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In response to your request, this transition series report discusses a
topic critical to our nation’s long-term economic future—the need to
increase investment, both public and private. Investment is important
because it increases the economy’s long-term productive capacity.

Within an overall fiscal policy emphasizing deficit reduction, federal
priorities should shift toward investment and away from
consumption. Structuring the budget to emphasize well-chosen
investment would help to support this shift.

The GAo products addressing related issues are listed at the end of
this report.

We are also sending copies of this report to the President-elect, the

Republican leadership of the Congress, the appropriate congressional
committees, and the designated heads of the appropriate agencies.
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The Importance of Investment

Long-term economic growth is central to
almost all our major concerns as a society.
During the last two decades, growth in U.S.
productivity has slowed substantially.
Without improved productivity and
increased growth, the nation cannot
continue to expect an ever-improving
standard of living for future generations.

Healthy economic growth depends on many
things, but private and public investment in
infrastructure, human capital, and
technology are essential. Private investment o ‘ A
can buy more and better equipment, enhance - o S
production processes, stimulate the R
development of new products and services,
and support training to improve job
skills—key ingredients required to improve
productivity and the long-term productive
capacity of the economy. Public investment
policies both foster increased private
investment and help provide the
infrastructure, the education and training,
and the technological advances that markets
alone cannot provide.

Economic policy in general addresses two
distinguishable issues: (1) the health of the
economy today and (2) the productive
capacity of the economy in the future. Fiscal
stimulus, designed to focus on the first issue,
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The Importance of Investment

seeks to use existing but unused economic
resources to improve the short-term cyclical
health of the economy. A successful fiscal
stimulus program could help to bring the
economy to its full potential in the short
term. In contrast, the interest in investment
programs lies in their ability to increase the
long-term productive capacity of the
economy.

The economy will need additional
productive capacity in the next century. By
the year 2020, the United States will have
undergone a large demographic shift. Most
of the baby boom generation will have
retired, and a relatively smaller working
population will have to support this large
number of retirees. Because investment
takes time to bear fruit, the nation must
invest now to ensure the long-term growth
needed to support these retirees without
causing a decline in workers’ living
standards.
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Lagging Investment and Growth in
Productivity |

U.S. investment stands at its lowest level in
three decades.! Since 1960, total gross U.S.
fixed capital investment, public and private,
has ranged between 17 and 20 percent of
Gross Domestic Product (Gpp). Until 1989, it
never dropped below 17 percent. Since 1985,
however, it has declined steadily, to an
unprecedented low of 16 percent of GDP in
1990. Furthermore, net investment has
declined even more sharply—from an
average of 9.8 percent of the economy in the
1960s to an average of 6.0 percent in the
1980s.2

These trends alone would be cause for
concern. In addition, however, other
countries have far surpassed the United
States in their commitment to investment.
According to the Organization for Economic
Cooperation and Development (0ECD), Japan
in 1990 invested 33 percent of its GDP in gross
fixed capital—more than twice as much as
the United States. Other major U.S. trading
partners also have significantly higher levels

"There are several ways to measure investment. To permit use of
historical trend and cross-country comparative data, GAO uses the
United Nations’ System of National Accounts (SNA) definition in
this section. Although this measure does not include education and
training or research and development spending in its definition of
investment, as GAO does, it nonetheless reflects an economy’s
relative comrmitment to investment.

Net investment is gross investment minus depreciation, Net

investment measures the increase in the capital stock from year to
year.
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Lagging Investment and Growth in
Productivity

of investment: France, Germany, and Canada
invest over 21 percent of GDP. In 1990, the
United States ranked last in gross fixed
capital formation not only among the 7
largest industrialized nations but also among
the 24 OECD member countries.

As figure 1 shows, this gap has widened
since 1985. While the other major
industrialized countries of the OECD have, on
average, been increasing fixed capital
investment, the United States has slowed its
investment spending.
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Lagging Investment and Growth in
Productivity

Figure 1: Gross Fixed Capital Formation

35  Gross fixed capital formation as a percent of GDP
0

25

20 AU SR G G G SEGS ARG SR M

Zommmm T )

18

10

1985 1986 1987 1988 1989 1990
Yoars

= |nited States
== Avgrage of 7 other largest OECD countries

Source: QOECD.

The U.S. economy is already paying a price
for this slowdown. Figure 2 compares
growth since 1973 to growth during 1948-73
in three measures of economic well-being:
real GDP per capita, real disposable income
per capita, and real compensation per capita.
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Lagging Investment and Growth in
Productivity

These measures illustrate the slowdown of
the postwar boom in the U.S. standard of
living since 1973.

|
Figure 2: Comparison of Growth Rates of Several Measures of Economic

Performance
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Lagging Investment and Growth in
Productivity

In addition, an analysis by the Committee for
Economic Development suggests that if the
savings rates of the 1980s had stayed at the
pre-1980s levels, the nation’s potential GDP
would have been $300 billion higher by 1990.2

Restoring Prosperity: Budget Choices for Economic Growth,
Committee for Economic Development (1992).
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Changing Federal Policy to Increase
National Investment

The federal government influences
investment by others—state and local
governments and the private sector—and
engages directly in investment itself. In both
of these fundamental areas, the federal
government’s impact in the last decade has
been increasingly unfavorable. The growing
federal budget deficit has absorbed savings
that would otherwise be available to finance
investment, either public or private, and the
share of federal spending devoted to public
investment programs has declined.

Reducing the
Long-Run Deficit
Critical to
Increasing
Investment

The budget deficit exerts the single most
important federal influence on investment
today. Private investment must be financed
from domestic savings or capital from
abroad. As the federal deficit has grown, the
share of national savings available for
private or state and local investment has
fallen. Figure 3 shows the combined effect of
a declining savings rate and a growing
deficit. The share of net national product
available for new capital formation declined
from about 9 percent in the 1960s to just
over 2 percent in 1990.
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Changing Federal Policy to Increase
National Investment

Figure 3: Effect of the Federal Budget Deficit on Net National Savings (1960-90)
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Source: Economic Report of the President (Feb. 1992).

In the 1980s, inflows of foreign capital kept
U.S. investment higher than the available
domestic savings would otherwise have
permitted, but this foreign investment has
some cost—the United States must
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Changing Federal Policy to Increase
National Investment

ultimately pay dividends or interest to the
foreign owners of the assets involved. There
is no guarantee that foreign capital can
continue to flow in at these levels, especially
if we fail to reduce the deficit.

The surest way to increase investment in the
United States is to increase national savings.
And the surest way to increase national
savings is to reduce federal dissaving—that
is, to reduce the deficit. We have argued that
pursuing a fiscal policy path that achieves a
budget surplus by early in the next century
offers the most promise for boosting savings
and long-term growth. Following such a path
could increase real GNP in the year 2020 by
almost 10 percent—in contrast to “muddling
through” with deficits of 3 percent of Gross
National Product (GnP).*

Reorienting
Federal Policies
to Focus on
Investment

Long-term deficit reduction is a vital element
of a federal investment strategy. It can be
complemented, however, by other federal
policies and programs that encourage
private investment and/or programs that
support efficient public infrastructure, an
educated work force, and expanded

4See Budget Policy: Prompt Action Nece to Avert Long-Term
Damage to the Econo! E)GAUUCG-QQ-E, ?iune 1692). See §Eo
Budget Issucs ZGKG%%G—Q&ITR, Dec. 1992), another transition
series report.
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Changing Federal Policy to Increase
National Investment

technology innovation. In the past, the
federal government—through its
investments in physical capital, human
capital, and research and development; its
tax policies;® and its regulations—has played
an important role in providing an
environment conducive to growth.

However, recent trends raise concerns. The
growing portion of the budget absorbed by
interest payments and consumption’
programs, particularly health, has squeezed
the discretionary sector of the budget, which
funds federal investment programs. Figure 4
shows trends in federal outlays for
investment as a share of GNP. Between 1980
and 1984, total federal outlays for investment
programs declined as a share of GNp. During
the 1980s, the federal share of GNP for public
investment was eclipsed both by federal
health spending and by net interest
payments on the debt.

Given the size of the deficit and the need to
reduce it, however, decisions on the future
levels of the deficit should be made
independently of decisions on the amount of

fInvestment tax credits (ITC) historically have constituted an
important dimension of federal economic policy and are under
discussion at this writing. Economists generally agree that a
time-limited ITC creates incentive to move investment forward and
hence should exert a positive short-term (stimulative) effect on the
economy'’s cyclical health. There is less agreement regarding the
long-term economic effects of an ITC.
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Changing Federal Policy to Increase
National Investment

federal spending for investment. It would be
unfortunate if, in the process of cutting the
deficit to increase private investment, the
government reduced effective federal
investment programs. Therefore, within an
overall fiscal policy emphasizing deficit
reduction, priorities should shift toward
well-chosen federal investment programs.
Although the rates of returns of these
programs are often difficult to measure,
investment programs are more likely to
improve long-term growth than many federal
consumption programs. As we point out in
our transition series report, Budget Issues
(GAO/OCG-93-1TR, Dec. 1992), containing
explosive health care costs is an essential
part of such a shift.
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Changing Federal Policy to Increase
National Investment

Figure 4: Outlays for Federal Investment, Health, and Net Interest (1962-91)
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Structuring the Budget to Emphasize

Investment

Recent trends in the investment share of the
budget are not the result of an explicit
strategy or set of national priorities. They
represent instead the accumulated results of
a large number of individual budget
decisions regarding dozens of programs. The
budget is currently not structured to
facilitate a shift in the composition of
spending between investment and
consumption.

Because the budget treats all expenditures
alike, it obscures the long-term investment
character of some federal activities. These
activities, unlike spending for current
consumption, produce assets that can
generate future benefits to the economy as a
whole. Differences between investraent and
consumption activities should be taken into
account in allocating federal resources.

Federal tax subsidies and regulations can
also promote federal investment goals. Tax
expenditures represent a major tool for
influencing economic activity and should be
considered in concert with investment
spending decisions. The present budget
process, however, does not encourage
decisionmakers to consider these other tools
along with spending decisions.
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Structuring the Budget to Emphasize
Investment

The creation of an investment category
within the overall unified budget would
provide a framework for developing,
displaying, and analyzing the information
needed for policymakers to consider the
investment effects of budget decisions. It
would also create a vehicle that could be
used to structure the process of making
decisions about the allocation of investment
resources. Tax expenditures supporting
investment could also be displayed within
such an investment category to provide a
more complete picture of federal resources
devoted to investment.

Establishing “investment” as a budget
category will raise definitional issues. Care
must be taken to prevent stretching the term
to cover a host of programs with only remote
effects on long-term economic growth. As
noted above, we apply the term investment
only to those initiatives, programs, or
activities that seem likely to increase the
productive capacity of the economy.
Innovations in technology, better education
and training, and improvements in
infrastructure all help to increase workers’
productivity, thereby raising the productive
capacity of the economy and permitting
continued improvement in our standard of
living.
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Structuring the Budget to Emphasize
Investment

This definition of investment differs from
those in traditional capital budgets. It
includes spending to improve human capital,
to support research and development, and to
fund some public physical capital. But it
excludes spending on noninvestment capital,
such as federal office buildings and weapons
systems. Such expenditures may improve the
efficiency of government agencies’
operations and create jobs in the short term
in particular regions of the country; but they
do not improve the long-term productive
capacity of the economy.
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Choosing Among Competing
Investments

Increasing the visibility of investment
programs in the budget is important to
attaining the larger objective of promoting
investment within limited federal resources.
This means choosing among competing
investment strategies and programs so that
federal resources can be used in ways that
will most effectively promote long-term
economic growth.

Ideally, policymakers would have access to
measures of relative rates of return from
federal investment programs as a basis for
deciding how to allocate resources.
However, such data are scarce. Additional
research is needed to develop more and
better information for estimating the
economic effects of various types of public
investment. A program found to have
minimal impact on private economic growth
can then be either evaluated against other
criteria or phased out in favor of other
strategies.

Although we know relatively little about the
economic impact of different investments, a
few well-considered questions may be
helpful in roughly assessing competing
investments’ relative worth.
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Choosing Among Competing
Investments

First, is it really an investment? In other
words, does it seem likely to increase the
economy’s long-term productive capacity?
Does the growth represent an addition to
total GDP or is it simply a shift from one
geographic region or economic sector to
another? What evidence supports this
investment’s link to economic growth?

Second, how good an investment is it? How
much growth might it generate, and over
what period of time? Does it address a
recognized national problem? How do the
potential benefits compare to the costs, and
is this investment the best, most
cost-effective approach to solving the
problem? Why hasn’t the private sector
already made this investment? Must other
actions be taken—or money spent—for this
investment to succeed?

Third, is the investment program well
designed? Does it employ the most effective
federal policy tools? What other policy
approaches are currently in place, and are
they duplicative or even conflicting? That is,
would a change in pricing, tax policy, or
regulation be more effective than federal
outlays? Is the program targeted to produce
maximum benefit? Is it designed to support
or leverage rather than replace private or
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Choosing Among Competing
Inveastments

state and local funds for this purpose? Does
the program include provisions to assess its
effectiveness?

Although considering these questions can
help focus decision-making, judgment rather
than well-documented data will in most
instances guide answers. Information on the
effects of specific investments on economic
growth is limited. Nonetheless, some data
are available to assist decisionmakers in
identifying attributes of investments.

R
Investing in The potential economic impact of
Infrastructure investments in infrastructure—such as

highways, bridges, airports, and water
systems—varies greatly. Evidence strongly
suggests that investment in certain types of
these projects produces long-term economic
returns as well as creates jobs in the shorter
term. However, to the extent that existing
infrastructure assets can be used more
efficiently, the need for new infrastructure
can be reduced.

Investment in transportation infrastructure
can create economic benefits by improving
mobility for people and goods. Our analysis
and that of the Congressional Budget Office
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Choosing Among Competing
Investments

(cB0)® suggest that maintenance work on
existing highways provides particularly
significant benefits because it postpones the
need for expensive highway reconstruction
at a relative.y modest cost. cBO has
estimated that maintenance work can earn a
30- to 40-percent rate of return.
Improvement and modernization of the
nation’s air traffic control system may also
have a positive economic impact.

But expanding and improving the nation’s
supply of transportation infrastructure is not
the only way to achieve federal investment
goals. Influencing demand can reduce
congestion by fostering more efficient use of
existing facilities at less cost to the
government. For example, a recent
Brookings Institution study’ observes that
congestion pricing for the use of roads and
airport runways could create approximately
$15 billion in annual net benefits by reducing
travel delays. More detailed information on
our nation’s transportation infrastructure I
appears in Transportation Issues
(GAO/OCG-93-14TR), another document in this
transition series.

*How Federal Spending for Infrastructure and Other Public
Investments Affects the Economy, CBO (July 1991).

"Clifford Winston and Barry Bosworth, “Public Infrastructure,”
Setting Domestic Priorities: What Can Government Do? ed. Henry J.
Aaron and Charles L. Schultze (Washington, D.C.: The Brookings
Institution, 1992).
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Investing in
Human Capital

Choosing Among Competing
Investments

An educated and well-trained population is
more productive and thereby enhances
national economic growth. Investments in
the productive capacity of people are
accomplished mainly through activities such
as education and training. Yet a significant
proportion of our population is not receiving
the education and training needed for full
participation in the economy. According to a
joint report of the Departments of Labor,
Education, and Commerce,? 66 percent of
employers consulted considered the
academic preparation of recent high school
students for the job market inadequate.

Returns from education and training—for
example, the ability to read and write—are
economic as well as social. However, the
link between federal education and training
programs and the nation’s economic
performance is difficult to quantify, as cBo
has noted. First, the relatively small federal
investment in human capital programs—as
compared with that of state, local, and
private entities—makes it hard to isolate the
effects of federal programs. Second, it is
often difficult to separate the contribution of
federal programs from that of important
socioeconomic and demographic factors that
may also affect participants’ behavior.

8Building a Quality Workforce, U.S. Departments of Labor,
Education, and Commerce (July 1988).
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Choosing Among Competing
Investments

Despite the difficulty of quantifying
programs’ effects, particular programs have
produced some encouraging results. For
example, CBO cites a study finding that the
Job Corps program appears to have been a
good investment.? For an investment of about
$10,000 in the average participant, society
obtained a stream of benefits worth almost
$15,000. Recent research has also
demonstrated that education and training
programs for welfare recipients can increase
earnings and reduce dependency. An
ongoing study of the effects of the Job
Training and Partnership Act provides some
evidence that the program has a positive
impact on adult earnings.'

Thus, the technical difficulties of measuring
their effects should not exclude human
capital programs from a federal investment
strategy. Performance measures are
currently incorporated into the Job Training
Partnership Act (JTPA) programs and are
being developed for the Job Opportunities
and Basic Skills (JoBs) Training program.
Such measures can provide important

Evaluation of the Economic Impact of the Job Corps Program:
Third Follow-Up Report, Mathematica Policy Research Inc.,
(Washington, D.C.: Mathematica, Sept. 1982), cited in How Federal
Spending for Infrastructure and Other Public Investments Affects
the Economy, CBO (July 1991).

19The National JTPA Study: Title IIA Impacts on Earnings and
Employment at 18 Months, Abt Associates, Inc. (May 1992).
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Choosing Among Competing
Investments

feedback to federal, state, and local
policymakers and managers as they
endeavor to craft and implement the most
cost-effective human capital investment
programs possible. Some of these measures
are discussed in our transition series report,
Labor Issues (GAO/OCG-93-19TR).

Additionally, research on the effects of
education and training on participants—such
as is currently being conducted in the JoBs
program—could provide information for
determining the long-term relationship
between economic gains for participants and
for the nation.

In these ways, we can improve our ability to
make the most of current haman capital
programs and to determine how future
education and training policies can best
enhance productivity.

Investing in
Research and
Development

Research and development (r&D) contributes
to long-term growth by promoting
innovations in technology and work
processes. However, as for human capital
initiatives, techniques for predicting the
economic returns of specific r&D
investments are not well developed. Here
again, lack of specific data should not

Page 26 GAO/OCG-93-2TR Investment




Choosing Among Competing
Investments

exclude R&D programs from consideration as
investment programs.

Unlike many of its trading partners, the
United States has generally not invested in
R&D to support civilian industrial technology.
For example, in 1987, only 0.2 percent of all
R&D spending in the United States was for
civilian industrial technology, as compared
with 15.3 percent in Germany.!! Similarly,
federal r&D spending has been oriented
towards agencies’ specific mission-related
goals, primarily in the areas of defense,
energy, and health. Consequently, the
contributions of federal R&D programs to
economic growth have generally not been
assessed.

As the nation reduces the share of R&D
spending for defense, it may lose some of the
civilian spin-off benefits that it realized from
these expenditures. This raises the question
of whether and how federal spending should
be redirected to provide other means of
encouraging R&D that promotes economic
growth.

Linda R. Cohen and Roger G. Noll, “Research and Development,”
Setting Domestic Priorities: What Can Government Do? ed. Henry J.
Aaron and Charles L. Schultze (Washington, D.C.: The Brookings
Institution, 1992).
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Choosing Among Competing
Investments

As federal R&D strategies are developed,
however, close attention to their design will
be needed. In one study, for example, we
found that programs to transfer advanced
technology to small manufacturers were not
aligned with the needs of the manufacturers.
Instead of laboratory-based technology—like
the computer-based manufacturing systems
provided by the programs—these small
manufacturers needed proven technology to
solve routine production problems.!?

In another study, we found that the research
and experimentation tax credit, which cost
over $7 billion in foregone revenue,
stimulated research and development worth
only $1 billion to $2.5 billion, in part because
a poorly designed incentive structure
reduced the subsidy for firms that increased
their r&D spending.!®

Technology Transfer: Federal Efforts to Enhance the
Competitiveness of Small Manufacturers (GAO/RCED-92-30, Nov.
22, 1991).

BTax Policy and Administration: The Research Tax Credit Has
Stimulated Some Additional Research Spending (GA0/GGD-89-114,

Bept. B, 1089). In 1989, the Congress enacted changes that probably
improved the program's effectiveness.
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Conclusion

The nation’s long-term economic future
depends in large part upon decisions made
today. The federal government needs to
focus on the impact of current decisions on
the long-term economic health of the
country. Failure to reverse recent trends in
investment will doom future generations to a
stagnating standard of living and damage
U.S. competitiveness and influence in the
world. In fact, we are today already paying
this price.

Current federal policy not only fails to
promote long-term investment but also
violates the maxim to “do no harm,” as the
deficit absorbs private savings needed to
improve long-term growth. Therefore,
starting to reduce the deficit is essential to
future economic growth. Within this overall
fiscal policy constraint, well-chosen public
investments can also play an important role.
Reining in federal consumption spending,
particularly for health care, is essential both
to reduce the deficit and to shift priorities
within the budget toward investment.

New public investment strategies and
programs should be scrutinized carefully lest
public investment become a new catchword
to justify the claims of programs with only
tangential long-term economic benefits.
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Conclusion

Moreover, policymakers should consider
other tools besides spending, such as pricing
or regulation, that may achieve federal
investment goals more cost-effectively.

In the last decade of the 20th century, the

U.S. government must accept accountability

for the long-term impact of its decisions.

Only if we focus on the future can we

provide an ever-improving standard of living N o
for future generations. | c r
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Foreign Economic Assistance Issues
(GAO/OCG-93-25TR).

Page 34 GAO/OCG-93-2TR Investment
*UJ,5.G6.P.0.:1993-336-740

et
v o

ok,




Transition Series

Foreign Affairs Issues (GAO/OCG-93-26TR).

NASA Issues (GAO/OCG-93-27TR).

General Services Issues (GAO/OCG-93-28TR).
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