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Capital Budgeting and Its Impact on Operating Budgets


Capital budgeting is the procedure followed when recommending the purchase of capital assets. It involves justifying the purchases for economic reasons or otherwise and integrating the purchases into a larger master budget. This process can undoubtedly have a major impact on the operational budget of an organization since the cost of maintenance and staffing needed for the new capital assets will fall into the operational category. This paper will analyze the extent to which capital budgets affect operational budgets by referencing textbooks, actual capital budgets, and professional opinion. (Finkler, 2005)


Capital assets are long-term acquisitions that have an impact both on the capital improvement budget as well as the operational budget of the organizations that decide to purchase them (Finkler, 2005). Capital budgets are prepared separately from the organization’s master budget but are added as a component of that budget (Finkler, 2005). Operating budgets include costs expected during the upcoming year (Finkler, 2005). A large portion of most operating budgets is set aside for personnel expenses, and because of this, acquiring additional capital expenses can have a very large influence on the operating budget (O’Shea, 2007). As S. O’Shea explained in our February 28th class, capital budgets (which are approved for one fiscal year) overlap with operating budgets (also approved for one FY) as well as capital improvement budgets (which are a long-range plan, usually spanning about five years). 


For instance, suppose hospital has a growing number of patients. The administrators provide the money for a new hospital wing to be built in their capital improvement budget. This expansion project may cost fifty million dollars but there will be continued expenses for years to come. The hospital will then have to pay additional salaries for new doctors, and nurses as well as salaries for custodians, administrators, and additional help such as nurses aides. Additional operating costs would also include utilities, medicines, medical supplies, etc. Therefore, all the new operating costs must automatically be deducted from the hospital’s master budget before any other improvements and/or new programs are even considered in future years. 


In the Hartford County Public School District, the operating expenses are increased as the number of pupils grows. The school has a separate construction fund situations for when a school must be expanded and recognizes that this has an impact on the Operating Budget. In order to adequately prepare for this effect, the Executive Directors of the school district come together to predict the staff expansion needs. The board of education bases staffing needs on enrollment projections, state rated capacities and the availability of operating funds. Also, the Director of Facilities and the Assistant Superintendent of Operations calculate the projected building maintenance needs. Custodial needs are determined largely by square footage.  (HCPS, 2007)


Luckily, the county of Hartford keeps operating costs down by focusing mostly on capital improvement budgets that concentrate on maintenance of existing facilities rather than the construction of new buildings. Also, when the county does open a new school, they have supplemental budget allocations provided by their Board of Education. This money is set aside for new textbooks, library materials, and other classroom supplies. The Hartford Public School District analyzes the impact of any new construction or renovation projects annually. From there, money is allocated during the budgeting process. (HCPS, 2007)


The State of Pennsylvania’s 2004-2005 Capital Budget Program summary also provides information on the impact their capital budget will have on their operating budget. In fact, almost every capital budget item includes a statement regarding the effect of the program on operating expenses. For the state of Pennsylvania, much like the Hartford County Public School District, most capital projects will have little or no effect on operating costs because many involve only restoration or substitution of preexisting facilities. (PA, 2004)


However, when a very large, long-term project is undertaken by the state that is expected to have a significant effect on the operating budget, that effect is enumerated. The total change in operating costs will also be calculated when there is a new construction project that will significantly increase the capital asset base. In these situations, the State of Pennsylvania will submit these calculations when the project is up for approval. This provides the administrators with enough information to make an educated decision when deciding whether or not to approve the program. Then, after the capital project is completed, a more accurate figure is calculated and used to recommend the operating budget in the future. (PA, 2004)

The city of Dover also takes the time to carefully analyze the impact that capital investments have on their operating budget. For Fiscal Year 2007, the city’s capital budget was funded primarily by the operating budget and secondarily by reserve funds. Some of the city’s capital investments are paid for by general obligation and revenue bonds. The primary impact this has on their operating budget is the payment of debt service. The debt service resulting from Fiscal Year 2006 is $4.2 million and other costs such as utilities, maintenance, and staffing can be added to that amount. However, on a more positive note, the City of Dover has found that operational efficiencies can be increased enough by some capital projects that they actually decrease costs in the operating budget. (Dover, 2007)

After reviewing our text, current capital budgets as well as professional opinion, is clear that while capital budgeting has a very real impact on operating budgets, organizations can adequately prepare for that impact. In order to adequately prepare for the future costs associated with present-day capital acquisitions, organizations must require those requesting capital budget money to project and explain any future operating costs associated with the purchase in their budget request. From there, a decision can be made about whether or not to approve the capital budget.
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