devoted to
investment will increase by default -- to about 23.8 percent.

The FY94 Investment Budget: Why It Stopped Growing
The outlines of the FY94 budget were released in February with the

publication of A Vision of Change for America, and were followed by the release of
the detailed budget in April. Both documents, as well as President Clinton’s State
of the Union address, described a budget with three broad components: (1) a long-
term investment package to increase long-term productivity; (2) a stimulus package
to create jobs immediately; and (3) a balanced deficit reduction plan.

The fate of these three components closely followed the three iterations of the
FY94 investment budget: (1) as it was originally proposed by Clinton: (2) as it stood
following the failure of the stimulus package: and (3) where it will likely end up after
the appropriations process. Figure V depicts the FY94 investment level at each of
these stages.
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Figure V
INVESTMENT: PROPOSED VS. ENACTED

The Investment Budget as Pronosed
The FY94 investment budget as proposed by the Clinton administration

would have resulted in investment outlays reaching $136 billion. This level of
investment would have represented a real dollar increase of about 5 percent over
the FY93 level3 and a very slight increase in the share of GDP devoted to
investment. As we will see, however, this proposed increase was premised on an
overall discretionary spending level in violation of the BEA spending caps. Since
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Source: Author’8 calculations using OMB and Hours Approprlatlotw  Committee data.

3 Relative to the 1993 level that Clinton inherited; that is, comparing the 1994
proposed level (including stimulus) to the inherited 1993 level (not including
stimulus).
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the administration chose not to break with the BEA, this investment level was, in
practical terms, unachievable.

In its original budget submission, the administration appeared to propose an
even more ambitious investment plan, totalling roughly $220 billion in new
investment expenditures over the next five years (not counting investments
included in the stimulus package). However, this total reflects a loose definition of
investment that includes about $75 billion in tax breaks and another $35 billion or
so in outlays for programs like food stamps and unemployment compensation that
are not typically characterized as investment. In addition, the $220 billion figure
reflects nominal increases only, ignoring inflation and a number of little-publicized
cuts in investment programs, such as real reductions in expenditures for
wastewater treatment grants and “low-priority” water and transportation projects.
Accounting for the cuts, the proposed five-year real increase -- by the definitions
used here -- toould have amounted to more like $100 billion. In FY94 alone, after
adding in the investment outlays spilling over from the proposed FY93 stimulus, the
nominal investment increase would have amounted to about $10 billion.

The Investment Budget Post-Stimulus
With the springtime defeat of the administration’s $16 billion stimulus

package by the Republican-led Senate filibuster, roughly $3 billion in FY93
investment and $5 billion in FY94 investment was lost. Among the casualties were
nearly $6 billion in infrastructure spending and nearly $2 billion in education and
training spending for l?Y93 and FY94. As a result, the projected investment
increase for FY94 dropped to about $5 billion.

The Investment Budget Post-Approuriations

levels
Since

In President Clinton’s budget submission in April, the discretionary spending
exceeded the spending “caps” laid out in the Budget Enforcement Act of 1990.
the White House did not propose changing the BEA, additional cuts in

domestic discretionary programs -- including investment programs -- had to be
made. This task fell to the congressional appropriators and is still underway. (As
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of the August congressional recess, the House had completed all of the

appropriations bills containing domestic investment spending; the Senate had just

begun.) Taking the House Appropriations’ levels as a proxy for the final outcome,

another $3 billion in investment cuts is likely to occur. While it is possible that the

Senate’s appropriators will resurrect portions of the investment budget, large

increases are virtually inconceivable. Further, given the president’s eleventh-hour

pledge to support additional spending cuts in the appropriations process -- made to

wavering senators during the recent budget reconciliation vote -- it is safe to

assume that the House investment levels for FY94 are, if anything, optimistic.

Accounting for these adjustments, nominal investment outlays in FY94 will increase

by only about $3 billion when compared with FY93 -- nearly a 1 percent decline in

real terms.

Examples of the initiatives being trimmed from the earlier proposals are: (1)

education reform -- to be funded at about 20 percent of its proposed level: (2) the

National Institute for Standards and Technology (technology R&D) -- to receive only

about one third of its proposed increase: (3) student financial assistance -- to

receive less than 30 percent of its proposed increase; (4) the Job Training

Partnership Act -- to receive only a third of its proposed increase: and (5) Head

Start -- to receive only about a third of its proposed increase.

In addition, by limiting spending from the various transportation trust funds,

the House appropriators have scaled back the FY94 levels of physical investment.

These adjustments will reduce highway outlays by $1.2 billion, airport outlays by

nearly $400 million, and high-speed ground transportation outlays by more than

$100 million. In the process, the president’s major high-tech initiative -- magnetic

levitation trains -- will be all but zeroed out.

In the end, while real outlays for total investment will be stagnant, the

fortunes of the various categories will vary. Children’s programs, despite the

watered-down increase for Head Start, will fare best of all, increasing by about 10

percent in real terms. Physical capital investments will also improve, increasing by

about 2 percent. Research and development outlays will be virtually unchanged,
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falling by less than 1 percent. Finally, education and training investments will
decline by about 4 percent.

FY95 and Beyond
Only the expenditures for FY94 are locked in, but this budget promises

further austerity in future years. With the passage of the budget reconciliation
package, Congress and the president have agreed to freeze nominal discretionary
spending -- national defense, international affairs, and domestic programs
including investment -- at its FY93 level through FY98. In fact, according to the
House Budget Committee, outlays will fall below the estimated FY93 level in each of
the following five years. Once one accounts for inflation, these caps will result in
discretionary spending in FY98 at levels lo-15 percent lower than today.

Since defense outlays are projected to decline markedly over the next five
years, there is, in theory, potential room under the spending caps to increase
domestic discretionary programs. However, as shown in Figure VI, the caps are
sufficiently tight that, despite the decline in defense outlays, non-defense outlays
will also have to shrink over the period, falling from over 4.1 percent of GDP in
FY93 to under 3.8 percent in FY98. Given the recent Pentagon rumblings about
restoring $20 billion of its cuts, even this level of FY98 domestic spending -- and, by
implication, investment spending -- may be overly optimistic.
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Figure VI

Discretionary Spending in the 1990s
(As a % of GDP)

Conclusion
Despite the election of a new Democratic president who campaigned on a

domestic investment platform, federal investment spending -- by whatever measure
and by whatever definition -- will stagnate or decline in FY94 and likely worsen in
subsequent years. This is part of the price the American people will pay for the
decision to make deficit reduction a priority over the nation’s need to invest in the
future, This investment decline occurs on the heels of more than a decade of
underinvestment, adding to the growing backlog of unmet needs. Unfortunately, as
we work to reduce the burden of budget deficits on future generations, we are
neglecting the human, physical, and technological infrastructure upon which their
economic future depends.
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Appendix A

FEDERAL INVESTMENT OUTLAYS - BY CATEGORY
(Billions of Current Dollars)

FY93 IT94

PROPOSED LEVELS
Physical Capital
Education & Training
Research 8~ Development
Children

56.37 61.60
44.70 45.57
27.86 28.80
16.68 18.61

STIMULUS CUTS4

Physical Capital -1.76 -4.06
Education & Training -1.08 -0.66
Research & Development -0.16 -0.12
Children -0.78 -0.15

APPROPRIATIONS CUTS
Physical Capital
Education & Training
Research & Development
Children

-0.28
-1.91
-0.44
-0.45

ACTUAL LEVELS
Physical Capital 54.61 57.26
Education & Training 43.62 43.00
Research & Development 27.70 28.24
Children 15.90 18.01

Note: Proposed levels reflect the projections included in the Historical Tables of the FY94 Budget.
Stimulus cuts reflect the outlays imphed by the proposed stimulus as detailed in a computer
printout provided by OMB. Appropriations cuts reflect the outlays implied by the House
Appropriations Committee cuts as detailed in a computer printout provided by CBO.

4 Net of the increases passed in the $1 billion version of the stimulus.
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Appendix B

CURRENT DOLLARS
OMB Definition
Broad Definition

REAL (1987) DOLLARS
OMB Definition
Broad Definition

AS A % OF GDP
OMB Definition
Broad Definition

AS A % OF FEDERAL OUTLAYS
OMB Definition
Broad Definition

FY93 FY94 % Change

125.93 128.50 +2.0
141.83 146.51 +3.3

100.76 loo. 13 -0.6
113.48 114.17 +0.6

2.040 1.975 -3.2
2.297 2.252 -2.0

8.579 8.471 -1.3
9.662 9.657 -0.1

Note: Real dollar values were calculated using the Composite Deflator provided in Table 1.3 of the
Historical Tables of the FY94 Budget. Projections for GDP utilized are those provided in
Table 1.2 of the Historical Tables. Projections for federal outlays were provided by the House
Budget Committee following the passage of the Budget Reconciliation package.
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