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The limitations of budget-to-actual
COMparisons

After studying this chapter you should wundevstand: ¢

The key purposes of budgets How budgets enhance conrtrol

The means by which governments
incorporate budgets into their accounting
systems

The need for more than one type of budget
The various ways of classifying expenditures

The benefits of performance budgets How an encumbrance system prevents

The key phases of the budget cycle

Why budgets are generally prepared ona
cash basis

overspending

The circumstances under which budgetary
and encumbrance entries are most beneficial
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Budgets are to governments and not-for-profits what the sun is to the solar system.

Trying to understand government and not-for-profit accounting without recognizing
the centricity of the budget would be like trying to comprehend the earth’s seasons
while ignoring the sun. As emphasized in Chapter 1, and incorporated into generally
accepted accounting principles, budgets are the key ﬁnan’cial instruments:

Budgeting is an essental elemeat of the financial planning, control, and evaluation
processes of governments. Every governmental unit should prepare a comprehensive
budget covering all governmental, proprietary, and ﬁducmry ﬁmds for each annual (or,
in some states, biennial) ﬁscal period.} :

Governments and not»«for profits are dismplmed mainly by their budgets, not by

the competitive marketplace. With few exceptions, governments reflect all sxgmﬁcant
" decisions—whether political or managenalm—m their budgets. As also pomted out in .

Chapter 1, a key ob;ecuve of financial accounting and reporting is ensuring that an

entlty obtams and uses its resources in accordance with its budget Budgeting exerts a

major influence on accounting and: Teporting: principles and practices.
The main purpose of this chapter is to provide an. overview.of budgets-and. the

- budgeting process, and. thereby establish a basis for appreciating the relationship:

between budgeting and accounting: The first-part of this chapter discusses:functions

of budgets, the different types of budgets, schemes of account classification, budgeting. . ...

- cycles, budgetary bases;.and the significance of budget-to-acmal comparisons. The

second part shows how governments (and, to a lesser extent, other not-for- profits)’

promote budgetary compliance by mtegraung the budget into their accounting
systerns. They.do this pnmarﬂy by preparing journal entries to record both the budget
and the goods and services that have been ordered but not yet received.

. Although this chapter will describe budgetary procedures and related accounting
practices mainly in the context of governments, most of the points can. properly

be extended to all not-for-profits. For exaruple, whereas the legislatures of gov- -

ernments appropriate (a term reserved for governments) funds for expenditure, the
boards of directors or trustees of private-sector not-for-profits authorize or approve
outlays—performing essentially the same function. However, the budgets of gov-
ernrnents have the force of law, and officials may be subject to severe penalties for
‘violating them. To prevent overspending, governments are required to institute cex-
tain accounting controls—such as integrating both the budget and purchase orders
into their accounting systems— that are optional for not-for-profits.

HAT ARE THE KEY PURPOSES OF BUDGETS?

ooooo L LR e L AL e

Budgets are intended to carry out at least three broad functions:

o Planning. In a broad sense, planning comprises programming (determining
the activities that the endty will undertake), resource acquisition, and resource
aljocation. Planning is concerned with specifying the type, quantity, and quality
of services that will be provided to constituents; estimating service costs; and

determining how topay for the services.

s Controlling and administering. Budgets help ensure that resources are
obtained and expended as plenmed. Managers use budgets to monitor
resource flows and point to the need for operational adjusunents. Legislative

INCGA Statement }, Governmental Accounting and Financial Reporting Principles, para. 77, 1979

-----
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bodies—such as city councils or boards of trustees—use budgets to impose

spending authority over executives. (such as city managers or executive

directors), who in’ tarn use them o 1mpose authorzty over thexr subordinates
i (suchas department heads). A

°: Reporting. .and evaiuatmg Budgets Jay the. foumdauon for. end- of—perlod
" Treports and evaluations. Bu&get»to -actual comparisons reveal whether revenue
and spending mandates Were carried out:-More- important, when tied to an
organization’s. ob]ectwes budgets cans facﬂztate assessimients of efficiency and
" ;‘_effcctlveness T : L i

Vv 1S ORE THAN ONE TYPE OF BUDGET NECESSARY?

f----i---p
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The benefits of the budgetary process cannot be fully achieved by 2 single budget
or type of budget. A well-managed government or not-for-profit—just like a well-
managed business-—should prepare budgets for varying penods of time from multiple
perspectives. These include:

Appropriation budgets, which are 'Coricer'ned' mainly with current opérating
revenues and expenditures :

> Capital budgets whlch focus on the acquisition and construction of long-term
. assets -

* - Flexible budgetf which relate costs to outputs and are thereby 1ntended to help
control costs, especially those of busmess»type activites

In addition, many governments anci not-for- proﬁts prepare perfonnance budgets
3 (dlscussed later in this chapter). :

APPROP RI&TK@N A government’s curvent or operating budget covers its general fund. The operating
BUDGETS - budget is almost always an appropriation budget—one incorporating the legisla-
tvely granted expenditure atthority, along with’tHe related estimates of revenue. In
most jurisdictions the operating budget must, by law, be balanced. For example, in

budget each year for the general fund, debt service fund, special revenue funds, internal
service funds, and proprietary funds. Public attendon focusés on the appropriation
budget because it determines the amount of taxes and other; revenues that must be
generated to cover expenditures. Owing to the importance of ; propnatlon budgets
and the influence they have had vpon the establishment of accounting pnnc1ples and
 practices, this chapter directs attention mainly-to this type of budget.- : 2
Governments may require that approprxamon budgets also be developed and
‘L approved for special revenue, debt service, or capital project funds, in addition to
‘the general fund. However, such budgets may be unnecessary if a government has
established adequate controls over: spending by other means: For example, by accepting
-a federal grant and creating a special revenue fund to. account for it, the government
i paomay implicitly approve expenditure of the grant resources. Similarly, by issuing bonds,
| st may. authorize spending for. specified capital.projects.. Still, principles of sound
’ - ” management dictaté that a nonappropriation-budget—a financial plan not subject

accordance with state law and the city charter, Houston city council adopts a balenéed - 4
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to appropriation—be prepared each year for such funds and organizational units.
Budgets of some type are almost always necessary if activities are to be effectively
planned, controlled, and evaluated.

Although the accounting cycle is traditionally one year, the budgeting process com- CAPITAL
monly extends for a considerably longer period. The needs of an organization’s - BUDGETS
constituents must be forecast and planned for years in advance.

A capital budget, in contrast to an appropriation budget, typically covers multiple
years, often as many as five. It concentrates on the constraction and acquisidon .of «
long-lived assets such as land, buildings, roads, bridges, and major items of equipment.
These assets can be expected to last for many years. Therefore, in the interest of .
interperiod equity, they will generally be financed with long-term debr rather than
taxes of a single year. The capital budget is, in essence, a plan setting forth when
specific capital assets will be acquired and how they will be financed.

Capital budgets are closely tied to operating budgets: Bach year a government
must include current-year capital :spending in its operating budget. If the capital
projects are financed with debt, however, the capital expenditures will be offset with
bond proceeds and will not affect the. operating budget’s surplus or deficit.

Legislators are sometimes more :extravagant with capital thar with operating
resources. Capital projects, they reason, can be financed with debt rather than taxes,
and thus will not affect the surplus or deficit of the general fund, the budget o_f
which must be balanced. Their error is in failing to take into account the additional
operating costs associated with new long-term assets. Roads must be repaired, buildings
maintained, and equipment tuned up. Further, in future years the debt must be serviced
with interest and principal payments made from operating resources.

2

Enterprise funds, which account for business-type activities, are generally not subject FLEXIBLE
to the same statutory budget requirements as governmental funds. Nevertheless, bud- - BUDGETS
gets are as important to enterprise funds as they are to businesses and governmental

funds. As a rule, governments should prepare the same types of budgets for enterprise

funds as would a private enterprise carrying out similar activides. For certain, they

should prepare a series of flexible budgets, each of which contains alternative budget

estimates based on varying levels of output. Unlike fixed budgets, flexible bud-

gets capture the behavior of costs, disdnguishing fixed and variable amounts. Fixed

budgets may be appropriate for governmental funds in. which the expenditures and

level of activity are:preestablished by legislative authorization. Flexible budgets are

especially suited to enterprise funds in which the level cf activity depends on custorner

demand.

-------------------------------------------------------------------------------------------------------------------------

i
How financial data are. presente:d affects how they are used. Therefore, accountants,
public administrators, political scientists, and‘economists have directed considerable
attention to the form and content of bﬁdgets. They are aware that the way the budget
is prepared and presented can significantly affect the allocation of resources among
organizations, programs, and activites.
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EXPENDITURES . . The Governmental Accounting Standards Board (GASB) advises that “multiple classi-
' fication of governmental expenditure data isimportant from both internal and external
_ management control and accountability standpoints” as it “facilitates the aggregation
~ and analysis of data in-different-ways for different purposes and:in manners that cross
fund and orgamzat{onal lmes ? Suggested cIassxﬁcauons mciude

| _ I°" By' ﬁmd———such as the generai fund, spec;.al revenue funds, and debt service funds

By, orgamzatzoml umit—such as the police: department the ﬁre department, the

S ity counczi and-the finance/office. - .0 R ‘

e By ﬁmmon or program (3 group of activities earr1ed sout with the same
' objecuve)m—-such as general g government public safety, sanitation, and recreation

. By activity (line,of work contnbutmg toa function or program) ---such as highway
patrol burglary investigations, vice patrol. -

By character (the fiscal period they are presumed to benefit)—such as “current
expenditures,” which benefit the current penod capxtal outlays,” which benefit
the current and future periods; and “debt service,” which benefits prior, current,
and future periods

By object classification (the types of items purchased or the services obtamed)w—
 such as salaries, fringe benefits, travel, and repairs®

o

REVENUES - In contrast to expenditures, revenues present less significant issues of classification.
Most revenues are not designated for specific purposes (or, if they are, they are
;- reported in separate funds); theréfore, their classification is relatively straightforward.
+ The GASB recommends that, in-fund statements, revenues be classified first by fund
(i.e., the columns on a statement of revenues and expenditures) and then by source
{i.e., the rows). Suggested INajor revenue source ClaSS.lﬁCathIlS include:

o Taxes

¢ Licenses and permits

* Intergovernmental révenues
¢ Charges for services

* Fines and forfeits’

Most governments divide these classifications into numerous subclassxﬁcanons——such
as property taxes, sales taxes, and hotel taxes. : o

HY ARE PERFORMANCE BUDGETS NECESSARY?

: The traditonal, and- most commoniy prepared budget is referred to as an object

- classification budget because it'is characterized by the expenditure classification that

-categorizes ‘objects—suchs the type of goods or services to'be acquired. Table 3-1
¢+ llustrates an excerpt of this type.of budget for one department.- -

~ .« Theprimarywvirtue of an:object-classification budget is:that it facilitates control.

The managers who'prepare the budget, and the legislators who pass it, establish rigid

INCGA. Statermnent 1, Governmental Accounting and Financial Reporting Principles, para. 111, 1979,
SNCGA Sratement 1, Governmental Accounting and Financial Reparting Principles, para. 110, 1979,

r—
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STABLE 3= 1

Houswn Pnblxc Lib! ary—

Excerpt fmm an Ob]ect Cla551ﬁcatmn Budget

Expenditure Summary—General Fand

Commit S \ FY 2008 ¥Y 2009 «FY 2000 FY 2010
Item Description » Actual Current Budget ' Estimate - Budget
500010 Salary Base Pay-—Civilian - $15,467,500 $18,739,240 517,519,225  $19,351,703
500030  Salary Part Time-— Civilian ' 1,051,447 - 1,153,005 . 1,049,981 1,008,427
500060 - Overtime—Civilian . 103,034 250,287 252,794 © 51,666
500090  Premium Pay— Civilian o 109,588 211,369 197,108 0
500110 - Bilingual Pay—— Civilian 63,326 62,655 63,517 2,712
500210  Pay for Performance—Municipal =~ . ° o0 0 0 218,679
501070  Pension—Civilian © 2,395,682 2,819,477 2,604,771 2,844,709
501120 Termination Pay— Civilian 140,400 183,209 117,252 183,209
501160  Vehicle Allowance-— Civilian 12,649 16,864 12,471 12,616
502010  FICA— Civilian 1,239,748 1,577,288 1,424,649 1,559,045
503010 . Health Ins—Act Civilian 2,107,711 2,718,117 2,478,680 2,822,223
503015 Basic Life Insurance-—Active Civilian 19,220 26,007 20,531 11,026
503050  Health/Life Insurance—Retiree Civilian 0 1,000 1,600 1,000
503060  Long Term Disability—Civilian 60,807 45,222 42,545 - 43,677
503090  Workers Compensation— Civilian-Admin 109,416 . 109,723 127,399 118,053
503100  Workers Compensation——Civilian~Claim 74,650 28,750 23,000 3,000
504030  Unemployment Claims 6,928 18,210 10,726 17,983

‘ Total Personnel Services $22,962,106 $27,960,423 $25,945,649 $28,249,728
511045  Computer Supplies E 181,444 71,150 71,150 69,847
511050  Paper & Printing Supplies 46,475 48,912 58,562 38,562
511055  Publications & Printed Materials 1,739 12,553 11,500 5,000
511060  Postage 10,797 v 22,227 19,250 12,000
511070  Miscellaneous Ofﬁce Supplies 140,969 159,525 144,303 91,177
§11075  Library Circulation Supplies 33,5988 45,000 60,000 45,000
511095 Small Technical & Scientific Ec;mpment 9,324 - 2,000 2,000 0
511110 Fuel 36,298 42,000 42,000 42,000
511115 Vehicle Repa1r & Maintenance Supphes 0 5,200 5,200 5,200
511120 Clothing , 5,563 16,700 16,700 0
511145 Small Tools & Minor Equipment 616 1,400 ‘ 0 1,200
511150  Miscellaneous Parts & Supplies 17,159 20,527 14,173 12,000

T'otal Supplies § 484,272 $ 447,194 $ 444,838 $ 321,986

spending mandates and thereby direct, in detail, how every dollar should be spent. But
this strength may also be a shortcoming:

* By expediting. control, an object classification: bodget discourages planning. It
encourages top-level decision makers to focus on specific line items rather than on
overall eqtity objectives, strategies, and mneasurable performance targets. Thus,
for example, the officials of a school district may focus on the need for increased
appropriations for salaries, fuel, supplies, and food:while failing to consider-how
the additional outlays will affect the school’s primary educational mission.

* It promotes bottom-up rather than-top-down budgeting, with each unit pre-
senting its fiscal requirements for approval in the absence of coordinated sets of
goals and strategies.

* It overwhelms top-level decision makers with details. As a consequence, the
decision makers are induced to take budgetary shortcuts——such as increasing all
.expenditures by a fixed percentage.




B s b

92

“Cuaprer 3 / Issurs or Bupesrivg anp ConrroL

° By failing to relate specific mputs (factors used to provide goods and services) to

outputs (units of service) or outcomes (accomplishments in terms of organizational

objectives), it limits post—budget evaluation to whether spending mandates were
,observed. - o

" -""Omng to these deﬁmencms many .. governments and notwformproﬁts have adopted
-"_perfmmance budgets inn place of, or-as a supplement: to, object ‘classification bud-

gets. Performance budgets focusion measurable units of efforts, services, and accom-

- “plishments.: Tliey ‘aré formulated- so that dollar expenditures are directly associated

with amzc:pated units of outputs.or outcomes.. Comprehensive performance budgeting

... systemsrequife managers to specify objectives, consider alternative means of achieving
... them, establish workload indicators, and perform: cost-benefit analyses.

To be sure; other sound managerial approachescan overcome the limitations

_ of ob}ect classification: budgeting.Performance budgets, however, institutionalize
‘effective decision processes and help-ensure that they are carried out.

" The most commen type of performance budgets are program bhudgets, whereby
resources and results are identified with programs rather than traditional organizational
units, and expenditures are typically categorized by activity rather than by object.

Table 3-2 illustrates an excerpt from a program budget. Program budgeting is
discussed in detail in Chapter 15.

REGIONAL TRANSPORTATION PLANNING-—
. 'The goalof Regional Transportation Planning is to bene- o .
.. fit taxpayers of the City by .taking advantage of available : ‘ ‘
+ - public and private sector fanding for transportation initia- . '
tives and to assure that the City’s tax dollars are spent on FY 2008 FY 2009 FY 2010

projects that provide benefit to residents. . Actoal .. Approved Proposed
Expenditures ' $181,095 . -$349,201 $284,163
FIE's 1.6 : 21 ;. 21

# of grants secured by Traasit Services 6 L A e
$ of grant revenues secured by T'ransit Services $4,180,000 $4,200,000 $3,040,000"

% of Transit Services expenditures funded by grants ' 35% 45%.; . 76%

ALTERNATIVE TRANSPORTATION PROMOTION &
PLAN REVIEW.--The goal of Alternative Transportation
Promotion and Plan Review is to administer City employee,

City resident, and pnvate employer incentive programs
and ensure that all major development projects include
Transportatmn Management Plans (TMP) for alternative

- transportatiom:in order to decrease congestmn and xmprove

air quality. ¥ S A

Expenditures- <« oo 81,254,546 ¢ - $901,211 $938,841
FTEs . . . D TR ¥ S 49

# of City employees receiving transit beneﬁt o © 230 215 261
Cost per transit benefit provided - ‘ .. $58.60 $80.00 $61.00

% of Clty workforce that participates in transzt beneﬁt prog1 am | 6.1% 4.2% . 9.8%
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’ HAT ARE THE KEY PHASES FOR THE BUDGET CYCLE?

-----------------------------------------------------------------------------------------------------------------------

Budgeting practicés in neither governments nor not-for-profits are standardized; they -
differ from entity to entity. However, irrespective of whether the budget is of object
‘classification or performance. type, in most organizations budgeting is a continuous,
four-phase process:

= Preparation ,
* Legislatve adopmon and executive approval
¢ Execution

* Reporting and auditing

Budgets are most commonly prepdred by an organization’s-executive. branch (e.g.; the. -PREPARATION
office of the mayor or executive director) and submitted to the legislative branch (e.gjav ..o - :
city council or board of trustees) for approval. In some jurisdictions, particularly states,
the Ieg*;slature may either prepare its own budget (a legislative budgetas opposed toan « - ..
executive budget) or join with the executive.branch in-developing a-commonbudget. . =+

Budgeting generally necessitates flows of policies and information to.and:-fromafl
parties involved in the budgetary process. Legislators, for example, will apprise the
executive branch-as to what they think is politically feasible for revenue measures.
Department heads will inform the legislative or executive budget committees as to
what they see as their requirements. The committees, in turn, will develop guidelines
for funding priorites and establish ranges of funding increases and cuts.

' The preparation of a.-budget requires both forecasts and estimates. Relatvely few
types of revemies can be determined accurately in advance of the budget period. These
types are limited mainly to those that are contractually established (e.g., from lease
agreements), have been previously promised (e.g:, grants from other governments),

- or are set by law and affect a known number of ‘parties (e.g., property taxes and
special assessments). Most, however, depend on factors that are largely outside the
govemments control. Most types of tax revenues, for example, are influenced by
economic conditions; revenues from fines and fees are affected by the predilections of
the citizenty.

Some expenditures:are fixed by legislative. action.or can be determined accurately.
Examples -of ‘these. types -of expenditures-includersalaries of key officials  (assuming
no turnover), grants to other organizations; acquisitions of equipment, payments of

-~ interest, and-repaymentsiof-debt: Others; however; are affected by acts.of God or
man. Snow removal;parades-for.championship:sports teams; epair of equxpment and
purchases of fuel are some examples. of nnpredlctable expendmlres

The literature of public budgeting is replete with descriptions of forecasting

- models and techniques.- However, ‘these models or techniques are no better than
the underlying assumptions and the legislative constraints faced by the -officials,
who have tried to balance their*current budgets through various.means (sé¢ “In

- Practice: Budgeting and Legislative Constraints”). Additionally, as might be expected,

.- and exacerbated to a certain degree by the cufrent economic crisis, the differences
between actual results and budgetary estimates canbe substantial (see “In Practice:
Misestimating; ] Revenues and Expendmlres”)

Significarit errors in budget estimates, 1rrespectwe of direction or cause;‘thwart

~the pohtlcal process and may lead to a dlstnbuuon of resources that nusrepresent what
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The 20092010 California budget recently faced a massive budget. crisis as state - BUDGETING AND

revenues fell short of projected spending by approximately $22 billion. Since the: [EgISLATIVE

budget was passed in early February, a WEakemng economy had caused tax revenues “CoNSTRAINTS

to decline but.increased demiand. for social services. Cahforma Governor Arnold - -

Schwarzenegger proposed a numbér of cats to local programs to reduce the budget

S gap. Thege proposals included reducmg school funding by -$5.3 billion, borrowing .

'$2 billion from’ local property tixes:and taking $750 millipn from gas tax revenues - -+
to pay debt- service ‘on bonds* for states hlghways (Tbe Bond: Buyer My 29, 2009):
These pr Oposals amagomzed city a and local governments who were also facing their * ...
own budget crisis. Los Angeles; California’s biggest city, had 2 budget gap of $5 30 -0
million, which the ity planned on reducmg throughsocial program cuts and public~ -

- employee compensation reductions. If Gov. Schwarzenegger’s proposal to borrow
from local property taxes had gone through, it would havée reduced L.A.’s revenue by

2} %68 million;Foney the city could not afford to give up. According to the New York

: szes Uuly 5, 2009), after much debate, the budget was approved in July 2009.

was cut by $15 billion and the remainder of the deficit was filled with

m local governments and one-time accounting maneuvers. Although

) id originally allocated $4.7 billion from local governments, in the end

the state only b :

orrowed $2 billion.

was expressed by voters through their elected representamves At the very least, as
*“suggested by “In Practice: Budgeting and Legislative Constraitits,” they can make for
+ colorful political contretemps. Insofar as budgets are used by investors'or creditors,
- they may contribute to misguided fiscal decisions and misallocation of resources.

CLEGISLATIVE - When the budget is presented to a legislature for conmderat::on it is typically turned
ADOPTION AND over to one or more committees for review. In some*legislatures—such as the
EXECUTIVE. U.S. Congress—the comumittees that act on revenues.are separate from those that
A?PR@V AL recommend expenditures..Moreover, the committees authorizing new programs may

revise their proposals as it deens appropriate.
Up{)n agreeing to the budget, s legistature officially a

be different from those determining the amount to be spent on them. The committees
typically make recommendations to the legislature as a whole the 1eg1313mre rnay:;_' -

pts it by enactmg an %

appropriation measure authorizing expenditures: Legzslaturesldxffer in the degree of .

control that they exért over the details of appropriations. Som :"**appropnate Tump sums
to departments or programs, giving the. executive branch the Hembﬂlty to allocate
the resources among the various object classifications. Others go further, specifying"
» not only the departments or programs, but also. the object classifications on which
: authorized funds can be expended. Then; any Subsequent shifts-from one classification
“toranother require leglsiative approval. -
- Property-taxes are commonly Jevied (authonzed by the legxslature) annually Most
other revenues—such asincome and-sales taxes—are not. authonzed each year unless
- thereis to be a (:hange in-ratés.or other prov151ons :

B

EXECUTION .. . The budget is executed (carried out) by an orgam:fatlon s-executive branch. In some
' T jurisdictions, expenditures are 3551g11ed particular months or quarters by allotments
: or apportioniments. Both allotments‘and apportionments are periodic allocations of
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Gloucester Township in Camden County, New Jersey provides an illustration
of how a sinking economy can affect even a small town’s fiscal condition. The
township has a budget of $45 million. According to the New York Times (May 3,

municipal property nine months into the fiscal year and the police union was
granted retroactive pay increases of 3.5 percent annually that must be paid from the

current budget. There has been a decrease in constructon permit fees by $165,000,

dwindling supply of cash, the town’s Finance Board approved a tax increase that was

governments has sparked a renewed interest in their possible consolidation.

2009), a developer recently canceled a $1.8/million contract for the. purchase of -

" MISESTIMATING
REVENUES AND
EXPENDITURES

and $500,000 of a special state aid payment wis not renewed: To counteract the -

$3.1 million more than the state’s 4 percent limit, increasing taxes on‘the typical -
Gloucester home by $240 this year. The dire financial status of New Jersey’s local.

funds to departments or agencies, usually made by the chief executive’s office, to
ensure that an entire year’s appropriation is-not dissipated eatlyin the period covered
by the budget. They also prevent a department or agency from-spending resources that
may not be available in the event that actual revenues falt short of budgeted revenues.

As shall be discussed later in this chapter, governments integrate their budgets - - .
into their accounting systerns. In that way they are able to monitor continually how

revenues and expenditures to date compare with the amounts that have been estimated
or authorized. Moreover, to enhance control and facilitate end-of-period budget-to-
actual comparisons, they use the same account structure for their budgets as for their
actual revenues and expenditures.

. Governinents, like businesses, should issue interim financial statements to report
on their progress in executing their budgets. Per GASB standards:

Appropriate jnterim budgetary reports should be prepared during the fiscal period to
facilitate management control and legislative oversight of governmental fund financial
operations. Such reports are important to both revenue and expenditure control processes
and to facilitate timely planning and budgetary revisions.*

To complete the budget cycle, information on how the budget was executed must
be provided to the-analysts and governing: officials who must prepare  and adopt
- the subsequent budget: ‘At 2 minimum; both governments and not-for-profits should
include in theirannual financial statements or.supplementary reports budget-to-actual
- comparisons for . eachof -the. funds: for :which: they ‘have -adopted. budgets. These
‘comparisons will be discussed-later incthis ¢hapter. © .~ . © . - -
Performance budgets, unlike traditional object classification budgets, create the
basis for evaluating and auditing organizational efficiency and effectiveness. These
_ budgets specify anticipated outputs or outcomes in a-quantifiable, measureable form.
They thereby provide auditors (both internal and mndependent) with objective bench-
marks by which to gauge organizational accomplishments and to compare them with

REPORTING AND
AUDITING

budgetary expectations. By assessing performance, instead of mere compliance with -

.. budgetary spending mandates, auditors can transform the audit from what adminis-
trators may perceive as an annoyance into an essential element of the management
process. Performance audits are addressed in Chapter 16.

NCGA Statement 1, Governmental Accounting and Financiel Reporting Principles, para. 93, 1979.
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IN WHAT BASIS OF ACCOUNTING . .~
E BUDGETS PREPARED?

-00'--a-v--u‘l'.oo‘c.bloo!..cal'. oooooo B A T .-o----hnc--e--...--op---onlcn chssarosnassssecanaae assnn

Despm: the- 1mp01’tance of budgets and the' mﬂuence of -budgeting on financial
_reporting, both the GASB. and, the Financial Accountmg Standards Board (FASB)
. establish geperally accepted przncnples only for.fmancial. reporting,.not for budgeting.
Budgetary principles are.gstablishedeither byi mdmduai governiments or organizations
“or by the govéfnments or. orgammuons that. supervise:them (gig., states may establish
».,. the principles. for their cities; towns, and. d:str;cts, nauonal associations may establish
prme:ipies for their 1ocal chapters)

~Although' it lacks " the “authority to | estabhsh standards for budgetmg, the
- GASB nevertheless recomrinends that governments prepare their annual budgets
~ for governmental funds on the thodified accrual basis—the same basis they are
required to use for reporting on the governmental funds in their external financial
 statements.’ ‘

The modified acerual basis does not allow for balance sheet recognition of long-
tefm assets and debts. However, it does permit a wide array. of transactions and events
to be recognized when they have their substantive econdmic impact, not mere}y when
they result in cash inflows and outflows.

Many governments, however, reject the GASB’s’ advice. They Opt to prepare
budg&ts on a cash basis or a shghtly modified cash basis.

- Governments that budget on a cash basis assign revenues and expend1tures to
the périod in which the government is e:xpected to receive or- disburse cash. Some
‘rgovernments modify the cash basis by requiring that encumbrances (commitments

' to purchase goods or services) be accounted for as if they were'the. equwalent of actual

purchases. Others permit certain taxes or other revemies to be recogmzed in the year
in which they are due rather than expected to be Collected as long as they are expected
- to be collected mthm a reasonabie penod of time.

RATIONALE FOR  Governments have valid reasons for budgeting ona cash basis. After all, bills st be

BUDGETING ON

THE CASH BASIS hand in the year the payments -have to be made.-And goods or.services must be paid * - -

paid with cash, not receivables or other assets; therefore, the required cash must be on

for in the year of acquisition (or in the periods set forth in a’ Torrowing agreementy,
not necessarily in the year or years in which the benefits will b, réceived.
Correspondingly, when a government is able to defer payments it, need not have
the cash on hand until disbursements are required. Taxpaye S are: understandabiy
reluctant to part with their dollars so that the governmenticari retain the.cash as
“savings’ until the year needed. Suppose, for example, that government, employees
are permitted to defer until future years vacations that are earned in a current year.
Although the services of the employees unquestionably. benefit. the period in which
sthe vacations are earned, the government does not need—and the taxpayers might
“object-to prowdmg-—the cash for the vacation payinents until the employees actually

" take the vacations. Thus in the face of a balanced budget requxrement the cash basis

| SNCGA-.Statement 1, Governmental Accomz'zing end Fz’mmia_l Reporting Prina’plar,' para, 87, 1979.
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of accounting ensures that the government receives in taxes and other revenues only -

what it is required to disburse.

The adverse consequences of the cash basis should not be overlooked. The cash basis
may distort the econornic impact of a governthent’s planned fiscal activities. A budget

- that is balanced on a cash basis may be decidedly unbalanced as to economic costs and

revenues. [t may give the appearance of a budget that has achieved mterpenod equity
when it really has not.

The cash basis permits a2 government to balance its budget by taking any number’
of steps that artificially delay cash disbursements and advance cash receipts which is "
very well fllustrated in the “In Practice: States Balance their ‘Budgets the Painless
Way.” Consider, for example, the quintessential budget-balancing tactic employed by "
2 number of states and local governments: changing the.date on which employees are:
paid from the last day of the month to the first of the next month. In the year of the
change the government is able to.pay its employees for one fewerpayroll period than -

it would otherwise.

On the revenue side, a comparable.scheme works equally weli: advancing the due-.

" ADVERSE

CONSEQUENCES

« OF THE CASH

BASIS

date of taxes or fees from early in the following budget year to late in the current -

year, thereby picking up an extra tax or fee payment in the year of the change. This

tactic, like that of delaying the payday, can-be employed only once for-each:revenue . . :

or expendlture New devices must continually be developed.

In an article appropriately headlined,  “When Budgets Get Rough, States get

budget problems (at least in part). Here is an abbreviated Hist.

* California moved up the-collection datesion income tax withholding. Corre~
spondingly it, moved back, by one day, the date on which state employees receive
their paychecks. It thereby moved the payroll costs into the following fiscal year.

Washington changed the mortality assumptions used to calculate its pension
expense, now figuring that employees will retire later but die sooner.
Alabarma stopped paying for school supplies, thus transferring the cost to local
~school districts (which were having their.own fiscal difficulties):
Kansas refinanced some bonds, -temporarily {owermg principal and interest
payments. - :

- Ylinois authorized:its governor to make over $2-billion in budget cuts, but did
not ‘specify the.costs to be: reduced. Nevertheless the full amount-of the cuts was
assummed to be real savings, Other states did the same. :

Several states simply moved dollars from various special revenue or rainy day
funds.into a general tund (i.e., from one, pocket into another) and claimed the
transfers as savings. :

Squrce:._Baséd on. aﬂi;éport by Curt Waq_(iwérd, July 30, 2009.

Gimunicky” the Associated Press reports on how several states are resolving their -

STATES BALANCE
THEIR BUDGETS
THE PAINLESS
Way
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The fiscal outlook for U.S. cities and states-is the worst since the Great Depression - RECESSION

- .of the 1930s. Per projections of both the Government Accountability Office and  PrESENTS CITIES
the Congressxonal Budget Office; in the absence of major changes:in revenue: and* 'AND STATES WITH
expenditute policies, state and local govemments coiiecuvely face mcreasmgly laxge .- MATOR FI SCAL
operamng deﬁats for the next fifty years: . W

- . To meet the immedmte challenges state govemments (accmdmg to the Nmﬂ :CHALLENGES

1e0rgamzmg state agencies; ‘requiring ernployees to take: short—term furloughs, andsro
reducmg salanes On’ the revenueside, they are drawmg dovm their ramy day funds,’

“fees at: cdﬂeges and universities,
Cides ate taking similar measures. Dallas, for example, to close a $190 million
: ideﬂmt el;;m"hated a $10,000 police recruitment bonus, deferred a planned expansion
of its'senior” citizen hothestead. exemption for one year, furloughed civilian city
' employees ST tWO ciays in the year, and increased both parking fines and parkmg
meter fees:
In addition, of course, states and cities have been resorting to the types of -
gimmicks and one-shots’ descnbed elsewhere in the chapter But that type of fiscal .
magic will only i increase the: long-term pain of their citizenry.

" The deletenous consequences of cash basis budgeting are exacerbated by the use
of fund accounting. Because each fund-is a sepdrate accounting entity, governments
can ‘readily transfer resources from a fund that has a. budget surplus or that does
not require a balanced budget to one that needs extra resources. Some governments
budget interfund “logns™ for the last day of one fiscal year and repayrients for the first

-----

to other funds or sell assets, sometimes to entitiés that they.the

the budget in the short-term but will unguestionably have deletenous consequences
in the long-term (as illustrated by “In Practice: Balancmg the udget by_Selhng Assets
to Yourself”). - -
‘ The “one- shot” budget baIancmg techmques Would genetally not affect revenues
4 and expenditures as reported in the annual financial statements. Governiments must
: , prepare the external financial reports of their governmental funds on a modified acerual
. basis. As.defined by the GASB, the modified accrual basis requires that short-term loan
= proceeds, whether from another fund or from an outside source, be accounted for as
© - liabilities rather than revenues. Smnlarly, most required outlays are reported as expen-
» - diturés in-the period fo which they.apply, i Irrespecuve of when they are actually paid.
- Cash basis budgeting complicates financial-accounting -and- reporting. Govern-
ments must maintain, their 2ccounts to facilitate preparauon of two sets of reports—one
that demonstrates comphance with the budgetary provisions and one in accordance

with GAAP.

- day of the next. Others delay, for one.day, reqmred payments from the general fund.. :  .

control, and lease them back. Still others reduce expenditures in Ways that may balance R
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On April 1, 1991—April Fools’ Day—New York’s Governor Mario Cuomo
announced the sale of Attica prison #o the state itself for over $200 million—all of .
which was counted as general revenues. The buyer was a state agency that financed .
the purchase by ﬁoatmg bonds. The bonds were backed by the state and were,

therefore, economic obligations of the state. The purchaser 1mmedmtely leased the
prison back to the state under terms specifying that the “rent” payments would be
exactly equal to the debt service on the bonds. In essence, the state balanced its

of the loan were reaped by the taxpayers of the year of the transaction; principal
and interest will be paid by the taxpayers of the future.
In the previous year, the state sold its Cross Westchester Expressway to

for $20 million. Following the lead of its neighbor, New Jersey sold a por-
tion of its highway system to-a state-owned- agency, the New Jersey Turnpike
Authority.

a sale—lease back technique that is.especially popular in California. In 2007 Oxnard,
California (populaton approximately 200,000).sold its streets to a newly created

the Los Angeles Times (December 31, 2008) was to pay for part of a2 $150 miilion
- street paving project by issuing bonds to be repaid from the city’s share of a state
gasoline tax. The state constitution, however, forbids local governments to issue

| with the intent of repaying them by eventually selling the streets back to the city.

state’s gasoline tax, of course.

Sleight-of-fiscal-hand transactions of this type are not cost-free. Because the
bonds issued by the finance authorities-are more risky than conventional general
“obligation securities, théy require the payment of substantially -higher interest
rates.

operating budget with a-loan in the amount of the prison’s sale price. The benefits;

the New York Thruway Authority—also to itself—but that transaction was only

bonds against that revenue. Instead, the new finance authority issued the bonds -

‘Where would the city get the money to buy back the streets? From its share of the -

BALANCING THE
BUDGET BY
SELLING ASSETS
.70 YOURSELF

Unfortunately this example is:not merely of historical interest. In a variation of - -

finance.authority (which consists of the council and mayor). The aim, according to ..

' As emphasized in Chapter 1, a primary objective of government financial reporting
~is to “demonstrate whether resources were obtained and used in accordance with
the éntities” Jegally adopted budget.” Accordmgiy, generally accepted accounting
principles dictate that;governments include in their annual reports, as required
supplementary informiation, a comparison: of actual results with the budget for each
governmental fund for which an annual budget has been adopted 6

SGASB Concepts Statement 1, Objectives of Financial Reporting, para. 775, 1987.
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DIFFERENCES IN  Whereas the GASB specifies the principles of accounting: to which governments

HOW ACTUAL must adhere in reporting on their goyernmental funds, it is silent on those they can
RESULTS ARE use in preparing their budgets. Unless a government reports its actual results using

: : . budgetaryprinciples .oz its budget.using . generally -accepted accounting principles
DETERMEI\TED T (GAAP), a E:)mpa'i'ison between the budgetand actual results.would not be meaningful.

Therefore, ;per ‘Statement No. 34;.the ‘GASB requires’ that governments present
- their budget-to-actual comparisosis on:a budgetary basis and inchide a schedule that
> wreconciles the budgetary and the GAAP ambunts. - '

4 "Therdifferencesrbetween legally adopted ‘budg“ets:-éﬁd? the: GAAP-based financial

statements can be attributed to several factors. Arnong themare:

‘' Differences-in basis o accounting. - As.previously noted,’ governments often
.i . prepare their budgets on a-cash -or near-cash. basis; whereas their financial
" statements rnust-be prepared ofi 2 modified accrual basis.

" ¢ " Differences in timing. As'shown in its budget, a government may appropriate
resources for a particular project rather than for a particular period. For
example, in approving resources for a construction project, the government
will typically establish the toral arnount that can be spent. It will not allocate
resources to specific years. By contrast, the annnal report of the fund in which
the: project is accounted would have to present the expenditures year by year.

i Moreover, governments may permit depattments to carty over to subsequent
. “years resources not spent in the year for which they were budgeted. Thus,
expenditures in 2 particular year may not have been budgeted in that year.

s Differences in perspective. Governments may structure their budgets differ-
" ‘ently from their financial reports. For example, a government may budget on
 the basis of programs. The programs, however, may be financed by resources
accounted for in more than one fund. THus, the amourits expended in each of
the funds cannot be compared to any particular line item in the budget. '
.. * Difference in the reporting entity.. ‘As you.will-Jearn in Chapter 11, GAAP
' requires that a government’s reporting ‘entity include organizations that are
-legally independent of the government, yet, in political or economic reality,
. an-integral part of it. For exaraple, a city may create a financing authority—a
separate legal entity—to issue bonds on behalf of the city. If the city has
political control over the authority (e.g., the mayor appoints the majority of
the governing board) or is responsible for its financial affairs (e.g., approves its
budget), then GAAP dictates that the authority be reported upon in the city’s -
financial statements. Yet because the authority is a separate legal entity, the city
may exclude it from its legaily adopted budget. - :

GOVERNMENTS Budget-to-actual comparisons may demonstrate either legal compliance or managerial
MUST REPORT effectiveness in adhering to budget estimates. One of the major improvernents of the
BOTH ORIGINAL “current GASB model:over the old'is that the;currént model requires ZOVErnments to
AND FINAJL, . - 4 report their actual results and both their original and final appropriated budgets. Under
BUDGETS b+ inthe old model, governments could'report only their amhended (final) budget. For some

« goveriunents, their final budget incorporates changes they authorized only after they
¢ .were.aware.of the actual revenues and expenditures-of the:year. Thus, governments
typically reported no significant variance between budgeted and actual amounts.

The GASB encourages, but.does not require, governments to present in a
separate column the variances (i.e., differences) between actual results and the budget.
It recommends that, if presented, the variances be based on the. final rather than the.
original budget. However, inasmuch as governments ranst include colamns that show
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both the original budget and the final budget, statement users can readily calculate the -
differences between actual results and the original budget as'well as the changes in the
budget that were authorized during the year.” :

Table 3-3 presents the budget-to-actual comparison of Charlotte’s general fund.

. How DOES BUDGETING IN NOT-FOR-PROFIT
_ORGANIZATIONS COMPARE WITH THAT
| GOVERNMENTS?
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As discussed in Chapter 1, the not-for-profit sector covers organizations that range -
. from those that depend entirely, or almost entirely, on donor contributions (e.g., -
certain social service organizations) to those that are run much like business (e.g., 2
university “co-op” bookstore). Accordingly; the budgeting process must be custom

designed to suit each particular type of entity. .

Not-for-profits differ from governments in:at least one-critical:respect: they Jack
the ‘authority to tax. Governments can first:determine the:level of services. they‘wish
to provide and then impose the taxes and fees sufficient to. provide those:services.
Nonbusiness types of not-for-profits, by.contrast;are limited in their ability to.génerate

_revenues and hence must adjust thedevel of services they provide to the corresponding
level of revenues.

"The general approach to budgeting suggested in this chapter for governments is
relevant, with some obvious modifications,.to not-for-profits. The budget process is
the same four-phase process: preparation, adoption (although by a board of directors
or trustees rather-than a legislature), execution, and reporting and auditing.

‘Not-for-profits, of course, are not subject to the same types of penalties for
violating budgetary mandates as governments are. Nevertheless, reliable estimates of
revenues and expenditures are noless important. The consequences of underestimating
costs or overestimating revenues are obvious. Not-for-profits, like businesses, are
not guaranteed continued existence. The consequences of overestimating costs or
underestimating revenues, while not as potentally devastating as the reverse, can also.
be severe——especially to the organization’s intended beneficiaries. A homeless shelter
may unnecessarily reduce the number of people that it serves; a church or synagogue
can cut back programs that it otherwise could have provided; a private college may
defer maintenance only to have to incur greater costs to play catch-up in the future.

Pl
AR

Owing to the adverse consequences of violating budgetary mandates, both govern-

. ments and not-for-profits can build safeguardsinto their accounting systems that help

_ensure budgetary compliance. These include preparing journal entries both to record
the budget and to give recognition to goods and services that have been ordeted but

' not yet received. We begin the discussion by describing:the basic books of account -
maintained by governments and not-for-profits and showing how they accommodate
these safeguards.

7GASEB Sta‘tément No. 34, Basic Financial Statements—and Maﬁtzgémeﬁt’: Discussion and Analysis—for State
and Local Governments, para. 130 {June 1999); see also ‘GASB Statement No. 41, Budgetary Comparison
Schedules— Perspective Differences (May 2003).
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TABLE.3-377. .0
Charlotte North Carolma [N

General Fund -

Statement 'Q%lBudgetary‘(._‘]_‘(_)mparifon‘-_for”'tﬁé‘Ye_ér Endgd June 30, 2008 (m thousands)

"Variance with

Budgeted Amounts © . oActual Final Budget
s g L (Budgetarys Positive
()rigmai L _,Fmal.-'}. . 'B'a_'s'is):;y i (Negative)
Resources (mf.iows) ' I o ) .
Property tax'y". $259 435 $260 220 _f $267 309'., . - § 7,089
Salestax 1.~ . TR . 61430 ..o 61430 7 61,675 | 245
Utilifies franchise tax . "1 . ' 30,702, ‘30 702 33,818 3,116
Police servicess: ™~ . - 14858 7 14,858 « - 15,914 1,056
. Tax reimburseirents 2,950 2,950 3,045, 95
Solid w : 11,470 11,470 11,162 - (308)
“Busipess privilege licenses - - 15,800 15,800 . . 19,985 4,185
- Licenses and pérmits ~ 14,831 14,831 18,321 . 3,490
* Fines, forfeifs penalhcs _ 3,256 3,256 3,267 . B 11
Interlocal and agreements . . 5,474 . 5,662 L. 5,953 291
Federal and state shared reveries: 3,257 4,676 3,698 (978)
General government _ 7,785 - . 7,785 6,812 (973}
Public safety - 3,305 3,305 3,802 497
Cemeteries L 504 504 . 552 48
Use of money and property e ) 5,670 7,538° . 7,610 , 72
* Sale of salvage:; and land [ . ' 960 %60 3,913 o 2,953
COther | i : R 1,086 .+ 1,089 o 1,410 : 361
Occupanty taxés | _ _ 13,303 3,303 3,574 271
Intzagovernmental . - ‘ - 18,263 22 348 L2312 o (36)
Transfers from other funds ., - - 2320 C_8329 48262 (67)
Resources available for appropsiation” - 466,659 - - 480,976 502,394 $21.418
Fund balance appropriated (contributed) 30422 - 41,027 8.760.
. Total amounts available for appropriation $497.081 $522,003 . 511154
Charges to appropriations {outflows): ‘ C A _
Police $175,525 $175374 - $174,782 $ S92
Fire . 85,673 86,438 86,4367 . - —
Solid waste 45,316 45,295 43,839 1,456
Transportation ' 25,336 25,463 23,604 1,859
Engineering and property management o 22,026 22,248 21 78] _
Neighborhood development 8,086 8,073 77865 -
Planning 5,465 5,966 4 73.7-;,,[ L
Mayor and couneil : . 1,114 1,178 ‘ 1,178 _—
City attorney ‘ 1,829 2,390 . 2,390 —
City dlerk - s S 54 Lo 549 T 549 ~ -
City manager -, R . 13,596 . 16,738 14,764 ‘ 1,974
Human resources O ' 3858 3,553 . s 3,373 180
Finance - Cee e ST 191340 L9432 . 8841 291
Business support services. L L AR 2945 o L 21434 - . 511
. Budget and evaluation 1,441 . . 1,438 1,337 101
! Non-departmentals Y7916 96,223 94,321 1,902
Total gharges to. appropfiatioris‘ L 8497081 o $522.003 $511,154 - $10,849
: o (Continues)
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Reconciliziion of the Statement of Budgemry Comparison to the Statement of Revenues,
Expendlmres and Changes in Fund Balances General Fund for the Year Ended June 30, 2008
- (in thousands)

Sources {inflows) of resources:

Actual amounts (budgetary basis) “available for appropyiation” from the statement of budgetary comparison $511,154
Differences—budget ro GAAP:

Contributed fund balance is a budgetary resource available for appropnatlon but is not a current-year

revenue for fnancial reporting purposes. {8,760)
“Transfers from other funds are inflows of budgerary resources but are not revenues for financial
reporting purposes. (8,262)
Proceeds from the sale of salvage and land are budgerary resources but are regarded as other fipancing
resources, rather than revenue, for financial reporting purposes. : (3.913)
“Total revenues as reported on the staternent of revenues, expendlmres and changes in fund
balances—governmental funds . $490.219

Uses (outflows) of resources:
Actua! amounts (budgetary basis) “total charges to appropriations” fromthe statement of budgetary
comparison $511,154
Differences——budget to GAAP:
. Encumbrances for supplies and equipment ordered-but not recmved are reported in the year the order is 2
placed for budgetary purposes, but in the year the supplies are received for financial reporting purposes. (11,042)

Transfers to other funds are outflows of budgetary resources but are not expenditures for financial
reportng purposes. - {(56.200)
Total expenditures as reported on the statement of revenues, expenditures and changes in fund
balances-—governmental funds . $443 912

¥

The basic books of account of both governments and not-for-profits correspond to . THE BASIC
‘those of businesses. They consist, either in manual or electronic form, of: BOOKS OF

Fournals, in which journal entries aré recorded. Most transactions are entered ACCOUNT
inidally in a special journal-—such as a property tax cash receipts journal, a
parking fines cash receipts journal, a purchases journal, or a cash disbursements
journal. Both nonroutine transactions and account totals from special journals
are recorded in a general journal. .
- = Ledgers, in which all balance sheet and operating-accounts are maintained. The
general ledger consists.of control accounts that summarize the balances of the
detailed subsidiary:accounts:that are maintained in-subsidiary ledgers.

A city or other general-purpose government isdikely to maintain hundreds of accounts.
. For example, the control account, general property taxes, may be subdivided as follows:
General property taxes = '

Real property (e.g., land and bulldmgs)

Personal property

“Tangible personal (e.g., business inventories; machinery, household furmshmgs
and vehicles)

Intangible personal (e.g., stocks, bon_ds, and bank'deposits)

In addition, these accounts would be further divided into accounts for each individual
taxpayer.
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Similarly, one: branch of the expeﬁdimte tree for .ploiice‘might be structured as
follows (with only a small number of the object classification accounts displayed):
- Police '
Crzme control and, mvest;tgamon
Cmne Iaboratory

Salaries .

Regular

Ovemme
Socmi SBCU.HL‘Y contrlbuuons
Rentals et

+ Land and bmldmgs

Eqmpment and Vehlld_gs n

E' Supplies
Custodial
Fuel
Office

BUEGETAR;;. " Asiin a ledger for a business, each account consists of columns for debits, for credis,
CONTROL - - and for the balance (the dszerence between the two). However, the ledger ACCOUNS
FRATURES - - of'governments (and-some not- for-profits) incorporate budgetary control features not
- conventionally found in those of businesses.
The ledger accounts for revenues incorporate an additional debit c:olunm esti-
# mated revenues. In this column the government posts the revenue-side of an entry
" (to be described and illustrated inthe'next section) to record the: budget The difference
between the estimated revenues (a debit), actual revenues recognized to date (credits),
- and any unusual adjustments (debits or credits) equalsithe amount. of budgeted rev-
“emies still to be recognized. Thus, for.example;-the subledger account “Real Property
I Taxes might appear.as follows (dates and references omitted):

- 'Revejx_ziéswﬂeal Pr_opér}ty Taxes -~ -

Estimated | Actaal - " Adjustments. -~ Balandé'
Revenues (Dr.) Revenues (Cr.) (Dr. or Cr).- - (Dr.or Cr.)
15,000,000 . 15,060,600
: 2,300,000 12,700,000
1,100,000 “11;600,000

500,000 - 11,100,000

. +Based on-the: datd shown; the government budgeted real property tax revenue of
. £ 515 million and has recogmzed $3.9 million to datc Therefore $11 I million remains
. to be recogpized. P P
‘.. . Similarly, the-ledger aceounts:for expenditures mcorporate two extra columns.
- One column-+appropriations-—corresponds to. estimated revenues. In this column
the government posts.a’ creditfor, the:amount, appropriated per the budget. In the
second. extra column. the government.posts; as. debits, encumbrances— commitments
* to purchase’ goods or services. The ‘difference between the appropriation (a credit),
resources: encumbered- (debits), actual . expenditures-to date (also debits), and any
unusual adjustrnents equals the amount of the appropriation that is still uncommitted
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and is therefore available to be spent (the unencumbered balance). Thus, crime
laboratory expenditures might appear as follows:

Expen dmuresmy-Cnme Léboratwy

Appropriations .Encumbrances - Expenditures  Adjustments  Unencumbered

{Cr.) ®r.) D) Dr. or Cr.) - Balance
300,000 300,000
50,000 250,000

‘ 30,000 PR 220,000

15,000 40,000 165,000

This account indicates that the govemment' appropriated $300,000 for the crime -
laboratory. To date it has spent $120,000 and has outstanding commitments for goods
and services of $15,000. Therefore, it has $165,000 available for future spending.

VWHAT ARE THE DISTINCTIVE WAYS GOVERNMENTS
RECORD THEIR BUDGETS?

------------------------------------------------------------------------------------------------------------------------------

By recording its budget; a government builds into its accounting systern a gauge that
warns of excesses in spending and deficiencies in collections. This gauge serves only
as an internal control funcdon. The budgetary entries are reversed at year-end and
have no impaet on year-end financial statements. To external report users, budgetary
_entries are irrelevant. Nevertheless, because of their significance in controlling both.
revenues and costs, students need to be aware of how they affect the accounts.

Most students initially find budgetary entries counterintuitive and confusing. Mainly, CREDITING OR
that’s because when a government records its budget, it debits estimated revenues and  DEBITING THE
credits appropriat-:ic_ms (in effect, estimat-e-d_ .el:xpenditi‘lres). Most stude_nts, of course, BUDGETED

are used to crediting revenues and debiting expenditures. The practice of debitng - DEFICIT OR
estimated revenues and crediting appropriatons makes sense, however, when you

understand that each estimated revenue and appropriation account will be tied directly SURPLUS
to its related actual revenue and actual expenditare account (see “Example: Budgetary DIRECTLY TO
Entries™ for a case in. point). The resulting differences equal the revenues yet to  FUND BALANCE
be recognized and the- appropriations: st available -to be spent. Thus (ignoring

encumbrances):

Estimated revenues{Dr.) — Actual revenues(Cr) = Revenues still to be recognized
and
Appropriations (Cr.) — Actual expenditures (Dr.} = Balance available for expenditure

_ In a sense, the estimated revernue and appropriations accounts can be thought of as
contra accounts to the actual revenue and expenditure accounts.

. Moreover, the entries appear-to put the cart before the horse. The difference
between the debit to estimated revenues and the «credit,to appropriations is offset
by fund balance. Thus, the entity’s fund balance may be increased or decreased

- upon merely adopting the budget—that is, wishes .and whims—rather than actual

- transactions.. Fortunately, as with other widely used -bookkeeping procedures that
allow accounts to be temporarily in error (e.g., periodic inventory methods), the
entries cause no harm-as long as appropriate adjustments are made prior to the
preparation of financial statements.
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u "E: XA M PLE Budgetmy Entries

----------- [ T S L T

A school district adopts a budget calhng for total revenues of $400 million and total
| expenditures of $390 m:ihon ‘The following entries.would record the budget:

| | | b1y .
- Estimnated revenues e . %400
..~ Fund balance: .« - ST $400
To ?’ecom' eszzmated revemuess L oL e L
o Fund balanc& VU B - : o 8390
Appropnauons _ ' . e $390

o : To record appropriations (eftzm.rzted expeﬂdztures)

~ The entries illustrated ip this chapter will be made cmly'_to control accounts. In reality,

" corresponding entries would be made to the estimated revenue and appropriation
subaccounts that support the control accounts. The sum of the debits and credits to
the subaccounts should, of course, equal the entries to the respective control accounts.

Suppose that during the year both revenues and expenditures were as estimated
and that all transactions were for cash. The transactons would bé recorded with
standard revenue and expenditure entries (with appropnate entries to the subaccounts
as Weii) :

S ‘ )

Cash - \ L $400 _
Revermes - : ‘ $400
" To record revenues - s
| 2)
Expenditares =~ : ; $390- o
Cash. ‘ | e " $390

Ta record expendzmres

At year—end each of the budgeted and actual revenue and eXpendmue accounts Woul d
be closed (i.e., reversed) to-fund balance. Thue.

Fund balance : . T 10

.. . To close revenues &md expendztures

(O I
Appropriations _$390
Fund balance " 10
Estimated revenues $400
To close budgetary accounts .
f Revenues _ : $400-
Expenditures : i - $390

' The net effect of the. ent:nes is to ibcrease fund baiance by the dlfference between the
actual revenues and-éxpendjtares—=the:same. increase - as would have been recorded
had theé:budgetary eritries not been.made.- i

-Suppose alternatively thatactual revenues and expendlmres cilffered from what
were budgeted —for example that dctual reventes were $420 and actual expenditures
were $415. Actual revenues. and expendmzres ‘would have been'recorded as follows:




(1a)
Cash $420
Revenues ' $420
1o record revenues
® (22) -
Expenditures 415 LB
Cash $415 -
To record expenditures
Closing entries would take the same form as illustrated previously: -
i (cl1a) +*
Appropriations. - $390
Fund balance 10° -
Estimated revenues $400
To close budgetary accounts
A{cl 2a) L
Revenues ' ~$420 . . -
Experiditarés $415
Fund balance 5
T close revenues and expenditures
Estimated Revenues Revenues
(b 1) 400 | (cl. 1a) 400 (cl. 2a) 420 | (1a) 420
Appropriations Expenditures
{ct. 1a) 390 { (b 2) 390 (2a) 415 | (cl. 2a) 415
Cash Fund Balance—Unassigned
(ta) 420 | (2a)." 415 . (b 2) 390 | (b1) 400
== == {cl. 1a) 10 | (cl. 2a} 5
5 L 3
- ' 400 405
5

FIGURE 3-1 Tlustration of Budgetary Entries (Assaming szferences Between Bédgeted and

Actual Amounts)

In this situation, as shown in the T-accounts presented in Figure 3-1, the year-end fund -
balance would again be the difference between actual revenues and actual expenditures.
Actual revenues were $420 and actual expendmlres were $415. Ending fund balance,
. after the closing entries have been posted is thus $5—the same as if the budgetary

entries had not been made.

Weat arE THE DisTiverve Wavs GoveErmerTs Recorp Tureir Buperrs?
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* ‘The components of both the budgetary and the closing entries could, of course,
have been combined differently. For example, appropriations and expenditures (rather
| than appropriations and estimated revenues) and revenues and estimated revenues
. (rather than revenues. and expenditures) conld have been closed in the same entry.

7 "B88E 7 The net impact on furid balance would have been the same: '

AN ALTERNA»- o Some governments maintain an account called budgetary fund balance. In recording
TIVE METHOD:. - - the budget they debit.or credit this.account instead of fund balance. Budgetary fund
'fﬂREDETiNG QR balance 1§ temporary account: Afyeas-end; theappropriations: and estimated revenues
DEBITING THE are: closed to. this account; so- that after: a"he closmg éntries are “made, its balance is

BIFFERENCE

. albvays zero:
) Govemmenes prefer (or in some cases, st take) this approach 50 as to avoid
. contiminating the actual fund balance ‘with appropriations and estimated revenues.
REVENUE'_' AND The. actuat fund balance is-affected only by authentic revenues and expenditures,
EXPENDY URES which, as in the “Budgetary Entries” example are closed at year-end, to fund balance.
TO “BUDGETARY The account reflects only genuine transactions, not forecasts fand in some cases mere
hopes) of what will occur during the year.
- Thus, when the government adopted the budget, it would make the following

erﬂ:ry: -

. Estimated revenues- $400
Appropriations - $390
Budgetary fund balance o : 10

' To record estimated vevenues and appropriations (estimated expenditures)

At year-end, irrespective of actual revenues and expenditures, the budgetary entry
would be reversed:

Budgetary fund balance ’ o 510
Appropriations 390

Estimated revenues . o $400
“To close revenues and expendititres e SRR ‘
Durmg the year actual revenues and expendlmres would be: recorded in the normal
manner, and at year-end they would be closed to the ordinary fund balance account.

[0W DOES ENCUMBRANCE ACCOUNTING
PREVENT OVERSPENDING?

L L R R e e R L TR LS R R

Governments and some not-for-profits record encumbrances;to:help prevent over-
spending the budget. The entry to record an encumbrance is.ustially prepared when
a purchase -order is issued, a contract is signed, or a commitment is made (e.g.,
when a university makes facuity and staff appointments for a semester or year).
-Most organizations do not encumber all anualpated expendz‘cures Many, for example,
.do’ not.encumber salaries and wages because it is a routine recurring expenditure,
. other expenditures below a specified amount, and expenditures that are adequately
o controlied by other means.

"*‘fThe entry to’ record an encumbrance reduces’ the budgeted amount available tor
expenditure (as if the amount had already been spent)-and:concurrently designates a
portion of what - would otherwise be unassigned fund balance. as commitred or assigned
for encumbrances (i.e., for'expenditures to which the orgenization is obligated). The
entry is reversed as the goods or services are received and expenditures are recorded,
as shown in “Example: The Encumbrance Cycle—Year 1.

THE BASIC
ENTRIES ~




How Dozs Encumerance AccounTing PREVENT OVERSPENDING?

Whereas both budgetary entries and encumbrances are mainly internal control
devices, encumbrances are of slightly greater concern to external parties since they
have a minor impact on the basic financial statements. Outstanding obligations at
year-end are to be reported under GASB Statement No. 54 on the entity’s fund (not

government-wide) balance sheet as a committed or fzmgned fund balance and accordingly

reduce the unassigned portion of fund balance.

EXAMPLE  TheEncumbrance Cycle—Year'1-

eI TN, m Tt T T wsemaesnasa s

A state university contracts for repair services that it estimates will cost $5,000. The
following entry will commit the funds to meet the anticipated expenditure:
Encumbrances ‘ $5,000
Reserve for encumbrances (committed or assigned) - §5,000
To encumber $5,000 for repair services :

In addition to these control account-entries; corresponding entries would be madein -

the repair-related subaccounts (e.g., encumbrances——-electrmal contractors),

The reserve for encumbrances.accountis a. balance sheet-account—-2 comumitment

of fund balance. The encumbrance account, although most- deﬁmtely not.an-expendi-
ture, is similar to an expendirure in that at year-end any remaining balance is closed
to unassigned fund balance. The encumbrance account indicates the net amount that
was transferred during the period from unassigned fund balance to fund balance that
is assigned or comunitted.

The repairs are completed and, as anticipated, the university is billed for $5,000.
The repair expenditure must be recorded with the usual entry:

Expenditures $5,000
Accounts payable : $5,000
To record repatr expenditures

In addition, the reserve for encumbrance is no longer required. The services have
been received and the expenditure has been charged. The reserve must be eliminated
by reversing the entry establishking it:

Reserve for encumbrances (comumitted or

assigned) $5,000

Encumbrances .. ‘ $5,000
To reverse the encumbrance entry upon.receipt- af services-

Atvyear-end the expenditures would be closed out in standard fashion, thereby reducing
fund balance.

Consider two alternative possibilities. Assume first that the contractor comzpletes
the repairs but bills the university for only $4,800, not the encumbered $5,000. The
university must now record an expenditure for the actual amount to be paid:

Expenditure : - : $4,800
Accounts payable o : : $4,800
To record repain expenditures ' B

As before, it must eliminate the entire reserve. With regard to the repairs, the
university has no further commitrnent; it therefore needs no reserve:

109
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" Reserve for encumbrances {committed or

assigned). ‘ ' y $5,000

Encumbrances ~ o ' $5,000
* To reverse the encumbmnce entry upon Vece'ipt‘ of servz'ces ' ‘

If the contractor’s. bﬂI were for more than. the encumbered amount, the same
approach -would be taken. The expenditure would be charged for the amount to be
paid; the full amount of the resérve would. be eliminated:; "The vniversity’s error in
: encumbermg less rhan itsactual commitmentwould haveno consequences for financial
: “tefpor > Uiy :‘slnsk of overspending its

© As the” secopd possxbﬂny, assime :that i’ the currént perwd the contractor
" completes only'40 percent of the. repairs and accordingly bills the university for only
$2,000.. It expects to fulfill the remairider of its-contract in the following period. In
this situation, only a part of the'éncumbrance entry can be reversed; the university still
has an outstanding commitment for $3,000. Thus:

- Expenditures _ o $2,000
» .- Accounts payable : $2,000
To reconi repair expenditures '

.- Reserve for encumbrances (comrmtted ‘
" or assigned) z $2,000 -

- Encumnbrances ' ‘ o $2,000
"To reverse the encunibrance entry wpon the contractor’s completm?z of $2, 000

af the $5,000 in anticipated services

Ar year—end-, the expendimres arid the encumbrances would be ¢losed to fund balance.
(The reserve for encumbrances need not be closed because it is a balance sheer
account.) Continuing with the last set of assumptions (expenditures of $2, 000; balance
in the encumbrances account of §3,000), the foﬂowmg closing entry Would be in order:

Fund balance-—unassigned $5,000
Expenditures : . _ $2,000
Encumbrances’ ' o o - $3,000

To close expenditures and encumbranices

As a consequence of these entries, $3,000 of the university’s- fund balance——the
amount comimnitted for completion of the repairs—remains resérved (i.e., assigned or
committed) for encumbrances. Hence, the reserve for encumbzance Wﬂl be reported
on the balance sheet as either “assigned fund balance” or “comiritted fund balance.”

Lo ACCOUNTING ';Govemments differ in' how they- budget—and therefore how they account—-——for
FOR .~ 1 u contractual .obligations. (commitments made)} outstariding (left over from the prior
C@MWHTMEN’TS ¢ year). Many governments-require:that the cost :6f goods or services be charged
OUTST ANBﬁNG ¢ against-budgeted -appropriddons of the year in-which they are received. In other
AT THE ST ART -words, all:appropriations. lapsesat year-end. To.satisfy”its outstanding obligations
- (commitments), a.goyernment must:reappropriate the funds for the following year or

OF A YEAR ¥+ meet them.out of whatever resources are budgeted for the. tollowing year within an

* - applicable expendzt&re classification. .

K - Other governments, for either all or only selected types of commitments (partic-
ularly long-term projects), allow appropriations to continue into future years. When
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the goods or services are received, they are charged against the budget of the year of:
appropriation.

In the circumstances in which appropnations lapse and the government charges
the cost of goods or services against appropriations of the year in which they are k
received, the accountlng for commitments made in a previous year is relatively simple,
as is shown in “Example: The Encumbrance Cycle-—Year 2.7 At the start of the .
new year the government need only restore the encumbrances that were closed at the
end of the previous year. This can -be accomplished by reversing the closing entry -
(i-e., debiting encambrances and crediting fund balance unassigned). By restoring the
encumbrances both the reserve for encumbrances (which, as.a balance sheet account, -
was never ciosed) and the eficumbrances would have the same balances as if the closing
entries had not been tnade. Thereafter, the entries to record the fulfillment of the
commiitnents would be the same as if the goods or services were recelved in the year"
the encumbrances and the reserve were initally established.

EXAMPLE Tbke Encumbmnce CyclewY eayr 2

R R S N R R L TS L R R XL E I T

At the end of the first year-—the start of the second—the university had $3,000 of - &
outstanding commitments for repairs. The following entry would restore the:$3,000 -
of encumbrances for repairs:

Encumbrances $3,000
Fund balance—unassigned $3,000
1o restore encumbrances at the stavt of the new year

‘When the contractor completes the repairs, the university will charge expenditures for -
the amount billed and reverse the encumbrances and the reserve for encumbrances:

Expenditures $3,000
Accounts payable $3,000
Ao record vepaiv expenditures :

Reserve for encumbrances (committed

or assigned) $3,000

Encumbrances $3,000
T reverse the encumbrances entry upon the contractor’s completion of the

remaining $3,000 of repairs®

Per zASB Statement No. 54, Fund Balance Reporting. and Governmental Fund
Type Definitions, reserves for. encumbrances. shouid-not be reported.on: the balance

81f the appropriation does not Japse and the government charges the cost of goods or services against
sppropriations of the year in iwhich the commitment was made, then the encumbrance should not be -
restored. Instead, when the commitment is fulfilled; the expené:ture should be “dated” to indicate that it is
apphcable to the previous year Thus, for example:

- Expendituces-—Year 1 (pnor year) ‘ 53,000
 Accounts payable - . _ , , $3,000
To record repair expendstures

“These expenditures would then be closed to the previously established reserve for encambrances:

Reserve for encumbrances {committed or assigned) i 83,000
Expendirures—Yesr 1 {prior year) $3,000
T dose expenditures for the previeus year and eliminate the applicable
reserve for encumbrances




112, . Cuarrer 3/ Issuss or Buberrive anp CONTROL |

sheet, but significant amounts should be disclosed in the notes. Encumbered amounts
for specificpurposes for which resources already have been restricted, committed
~ or assigned would already be incorporated in the amounts reported as restricted,
_.committed or assigned fund balance and therefore no. further adjustment is required.
e By, contrast, as indicated in. the example; the encumbered amounts that were previously
. not-restricted, committed or ‘assigned; should no-longersbe classified as unassigned,
" but should instead be incorpofated-irito either committed or assigned fund balance. The
e ‘decssmn as towhether they:should be commited. or assigned:would depend on the
ﬁccxﬁc charactensms of the. amount:s—whethei rhey betl.ei ﬁt the description of one
' category or'theother. -~
e The next example, fTmpact: Qf Encumbrances on: Fund Balance ” h}ghhghts the
o nnpact of thie: encumbrance procedures ofl. fund balance by focusing on a single
| wpiirchase commitment. Note that overthe two—year period the total reduction in fund
' 'balance equaIs the total expendltures

E XAMPLE Impact of Encumbrances on Fund Balance

------------------------------------------------------------------------------------------------

Yéﬂ?’ 1

'As of January 1, a government’s general fund balance sheet shaws the fblioiaring:

IS Cash $1.000
Fund balancemunasmgnad : _ 1,000

; _,Durmg the yeat, the government orders $1,000 of supplies (Whlch are to be charged
. as expenditures when received): .

o @ .
Encumbrances - . $1,000
"+ Reserve for encumbrances (assigned) . - | h _ $1,000

To encumber §1,000 for supplies on order (It is assumed in this example thar

the reserve for encumbrances will be classified as “assigned” fund balance.)

Part of the supplies order costing $800 is received and paid for in cash:
()

Supplies expenditures /- $800

Cash 5 $800
To record the veceipt of, and payment for, supplies

. )

Reserve for encumbrances (assigned) +.$800
Encumbrances $800
To reverse the mmmbmme entry for the poﬁwn of the mpplzef order received

“The government prepares the follo*mng year-end closing entnes

e ' ) (cl 1 .
.'-F.und balance-=unassigned - S $1,000
Encumbrances - . e $200

< Supplies expegditures PR L S o : 800
To close encurbrances and expendztures ' : i :

~Table 3-4 presents the year-end balance sheet and a scheduie of changes in unassigned
fund balance.




Year 2

The government expects to honor its commitment for the supplies on order, and
its budgeting policies dictate that the cost of the supplies on order be charged as
expenditares of the year in which they are received. Therefore, at the start of the new
year it restores the encumbrances that had beén.closed at the end of the prioryear: -

d
Encumbrances S $200

Fund balance—unassigned S R ' $200.. £

To restore encumbrances -

It receives, and pays‘for, the remainder of the supplies. However, the additional

charges are only $150, not $200 as encumbered:

(e)
Supplies expenditures $150 -
Cash . §150
To record the receipt of, and payment for, supplies ‘ B
) :
Reserve for encumbrances (assigned) $200 i
Encumbrances - 8200 -

To reverse the encumbrance entry for the remainder of the supplies

It prepares appropriate year-end closing entries:
{cI2)
Fund balance—unassigned $150
Supplies expenditures $150
To close expenditures (Note: The balance in the encumbrances account is zevo;
it need not be closed)

Encumbrances Supplies Expenditures

(a) 1,000 | (c) 800 (b) 800 | (cl. 1) 800
= (CE. 1) E?__Q e =
— {e) 150 | (cl. 2) 150
(d) 200 1 (f) 200 = ==
) Cash
“Beg. Bal. 1,000 i{b) © 808 -
Yr. 1 Bal. 200
==l 150
Yr. 2 Bal. 50
Reserve for ‘ . .
Encurnbrances—Unassigned s oo Fund Balance—Unassigned
{c) . 800 | (&) 1,600 e {cl. 1) + 1,000.| Beg. Bal. 1,000
' Yr. 1 Bal. 200 ' Y. 1 Bal. o
() 200 T (el 2} 180 | (d) 200

Yr.2Bal. - 0O ' ‘ Yr. 2 Bal. 50

FiGure 3-2  Summary of Budget Entries
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Figure 3-2 summarizes the:entries to the accounts. The government began the
two-year period with an unassigned fund balance-of $1,000. Dusing the two years it
iricurred expenditures of$950. As shown in.the T-account, its unassigned fund balance
at the end of the second year.is:$50--the same as if an ‘encumbrance system were not
" being’ employed. The assigned fund balance. in this example. is simply the reserve for
encumbrances. If there were other amounts of fund balance ‘that had been assigned
~for purposes other than the encumbrances; then the, reserve forrencumbrances would
have been:added to those amounts:The fund’s balance sheetat. the end of each of the
two years and:a schedule explalmng the! change i unassxgned fund balance are shown
in: Table 34, NS - A

"TABLE 3-4 -
Encumbrance Example
Balance Sbeet
. o Year1 Year 2
Cash $200 $s50
Fund balance S
Assigned ‘ Co 8200 %0
" Unassigned - ‘ . . 0 50
Total fund balance - L ~ $200 $50
FE Schedule of Cbanges in Unassigned Fund Balance
: _— : ' ‘  Yeart = Year2 ~ Total
* Revenues 5 0 50 $ 0
Expenditures: - T . 800 150 950
Excess of revenues over expend:tures i {800) . (150). (950)
" Less: Increase/(decrease) in reserve . '
J for encumbrances - : ... 2200 {200) . 0
Netichange in unassigned fund balance ,
during the year [increagie/ (decrease)] (1,000} S50 950
Add: Beginning of year balance 1,000 ' _0
“End of year balance $ 0 § 50

Note: Tf the appropriations did not Japse, then the entry to restore the encambrances would not have been made. Instead,

when the goods were received, the following entries would be necessary:

Suppies expenditures-Year I 8130
Cash

To record the receipt of, and payment for, supplies

Reserve for encambrances $200
Supplies expenditures—7Year 1 ‘
Fund balance
To close the supplies expenditures for Year I and eliminate the reserve for encumbrances

g BUDGF’I‘ARY AND ENGUMBRANCE
NTRIES REALLYNEEDED? =~ ' ?

nc--w.-o--c-------'-o---r-o-.:a--.---n-q-o-.u.v.a-u-c--o«ooca--c-pp------------boooo-u---o-v------conno-o«..n---n-o-oo

Some govermnents and most not-for-profits do not mtegrate their budgets into their

accounting systems or encumber the. cost of goods or services for which they are

' committed. Under what circumstances should they do so? The general answer is that

- : they should do so when the benefits of added control are worth the costs (in both
dollars and inconvenience).
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Consistent with this answer, governments are more likely to establish these -
controls than are not-for-profits because the penalties for overspending government
budgets are likely to be more severe. Similarly, governments are more likely to
irnplement these mechanisms in their general fund than in some other governmental
funds—such as their capital projects funds or-their debt service funds—because
adequate controls may already be in place in those funds. For example, sufficient
controls over the cost of a capital project may be established simply by ensuring that
the agreed-upon price with the contractor is within the amount of bond proceeds.
"The expenditures.of a debt.service fund may be set by the payments of pnncnpal and .
interest spelled out in the bond indentures. :

Modern computer systems make it possible for the controis provided by both
budgetary entries and encurnbrances to be achieved by means other than formal journal .
entries. For example, a government can-simply “load” the budget into its: computer.
The computer can be programmed to issue 2 warning whenever actual expenditures

and commitments exceed a specified percentage of budgeted expenditures.

%f.wé‘ﬁ"
Almost all aspects of management in government and
not-for-profit organizations revolve around the entities’
budgets. The budget is at the center of planning,. control-
ling, administering, evaluating, and reporting functions.
Budgets can take many forms. Appropriation budgets
indicate governments’ estimated revenues and authorized
expenditures. Capital budgets concentrate on long-lived
assets. Flexible budgess, which governments use for enter-
prise funds, contain alternative budget estimates based on
different levels of output. Performance budgets focus on

measured units of effort and accomplishment and relate |

costs to objectives.

Most governments follow a four-phase cycle for bud-
geting: preparation, legislative adoption and executive
approval, execution, and reporting and auditing.

For legislative purposes, most governments prepare
«-cash'or near-cash budgets: Butthese may fail to-caprure the

economic cost of carrying out.government activities and-
" arenot an adequate basis for planning and assessing resuls. - .. .
"To demonstrate that they complied with their budgets,
- govermnems- are required to include intheir annval reports . -

Y TERMS IN THIS CHAPTER

’ooo-ucasooo.« L R e L R F T T X g SRR R ER RN R R T

2 budget-to-actual comparison on. a budget basis (that is,
the same basis-on which they prepare their budget, nsually
cash or near-cash). However, the revenues and expen-
ditures from the budget may not be readily comparable
to those in GAAP-based statements. Differences may be
attributable to the basis of accounting (e.g., cash versus
modified accrual), tming (e.g., period over which a project
will be completed versus a single year), perspective (e.g.,
program versus object classification), and reporting entity
(legal versus economic). Therefore, governments must both
explain and reconcile the differences between budgeted and
actual amounts on a GAAP basis.

The accounting systems of governments are similar
to businesses in that they use comparable journals and
ledgers. However, they differ in that governments include

" corporate budgetary control features to ensure adher-

ence to spending mandates. In addition, they encumber
goods and services in order to prevent themselves from
overcommitting dvailable resources.

Q_-u-lcooic-n.iouﬁo..ldlll‘qb.-odcnta --------- a-qcououuon.o-ooo-oo----oc-s---.----n--.---.-.--q. ...... L R N A

aﬂotments
apportionments
appropriation
_appropriation budget
budget .
budgetary fund balance
capital budget

encumbrances

fixed budget

flexible budget

object classification budget
performance budget
program budget
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To enhance control over bozh rcvenues and expend1mres o
a govemment health care. d1str1ct mcorpo:ates 1ts budget:

1. Prior to.the start ofthé iréar" éié goye ri'i'nga?bbaf'c‘i.’.‘ :
adopted a budget in which agenicy revenues Were esti-. -

mated ‘at'$5; 600, (all. dollai" amounts in this exercise

are expressed inthousandsjiand expenditures of $5,550%~ .
were ;appro riated (duthorized). Record the budget

1€ year, the district engaged in the following
siiPrepare appropriate journal entries.
d $5,800 in fees, grants, taxes, and other

encumbrances as “assigned”” fund balance.
c. During the year it received and paid for. $2,800

. Worth of goods and services tbat had been’ prewously

1. Why is it important ithat governments and not-

for-profits coordinate their processes for developing
appropriations budgets with those for developing capital
budgets?

2. Why may flexible budgets be more. important to a
government’s business-type activitdes than to its gov-
emmental activities? .

3. What is the main advantage of an objet classzﬁmtwﬂ
budget? What zre its limitations? How do performance
budgets overcome these limitations?

4. Why do most governments and not-for-profits budges

on a cash or near-cash.basis even thtmgh the cash

. basis does not capture the full economic costs of the
activities in which they engage? - :

5. Apoliticaly official boasts that theyear-end excess of rev- =

enues over expenditires was significantly greater. than
was budgeted Are “favorable”. budget variances nec-

essarily 4 sign of efficient and effective govemmcntaf _

management? Explain.

XERCISE FOR RE\{IEW..AND SELE-STUDY = -,

__.gooés and services for $3,000. Except
in special® circumstances it classifies reserves for -

8. The variances reported in t

encnmbered It expects to- recewe the remaining
- $200.in the.following year..
d. It incurred:$2;500 in-other expenditures for goods
»and semces thaﬁhad not been encumbered. -

Prepare appropnate yearﬂend closmg entries.

4 ‘Preparea balance sheet showmg the status of year-end
asset and fand: balance accounts

S " PBer the pohcy of: the district’s board the cost of all

* - goods and services is to be charged against the budget
of the year in which they are received, even if they
had been ordered (and encumbered) in a previous year.
The next year, to simplify the accounting for the com-
mitments made in the prior year, the district reinstated
the encumbrances outstanding at yearwend Prepare
the appropriate entry. . ,

. 6. During the year, the district recewed the remaining

" “encumbered goods and services. However, the total
cost was only $150, rather than $200 as estimated.
Prepare the appropriate entries..

UESTIONS FOR REVIEW AND- DISCUSSION e

q..-------qocoo --,-uo---nn-."-.qug-. ----------- T Y

6. What are allotments? What purp.ose. do they serve?

7. Whymaya government’s year-end results, reported in
“accordance with generally accepted accounting princi-
ples, not be readzly comparable.with i its legally adopted
budget?

ﬁnal” budgeﬁ—to-acmal
comparisons incorporated’ e financial statements
of many governments may; be of no valie in revesling
the reliability of budget estimates made at the start of
the year. Why? How can you rationalize this hmltatlon
of the budget-to-actual comparisons?

9. In what way will budgetary entries and encumbrances
. affect amounts reported on year-end balance sheets or
-operating statements? .

10 ‘Why do many governments conmder it unnecessary
to prepare appropriation budgets for, and incorporate

budgetary -entries into: the accounts of, their capital
pro;ect funds? Co




Select the best answer.

i.

Appropriation budgets are typically concerned with
a. The details of appropristed expendxtures

b. Long-term revenues and expenditures

¢. Current operating revenues and. expendmurcs

d. Capital outlays

Which of the following types of budge!:s would be
most likely to include a line itern purchase of sup-
plies”?

a. Objeet classificaton

b. Performance

¢, Capical

d. Program

- Per (GASB Statement No 34 a budget-to-actual
compatison must include columns for the actual

results and

a. The original budget only

b. The final budget only

c. Both the original and the final budget
d. Both the amended and the final budget

s Apportionments are made during which phase of the
i budget cycle?

a. Preparation

- b. Legislative adoption and -executive approval

¢. Executon
d. Reporting and audn:mg

- In adoptng and recording the budget a government

should

a. Debit esdmared revenues and credit revenues

. b. Credit estmated revenues and debit fund balance

¢. Debit revenues and credit fund balance.- -
d. Debit- estimatcd..-.l_jeycnue_sf and credit' fund
balance: '

In closing. budgetary and expenditure. accounts. at:: -

year-end a government should: -

a. Debit appropriations and credit expenditures
b. Credit appropriadons and debit expenditares
c. Debit expenditares and credit fund balance

.. 4. Credit appropriatiops and debic fond balance
.The prime fanction of budgetary entries is to - ’
a, Apportion appropriated -expenditures-to specific -

accounts

b. Help the government monitor revenues and

expenditures

tarsssansann
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c. Amend the budget during the year
d. Facilitate the year-end bucigevtmacmal compar-
isons

A government should debit an expendxture account

. upon

10.

a. Recording the budget
b. Approving an apportionment
c. Ordering supplies
d. Recording the receipt of an invoice from its tele-
phone service provider
.If 2 government records the budget, and actual rev-

enues-exceed -budgeted revenues, -what would be the
+.impaet'on theyear-end financial statements?
a2 The difference between: actua! and budgeted rev-

 enués: would:be seported on neither the.balance

- :sheet nor the statement of revenues and expendi- - . .

. ures

b.“The difference betwecn act:ual and budgeted rev- -
enues would be recorded as a budgetary reserve
on the balance sheet

c. The difference between actual and budgeted rev-
enues would be shown 28 a revenue contra account
on the statement of revenues and expendirures

d. The actual revenues would be shown on the state-
ment of revenues and expenditures as 4 deduction
from estimated revenues

A “cash basis” budget relative to a “modified accrual

basis” budger

a. Better facilitates the preparation of year-end
financial statements in accordance with generally
accepted accounting principles .

b. Better facilitates the day-to-day management of
an organization’s cash fiows

c. Limits the opportunities of an entity to balance its
budget by arbitrarily delaying cash payments from
one period to the next

d. Better ensures that a government will achieve
interperiod equity

E.3-2

-1

. Select the best answer.

Upon ordering supplies a government should

a. Debitencumbrances and crecht reserve for encum-
brances

b. Debit reserve for encumbrancee and credit encuin-
brances

. Debit expenditures and credit encumbrances

d. Debit expenditures and credit vouchers payable
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Upon recéiving supplies that had previously been

encumbered a government should
a. Debitreserve for encumbrances and cmcht encur-
brances : :

- brances "
c. Debit ﬁmd balance and credzt expendltu.res

- dituire

"~ b. Debit ﬁmd balance arzd credﬂ: FESEIVE. for encum— . '

‘d; Debit 1 Ieserve for encumbrances, andicredit expenwj,-‘;,y:- s

Upon closzng the i)ooks at year—end a; government‘ e

should

brances

govemmen’c-has $100 000 of goods and services’
on order. At the start of Year 2 the govemmem
should . :

‘g, Debit fund balance and credit encumbrances

b. Débit reserve for encumbrances and credit encum-
brances ¢

b,rances

d. Debﬂ: encumbranccs and credit fund balance.

Which of the following accounts would a government
be most likely to debit as part of its year-end closing
process‘r‘

a. Appropriations, encumbrances, and estxmated rev-

enues :

b. Estimated revenues, appropnattons and reserve
for encumbrances

¢. Revenues, appropriations, and encurmbrances

d. Revenues, appropriations, and fund balance

A government places an order for a particular item of

equipment and encumbers $5,500. The itern arrives
accompanied by an invoice for $5,200. The entries

. that the government should make should inchude (but

not necessarily be limited to):

.z A debit. to expendlmres for $5,200, a debit to

fund balance for.$300, and a credit g0 reserve for . - A
: SR -‘A caun@ e:rzga.ge.f s bﬁm: tmmacrzom

encumbrances for $5,500.

. encuinbrances for $5, 200, and-a: credzt to ACCOUDLS
payable for$5,200 a

c. Debit encumbrances and creditreserve for encum- -

b. A debit to expendlmres for $5 200 a. credn to+

“a. Debit fund baiance and credlt reservé for encumw ] P

¢ A debit to expenditures for $5,200, a credit to

- encumbrances for $5,500, and a credit to accounts
. payable for $5,200
d. A debit to expenditures for $5,200, a credxt to
- resexve for encumbrances for $5,200, and a credit
-to decounts payable for $5;200.

A pnmary virtue of an ob]ect classification budget is

-that it

", Covers a permd of fnore; than one year

b Faczhtates control by estabhshmg detailed spend-

ing'mandates
c. Showsthei Impact on the budget ofvanous possible
.“levels of outpiat -

d Relates inputs to measurable outcomes

Per GASB Statement No. 34, governments rmust
a. Prepare a general fund budgct on a cash basis

_ b. Prepare a. general fund budget on a modified

10.

.. integrate it into its accon

. a. General fand

- accrual basis
e. Prepare a schedule that reconcﬂes any differences
" between amounts reported on a GAAP basis and a
“budgetaty basis
d. Prepare a schedule that reconmies any differences
* between the ongmal budget and the amended
budget .

"The amount thata government has avaxlabie to spend
for a particular purpose in a pamcular year would be
indicated by
2. Encumbrances rninus. the sum of appropma!:xons
expenditures, and net adjustments

: b. Reserve for encumbrances . _plus. appropriations

“minus the sum of expenchtures and net adjust-
ments -
c. Appropnanons pius encumbrances minus the surn
" of expenditures and net adjustments
.d, Appropriations minus the sum of expenditures,
encurmnbrances, and netadjustments

For which of the followin ds would a government
be least likely to record its'annual budget and thereby

b. Special revenue fund
c. Capital project fund
d. Enterprise fund

K. 3~3 :

Kilbourne County engaged ia the following transac-

tions in Sun:unary form during its fiscal year, All amounts
. are in millions... You need not be concerned with the




category of funds balances to which reserves for encum-
brances are classified on the fund balance sheet.

1. Iis commissioners approved a budget for the current
fiscal year. Itincluded total revenues of $860 and total
appropriations of $850. s

It ordered office supplies for $20. -
It incurred the following costs, paying in cash:

© Salaries . Ss810
Repairs _ i $ 40
Rent 525
Utilities § 41
Other operating costs $119 ©

4. It ordered equipment costing $9.

5. It received the equipment and’ was billed for $10,
rather than $9 as anticipated.

6. It received the previously ordered supplies and-was
- billed for the amount originally. estimated. The
county reports the receipt of supplies as expendi-
tures; it does not maintain an inventory account for
supplies.
7. Itearned and collected revenues of $865.
a. Prepare journal entries as appropriate.
b. Prepare closing entries as appropriate.
. What would have been the difference in the year-
end financial statements, if any, had the county
not made the budgetary entries?

E.3-4

Entumbrances are recorded in a capital profects flend similar to o

general fund. -
Wickliffe County authorized the issuance of bonds and

contracted with the USA Coastuction Company (UCC)

to build a new sports complex. During 2011, 2012, and

2013 the county engaged in the .transactions that follow.

. All were recorded ina capital projects fund:

1.+ In 2011 the county issued $340 million in bonds

{and recorded them as“*bond proceeds,” an-account .

comparable to a-revenue account)..

2. It approved the sports’ complex:.eontraci:forv$310--‘ ‘-

million and encombered the entire-amount:n -

3. It received from UCC an invoice for construction
to date for $114 million, an, amount that the. county
recognized as an expenditure.

4. It paid UCC the amount owed.

5. In 2012 it received from TICC aninv.c:":i_ée for an’

addidonal $190 million.
6. It paid the amount in full.
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7. In 2013 UCC completed.the sports facility and billed

the county an additional $7 million. The county

~ approved the additional costs, even though the total

cost was now $311 million, $1 million more than
initially estdmated.

8. The county transferred $1 million from the general

fund to the capital projects fund.

9. The county paid the $7 million.

a. Prepare the journal entries, including closing
© v entries, to record the ‘transactions in the capital
projects fund. Assume that expenditures do not
have to be appropriated each year. Hence, the
county need not reestablish encumbrances at each
year subsequent to the first. Instead, it can close
the expenditures of the second and third years to
~ - reserve for.encumbrances. rather than fund bal-

.ance. . !
~-b. ' What other:funds, other than the capital projects
oo fund,-statements, or-schedules would be affected

-~ by the transactons?

E.3.5
Batb‘budgered and actual revenues and expenditures are cosed
to the fund balance.

The budgeted and actual revenues and expenditures

of Seaside Township for a recent year (in millions) were as
presented in the schedule that follows.

1. Prepare journal entries to record the budget.

2. Prepare journal entries to record the actual revennes
and expenditures. Assume all transactions resulted in
increases or decreases in cash,

3. Prepare jowrnal entries to close the accounts.

4. Determine the net change in fund balance. Does it
equal the net change in acrual revenues and expendi-

tures?
Budget Actual
Revenyes .
Property taxes - $75 %76
Sales.taxes. . 2.1 24
Other revenues 1.6 1.5
Total revenues $112 5115
Expend&ures
Wages and salaries . $62 $6.1
" Supplies 3.1 3.0
" Other expenditures 1.3 1.2
Total expenditures $10.6 - §103
* Increase in fund balance 06 $12
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E. 3-6 ‘ .

Encumbrance accounting bas no lasting impact on fiund balance..

London Township began Year.1 witha balance of $10 .

roiltion. in/its bridge repair fund; a capital projects fund. ;.. ;

The fund balence:is classified a§ restricted.

At the start of the year, the governing c_ourncll.' ;Pproj .
priated. $6 millich for the.repair of two bridges. Shortly. -

fith 4 construction

f $3,m1ﬂ10n=93r

thereafter, the-towh’signed scontriets

erforim the Tepalrs at acios

bridge.” v o T
During the jear thie town. recéived an
the construction company as follows:  “we ™7 0
o $3.2'million for thie repairs on Bridge 1. The-com-.~
panj_completed the repairs, but owing to design
changekapproved by the town, the: cost was $0.2
eater than anticipated. The town did not

enca';iﬁb ¢ the additional $0.2 million.

o $2.0 milliori for the repairs, which were not com-
pleted, jor Bridge 2. -
At the starfiof the following year, the governing coun-

cil reappropriated the $1 million to complete. the repairs |
on Bridge 2.’ During that. year the town received and
paid bills totaling $0.7 million. The construction company

completed the repairs, but the final cost was Jess than
anticipated-—a total.of only $2.7 million. e :
1. Pm?aré.joumal éntiies to -_fécc)_rd t'he:event's and trans-

actions over the two-year period. Include entries to

appropriate, reappropriate, encumber, and reencum- =7 - o
3. Does the total fund balance at the beginning of the

ber the required funds; to record the payment of the
bills; and to close. the accounts at the end of each

2. ,_;-"be,terminei- the :esu-i;;tea fund balance at the end of .

- the second year. Is it equal to the inidal fund balance
+less the total cost of the repairs? RPN

.

e
R,

;;iai"'d bﬂls from
Wi - s‘gnds):. o

v » Appropriated $6,500 for operations.

E. 3-7
Fncupbrances. have an. impact on unassigned fund balance, but

+ do not.affect total fund balance. - -

At the start of its fiscal year on October 1, Fox County
reported the following (all dollar amounts in thousands):
o7 Fund balance:- R '

Committed for cncumbraxiﬁés.: $200
Unassigned:s w00 : 400

Total fond balance . $600

L::,Duriilg‘xtﬁgﬁ},f@afr., -,tlié.-‘.c_:b_unﬁyf(alﬁ,doﬂar amounts in thou-

o' Fétimated that revenies for the year would be $6,300.
e Ordered goods and services estimated to cost $6,000. Of
these, the county received (and used) goods and services
‘that it had estimated would cost $5,000. Actual cost,
however, was $5,200. _ '
s Received (and used) all goods that it ordered in the
' previous year. Actual cost was only $180.
» Recoghized actual revenues of $6,400.

1... Prepare 2 schedule, similar to that iltustrated in the
text, of changes in unassigned fund balance.

2. . " Show how the total fund balance (including the unas~

‘signed and committed portions) would be displayed
atyear-end. . '
'+ year, plus the actual revenues, minus the actusl expen-
ditures, eqial the totalfond balance at the end of the
. year? i - ‘

NTINUING PROBLEM

1. In which section of the Comprehensive Annual Finan-

isons of the major funds? 7%

, budget ot the year~end amended budget? -
2. Ddes the GAFR include budget-to-actual comparisans
of nonmajor funds? ¥ so, in what section?

ot'ut--.cl'ooIO--tt.qu-uto.n.-u-.o.'.tb--‘=l.'-Q-'..-.l-.loobi-llob‘--ﬁ..-cou-ulovin

f 3.. Does the government encuﬁ;ber goods or services that
cial Report (CAFR)are the budget-to-actual compar-

a. Are tie actual amounts on a GAAP or a budgetary . .
basis? Do thqf.,,‘s_tatememé..-include=:,a§'retionéiii__ation"_'j.
of any .differences. between GAAP and budgetary .
 amiounts? 150, what are the largest reconciled ftems? .
. b.-Are the réported variances based .on ‘the original.

* . the government-wide statement of net assets?

ChUTEERABEIOR IO OB B S

have been ordered but have not yet been received? How,
if atall, ave encumbrances reflected on the governmental
farid balance sheet? How, if at all, are they reflected on

. Do enciimbrances that remain outstanding at year-end
tapse? That is, do the-amounts that will be expended
‘i the following year, when the goods or services are
received, have to be rebudgeted in the following year?
How can you tell?
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Is accrual-based budgeting preferable to cash-based budgering?
The Disability Research Institute receives-its funding
mainly from government grants and private contributdons.
In turn, it supports research and related projects.carried out
by universities and other not-for-profits. Most-of its gov-
ernment grants are réimbursement. (expenditure-driven)

awards. Thatis, the government will reimburse the institute.

for the funds that it disburses to others.
The institute estimates that the foliowmg wﬂi accor
in the forthcoming year: : =

balance will be reimbursed in the first six months of
" the next year. The instirate will also receive $200,000
in grant funds that were due from the previous year.
¢ It will receive $600,000 in pledges from private
donors. It expects to collect $450,000 during the
“year and the balance in the following year. It also
expects to collect $80,000 in pledges made the prior
year.
‘o Tt will pugchase new furniture and office equipment at
- acost of $§80,000. It currently owns its building, which
it had purchased for $800,000, and additional-fiurni-
ture and equipment, which it acqu;red for $250,000.
The building has a useful life of twenty-five years;
the furniture and equipment have a useful life of five
years.
* Employees will earn wages and salaries of $340,000,
. of which they will be paid $320,000 during the forth-
coming year:and the balance in the-next year. -

* Tt will incur other- operating. costs of §90,000; of .

which it will pay $70,000 in the-forthcoming year

and $20,000 in the next year. It will, also. pay another;' :
- (in summary “form); excluding closing entries.

$10,000.in costs.incurred in the:previous:year::

1. Prepare two budgess; one on a cash basiszand:thé:-othe:x: :

on a full acerval basis. For convenience show both on
the same schedule, with the cash budget in one e.column
-and the accrual in the other columa.,

2. Comment on which: budget: better shows whetber the'

institute is covering the economic cost of the sservices
‘that it provides.

3. Which is likely to be more useful to
a. Institute managers?
b. Members of the institute’s board of trustees?
¢. Bankers from whom the institute seeks a loan?

essenessnasranna bhdahveeevannan LR E T etaeeneansa warsean

P32

Missing data can be derived, and journal entries constructed,
[from information in the accounts.

The. following schedule shews the amounts (in thou-
sands) related to expenditures thata city welfare department
debited and credited to the indicated accounts during a year
{not necessarily the year-end balances), excluding closing

-.entries. The departient records its budget, encumbers all
of its expenditures, and nutlaliy vouchers all payments.

Some information is missing. You are to determine the

- missing.data and .construct all.entries:{in: summary form), -
* It will be awarded $5 millioxn in: government grants, »::;:
all of which will be paid out to subrecipients during -
the year. Of this amount, only $4.5 million will be

reimbursed by the government during the year. The

excluding closing. entfmes, that the department made.during
.the year. oL

(m thousands)
ebzt Credit
“Cash Lo isp 828
Vouchers payable . 7 ?
‘Estimated expenditures 0 55

{Appropriations)
Encumbrances . ? ?
- Hxpenditures 30 0
Reserve for encumbrances 32 50
Fund balance—unassigned ? 0
P.3-3

Missing data can be derived, and jaumalu.enm'e: constriscted,
from information in the accounts.

‘The following -schedule shows the amounts related
to supplies that a city debited and credited to the indi-
cated accounts during a year (not necessarily the year-end
balances), excluding closing entries. The city records its
budget, encumbers all of its expenditures, and initially
vouchers all payments. All revenue was collected in cash.

Some. information is missing. By reconstructing the
centries that the city made during the year, you are to
- determine the missing data and construct the journal entries

(in thousands)
Debirs Credits

Cash . $117 5 3
.Estimated revenues' g 0

~ Revenues o 0 ?
“Vouchers payable 70 54
Appropriations ' .0 ?
Encumbrances B ? 58
Expenditures : S 0
Reserved for encumbrances ? 93

Fund balance—unassigned 115 120
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P.3-4

A city imposes an overhead charge on-one af its dep;zrment: to
4llevzate its ﬁsml prob[ems :

it is.accou

visitors' bureau She, complamed -that’thé-city manager.i

hotel occupindy tax specifies that the revenues can be used
only to satisfy

okmgs at the-city’s convention center. ‘The
at she understands that the city is having

difficulty ba ing its budget, but she fails to see how the

1. In- hght e city’s ﬁscaI problems, what is the most
tikely 'momvatxon for the new charge? W111 the new
overhead charge achievé its objective?

2. What would be the impact of the new charge on

in accordance with: GAAP “(which requires that the

accounted for its governmental funds on 2 cash basis?.

‘on reported net assers?

* Inowhat way might ‘the charge have 2 substantive impact
 on the city’s economic condition? R

purchasing services to the. visitors’ bureau, do you
think the charge would be consistent with the statu-

to meet only “direct expenditures” related.to tourism
and use of the convention center (an issue not addressed
in this text)?

P.3-5

.1 $20 mﬂlmn in "hords - to finance: constructon of 2 new

could rot be fiscally self-sustaining.
Five years later, the arena was completed and. began
to be ‘used. Aftcr its first year of operations, its general

You'rec‘éntly‘ received acall #om the ‘director:! of i-the-;

about to impcse an overhead charge of'a spemﬁed dollar
amount fon: her' deparement.:Yet the statite-creating the.

chiarge to hex;department will do much to alleviate the

3. What would be the impact of the new charge on the.
city’s government-wide statements,in whichall govern- ..
mental funds are consolidated? Would it have an impact .

A city’s visitors® bureauy’ which promotes tourism and”
coriventions, is funded by ‘an 8 ‘pércent local hotel.occu- =
pancy tax (41 tax on the cost of a stay in 2 hotel). Because the « . .

&

visitors’ bureau is supported.cntlrely by the occupancy tax,

‘direct expenditures™ incurred to promote-™

‘the city’s annval fund financial statements,’ ‘prepared . -

city decount for its govemmental funds on a modified
accrual basis)? Would the impact be the same if the cny =

5. Assuming that the city provided accounung, legal, and -

rory reqmrement that the hotel occupancy tax be used

Government, arzwztzes mzzy be less “proﬁmble” than they appear. ..
|- A city\prepares its’bidget in waditional format, clas-~

sifying expénditires by fund and’ object. In 2006, amid .
considerable controversy, the city authorized; the saie of,-; "

sports and’ specmi events arena. Critics charged.that, con- -
trary: to° the predlctlons of .arena” proponents, the. arenajt~.

managers submitted the following condensed statement of

revenizes and expenses (in millions):.

Revénués from ticket sales $5.7
- Revenues from. concessions . 24 881
Operétiﬁg éxiﬁéﬁséé PR 6.6
Interest on debg. - 1.2 18
Excess of revennes OVEE, expenses ' $0.3

l

At the" c1ty cotné: ,kmeetmg at wl'uch the report was

-submitted, the. council. mémber who had. championed the

center. glovnngly boasted that his prophccy was proving

.correct; the arena was “profitable.”.

Assume that the followmg mfonmtton came to your
attention: :
» The arena is accounted for in a separate enterprise

. fund.

e The arena increased the number of overmght visitors
to the city. City administrators and economists cal-
culated that the additional visitors generated approx-

. imately $0.1 million in hotel occupancy tax revenues.

 “These taxes.are dedicated to promoting tourism in

_ the city. In addition, they estimated that the ticket and

 concession sales, plus the economic activity generated
by the arena, inicreased general sales tax revenues by
$0.4 million.

e The city had to improve roads, hxghways, and utilities
in' the area surrounding the arena. These improve-

'y ments, which cost $6 IRJU.IOII, were ﬁnanced with
general obhgauon debt (not reported in the enter-
“prise fand). Principal and interest on the deb, paid
out of general fands, were $0.5 miliion. The cost
of maintaining the facilities was approximately $0.1
million.

» On evenings when events_ were held in the arena,
the caty had to increas 'ﬂ_pohce protection in the
arena’s neighborhood. reas the arena compen-

. sated the police departm int for police officers who

* served within the arehaljtself, those who patrolled
outside were ‘paid out of:police department funds.
The police departinent éstimated its additional costs
at $0.1 million. . Ay

* The city provided various administrative services

“(including legal, accounting, and personnel) to the

. arena dtno charge atan estimated cost of $0.1 million.

+ .o The city estifnates the cost of additional sanitation,

. fire, and miedical services due t6 events at the center
..tobe approxzmately $0.2:million.

1. Wouid you agree with' the council member that the
. arena.was fiscally self sustammgD

. 2. In'which funds would the additional I‘C:VBI'R]ES and expen-

ditures be budgered and accounted for?




3. Comment on the limitations of both the traditional
object classification budget and fund accounting
system in assessing the economic costs and benefits
of a project-—-«such as the sports and'special events
arena.

4. What changes in the city’s budgeting and account-

ing structure would overcome these limitations? What
additional problems might these changes cause?

P.3-6

To what extent do the unzgue Jeatures of government accozmtzng
make a difference on the fimancial statements?

The transactons that follow relate to the Danville
County Comptroller’s Department over a two-yearperiod.

Year 1

* The county appropriated $12,000 for. employee edu- -

cation and training,

* The department signed contracts with outside consul-
tants to conduct accounting and fuditing werkshops
Total cost was $10,000.

* The consultants conducted the workshops and were
paid $10,000.

* The deparument ordered books and training mate-
rials, which it estimated would cost $1,800. As of
year-end, the materials bad not been received.

Year 2
.* The county appropriated $13,500 for employee edu-
. cation and training.
¢ The department received and paid for the books
and training rnaterials that it ordered the previous
year. Acmil cost was only $1,700. The county’s
accounting policies require that the books and train-
ing materials be charged as an expenditure when
they are received (as opposed to being recorded
.ag “inventory ‘and- charged-as. an’ expenditure. when
used).. _
* It authorized employees toattend various conferences.
and training sessions: Estimated cost:was $10;500. -

. * Employees..sobmitted: $10,800..in-. reimbursemerit::
tequests for the conferences+and. traiping “sessions:

they attended. The départment paid them the
requested amounts and at year-end did not
expect to receive any additional reimbursement
requests. -

1. Prepare all required ]oumal entries that would affect,

the expenditure subaccount “education and: training,”
including budgetary and closing entries. Assume that all

appropnauons lapse at year-end (thus, all -expenditures .

in Year 2 would be charged against that year’s appro-
priation of $13,500, even if the goods and services were
ordered in Year 1).
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2. Indicate (specifying accounts and dollar amounts) how
the transactions would be reported in the county’s gen-
eral fund:

a. Balapce sheet
b. Statement of revenues and expenditures

3. Alternatively, suppose that the county did not record
its budget and did not encumber its cornmitments.
What'would be the difference in the year-end financial
‘staternents?

4. Assurhe instead that appropnatmns for goods on order
.at year-end do not lapse. When the goods are received
they are charged as expenditures against the budget of

" the year in which they were encumbered. How would

this change affect your entries and the year-end financial

statements? How would it affect the amount that the

- department had available to spend in Year 2 on goods
+:OF SeFvices not: prewously ordered? : |

. P.3-7

= -Drﬁérent budger«wta«amml compamom serve different. pmposes R
- The following information was drawn from a county’s | . . -

general fund budgets'and acconnts fora particular year (in
millions):

Actual
Results
Amended Original (Budget
Budget Budget  Basis)
Revennes :
Property taxes $46.6 %425 $53.0
Sales taxes 163 13.6 15.1
Licenses and permits 1.1 .0 1.0
Other 3.2 2.9 3.4
Total revenues $67.2  $60.0 $72.5
Expenditures
General government $18.2  $16.2 $18.1
Public safety 292 25.1 28.5
Sanitation 9.7 9.4 9.6
Culture and recreation 8.1 7.8 8.1
Interest: 1.4 14 14
Total expenditures $666 - $59.9 $65.7
Excess of revenues -
over expenditures 06 $01 $ 68
You also Jearn the following:
' Beginping  End
of Year  of Year
Encumbrances (commitments)
outstanding - $27 $1a
Supplies inventories on hand 1.8 1.0
Woages and salaries payable 0.5 0.7
Property taxes expected to be
collected within 60 days : 17 25
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- For¥purposes of buégeung, it recogmzes ‘supplies.
expendmues when the: supphes are -acquired; for .

“wher, the supphes a

g thelrsewlces Coag R

.2, Actual results on a budget basis to the amended.

'b. Actualresultsona, bud get basis to r.he omgmal budgr::t )
¢. Actual results as would be reflected in the financial

S CHabrer / Issues:or Bupeerme aNp CONTROL . -

For purposes of budgeting, the country recognizes: d. Actaal results as would be.reflected in the financial

encurnbrances as the equivalent of expenditures in the . -statements to the original budget restated so that it
year established; for financial reporting, it recognizes . is on 2 financial reporting basis

expenditures when the. goods Or services are recewed 2. The county :executive has. boasted .that the “better-
as reqmred by GAAP.... - . than-andcipated results” (based on the comparison of

. the schedule that-appearsiin. thefinancial staternents)
are eviderice of “sound fiscal management and effective
cost controlston the pa:t of the gounty administration.
Doyou, agree? :

Jjrecognizes . the. expendwure .

* For:purposes of budgeung, iv TECOpTIE zes”wages aﬂd:: "3 " Whick of the- th.ree schedules best demonstrates legal
- salarjes:when paid; fotfinancial: reporting, jt:recog- v

‘ comphancc? Explmn
the 1 form ;.
mizés Fic expendxures When v emp oyees per orm 4. Which schedule best. demonst:rates effecuve manage-

. . 5
For piirposes of budgeung, it recagmzes as revenues - . ‘menf E;xplam

only. taxes: actually collected . during the year; for v .ov
iilireporting, it recognizes taxes expected to be P.3-8
collected:within the first sixty days of the foﬂomg

Budget variances have to be interpreted with caution.

e The data presented below were taken from the books
1. Prepare th ':’.HGng fonx separate SChedUIes m W}”Ch and records of the village of Denaville. All amounts are in
you compafe the budget-to-actual results and compute * uifions. The village encumbers all outlays. As is evident
the budggtivariance. You need to present oply the 104/ . gom the data, some goods or services that were ordered and
revenues, total expcndltures and excess of TEVENUES.OVEr  opcumbered have not yet been received. City regulations
expenditures. require that ali appropriations lapse at year-end.

. 1. Prepare summary entries to record
. a. the budget. :
b. the encumbrance of the goods and services

c. the receipt.of the goods and servic voices
statemients to the amended budget restated so thatit .. P g ices All in
were paid in cash.

isona, financial reporting basis
P & d, the actual revenues (al cash recexprs)
2. Prepare summary entries w c}ose the accounts

budget

Estmated unassighed ending ¢ - .
fund balance’ § 1,500

s Village of Denaville . : g Amounts Recezved
Estimated/ = = - Amounts- Estimated . Actual Actual
Appropriated”  Encumbered - Cost Cost Revenues
Revenues :
Property taxes - § 7,900 $ 7,300
Sales taxes ‘ 3,900 3,600
Licenses 300 200
Other 700 400
12,800 312000
Expenditures/dppropriations
General goverunent . 3,000 $ 2,600 $-2,400
Public safety 6,000 S 5,900 5,000
Recreation”. . o 1,200 ©1,2000 - 800
Health and sanitation ~ ~: _2300 . _.2.200 . 2,200
- oo - $12500 0 B1L900 0 $10.400.
Excess of estimnated revenues Lol oA N
_ over appropriations © - L300
Beginning:unassigned fund E
balance 1,201




3. What would be the year-end
a. fund balance {unassigned)
b. reserve for encumbrance balance (1rrespectwe ofhow
classified)
4. Prepare a schedule in which you compare budgetcé to
actual revenues and expenditures.

5. A'citizen reviews the budget to actual schedule that you
have prepared. She comments on the rather substantial
favorable variance between budgeted and actual expen-
ditures and guestions why the government did not spend
the full amount of money that it appropriated. Briefly
explain to her the nature of the variance,

P.3-9

A city’s mote to its financial statements provides cm&?r'iemble
insight into its budget practices. ‘

for the fiscal yéar ended June 30.

1. The note distinguishes between the “budget ordmance :
" and the “more detailed line item budgets.” )
a. Provide examples of expenditures that you would.
expect to see in the budget ordinance.
* b. Provide examples of expenditures that you would
expect to see in the line-itern budgets.

2. Why do you suspect that budgetary comtrol is not
exercised in trust and agency funds?

3.. Generally accepted accounting principles require that

' governments reconcile differences between the entity’s

- budget practices and GAAP in either the financial state-

ments themselves or in accompanying notes. Raleigh’s

budget-to-actual comparison contained no such recon-

ciliaton. Why do you think 2 reconciliation: was also
omitted from the notes?

4. Explain how Raleigh’s appropriation process for its gen-
eral fund would differ from that for its capital projects
fund. Hlow would this.difference maost hkeiy affect the

" city’s budgetary entries?.
5. The schedule included in the notes shows.the. original
* budget, total amendments; and the final budger. Where
would a reader Jook o compare actual- gﬂncral ﬁmd'
expenditures with budgetcd ‘expenditures? -

Note from City of Raleigh Annual Report

Budgetary control is exercised in all funds except for the
trust and agency fands. The budget shown in the financial
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statements is the budget ordinance as amended at the
close of the day of June 30. The city is required by the
General Statutes of the State of North Carolina to adopt an
annual balanced budgetby July 1 of each year. The General
Statutes also provide for balanced project ordinances for the
life of projects, including both capital and grant activities,
that are expected to extend beyond the end of the fiscal
year. The city council officially adopts the annual budges
ordinance and ali project ordinances and has the suthority

.to amend such ordinances as necessary to recognize new

resources:or reallocations of budget. As of June 30, the
effect of -such amendments, Iess elimlnatang transfers, is
shown below.

All budgets -are prepared on the modified accrual
basis of accounting, as is required by North Carolina law.

-.Appropriations for funds that addpt annual budgets lapse at

- Shown below is an excerpt from a note headed Budgeﬁ :ihe enjiof the. bz‘:ﬁ gtgtyce;r P}rcgect budgeted appropriations
from the City of Ralelgh North (_,arohna 5, annual report’ o not-lagse until the comple

rofthe project.
- Budget:controlion. expendm:lrf:s is limited o depart-

L mental totals. and  project totals:as’specified in the budget
- ordinances. Adnuq;stragve ‘control is maintained through
the establishment of muore detailed line-item budgets; which

correspond o -the specific object of the expenditure. All

‘budget transfers, ar both the ordinance and the line-itern

levels, are approved by the city council. The city manager

* is authorized to trapsfer line-item budgeted amounts up to

$1,000 within a fund prior to their formal approval by the
city council.

- Encumbrances represent commitments related to
unperformed contracts for goods or services. Encumbrance
accounting--under which purchase orders, contracts,
and other commitments for the expenditure of resources
are recorded to reserve that portion of the applicable
appropriation-—is utilized in all funds. Outstanding
encumbrances at year-end for which goods or services
are received are reclassified to expenditures and accounts
payable. All other encumbrances in the annual budgeted
fands are reversed at year-end and are either canceled or
are included as reappropriatons of fund balance for the
subsequent year. Outstanding encumbrances at year-end

in funds that are budgeted on a project basis automatically
«carry.-forward - along with their related appropriations

and are. not’ subject to an annual cancellation and
reappropration. . -

:Original Total . . Budget

‘Budget Amendments June 30
General fund . $145,259,996 $2,965,856 $148,225,852
Special revenue funds 49 087,734 5,034,632 54,122 416
General capiral projects funds 135,304,688 4 038,509 139,343,197
Proprietary funds . 145,984,461 2,557,523 148,541,984
Internal service funds 845,657 16,640 862,297




126 ' .CrarTER 3 / lssuzs oF BupGETING-AND (CONTROL,
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Different types af funds ]mtz]ﬁ/ dg??:rmr practices s 10 budgetr
and comwritieriss..

cial statements presented in the previous problem. |

actions in.2011.and Z012: :
° In.2011 it ﬁg‘ned a semce cot

iy the compazy, the total charges for 2012

pérly budgcted for t"he services and appro-
priated theffunds consistert with policies set forth in the
note. Prepare all budgetary, encumbrance, and expen-

signed the contract, it appropriated the entiré $72,000.

Then, at the start of 2012, inasmuch as the city expended

only $18,000 in 2011, it reappropnated $54,000.

a. Assume first that the contract'was accounted for in
Raleigh’s general fund. - :

b. Assune next that it was accounted. for in a capi-
tal projects fund.éstablished. for the construction of

but it does not close out its accounts. Moreover, it
prepares budgets for the entire project, not for par-
ticular periods. The project was started in 2011 and
completed i1 2012,

commitments in the two types of funds.

Fund: General government
Account: Copnsulting fees

Review the: budget noteo t}ze City- of Ralexgh’s ﬁnan—;'l
. ing s the. colmn.n that, expla1ns or, references each of the

Assume that the ¢ity: engaged in. the foilowmg traﬁs—

ise of agreeé-upon changes in the services -

diture entries relating to the service contract that would -
be required in 2011 and 2012. In 2011, when the city

-its Walnut Creek Amp}uﬂw.eatre The city- prepares .
* annual financial statemeénts for capital projects funds, -

2. Justify the city’s practice of accounting differently for

B A1

Fournal entries can be denved' from a city’s ledger.
Shown below. is an-excerpt from:a city’s subsidiary
ledger for the first two .months. of its fiscal year. Miss-

_entries. -

iny Prepare sthe: ;c}urnal entries that were most likely rade in
*w1th & pmvate-'-v
securlty company “The. conipany.. agreed: to provide
securxty Services, Io the c1t:y’ forzone year ata-costoly i
$72;000.(36,000 per month). By yearrend the’ com?"
pany pmwded and the czty pa1d for, services for three -~/

the.gccount, adding to-each:a bngtf note of explanation.
Each“ dine of :the atcount: fecords 4 single transaction
{e.g., the'receipt of an inyoice); however, the entries on
o January 1-were tniade ;before the city engaged in any
actual transactions (i.e. w1th outside pardes).

A The appropriation for consulung fees was intended to

“-Jase for the éntire year. Apparently, the city is spending
or committing funds 2t a faster pace than planned. Can
you propose an additional control mechanism to.help
ensure that the funds are spent evenly throughout the

. year?

S 3n12

Speeding up tax collcctzom belps balance a state’s appropriations
budget.

The following is an excerpt (with dates changed) from
Against the Grain, a seties of recommendations by the State

" Comyptroller of Texas as to-how to “save” $4.5 billion and
w"thereby balance the state: 5 buduet ‘

Require an Annuai August Rerittarice of One- Half of August's
 Sales Tax Collections by Monthly Taxpayers. The Legisla-

ture should r&qmre sales taxpayers 1o rernit half of August s
. collections durmg that month.

Backgrovnd
Currently, sales tsx. payments are remitted either monthly,

. ~quarterly, or annually. They alsg may be prepaid either on a
 quarterfy or on a monthiy basis.

Encombrances Expenditures Appropriations Available
Date Dr. (Cr.) - "D (Cr) - Cr. (D) Balance
171 o © $78,000 $78,000
/1 e $7,900 , - 70,100
/5 e A4,000) S %3000 - , 71,100
vie 4500 0 - 66,600
2/5 . . . 6,000 A N f 60,600

iss v T 3400 60,400
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Monthly taxpayers, including those who collect taxes on P.3-13
their own purchase or use of taxable items, are required by
Jaw to remit to the state all tax collections—Jess any applicable
discounts—by the twentdeth day of the month following the
end of each calendar month. The state’s fiscal year ends on

August 31

Multiple funds provide nrultiple sources of revenue,

The following is a recommendation from Against the
Grain, 1 series of proposals by the State Comptroller
of Texas on how the state could enhance revenues and

Recommendation

The Legislature should require all monthly taxpayers to
remit one-half of each Augost’s sales tax collections during
that month.

Specifically, sales taxes collected between August 1 and
Angust 15 would be due with their regular Angust 20th pay-
ment. Monthly taxpayers would remit tax in the usval manner
daring all other months.

This is not a prepayment plan, but a speeding up of the
remittance of actual taxes collected and owed to the state.
This would impose an additional burden and would reduce

- taxpayer cash flow, but should be considered as. preferable twa,.

ta.X increase,

Implications

An annual paymént by monthly filers of taxes actualiy collected | |

during the first 15 days of August would increase August’s
collections and decrease September’s collections. Although the
initial impositon of this proposal might temporarily incomnve-
nience some taxpayers, the prompt payment to the state of some
of its sales tax revenues-—-collected, but not yet remitted—mwill

“enhance the revenne stream ar a critical dme each fiscal year.

During. the first year of implementation, all months would
have nomnal collection patterns except Auguse, which would

" be larger then usual, thereby producing a fiscal gain.

Each follc}wmg vear would see smaller than normal {cur-

_ rent) collections in September and jarger collections in Aangust.

These differences would essensially offset each other. It is
important to stress that faikure to speed up collections each
year after implementation would cause a fiscal loss. The gain
to the general fund in the year of implementation would be
£215 million.

Guain to the General

Fiscal Year Revenrne Fund

decrease expenditures:

Amend the Lottery Act to Abolish the Lottery
Stabilization Fund

The state should amend the Lottery Ace to abolish the Lottery
Stabilization Fund requirement and use the income to fu.nd
critical services.

Background
The State Lottery Act requires the establishment of a Lottery
Stabilization Fund. The fund will contain lottery revenue in
excess of the Comptroller’s Biennial Revenue Estimate. The
iLiotterysStabilization - Fund:issthen-to/provide revenue to the
General Revenue Fund if. £he lottery fails to generate monchly
..revenue as-estimatéd.

“In-months that iottery revenie, gxceeds one-twelfth of

-~ the annual estimate, the Comptrolier is required to deposit

$10 ‘million plus the amount of net Idttery revenue in excess
of the estimate to the Lottery Stabilizadon Fuad. The Act
provides only two circumstances under which revenue could

"be transferred from the Lottery Stabilization Fund to the
General Revenue Fund. In months that lottery revenve is
less than 90 percent of one-twelfth of the 2onual esdmate,
the difference is to be transferred from the Lottery Stabiliza-
tion Fund to general revenue. The Act also provides for the
transfer of one-half of the balance of the Lottery Stabilization
Fund to the General Revenue Fund on the first day of every
blenndum.

In view of the seriousmess of the state’s ﬁscal situa-
tion, the Legislature should set aside the stabilizadon fund
requirernent. The state already maintains a significant “rainy
day” fund, snd effective revenus forecasting should be ade-
quate to avoid problems with potential furure revenue stream
instability. :

Recommendation
The state should repeal the provision in the State Lottery Act

2010 $215,113,000 that establishes the Lottery Stabilizarion Fund. This action
2011 £ 0 would provide additional revenue to the General Revenue
2012 b 0 Fund to be used for state programs at the Legislamre’s
2013 $ 0. discresion. .

2014 b 0

change would have no impact on revenues in future
fiscal years as long s collections are also pushed for-
ward in those years. Do you agree? If so, is there any
reason not to adopt the proposal?

Implications
Releasing Lottery Stabilization Funds would increase the avail-

1. On what basis does the state probably prepare its appro- able revenue for state programs without increasing taxes.
priation budget? Explain. General revenue is reduced by at least $10 million in months

. ! . . when lottery revenue exceeds one-twelfth of the annwal lottery

2. Do you believe the state wiil be better off, in economic .1 effect, the state is penalized for correctly cstimating
substance, as the result of the proposed change? lottery revenue and operating the lottery efficiently. Repeal-

3. According to the comptroller (last paragraph), the  ing the provision that establishes this fund would remove this

penalty.
This action would increase general revenue abour $635
million per year in the next bienniwm.
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1. Explsin briefly how the compuroller’s recommendation a “consolidated” budget—one in which all funds are
would increase general revenue by $6S million per combined?
year. In what way would the proposal affect the fiscal 3, 'With reference to this recommendation, what zre the
well-being of the state? advantages and disadvantages of budgeting on the
2. What impact would the comptrolier’s recornmendation basis of individuai funds as opposed to combining all
have on the state’s budget if the state were to prepare funds?

-------------------------------------------------------------------------------------------------------------

1. Generally accepted accounting princip.ies require gov- - " can specifically assign the budgetary amounts to gov-

ernments to include in their annval reports a com-
parison; of actual results with the budget for each
governmedtal fund for which an annual budget has
been adopted. This information is generally presented

as “requiféd supplementary information” and as such -

is not subject to the same degree of auditor scrutiny
as is datd Jiicluded in the basic financial statements
or acctinpanying notes. Do you think the budget-
to-actuzal comparison s sufficiendy important to be
incladed as part of the basic financial statements?
Are governments permitted to include their budget-
to-actual comparisons as part of the basic finzncial
staternents? v

2. " "The (GASB requires a government to prepare bud-
getary comparisons for its general fund and major

special revenue funds that have a legally adopted znnnal
!:m%lget. The city for which you work does not have
"a legally adopted budget prepared specifically for its
general fund and major special revenue fands. Instead,
the city prepares a legally adopted master budget for
the entire goversument and divides it into functions and
programs. With the functional and program informa-
ton provided in the budget, the accounting department

ernmental funds for budgetary control purposes. The
government has a general fund and two special revenue
funds. What budgetary comparison schedules should
the government prepare, if any? ,
In your government, appropriations for goods and'
services that remain encumbered at year-end are auto.
matically carried forward to the next year. Thus, the
budget for the following year mustinclude the amounts
required to pay for the goods that were encumbered
at year-end. The budget, however, must be adopted
prior to the start of the following year, and therefore
the amount of year-end encumbrances is not known
when the budget is ddopted. In presenting thé original
budget in 2n actual-to-budget comparison, should the
amounts of encumbrances be mcluded even though
they were not included when the budget was first
adopted?

Your government is permitted to amend the budget
even after the end of the year. When presenting the
final aceual-to-budget comparisons, is it permitzed to
include the amendments that were adopted after the
year-end?

Appropriations $5,550 a. Cash $5,800

Fund baiance——wunassigﬁed 50 Revenues $5,800
To record the budger To record revenues
. S b. Encumbrances $3,000
"The budget would specify in detail the revenues apticipated Reserve for encumbrances .
and expenditures appropriated. Hence, the corresponding (assigned fund balance) $3,000

To enciimber resources reserved to fulfill commitments for

subledger accounts should be debited and credited for
. goods and services on order

amounts estirnated or authorized.




¢. Expenditures
Cash
To vecord expenditures

$2,800
$2,800

Reserve for encurnbrances

{assigned Fund balance) $2,800

Encumbrances $2,800

To unencumber funds ﬁir goods and services already received

that bave been charged as expenditures

d. Expenditures - $2,500
Cash $2,500
To record other expenditures
3. Revenues $5,800
Estirnated reverues §5,600
Fund balance 200
To close revenue and estimated revenue accounts
_Aﬁiaroprlﬂtions $5,550
Expenditures $5,300
Encumbrances 200
Fund balance-—unassigned 50

To close axpmdirurex, mcumbmme: and appropriations

The djsmcts dosmg entries dewate slightly from
those illustrated earlier in ‘the text, in which the budget
accounts were closed in one enty and the actual accounts
in- another. The end result is the same regardless of the
grouping used for the closing entries.
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4. The followingusqhe.dmie serunarizes the impact of the
" twansactions on fund balance:

Revenues $5,800

Expendirures 5,300

Increase in rotal fund balance 500

Less: Encumbrances (oransfer from 200
unassigned to assigned fund balance)

Net increase in unassigned § 300

furid balance

The following balance sheet shows the stawms of year-end
assét and fund balance accounts:

Cash $500
Fund balance »
Assigned 3200
Unassigned _300
Total fund balance 3500

5. Encumbrances $200
Fund balance-unassigned

To restore encumbrances of the previous year

6. Expenditures - 150
Cash

To record expendirures

5150

Reserve for encumbrances

(assigned fund balance)
Eocumbrances 5200

To unentumber funds for goods and services already received
and charged as expenditures (the entive 3200 is reversed,
nasmuch as the entire order has been fulfilled; no

additional amount need be resgroed).
M 3 :

32060

"4
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After studying this chapter you should understand:

]

Why governments focus on current
financial resources and use the modified

-accrual basis to account for their

governmental funds

Why governments focus on all economic
resources and use the full accrual basis in
their government-wide financial statements

The key distinctions between the modified
and full accrual bases of accounting

The distinction between exchange and
nonexchange transactions "

The main types of nonexchange transactions

3

The impact of the “available” criterion on
revenue recognition

How each of the following types of revenues

are accounted for:

* Property taxes

® Fines
Sales taxes
Income taxes
Grrants and donations
Investment gains and losses
Sales of capital assets
Licenses and permits
On-behalf payments
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We now turn to what are among the mdst intriguing questions of goyernment and "’

not-for-profit accounting: when should revenues and expenditures be recognized, and
how should the related assets and liabilities be measured?
In Chapters 4 and 5 we consider revenue and expenditure recognition in

governments, and in Chapters 12, 13, and 14 we address revenue and expenditure. -
recognition in other not-for-profit entities. Most of the examples in this and the next

chapter will implicitly be directed toward governments’ general funds. However, the-
discussion. is equally applicable to all govermmental funds, including special revenues -

funds, capital projects funds, debt service funds, and permanent funds. In Chapter 9

we examine the same issues as they apply to proprictary funds (those that account for: .

business-type activities).

¥VHY AND HOW DO GOVERNMENTS USE THE MODIFIED.

T'he foundation for our discussion of revenue and expenditure recognition was laid in
Chapter 1. In that chapter we pointed to two key objectives of financial reporting:

o TIndicating the extent to which the entity achieved interperiod equity (Le.,”

whether current-year revenues were sufficient to pay for current-year services)

¢ Demonstrating whether the entity obtained and used its resources in accordance
with its legally adopted budget

As suggested in Chapter-1, no set of financial statements prepared ofi-a single basis of
revenue and.expenditure recognition can adequately fulfill both objectives. Thetefore,
~ standard serters must choose among three courses of action:

e Adopt prméiples that fulfill one of the objectives, but not the other

»  Adopt principles that compromise the two objectives, fulfilling both to some
extent, but neither one adequately

e Develop a reporting model that incorporates more than one basis of revenue and
expenditure recognition—either statements that embrace more than one basis
of accounting or statements that incorporate two or more sets of statements
within the same report

Generally -accepted accounting: principles as- incorporated. in the current: Govern-
mental Accounting Standards Board .(GASB) ‘model-reflect the-third approach. The
government-wide . statements consolidateall’funds on’a -full accrual basis (except

for fiduciary funds, which:are not consolidated because the beneficiaries of their

‘resources are parties other than the government). They thereby demonstrate whether
the entity’s current-year revenues were sufficient to pay for the current year’s services.
The fand statements, by contrast, present governmental funds on a modified accrnal
basis (and, for reasons to be explained in Chapter 9, proprietary funds statements are
presented.on a full accrual basis): .

“The modified accrual basis is far more budget-oriented than the full accrual basis

in that the budgets of most governments focus on either cash or cash plus selected -

short-term financial resources. However, the budgetary principles of any individual
government are determined by applicable state or local laws. Except for governments
that elect or are required to budget on a modified accrual basis as defined by GAAP,

the revenue and expenditure principles that underlie their fund statements would not -

RATIONALE FOR
"THE MODIFIED
ACCRUAL BASIS
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-necessarily be identical to those of their legally adopted budgets. Hence, as discussed
- in Chapter 3, schedules. that show: the variances. between: budgetary estimates and
. -actual results may have to include a reconciliation that indicates the portion of the
- Variances attributable to differences in accounting principles.
e Ia dexféloping 15 current model, the GASB opted to retain the modified acerual
l.baSiS ofthe: previous model-~rather than a ‘budget basis-—for governmental funds
statermients. This’ approach ensures.that all ‘governments report on the'same basis and
: "fhﬁl eby facﬂltates compansons among entties. Comparisons weuld have been difficult
, ' 15 oﬁh“pal tlcular budget basm"

. -criterla"by whithi ‘an. enuty determmes when to recogmze revenues and expen-

' ditures, necessarﬂy stenis from its measurement focus and-its basis of accounting. As

.‘..!pemted ‘out.in Chapter 2, measureniént focus refers to what is being reported on—that

is, to which assets.and habﬂmes are being measured. Basis of accounting refers to when

 “tansactions and other events dte recognizéd: The two concepts obviously are closely
linked. If an entity opts to focus on cash, then it will necessaniy adopt a cash basis of

AQ@QUWE‘%NG - accounting. Correspondingly, if it elects to focus on alf economic resources (both current

and long-term assets and liabilities), then it will adopt a full accrual basis of .azccountmg

Measurement focus and basis' of accotinting can be viewed as a continuum.

As depicted in Figure 4-1, on one end of the continuwm is a cash focus, and

correspondmgiy the cash baszs of accounting. On the other end is a focus on all

. economié resources, and thus: the full accrual basis. Between the two ends of the

= S continuum are any number of “modified accrual” (or “modified cash”) bases of

! dcécounting in which the focus is on.resources in- addmon to cash but not on the full
array of economic resources.

_ 1f a government’s budget is.on a cash or near-cash basis, as is common, then a
basis of accounting near the cash end of the continunm best satisfies the reporting
objective of demonstrating that resources were obtained in accordance with the legally

“adopted budget. A basis on the full accrual end of the continuum best fulfills the

-interperiod equity objective. Any, basis between the extremes would compromise the

- two objectives, satisfying both objectives to some extent, but neither one completely.

i

OVERVIEW OF Per today’s generally accepted practices, governmental funds are accounted for on a

THE MODIFIED modified accrual basis. The measureinent focus is on current financial resources:

ACCRUAL BASIS  “Current financial resources” has been interpreted to mean: “expendable financial
resources” —cash and other items that can be expected to be transformed into cash in
the normal course of operations (less current liahilities). The “other items” include
investinents and receivables but oz capital assets. :

Focus on current
financial

&
TesSouUIces” 4’5/'79
ﬁ%‘

Focus on all

s, financial

W resources
o)

. Foeus on- Modified accrust
- 'bases .

s
cash and-.4y

-+ -pearcash [
: Focuson- ‘ . Focus on all
: FIGURE 4-1. Measurement Focuas and Baszs of cash/cash basis economics resources/
: _ ‘of accounting _ o .+ full accrual basis of

Accounung : :
e © accounting
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As discussed in Chapter S, inventories and prepaid items are also reported on the
balance sheet, even though they do not fall within the conventional view of a financial
resource. A frequently. cited justification for this apparent inconsistency is that these
assets will not ordinarily be transformed into cash (i.e., inventories will be consumed,

not sold for cash), but they generally will resultin short-term cash savings in that the

entity will not have to expend additional cash; to acquire them.

.. The current claifhs against financial resources include wages and salaries payable, |
accounts payable, and deferred credits. They exclude long-term obligations such as the .

noncurrent portions of bonds payable, and the liabilities for vacation pay, sick leave

pay, and legal judgments. Consistent with conventional relationships between balance.
sheet and operating staternent accounts, revenyes and ‘expenditures are accompanied
by an increase or decrease in net financial resources (as opposed to imcreases or

decreases in net economic resources, as would be wue under the full accrual basis).

Accepting the accrual basis of accounting (even if modified) still leaves unresolved
the thorny issue of when revenues:should be recognized. What key.economic event
in the revenue generation process should trigger the recognition-of revenue and the
corresponding increase in net assets? In business:accounting, revenues.are ordinarily

. recognized when a firm has exerted a substantial portion of its production and sales
effortand the amount of cash to be eventually. collected canreasonably be ensured and

- estimated. Butstandard setters as well as individual firms stiil-have to. grapple with the
problem of when the various types of revenue transactions satisfy these criteria. To
enhance consistency of practice, standard setters have established specific guidelines
for the recognition of such diverse revenues as those from ordinary sales, from sales
of real estate, instailment sales, interest, loan origination fees, license and royalty fees,
and construction contracts. :

The revenue-recognition issues facing governments are less tractable than those of
businesses. Businesses derive their revenues mainly from exchange transactions—those
in which each party gives and receives consideration of equivalent value. Governments
(except those that engage primiarily in business-type activities) derive their revenues
mainly from nonexchange transactions—those in which one party gives or receives
value without directly receiving or giving equivalent value in exchange.

GASB Statement No. 33, Accounting and Financial Repovting for Noncxchange Trans-
actions (1998), governs the recognition of revenue under both the modified accrual

- basis (for governmental funds) and the full accrual basis (for proprietary and fiduciary
' funds and the government-wide:statements).. The recognition guidelines discussed in
the next sections are the. same. for-both' bases.- However, when accounted for under
the modified.accrualbasis; revenues are subject to an addidonal, extremely significant,

stipulation. They cannot.be recognized.until: they are-both measurable and available to '

finance expenditures of the fiscal period. . . : :

"The nonexchange revenues of governments are intrinsically associated with expendi-
tures; they are generated solely to meet expenditures. Budgets are formulated so that
each period’s estimated revenues are sufficient to cover appropriated expenditares.
Expenditures of a currehit period may- either reguire cash outlays during the period
or create liabilities that must be satisfied shortly after the end of the period. For
example; goods or services that a government receives toward-the end of one year

would ordinarily not be required to be paid for until early the next year. Avadlable -

therefore means “collected” within the current period or “expected to be collected
soon enough thereafter to be used to pay liabilities of the current period.””!

LGASB Staternent No. 33, decownting and Reporting for Nonexchange Transactions (December 1998), n. 16.

RECOGNITION
~OF REVENUE . ‘

MEANING OF
AND RATIONALE
FOR “AVAILA-
BLE TO FINANCE
EBXPENDITURES |
- OF THE CUR- |
RENT PERIOD”
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- Businéss accounting principles dictate that the collection of cash must be reason-
'ably ensured before revenue can be recognized: The *“available” stipulation ensures
. that,-in addition, the cash has been collected or will be collected soon enough to pay
thc liabilities they are intended to cover.
- 7 The Habilides that ‘the revenués. may: be wused: to payare-only curvent Habilities.
Recall that:long-term liabilities are outside the measuremient focus of governmental
s fumids; and‘Bence aré‘not recordedxby them: As distussed-in the: foﬁovnng chapter,
- under:the modified accrual basis of accounting, transactions that.lesult in long-term
liabilities-arenot recdrded as, expendztures :
‘How many days after: the, closerofs thei year-must révenues be eceived to saﬂsfy
¥ tena of h_av:mg been recewed s00n, enough to; pay the habzhtzes of the current

" pr owd, ‘that in the absence of unusual c&cumstances, revenues, should be recognized

' n"‘"only if cash is expected to.be collected er_h.ln 60 days: of year-end 2.

"7; | Becatise existing standards provide no specific guidanee as to time periods for
' recogmtion of other revenues, this “60-day rale” has be¢ome a widely used benchmark
for all types of revenues, not just property taxes. However, many governments have
established other time periods—30 days, 90 days, or even one year—for revenues

“other than property taxes.

E?AT ARE THE MAIN TYPES OF NONEXCHANGE
ENUES AND THE LIMITA’E‘IONS ON HOW

AND WHEN THEY CAN BE USED?

s
4 n@@%ouannn--.-o-o--ouqe-ooo-c--..p'noqn-o-o--o-oooo..n-onnoc--.n.n-n..c-oo.n-o.-o-.c--..o---oo-oc--o.oo---v.-.--ooo-couov-c

. GASB Statement No. 33 s Accounting and Financial Reporting for Nonexcbmge Transac-
tions, defines ncmexchange transactions asthose in which the government receives value
vnthout dlrectly glwng equal value in return. There are four types of nonexchange
transactions. .

1. Duposed. nonexchange revenues. These are assessments Imposed on individuals
- and business entities. The most prominent of these are propcrty taxes and fines
and are recognized in the year for which they are levied.. -

2. Dérived tax vevenues. These are taxes derived (i.é.] that resuit)'from assessmenits-
on exchange transactions carried on by taxpayers. They incliide sales taxes (derived
from sales transactions), and income and other taxes on earnings or assets (derived
from various mcome-producmg commercial transactaons) and are: recogmzcd in
the period in which the income is earned. : T

3. Govermment-mandated nonexchange transactions. Thesé”ﬁccur whena govern-
. ment at one Jeve] (e.g., the federal or a state government) provides resources to
a government at another level (e.g., a local government or school district) and
--Tequires the recipient to use the-resources for a specific purpose. For example,
a state may grant funds to a.county stipulating that the resources be used for
- road improvements. Acceptance and use-of the résources are: mandatory and are

: -‘I‘ECnglzﬁd when all ehgﬂoxhty reqmrements are met. L

o b Voluntary nonexchange transattions. Thesetesilt from Iegislauve or contractual
“ . .agreements entered ifito willingly* by two or: more parties. They include grants

2GASB Interpretation.No. 5, Property Tux Revenue Recognition in Govermmental Funds (Novernber 1997).
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given by one government to another and contributions. from individuals (e.g.,
gifts to public universities). Often the provider imposes eligibility requirements
or restrictions as to how the funds may be used. These types of transacdons are
similar to the government-mandated nonexchange transactions, but differ in that
the recipient government is not required to-accept the awards. However, if the
- government accepts the awards it must observe the accompanying requirements
as to how they may be spent. Like the government-mandated nonexchange
transactions they too are recognized when all eligibility requirements are met.

Statement No. 33 establishes standards, discussed in the next sections, for each of. .
- the four types of transactions. The standards for government-mandated and voluntary
nonexchange tranisactions apply to both revénues ‘and expenditures. Thus, payments
from one government to another are expected to be accounted for.symmetrically.
Statement No. 33 also identifies two types of limitations that constrain-when and
how a government may use the resources it receives in nonexchange transactions: ‘

1. -Time requirements. These specify the- period during which resources. must be
used or when-use may begin. For. example,-local ;governments- typically levy
property taxes designated for a particular fiscal year. Similarly,state governments
that grant funds to local school districts may require that the funds be used during -

- the state’s fiscal year. -

2. Purpose restrictions. These specify the purpose for which the resources must be
used. For example, certain sales taxes must be used for road improvements, certain
property taxes must be used to repay debt, and certain grants or private donations
must be used to acquire specific goods or services.

As noted in the discussions of the various types of revenues, governments should
notrecognize revenue or expenditures on nonexchange transactions unti] time require-
ments have been met (e.g., until the start of the specific time period during which
resources may be used). By contrast, however, they need not delay recognition of-
revenue until they have satisfied the purpose restrictions. Nevertheless, they must
specifically identify resources that are subject to purpose restrictions by appropriately

. classifying.a portion of fund balance in. the general fund financial statements or by
reporting the revenues in a special revenue fund. In government-wide statements they
would identify restricted resources by denoting a portion of net assets as “restricted.”
These requirements continue in force until the restricted amounts are spent tor the
purposes specified.

Property taxes are the bread and butter of local governments. Although gradually
being supplemented by other taxes and fees, they still account for approximately .
© 25 percent.of local goverrniment revenues (see Figure 1-1 in Chapter 1. -
Classified as ad valorem taxes (based on value), property taxes are most typically
- levied against real property (land and buildings). However, some jurisdictions also
include within the tax base personal property—such as automobiles, boats, and
business inventories—and intangible assets, such as securities and bank deposits.
Property taxes are levied against the assessed value of taxable assets. Most jurisdic-
tions are required to assess (i.e., assign a taxable value to) property at 100 percent of its
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commercialreal estate:. According:to.theNew. York Times (“Tax Bill Appeals Take -

‘bills in droves-as the value of their homes drop, threatening local governiments with.- .
" another b;g drain on their budgets ? Not only is the appeals process. costly; but it .

BE Smger, the. mayor of Lakewood Townshlp, ewjersey, and a state senator, whose
. town is.setting aside $2 million to pay tax refunds to homeowners. “We’ve never
‘had this before. Usually they'ré undervalied. Now, everyone’s ovérvalued.”

“ously had not bothered to establish property tax receivable reserves for refunds had

The ongoing housing crisis is hitting state and-local governments with a.double - Houvsing WoEs
whammy.- Raisy New
Firstuand foremost-the falling:housing. prices: result in, major-reductions. in- ' PRoBLEMS FOR
collections of property :taxes, which are directly ted to.the values. of homes and -  ACCOUNTANTS
Rising "Loll on Governments, July 5, 2009), a survey conducted by the National AND AUDITORS
Association. of Counties:reported that 76 pereent of Jar ge counties saidithat: falhng‘
: L IEVEDYE Was sxgmﬁcandy\.--affeetmg theirs budgets I response 0,
minimize; the.revenue- loss about 10, percent of these countiesare: rmsmg thelr tax
rates that are’ based on hoine: values R TR AT ~ R ERPRR A
" Second, “homeowners across the, country are. chaﬂengmg their property tax ..

s-causing the governments to refund unprecedented——and unbudgeted——-amounts
1 already collected taxes. “We've been absolutely getting killed,” said Robert W..

Accountants and auditors take note: This means that governments that previ-

better do so now. And those that had established such reserves need to assess their
adequacy. Otherwise they can count on major write-offs in the future.

'appralsed fair market value. Many, however, assess property as'a fraction of appraised
valte (perkaps in the hope of discouragmg taxpayer protests) and then ad]ust the tax
rate upward to offset the reduction in tax base. :

Governments establish.the ptoperty: tax rate. by dividing:the:amount of revene
required of the tax by the assessed value of the property subject to tax. For example,
if a government needs $400 million in tax revenue and its jurisdiction has $22 billion
in taxable property,‘then the tax rate would be the $400 million in needed revenue
divided by the $22 billion in taxable property~——1 818 percent, or 18 18 mils (dollars
per thousand). o

In reality the computation is somewhat more complex, as allowances must be made
for discounts, exemptions, and taxes that will be delinquent or uncollectible. Most
jurisdictions experience 2 relatively low rate of bad debt on property taxes because
they are able to impose a lien (right to seize and sell) on the taxed propeity. However,
it may take several years before the government is actually ablg 1ther to coilect from
a property owner or to seize and sell the property. o SR &

Many jurisdictions grant discounts for early payraent. For example taxpayers may

- be given discounts of 3 percent, 2 percent, or 1 percent for paying, respectively, three
:months, two months, or one month prior to the due date. If they pay after the due
date, taxpayers are generally; subject to both interest and penalties.

‘. Not all property within a jurisdiction i is subject to tax. Property held by other

' govemments and by rehgmus institutions«is. ordinasily exempt. In addition, many
jurisdictions*grant bomestead exemptions to homeowners on their primary re31dences
Thiese exemptions. include both basic allowances—often of a fixed dollar amount

- {e.g., $5,000)—that are available to alltaxpayers, and supplementary amounts granted
to senior citizens and members of other designated classes. Thus, if a residence
were assessed at $200,000 and the homeowner was granted a $5,000 exemption, the
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property’s net assessed value would be $195,000. If the tax rate were 18 18 mils, the
tax would be $195,000 multiplied by 0.01818, or §3,545.

Several events in the property tax timelirie have potential accounting significance:

e The legislative body levies the tax, estabhshmg the tax rate and estimating the

total amount to be collected.
o Administrative departments determine the amount due from the individual

. property owners, enter the amounts on the tax 7ol (a subsidiary ledger that -
supports the taxes receivable control account) and send ‘tax notices (bills) to-..

property owners.
* The taxes are collected—most prior to the due date some afterward.

e The taxes are due and the government has the right to impose 2 lien on that
property for which taxes have not been paid. :

The stated due date must be distinguished from the substantive due date. Some
jurisdictions establish a due date but do not impose interest, penalties, or a lien until a
later date. The substantive due date is that date.on which interest and-penalties begm
to accrue or a Hen is imposed.

The question facing governments concerns: which of the events is sufficiently
: 31gmﬁcant to warrant revenue recognition, subject (on- the fund. statements) to the

“svailable” constraint.

In this and subsequent chapters, we spotlight accounting issues by placing them
within the context of shost ex'amples We prepare journal entries so as to emphasize
the impact of the possible options on both the statement of operations and the
balance sheet. In raany: of the examples, a single entry may be used to sumumnarize
what would be in practice many individual entries. The illustrated entry is intended
to show the‘impact of the described events on the year-end financial statements. In
most of the examples we assume, for convenience, that the entity’s fiscal year ends on
December 31, even though the fiscal year of most governments ends on the last day of
June, July, August, September, or October.

EXA M PLE Propem Taxes

ooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooo

In October 2010 a city levies property taxes of $515 million for the year beginning
- }anuary 1, 2011, During 2011 it collects $410 million. It collects $30:million of the
remaining 2011 taxes duzring each:of the frrst- three months.of 2012, and estimates that
the $15 million balance will be uncollectible.
+ In-addition, in 2011 it collects $20: mﬂlmn in taxes.apphicable. to 2012. Taxes are
- due on January 31-of éach year and the government has the right toimpose a lien on
the taxed property if it h:’as not received.gpayment by that date. -

%;@ASB Standards

Governments should recognize assets from property taxes and other imposed
nonexchange transactions.in the period during which they first have an enforce-
able claim to the assets or when they first receive the assets, whichever comes
first. For property taxes, the date When they have an enforceable claim is spec1ﬁed

SIGNIFICANT
EVENTS IN THE
REVENUE

" GENERATION

PROCESS
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in the legislation authorizing or 1mposmg the-tax, and is frequently referred to
as the “lien date.” -

Governments should recognize revenues from property taxes i the period
 for which the taxes are levied. As a consequence of this provision, governments
| must delay recognition of taxes collected in advance until the,period for which
r_hey have Heen - budgeted thereby satisfyinig «the xelevant time reqmrement
-+ In., addmon -n-their fund statements;, the - taxes.must:be: “available” —that is,
“eollected Wztbm the' current period or expected to be collected soon enough
'-;'thereafter to.be used to-pay: habzhues of the cutrent perzod'f'Such time- thereafter

“shall not: exceed smty days” g :

a3 property taxes satisfy the criteria for asset‘;recogmuon,‘before they satisfy

.| those for revenne ‘tecognition (e.g:; if. rhey aré _collected ; ‘prior to the period for

| - which they are budgeted or they will not-be collected in time to pay habﬂmes
" of the current- perzod), then the government should- debitan asset {e.g., “cas

r “property. taxes receivable”) and offset it with a credit to a deferred revenue

acconmt (e.g., “taxes collected in advance” or “deferred property tax revenue’).

In the property taxes example, therefore, the total amount of revenue to
be recognized in 2011 on a modified. accrual basis would be $470 million—
the $410 million due and collected during the year and applicable to it, plus the
$60 million collected in the first 60 days of the next year. The $30 million to be
- collected after 60 days would be recognized as deferred revenue. These transactions
would be summarized in the following entries for 2011: '

Property taxes receivable | - B51%
 Deferred property tax revenue | - $500
" Allowance for uncollectible property taxes . 135
To record the property tax levy fmf 2 01 1 '

Cash 4 T $410
. Property taxes receivable I IR
To record the collection of cash in 201 1

$410

Deferred property tax revenue . y $410 o
Property tax revenue : © $410
To recognize yevenue on the taxes collected

Bty %
Deferred property tax revenue

Property tax revenue
To ?'emgmze revenuie on the taxes to be vecerved in the first 60 dayx of 201 2

$60

(Because this entry Would be made as of the year—encf it may appear 10 recogmze only
_ an estimate of the tax receipts of the first 60 days of 2012. In:reality the government
would record its actual collections. Few governments are able to close their books and
prepare financial statements within 60 days of year-end. Therefore, by the time they
_close their books and prepare financial statements, they are able to determine exactly
how much:revenue from collections subsequent to year-end rust be recognized.)*

: ‘3GASB Interpretatlmn No. 5; Propergy Tax Revmzce Rcwgmizm in: Govemmerzml Funds; paras. 1 and 4, 1997.
In practice, governments-nay, at the ‘start- ‘of the yearsto ‘which the.eaxes arc applicable, recognize as
revenue (rather thinsdeferred revenue) the full amount of taxes levied (less the-amount estirrated to be
uncolleetible). Then; at yearend they would debit’revenues, for the portion of the taxes estimated to be
* collected after the first 60 days of the following year, crediting deferred taxes.
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Cash : : S$200 o
Deferred pmperty tax reventie | $20

To vecord collection of property taxes received in advance of tbe year to which they are
applicable

The taxes collected in advance are inteinded to cover 2012 expenditures. Hence,
they should be recognized. as revenue in: 2012 and thereby matched with the
expenditures.

At year-end, overdue taxes receivable. should be reclassified 4s delinquent so they
aré not mtenmngled with the current recezvables of the foﬂomng year: :

o

Property taxes recewable—dehnquent i %105
Property taxes receivable o $105

To weclassify uncollected taxes as delinquent - '
This entry has no impact on revenues, expenditures, or net assets (nor, hence, on
fund balance). It provides statement readers;with additional information as to the
status of property taxes receivable: An-increase in:delinquent: property taxes-relative.
to property tax revenues should serve aswa warning of a-possible-economic downturn -
in the government’s jurisdiction or of ineffective tax collection: pract1ces on-the part
of the government. ‘

As the.delinquent property taxes are collected; they would be recorded asifollows: :.

Cash $60
Property taxes recexvablewdehnquent $60-
- To record the tax collections of the first two months of 2012, which had been
recognized as revenue of 2011

Cash ‘ - $30

‘Deferred property tax revenue 30
Property taxes receivable—delinquent $30
Property tax revenue (2012) ' 30

“To record the tax collections of the third month of 2012, which bad not been :
recognized as revenue of 2011

- Despite their powers to enforce their claims against recalcitrant taxpayers, governments
are not-always able to collect the full amount of tax levies. In some instances, seized
property cannot be sold at prices sufficient to cover outstanding balances. In others, the
costs of recovery would be inadequate to.cover the expected yield, so the governments
elect not to exercise all available legal options:+- :

As a government writes off uncollectible taxes; it should offset.the reduction in
taxes receivable with a corresponding: reduction in :the: allowance for-uncollectibles.

Thus, if the.$15 million of taxes (now classified as.delinquent) were written off:

Allowance for uncollectible property taxes $15
Property taxes receivable——delinquent $15
To write off delinguent taxes

"This entry has no impact on revenues; expe{nditu%fés, net assets, or fund balance. The
government gave substantive accounting recognition to the potential uncollectible
taxes in the period in which it established the allowance for uncollectible taxes.
Governments may accrue interest charges and penalties on delinquent taxes as they -
impose them. However, on their fund statemeénts they should recognize revenue only
when it is reasurable and available. Undl those criteria‘are satisfied, they should offset .
interest and penalties receivable with deferred revenue rather than actual revenue. -

139
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| DIFFERENCES IN GOVERNMENT Whipe: STATEMEN"!S

2011 actmty pertammg to- the 2011 taxes:

; Cash ,
Property taxes receivable—delinguent
Property tax revenue
Allowance for uncollectible property taxes

the fund statements as addmons to liabilities (and hence a
balances).
Tt mst: be emphas;zed thatthe govennnent—w1de entues m

appropizate

Deferred property tax revenue
Property tax revenue o
. T convert: ﬁ'om ﬁmd 1o govemmem—wzde smtements M

The same:general rules of revenue recogmmon apply to govemment .Wlde state~ :
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Some governments opt to “sell” their delinquent tax receivables to a third party,

such as a collection agency. Similarly, they may sell other anticipated cash receipts, -
such as those from tobacco settlements, mortgages, or student loans. The supposed -

sale may enable the governments to have access to the cash immediately and avoid
the hassles of collection. An accounting issue may srise in circumstances when the
- supposed sale is, in economic substance, not.a sale at all but rather a collateralized
borrowing arrangement. Assume, for example, that a city places a lien-on a building

owing to the failure of its owner to pay property taxes. The city “sells” the lien .
to a third party in exchange for cash. Per agreement between the two partes, the -

government will assist in collecting the delinquent taxes, and retains the right to -

. substitute different liens fof the one transferred to the third party. Further, the lien - |

is transferred “with recourse”:if the third partyiis unable to collect on the lien then
it can “sell” it back to the government. In this instance, the arrangemient is less a

sale than 2 loan. GASB Statement No. 48, Sales and Pledges of Receivables and Future "

Revenues and Intra-Entity Transfers of Assets and Future Revenues, sets forth criteria for .
distinguishing between sales and borrowing arrangements. The key criterion is that -

in a sale, the government will have no continuing involvement with the receivable or . - .

with future revenues,

The other main type of imposed nonexchange revenues is fines. Although the question

of when a government should recognizeits revenues from fines is-seldom important .
- in.terms of dollar amount, it is nevertheless provocative. Consider; for example, the

several dates and events relating to parking tickets and other traffic violations:
s Tickets are issued; from historical experience the government can estimate the
percentage of ticketsthat will actually be paid.

* Violators must either pay or protest the fines by specified dates; if they do not
.protest, the government has a legal claim to the basic fines plus penalties for late

payment.

- o For ricketed. parties who opt to protest, hearings are scheduled and held; if a -

party is found guilty, the government has a legal claim to the basic fine plus
penalties for late payment.

EXAMPLE  FInES oooeoeccesseccresececemmmminsassnsssssssssssssnss

In November 2011 police:issued. $200,000-in patking tickets. Of the fines assessed,
$130,000 are paid without protest by the due date of December 31, 2011. Of the
balance, $4,000 have been protested and.are subject to hearings. The government
estimnates that. an .additional $18,000 will: trickle.in, but will not be available for
- expenditure in 2011. The balance-of $48,000.will be uncollectible. .

s

A

(ASB Standards

*édﬁm Iy N o E )
The GASB standards direct that hoth the asséts and the revenues from fines,
penalties, and most other imposed nonexchange transactions be recognized when
the government has an‘enforceable legal claim to the assets tobe received or has

mEe
o R B

collected the cash. Most commonly a government has a legal claim to a fine only

FINES: KEY
“DATES AND
'EVENTS

141




142 Cuarrer 4 / Recoenizine REVENUES 1y GOVERNMENTAL Funps

after. the protest period expires (typically, upon the' payment due date) or if a
‘court imposes a penalty. However, in the fund statements; revenue recognition
is, of course,-also subject to the “measurable and available? stipulation.
‘Hence, inits fund statements the government should recognize as revenue
. only the $130,000 actually received during the year-—the only amount on which
“thé goverriment has a'legal clatin and whith will be-collécted in time to satisfy
liabilities.of the current period. The government can.recognize neither an asset
‘nor fevenue on the $4, 000 in tickets under protést bécause it lias no enforceable
& 'cIamI npon ‘the aiieged wolatms unless and until the courg:s ventually rule in its

' "f$1‘-'3_0,000

Parkmg tickets recelvable (not protested) SUT66,000
- Revenue from parking fines . - ST $130,000
Deferred revenue from parking fines: . 18,000
Allowance for uncollectible parking dckets - 48,000

To surmmarize 2011 activity velated to November tickers

. Liow SHOULD SALES TAXES AND OTHER DERIVED
ﬁ&@x REVENUES BE ACCOUNTED FOR?

0 ---vr---wculouccollohoutnl----n-ﬂtvu‘-u-onc-uu--onI.o-ecu-'oo-coc.o.oocooocup.eoobooc-nn.- R N I

- Sales taxes; along with income taxes, are categorized as derived tax revenues. They are
derived from exchange transactions, such as the sale of goods or services, or other

<. income-producing commercial transactions. : ‘
<7 -Sales_taxes .are.imposed on customers who, purchase goods. or services. The
ks merchant: providing the‘g6ods or services is ‘responsible” for- collecting, reporting,
. -and transmitting the taxes, Unlike property taxes, which are government assessed,
- :sales taxes.are taxpayer asseSsed;. the tax base is determined by parties other than the
- beneficiary government. Thus, the government must wait for, and rely on, merchant

tax returns to become aware of the proceeds to which it is legally entitled.
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Three significant dates underlie sales tax transactions:

* ‘The date of the sales transaction and the collection of the tax by the merchant

* The date the merchant is required to file the tax return and transmit the taxes
(generally the same) R

* The date the merchant actually files the return and transmits the taxes

The date of the sale is arguably the most mgmﬁcam of the three dates because the
transaction producing the tax takes place then, the amount of the tix is.established, and
- the liability of the merchant to transmit the tax is created. However, the government is .
not entitled to the tax until the date the return is to.be filed and the tax paid. Moreover, -

except for unusual circumstances, such as when a merchant files a feturn but fails to

make timely payment, the government does not know what the amount will be unti]

it actually receives the tax.

EXAMPLE Sales Taxes

L R N O A L R L L LT Y T N T E ey tesatEIEsRNGRULINRRT RO

In December 2011 merchants collect $20 million.in sales taxes.-Of: these, $12 million

are collected prior to December 15 and must be remitted by February 15, 2012 the .

remaining $8 million must be remitted by March 15, 2012.

ASB Standards

Current standards, as set forth in GASB Statement No. 33, require that revenues
from sales taxes and other derived nonexchange revenues be recognized at the
time the underl;nng exchange transaction takes place. For sales taxes, this would
be the date of the sale.

In the fund statements the sales taxes must also satisfy the “available” test
to be recognized as revenue. Neither GASB Statement No. 33 nor other official
pronouncements provide guidance as to the length of the period after the close
of the fiscal year in which resources must be received to be considered available.
As noted previously, the “60-day rule” applies only to property taxes, not to
other revenues. Hence, gOVeLNMENtS 1must exercise their own judgment as to
what constitutes:“‘available.” At-the very least they must ensure consistency of
practice from one year to the next.’

"The standards also stipulate-that.governments should recognize: assets from
derived nonexchange transactions in theperiod.in:which:the underlying trans-
action takes place. "Thus a -government-should recognize an-asset=~sales taxes
receivable—on taxes derived from sales of the current year even if the taxes will
not be collected in time to be available to meet the currentliabilities of that year.

Assuming that the‘government adopts 60 days as the “available” criterion,
then it could recognize as revenue of 2011 only the $12 million in raxes that it
expects to collect within 60 days of yeapend "The $8 rmihon baiance must be
deferred unti 2012:

Sales taxes receii;able: A $20
Sales tax revenue . $12
Deferred sales tax revenue g

To summarize Decernber sales tax activity

:» SIGNIFICANT

EVENTS N THE
“EARNINGS

_PROCESS”
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Suppose instead that the sales.taxes'were imposed only-on motor fuels and
had to be used to construct and maintain:roads. Would this purpose restriction
affect the recognition of revenue?

" Inasmuch ‘as the revenues were now restricted; they should properly be
..xeported. in.a special revenue fund. rather, than .in- the general fund. Special
revesiue funds, like the' géneral-fund, are govemmental funds. The GASB rules
| 3d the discussion®in this and the following: chapter-on expenditures) apply
. uniformly to all governmental fands. Per GASB’ Statement No.: 33, purpose

% restrlctzons shouid 1ot affect the t:umng of revenue, recogm 11

- the govemment has beneﬁf:ed from an’ increase in-met assets and acco;dmg to
;jthe GASB it shou recogmze thlS mcrease

E}iFFERFNCES‘_!N _JO\!ERNMENT-—W'!D STATE‘ EE\!TS

The same general prmelples of revenue recogmtmn _apply to both the fund and
“the g‘overmnentwmde statements,  with the exception that under the governimént-
1 W.Ide (Rull: accmal) statements, the availabie cr:tenbn is mapphcabie Hence,
. i’ ehie"example, the government should r recogmze the enﬁre $20 milhon of taxes .
derwed from the saIes of December : "

o
i,

{HeTE
5

e saon sy
,..% L e T

‘ To mmmawze Decembe sczles mx tzmvz

o The govemmentmmde statements iisolidate the g_vemmentai funds 50 .".
*that if the taxés were subject to a purpose restriction, they would not automat-
i 1(:311}7 be shown‘ separately from unrestricted resources: To make the distinction. -
i 1 restricted and anrestricted” fésoirces, ithe GASBdirects rhat writil the -
: .;-_resources-are 'expended for the- d651gnated plirpose ‘the Tesultant nét assets. i
| (fand balance) should be show:u on | ‘the’ govermnent»«mde balance sheet as .

."“-_ restricted
SALES TAXES- Sales taxes are levied by both state and local governmeri%se However, to avoid
COLLECTED BY duplication of effort, most states collect and administer thessales tages imposed by
ANOTHER . their local governments. For example, a state may imposefa 5 percent sales tax,

COVERNMENT ~ @llowing local governments'to add an addidonal 2-percent tax on sales within their
. jurisdictions. The state will collect the entiré 7 percent tax, aetmg as an agent for the
- local. governments with respect to their 2 percent.
- The ‘ssue facing-Jocal. governments is whether they:.can preperly recognize
' revenue as soon as the state'satisfies the recognition’ criteria or whether they must
< delay: recognition until'a later date——either.when. the state notifies them of the amount
"-eollected on their behalf or When 4t actudlly transxmts the ta¥ to them.
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EXAMPLE Sales Taxes Collected by State

P R S N L L I T L R R L N

Assume a slight variation of the previous example. In November and December 2011,
merchants collect $20 million in sales taxes. Of these, $5 million is remitted to the
state as due by December 15, 2011; the remaining $15 million is due on January 15,
2012. The state remits the taxes to the city 30 days after it receives them.

he GASB standards do not differentiate between taxes collected by the govern-
ment itself and those collected by another government on its behalf. The critical
date remains the same-—that of the underlying sales twansaction. Thus, the city -
should recognize revenue as if it had received the taxes directly, as long as they
will be received in time to meet the “available” criterion.
In this example, the city should recognize as.revenue for 2011 the entire
$20 million in taxes collected by the state in both December 2011 and January
2012, all of which will be received by the city in-time to satisfy 2011 obhganons

Sales taxes receivable $20
Sales tax revenue $20
To summarize December sales tax activity

However, if it were the practice of the- state to remit the taxes to the city
90 days after receipt—subsequent to when the city could use them to meet 2011
liabilities—then the city could recognize none of the taxes as 2011 revenue. It
would have to report all as deferred revenue.

Almost ali states and 3 2 \ fow major cmesmsuch as New York Philadelphia, and INCOME TAXES:
Detroit—impose taxes that are based on persenal or corporate revenues or income. . THE COLLEC-
Some of these states impose what they call a “franchise” tax on businesses; but the tax - PION PROCESS

is nevertheless based, at least in part, on gross revenues or net income.
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and estimated tax payments received during the year (adjusted forsettlernents
and refunds when tax returns are actually filed)—in essence that they récognize
revenue on a cash basis.
In the example; the state collects $102 billion in taxes ($95 billion for 2010
and 2011 and $7 billion for prior-year audits) and refunds $15 billion—a net
.~ collection of $87 billion. Hence o 4 cash basis (the pragmauc basis suggested by -
the ‘GASB), the state would recognize $87 billion in.revenue.. The GASB-does .
not specifically address how the amounts billed—here, the $3 billion still due
from audited returns——should be accounted for, but there seems no reason why -
the state should not recogmze them as.assets. Thus S -

Cash .-~ : S $87
- Taxes billed but not coHected (a recewable) e 3
Revenue from income taxes . s . $87
Deferred revenue =~ . , -3

To recognize income taxes for the fiscal year é:l?zdin o Fune 30

;;» 10W SHOULD GRANTS AND SIMILAR
VERN_MENT-HMANDATED-AND VOLUNTARY = o
NONEXCHANGE REVENUES BE ACCOUNTED FOR? S

R R I

State and local governments receive ‘graiits and similar forms of financial assistance
from both other governments and private sources. Some grants-are mandated by a
higher-level government; the lower-level government has no choice but to accept them
“ (as when the federal government requires states to xindertake specified environmental .
cleanup efforts and provides the necessaty resources for them to do so). Most, however, .
. are voluntary; the goveriument can choose not to accept the fands if it is unwﬂhng
to accept the attached conditions or to carry out the specific. programs the grantis -
intended to finance.
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. Income taxes present especially vexatious.issues of revenue recognition, owing to
their multistage administrative processes. Consider, for-example, the following:

* The tax is based onincome of either a calendar year or a fiscal year elected by
the taxpayer, but such year might not coincide with the government’s fiscal year.

* Taxpayers are réquired'to refit-tax payments throughout-the tax year, either
through payroll -withholdings or periodic payments of estdmated amounts.

- “Within three ot four mionths after-the' closé 6f the year, ‘they- are required to
file a tax return in which they inform the government of the actual amount of
- tax owed.-At-that time, they are“expected to make. a: final'settlement with the
government; by either paying additional taxés due or reguesting a refund of
overpayrents. Thus, the taxes received by the government during the year may

be more or less than the amount to-which itis entitled: -+ w

. * Governments review all tax returns for' reasonableness and select a sample
for audit. Moreover, some taxpayers are delinquent on their payments. Thus, ;
taxes continue to trickle in for several years after the due date. Although i
governments can reliably estimate the amount of late collections based on :
historical experience, they may not have a legal claim to the taxes until taxpayers
either file their returns or agree to the adjustments resulting from an audit.

EXAMPLE Income Taxes

AR N R Y N A ) L R N

A state is on a June 30 fiscal year. However, income taxes are based on taxpayer income
during the calendar year ending December 31. Employers are required to withhold
- taxes from employees and remit the withheld taxes monthly, and individuals with
significant nonsalary earnings are required to make quarterly estimated tax payments. :
By April 15 of the year following the end of the.calendar year, taxpayers must file a tax
retarn on which they either request a refund of overpayment or pay any remaining tax
owed. . ‘
In its fiscal year ending June 30, 2011, the state. collects $95 billion in income
taxes for the calendar years 2010 and 2011. Tt refands $15 billion of taxes based on the
returns filed by April 15, 2011. As the result of audits of prior-year returns, the state
bills taxpayers $10 billion for earlier calendar years; it collects $7 billion of this before
its fiscal year-end and expects to eventually collect the entire remaining $3 billion.

%

Income taxes are derived from the transactions that produce.the income. There-
fore, in concept at least, governments should recognize the: taxes-as revenue
during the period in which the income is earned. In practice, however, deter-

-~ mining the amount of revenue attributable to income of a particular year is
exceedingly difficult inasmuch as the government learns of actital earnings only

- when a taxpayer files a retarn or the government conducts its own audit. More-
over, the returns thermselves. cover a calendar year and therefore do not separate
out incomne earned in each of the fistal years. Therefore, in an illustration of

" how income takes should be:accounted for; the GASB suggestsithat governments

“ibase the*amount of income ‘to’be recognized on thé amourit:of withholding
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Typical mtergovemmental grants. and similar.nonexchange revenues include the
follomg

® Restricted grants. These:are payments intended for designated purposes,

projects, or activities, The most common form of grants, they are usually

. made:to reimburse: spemﬁc types of:expenditures: They may. be either mandated
or voluntary. )

<ol Unrestricted gmms‘ These dre payments that, are umestncted as to purpose,
- pro;ect or actmty

" or aétloﬁ ol ‘the’ part-of the reciplent (e g the abzhty of the recipient to raise
» fesouréesfroirfother, pames) [ : -

T e '.\Entztlements Thesé are payments,’ usually from a- hlghm -level government,

" to which'a state or local government-is: automatically-entitled in an amount

determined by a specified formula. Entitlements are often designated for a broad
functional activity, sch as education..

°  Shared revenues. These are revenues raised by one government, stch as a state,
but shared on a predetermined basis with other governments, such as with
cities.

o Payments in lien of taxes, "These are amounts pazd by one government to

- another in place of property taxes that it would otherwise be required to pay

were it not a government and thereby tax-exempt. Such payments constitute an

important source of revenue for governments that have within their jurisdiction

a substantizl amount of facilities of other governiments. For example, the federal

. government, whose property is tax-exemipt, may make payments to school

: “ districts in which military bases are located to compensate for the cost of
Lot T ‘educating military dependents.

Examples of voluntary nonexchange revenues from private (1 e.; from nongovernment)
sources include donatons to school districts and umversmes, contributions of land
-from developers:(often tied, at leastindirectly, to-a project'they-are undertaking), and
< gifts of collectible items to museums or cultural centers. Sometimes they take the
form of endowments. Endowments are gifts.that stipulate that the contribution must
be invested, and only the income from the investuients can be spent.

%S%}ASB Standards

-

Recipients of grants, lrrespectwe of whether the grants aré mandatory or vol-

untary, should recognize both revenue and related receiyables onlyiwhen' all

ehigibility reqmrements have been met (subject, of courséjiin the fund state-
. -ments to the “availability” criterion). Resources received before the eligibility
" requirements have been met should be reported as deferred revenue.

- Reimbursement grants are generaily considered to have an inkerent eligi-
bxhty requ1rement~—~the recipient is eligible for the grant only if and when it
_incurs allowable costs. Hence, recipients typlcalfy must fecognize revenue from

S reimbiirsement grants. durmg the’ penod in Which they make the expenditures
{|:..:for which they will be:reimburséd. "

" Endowment'contributions that smpula te that only the incoine ﬁ“om investing

the contributions can be spent are subject to infinite time requirements. Does




B
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this mean that the recipients can never recognize revenue from the pift? No. The
GASB makes an exception to the general-rule that revenue from contributions
cannot be recognized vntil all time requirements have been satisfied. Per State-
ment No, 33, governments can recognize revenue from endowments and similar
gifts in which the main benefit to the. recipient is from the derived income,
. not the gift itself, as soon as they receive the gift. These revenues would most
likely be recorded in a permanent fund. Similar rules apply to gifts of historical
treasures and art works that the recipient agrees it will hold rather than sell.

EXAMPLE  Unrestricted Grant with sze Requirement

l\lo'0..OD'.Ge.ocoo.uoo.‘o.l..!Dooc.a.un‘nﬁooonotdnleah-tnon-----blOoauuiooooccldﬂlcbobllto-.00..

In October 2011 a school district s notlﬁed that, per legislatively approved formulas,
the state awarded it $15 million in assistance. The funds, transmitted to the district

in December 2011, may be used to:supplement teachers” salaries, -acquire equipment;, .
- and support educational enrichment programs. “The funds can beused only in the year - -

ending December 31, 2012.
The grant is unrestricted. The sdpulation that the funds must be used to

- supplement teachers’ salaries, acquire equipment, and support educational entichment -
programs is not a purpose restriction. Itis a requirernent only in form, not in substance; .’
-the state demands nothing of the district that it would not otherwise do. However, the

grant is subject to a time requzrementwthe resources.nust be used in 2012. Hence
the school district must defer recognizing grant revenue until 2012: '

Cash ' $15

Deferred grant revenue . $15
1o record the receipt of state funds in 2011
Deferred grant revenue $15

Grant revenue §15

To vecognize grant revenue in 2012

EXAMPLE Gramt with Purpose Restriction

vdbsscaansaane MM B A NSRS RGO ENAUAD0RIABLANDEUEIOUOCER TS P PA0R0PAON00CDECUL0ANABARAGIBBDED

In October 2011 a school district is notified. that, per legislatively approved. formulas,
the state granted it $15 million to-enhance its technological capabilities. The funds,
transmitted by the state.in December 2011 ‘must be used to acquire-computers but
may be spent at any time.

This grant is subject only to a purpose restriction. Purpose restrictions do not
affect the timing:of revenue recognition; the district should recognize the revenue as

- soon as the grant is announced. Nevertheless, owing to the purpose restriction, the
district should record the grant in a special revenue fund, and in its governmentww‘ide :
staternents it should report $15 million of its netassets as “restricted to purchase of ‘|

computers.”

Cash D . $15
Grant revenue - ' - . ' $15
To.recognize grant revenue (in a special revenue fund)in 2011

149
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L EXAMPLE. - Reimbursement (Eligibility Requivement) Grant
\é

D EOCODEOOCEONA00000Ab00Ab0h00 6060000000000 N0oEd080Esldtdn oo 0D000CNA000dBUbincOENC0RIORo0000AdAD

In December 2011 a city is awarded a grantof $400,000 to train'social workers. During
¢ December 2011 it spends.$300,000 in allowable costs, for which it is reimbursed
+:$250,000. Tvexpects:to be reimbursed for the $50,000: balance inJanuary 2012, and to
expend and be reimbursed for.the remaining $100 000 of its grant thmughout 2012,
The. city-is‘subject, to:an eligibility - reqmrement e that tobe: ehgible for the grant it
must first incur allowable costs.
s - In;this example; the govermnent CamLecogRize: thc grange
costs Thus,'

o 11 '»asit incurs allowable
1:201 1+ it can: ;ecogxuze $300 000 in: both revenue-andincreases in assets:

s Expendzmr o train, socml WOl’kE:iS a2 $3(}0 000
o “Cash (or payables) R ‘}3' ‘ $300,000
" To record allowisble costs . L S
" Cash . S $250,000
‘Grants receivable o 50,000
(Grant revenue . $300,000

'y ?"ECOg‘fZZ'ZE g’f’ﬂ?ﬁf FeveRiie

£ X AMPLE  Unvestricted Grant with Contingency Eligibility

Requirement

.«nin-eaﬂvDuaoooocu.ouoocoéonouonocononooobonoooaonnenwe'annnnounoeoenolco.nolaonﬁuuol'owoooooooo

- InJanuary 2011, a private foundation agrees to match all private cash contributions up
to 520 million received by a state-owned museum during its 20112012 fund drive.
In 2011 the museum receives $14 million in private cash contributions.

The miuseum is eligible for the foundation’s matching conmbuuon only insofar as
it receives funds from other sources. Thus,in 2011 it can recognize only $14 million
of matching foundation revenue (in addmon, of course, to the $14 million in private
{ionatlons) :

' Grant recewable (foundauon) S $14
Grant revenue (foundation) A 514
To recognize $14 million of & foundation grant

1f the foundation will not actually make its contribution in time for the resources.
to be available to meet its 2011 current liabilities, then on its. modified accrual fund
statements the museum should recognize the grant as deferred; rather than reahzeé
revenue.

EXAMPLE Endowment Gift

Lo-oo:pop,&nnoonc.qovuuunoo.ououoeoooo,o‘n“bi’:euaooo'.nooooonaow ----- .eqoooounocoe’weoena'o'ooooao.o.o.-oo'&'a

A private citizen donates $1 million to a c1ty to maintain and repair historical
“monuments. He stipulates that the pnnczpal remajn intact permanenﬁy and that only
“the income be used for:the intended purpose. -

‘Endewments that-are-intended to support a govelnmem s activities and thereby
-benefic-the ;public are accounted for-in 2:permanent fund, a type of governmenta)
~fund.-Inasmuch as the gift is mtende:d to provide an ongo;ng source of income, the
city should recognize.the §1 million as revenue upon receipt. In its govemment»mde
statements; however, it should show. $1-million of its:assets as restricted and thereby
unava;lable for general expenditure.
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EXAMPLE Pledges

P LR R e Y Y L L L N R LT Ty yuraran

A private citizen pledges $10,000 to a county-operated zoo. The government is
confident that the promised donation will actually be made.

Governments should recognize revenue from pledges on the same basis as other
‘grants—that is, as soon as they meet all eligibility requirements. Thus, if a government "}
has to do nothing further to receive a donation (and the resources are probable of

collection), it can recognize revenue at the time the pledge is made. However, in

- its fund statements, consistent with the “available” criterion, it must delay revenue .

* recognition tntil the resources will be available 6 meet the ‘currént labilities of the -

period. In effect, therefore, it would recognize a peceivable (offset by deferred revenue) : -
%,

but must wait to recognize the revenue until the period in which the cash is to be
received (or will be received within 60 days thereafter). ‘

Gifts of capital assets present an especially intriguing accounting issue, mainly because .

. FOR GIFYS OF

capital assets are not typically reported in governmental funds. Donated capital assets
current standards make -clear, should be recorded in either the fund to-which they

relate if such fund is a proprietary fund or ini the schedule of capital-assets if'such fund. -
is a governmental fund. Are there instances, however, in which donated cap1ta1 assets

can properly be recorded in a governmental fund?:

EXAMPLE Domation&'-of Land for Differing Purposes

u'.c.anwacn-ontasodncholo-twnﬁ:n--é.---tu-O.-0.‘000‘0.l0-.loonooeoubloocalﬂoc-eoqeoloodolo.ooooo

A buﬂder donates two parcels of land to a city. Fach hasa faxr value of $4 million. The
. city intends to use one as a-park and to sell the other.

In current. practice;-capital assets. intendéd:-for use cannot. ¢ be- recorded in a
governmental fund as’ assets; correspondingly; donations of capitai assets ‘cannot be
recognized as revenue. The donatéd assets should be recorded in the schedule of

- capital assets. Thus, theland intended as a park would not bé recorded in either

the general fund or any other governmental fund. It would be recorded only in the
 schedule of capital assets and in the government-wide statement of net assets.

By contrast, capital assets held for sale aré unlike capital assetsheld for use. From

the perspective of the recipient government they are the equivalent of marketable

- securities or other short-term mvestments. They are expected to be transformed soon

into cash: Arguably, therefore, capital assets intended to be sold should be recorded in
governmental funds (such as the general fund or a eapital projects fund), and donations
of these assets should be recognized as revenues. Nevertheless, the Government

ACCOUNTING

CAPITAL ASSETS
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“Finance Officers. Association (GFOA) recommends that for governmental funds such
-as the general fund, the government should report the asset on year-end financial
staternentsondy if it has actually succeeded in selling the asset by the time it issues those
statements. If the government sells the asset after year- -end-but within the availability
period (e.g., within.60. days);: then it would recogmze revenue from the gift. Thus, it
Would make the followmg entry :

Land held for sale
‘ ‘ $4

' "'If however, the‘mtya sold rhe Iand after the avallablhty penod but before it issued
the financial statements, then it. Would recogmze the: land asan asset but defer the
' ‘-:"recogmuon of revenue. Thus: : .

Land held for sale L - b4
Deferred revenue (from donations) $4
To record a gift of land that the city sold after the availability peviod but
prior to the issuance of financial statements

If, by contrast, the city failed to sell the land by the time it issued the financial
statements, then in a government fund it would not recognize the asset and not
recognize either revenue or deferred revenue. The rationale for this position is that
there is no arm’s- 1eng1:h transaction with a third party to provide objective evidence
of the land’s value.’

Governments may. report capital assetsvin their. governimental funds for other
- reasons as well. For example, they may foreclose on properties because the owners
- failed to meet tax obligations. Almiost always the governments intend to sell, rather
! than keep; thesé. properties. Normally-they would.walue them at the iower of the
i : - properties’ liens or the anticipated net realizable values.

© " *This recammendatlon is based on Stephen }' Gaumer Govemmenml Accoumzng, Audztmg, and Financial

¥ Reporting (Chicagd: Government Finarice Officets Association; 2005),.p. 79:Fhis position is consistent with

s regaidance provided by the GASB in StatementNo 511, Medsuremient Focusand BqufAmuntmg—— Government

" Fund Operating Statements;para. 11. W say “consistent with” rather than “per” Statement No. 11 because
Statement No. 11 was never implemented and hence is not authpritative.
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5 ‘-?“",nzs vahle Presmnably, masmuch ag the govemment«wﬂe statement of net assets :
-+ but'not a govemmentai funid balance sheet, already includes other Capital assets,

. the 1mpa¢ -of' any, ¢ efror m the esumated‘valuc of the donated asset Would be

: ”relauvely'smail B R i »

Some types of grants——those for which the rempxent is required to distibute the:;
resources to other parties ot for which payment is made directly to a third party for
the benefit of the recaplent——ralse the additional question of whether the grant should
even be recognized by the recipient government: Suppose,. for example, that a state .
receives federal funds earmarked for each of its local school districts. Should the staté
record the receipt of the funds as revenue and the dishbursernent as an expenditure?

Or alternatively, should it omit the grant from-both its budget and its accounts on’

ACG@UN’E‘HNG
FOR
PASS-THROUGH
" GRANTS

the grounds that, with regard to these ﬁmds, it is nothing more than an agent of the .. -

federal government?

Grants that a government must.transfer-'to,-or, spend on-bebalf of, a secondary..

recipient are referred to as pass-through grants. Pass-through: grants vary in the

receive federal funds over which it has no discretion in determining how, or in what
amounts, they can be disbursed. Once it distributes the funds, it may have no responsi-
bility for monitoring how they are spent: At the other extreme, a state may be permitted
to distribute federal funds within broad guidelines and-it may be-held accountable for
ensuring that the funds.are used in accordance:with federal specifications.

In the past, some governments opted to exclude pass-through funds from both

their revenies and their expenditures. Perhaps wanting to show that they held the line
on spending, they accounted for the funds “off the budget” — ofterrin agency funds in
which only assets.and liabilities are reported.

To reduce diversity of practice, in 1994 the GASB stated that “as a general
rule, cash pass-through grants should be recognized as revenue and expendxtures or
eXpenses in governmental, proprietary, or trust funds.”’S Only in those “infrequent
cases” in which the government serves as a “cash conduit” may pass-through grants
be reported in an agency fund. A government serves as a “cash conduit,” the
GASB explains, if it “merely transmits grantor-supplied moneys without having
‘administrative involvement.)?” -Administrative involvement ~.would be indicated if the
government selected the secondary recipients of the funds (even based on grantor-

_ establi'shed criteria) or monitored-‘cqmpliance with grant requirements.-

Food stamps are a.  formof pass-through assistance. The:federal government gives the
stamps to the states, which distribitte: them in accord with spectfied guidelines. Until
1994, many governments gave no balance sheet or operating statement recognition to
food stamps. Then, in its pronouncement on pass-through grants, the GASB asserted -
that food sta.mps recewed and distributed shouid be recognized-as both revenue and
an expenditure.’

$GASB Statement No. 24, Aecounting and Financial Repomng for Certain Grants and Other Financial Ammzme
para. 5, 1994,
"Thid., para. 6.

.- extent.of responsibility they impose.on the primary recipient. Forexample, a state may . .

ACCOUNTING
FOR FOOD

STAMPS
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ﬁgﬂ EXAMPLE Food Stamps

"ouuououeoonooooeoaobouooonueotooueuauBooooueeu-o-ounanv--au'-vuoeaoeucoooocobe.b.-bobowaoeoano-u

. Astate receives $100 million in food stamps, of which it distributes $95 million.

[GASE Sundards

the. expendltm:e concurrently, ‘when the stamps a ,ef'dlst‘nbuted They should be
. ..-.measured by the stamps’:face value: : : -
i -+ Moreoyer,the GASB directed that state: governments report food stamps on
‘:‘-hand atyear-end as an asset (statedatface value). Inasmuchas povernments should
recognize. reveiue from food stamps only as the stamps are distributed—not
" when they are received--= the credit offsetting the food starnp inventory should
be to “deferred revenue.’

The following entries summarize the trénsactions:

Expenditures—food stamps- $95
Revenues—food stamps - - . $95
o Towecord the veceipt and distvibution of food stamps
Inventory of food stamps (paper) : : $5-
- Deferred revenues-=food stariips " - $5

- To recognize food stamps on-band at year-end

| States sometimes involve local governments in the food stamp distribution process.
Nevertheless, overall administrative responszblhty for the | program. rests with the states.
. The local governments'serve mainly as agénts of the staté. Although the GASB does
“not deal with the issue of how local governments should-account for their role in the
- food stamp programs, most governments have not been reporting stamps received and
distributed as either'revenues or expenditures. They have, however, been recognizing
administrative costs as expenditures and admmmtrauve fees chargeci to the state as
Fevenues. :

Food stamps are now mostly electronic (like a debit C‘&id‘ Accordxng to GASB
Statement No. 24, electronic food stamps are not expendxta}res until the recipient uses
the benefit and there would generally be no inventory balance'Thus, the entry based
on recipient’s use of the benefit: e

‘Expenditures——food stamps-.. . $47 i |
Revensie—food stamps S - $47
To recom’ the receipt and dszzbzftzmz of ﬁ)ad smmp.f .

| Note:The ]oumal enty: will be-the same for both ﬁmds based and government—wzde
5 financials. . :

Ak erm v e . — e
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In the multigovernment system of the United States, one government may make .

payments for employee fringe benefits “on béhalf” of (i.e., for the direct benefit of)
another. For example, a state may contribute to a pension plan for school teachers on
behalf of the independent school districts that employ the teachers.

The key issue concerning on-behalf payments is whether and in what circum-

stances the recipient government should recognize the payments as if it had received . -
and then spent a cash grant-—that is, whether it should recognize a revenue and an.

offsetting expenditure, or give no recognition at all to the transactions.

As with-so many other accounting issues, the challenges of standard setting are
compounded by the variety-of forms that a transiction can take. Some state on-behalf
- payments, for example, are made in lieu of pensions or:other compensation that the'

- recipient local government would otherwise have been required by state law to provzde

on its own. Other payments are made by the state to cover programs or activities in. -
which the local government would otherwise not engage. Some accountants believe

that recipient governments should recognize only the on-behalf payments that cover
. costs for which they are legally responsible.

EXAMPLE On-Bebalf Payments

RO s BN dO AT CA0I OO AT ERLOdO0E 00NN O A 400 AN NN Et O dOCRUIUUACUIANOUNRUOIrRINSIRAUdRBsOtotmate

A state-government is responsible for funding the state’s teacher retirement system. It -

contributes $3 million to the system on behalf of an independent school district.

g@ASB Standards

R
The GASB ruled, as another part of its grants project, that the recipient
‘governient should récogrize both revenue and corresponding expenditures for
- ai] on-behalf payments of fringe benefits and salaries. Despite the objections of
two of its five members, it required recognition irrespective of whether or not
the beneficiary government was legally responsible for the payments.®

The school district would make the following entry:

~Pension expenditures $3
State aid— pensions (revenue) $3
To record theon-behalf pension: payments.made by the state .

Correspondiﬁgly; the state would also record an expendirure:

- . State aid to school districts (expenditare). - - . -~  $3 ‘
Cash $3
To vecord the contribution to the pension fund on bebalf of an independent
school district

ACCOUNTING
FOR ON-BEHALF
PAYMENTS

A paying govefnment should classify its on-behalf payments in the same manner as - ; -

similar cash grants to other entities. For example, if it classifies‘other educational
grants as educational expenditures, then it shouldiclassify the payments to the pension
fund as educational expenditures, not pension expenditures.

8Thid., paras. 7-13.
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W SHOULD SALES OF. CAPETAL ASSETS
ACCOUNTED FOR? -
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- Governments sell capital assets for the same:reasons businesses:do—the services the
 assets impart cani be providedmore economically: by:another:means-or by replacement
assets. The umque accounting. problem faced: by governments when they sell general
d-are accounted: for ina governmental

CEXAMPLE Sakes fcptmtg
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On December 31 2011, a city purchases 4 new pohce car. for $40 000. On }anuary 2,
2012, the vehicle is damaged in an accident. The vehicle is uninsured; the city is able
o0 sell the nearly demolished vehicle for $5,000.

Current practice requires the following seemingly odd entry:

- Cash ' $5,000
"~ Other financing sources--~sale of vehicle | $5,000
To vecord the sale of general capital assets '

The ‘entry is “seemingly odd” because “other financing sources” is reported on 2
statement of revenues, expenditures, and changes in fund balance (below the revenues
and expenditures). Although not exactly revenug, it is similar to revenue in that it may
be budgeted as revenue and it results in an increase in fund balance.

" From an accounting perspective, therefore, the accident that destroyed a $40,000
vehicle left the government $5,000.better off that is, the governmental fund’s
assets and fund balance increased by $5,000. This outcome, while bizarre---and not
" suggestivé:of appropriate means by which governments Should reduce their deficits—is
. inevitable when the measurement focus of govérnmental funds excludes capital assets.
As indicated in Chapter 2, when governmental fund resources are used to acquire
an-asset, its cost is written off (ie., charged as an expenditure) as it is paid for.
Consequently, the police vehicle, W}uch is clearly evident to most citizens, is mwszble
to the governmental fund’s accountant. s .

Although this accounting outcome may seem bizarre, busmess accounting may
produce a similar resuit. The capital assets of businesses are carried at historical cost
- less depreciation—amounts that may be considerably less th n fair market values.
Suppose that a vehicle owned by a business was destroyed in 4it accident and-that the
vehicle was insured for more than its book value. That acc;dent too, Wonld cause the
, ‘business to report a gain owing to the mishap. : '

Both businesses and governmental funds state their capli:al assets at amounts
bearing little relationship to their economic woith. Whereas businesses carry z'hem at
. historical cost less depremamon governmental funds report them at zero.
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Like businesses, governments can take advantage of capital asset accounting to

improve the look of their financial statements even in the absence of substantive fiscal

- improvement. Thus, for example, in its govemment—mde staterments a government -
can recognize a gain and a corresponding increase in net agsets by selling a capital asset -
having a market value greater than its book value. In its governmental fund statements
it can report both “other financing sources” and a corresponding increase in fund
balance by selling any capital asset, irrespective of the relationship between its book”
and market values.

-Investmems, whether they are in debt or equity securities, fluctuate in value Govern-~ -
ment portfolios generally contain mainly short-term debt securites. Because they are
short-term, their values are not greatly influenced by swings in interest rates. Some.
: portfohos, however, also hold longer-term instruments that are considerably more
sensitive to'changes in interest rates. In recent yéars, some governments—sometimes
in violation of hoth accepted standards of sound fiscal management and common
sense—have: speculated in “derivatives” and other instruments that are extremely
sensitive to interest rate changes.
. Until 1993, both the GASB and the Financial Accounting Standards Board (FASB) -
directed that governments, not-for-profit organizations, and most businesses within
their purview report short-term investments at either historical cost or the lower of
historical cost ormarketvalue. In that year, the FASB broke with tradition and required
businesses to divide their investment portfolios into three categories: trading securities
(those that enterprises intend to hold for only a short period of time); held-to-maturity
- securities (mainly long-term bonds); and available-for-sale securities (other securities,
~ such as stock held for the long term). They must carry their portfolios of both trading-
- securities and available-for-sale securities at “fair” {i.e., market) valaes.” However, the
FASB explicitly exempted not-for-profits. from the purwew of Statement No 115,
opting-to deal with them in:a separate project:

* In 1995, 4s theresult of the “promised, pro;ect the I"ASB extended. its “mark-
to-miarket” directives to not-for- -profits. 10 However, inasmuch as the requirement
that investments be classified into the ‘three categories was intended mamly to

- accomunodate specmhzed industries, such as banks and insurance. companies, it was
» omitted from the not»«formproﬂt pronouncement. Instead, the statement requires
* that all debt and equity sécurities (except those accounted for by the equity method

or those of consolidated subsidiaries) be stited at fair value. Moreover, gains and
losses on investments, both realized and unrealizéd, must be recognized as such and
_reported in the statement of activities.

*

YFASB Statement No. 115, Aeconnting for Certain Investments in Debt.and Equity Securities (May 1993); also
FASB ASC 320-10. : ,
WFASB Statement No. 124, Accounting for Certain Investments Held by Not-for-Profit Organizations (Novem-
ber 1995); also FASB ASC 958-320-15.
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- The reasons-for reporting investments at fair:value are as compelling for govern-
ment-organizations as for other not-for-profits and for businesses: Those frequently
.-advanced include the following:

e For virtually all decmions Involvmg investinents, fair value’is more relevant than
historical cost:.

e _Investments are often held .as cash subsututes They can. be hqwdated with a
" phone call to the-entity’s broker or a quick computer. entry. -

- Fair values are objective; up-to ~the-minute prices am'-avallable from computer
* and; teiePhone iriformation, Services:. -

+ The performance ofi investinent managers, and their employer governments, is
-~ measvred by total return—dividends, interest;and changesin fair values. Insofar
. -as governiment and: not-for-profit portfolio managers are. éxpected to achieve
. . specified investment: goals, statement users are-entitled-to the information
needed to assess how well the managers have done. .

'»  Tobesure, prices that go up can also come down. But financial statements report
on performance within specified periods. An increase in the value of a security
in a particular year is indicative of sound investment performance in the year it
occurs. A subsequent decline in the following year reflects poor performance in
that year. Statement users are entitled to this information.

E XAMPLE In'vestmem Income.
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The following tible summarizes- the 2011 invéstment activity in a county’s general
ﬁmd (all amounts in thousands): '

Fair Valne - 7 “Sales ° Fair Value

Cost onJan.1.  Purchases. {(proceeds) on Dec. 31
- Security A~ $120.- o $120 -0 S 5140
~Security B+ 520 540 S 540
~:Security C 200 1200 0
-Security D .9 o - $90 75
$930 $860 $90

Followmg the FASB's lead, in 1997 the GASB detemnned'that govemments like
businesses and not-for-profits, should state their investmenis at fair valug. GASB
. Statement No. 31, Aecounting.and Financisl Reporting for Gertain Investments and
: for External Investment Pools, requires that investment income, including changes
- in fair value, be reported in the operaung statement or-other statement of
‘ :actanes of all entities and funds. e ‘
. The GASB made 2 motable- excepuon for short,~term securities that are
- DOt sub]ect to the same Volauhty as Jong=term instruments. Governments are
permitted to report moriey, market invéstments: having.a remaining maturity at
time of purchase of one year or less at amortized cost:rather than market value.
| These investiments include cemﬁcates of deposit, commeraai paper, and U.S.
" “Treasury obligations.
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Per the pronouncement, the investments:should be reported on the county’s
December 31, 2011, statements at their fair value-—$755. The gain or loss to be
reported on the country’s 2011 operating statements can be determined by subtracting
investment inputs from outputs. The inputs are the securities on hand at the start of

~ the year (stated at fair value as of the beginning of the year) plus the purchases during &
the year. The outputs are the securities on hand at year-end (stated at fair value as of . i
year-end) plus the proceeds from the sale of securities during the year. Thus:

Outputs : .
Fair value, December 31 - $755
‘Sales - ' ! o250~ $1,005
Inputs h
. Fair value, January 1 ' $860 -
Purchases - 90 950
. Increase (decrease) in fair : ' § 55

value of investments

The following entry would therefore be appropriate:

Investments $55 ,
Revenue—Iincrease in fair value of investrnents - st
To record the increase in the fair value of the investments

Many local governments invest what would otherwise be idle cash in investment
pools maintained by their states or other governmental units. These investment pools
are similar-to mutual-funds. Each participant purchases shares in. the underlying -
portfolio. Statement No. 31 specifies that governments should state their investrnents
in'a pool at the fair value per share of the'pool’s underlying portfolio. Each period
they should recognize the change in fair value as a gain or loss.

- Staterent No. 31 requires governments to recognize gains and losses from changes S0ME
in all marketable securities, including held-to-maturity debt securides that have 2 GoVERNMENTS
maturity greater than one year. Typically the: 1ongf=:r t‘he maturity of a debt security Ay Makg
(such as a U.S. Treasury note or bond), the higher its interest rate. Thus, a two-year SUBOPTIMAL
note would almost always provide a greater return. than a one-year pote: \
Investment advisors report-that some-governments are opting' to invest in INVESTMENT
one-year securities rather than two-year securities even though sound investment DECISIONS 1N
strategies would suggest that the two-year securities would-provide the higher yield  ORDER T0 AVOID
and would be more appropriate for: their portfolios. As a consequence, they are  FINANCIAL
~ losing up to 30 basis points (that.is,»0.3% annual return) on their investments. GrATEMENT
Government officials are unwilling to assume the risks of having to report losses VOLATILITY
from the changes in market values of the two-year securities: In particular, they -
note that the.political ¢osts of having to report I(asses greatly outwelgh the benefits
of being ablé to report gains. s

I Aternatively the city could have recognized a-gain of $50 at the time Security C was sold (i.e., the
difference berween the selling price of $250 and the beginning-of-year market value of $200}. Then, at
year-end, onlya $5 increase in the fair value of the investments would have been required to he recorded.
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ToW SHOULD INTEREST AND DIVIDENDS, .-
; ACCOUNTED FOR? |
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- The GASB has not yet: prowded speczﬁc duecuves as.to.when. govermnents should
" recognizé ihtérest and dividends-on their investments: However; by recording the
: .“changes in fazr Value govemmems will antomattcally accrue intet est and dlwdends as

’ E.X A M P L E Intereyt Income
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"On December 1, a town purchased a $1,000, two-year dlscoun'c note for $873, a
price that reﬂects an annual yield of appmmmate}y 7 percent. As a discount note, the
security provides no periodic payments of interest. However, assumning no change in
prevailing interest rates or other factors that would also affect fair value, the note’s fair
value can be expected to increase by approximately §5 the first month. On Decem-
ber 31, if the fair value of the note were $878, the following entry would recognize the
$5 of investrnent income attributable in economic substance to the interest earned:

Investments . . - S $5
Revenue—increase in fair value of investments - $s
To record the increase in the fair value of the investments.

If the security were a short—term Treasury note (one year of iess) the govemmem
would not look to fair value to adjust the security. Instead, it would amortize the inital
discount over the life of the note. If, for example, the initial discount on a six-month,
6 percent, $1,000 note were $30 the following entry would recognize one month’s
mterest income: : o _

Discount on note (or mvestments) ' B 1

Revenue-—interest income . o §5
To record one-month’s interest ' o '

The impact of the twoapproaches on both net assets and éhitige in fund balance is
the same. Both would give recognition to the i interest earned’ and E:‘ne resuitant change
in the value of the underlying security.

The GASB approach to investments has been extremely c -I:roversmi and unpop-

. ular among many government officials. It is easy to see why it#idens the gap between
*“financial reporting and budgeting. The investment portfolids of many governments
 are dominated by notes and other Securities having a fixed maturity date. If a govern-
" ‘ment holds its securities to maturity, changes in miarket. valiie“have no impact on the
7 cash that s available for:expenditure. Yet i mcreases in-market-valie must be reported
3§ TEVenues (mcreases in. net' assets) and decreases miist: be report:ed as expendlmres
- (decreases in et assets) Imagine the difﬁculty' of: hawng 0. explam to members of
«governing beards why an increase in netassetsis enlya° ‘paper gain’’ that cannot reaily
-+ be spent. Or gry telling a TV reporter in 30 seconds why a: decline in the value of a
.. government’s portfolio will have no: unpact on:the:amount: for which the securities
. will eventually be sold. - : v




How Snovep Licenses, Permrts, anp OTrER Excranee TransacTIONS Bi AccounTed For? 161

| How SHOULD LICENSES, PERMITS, AND OTHER
CHANGE TRANSACTIONS BE ACCOUNTED FOR?

i At Rl T L T T L L T L T

Governments issue licenses (or perits) that allow citizens and businesses to carry out
regulated activities over a spec1ﬁed period of time. However, the hcense period may -
not coincide with the government’s fiscal year. _

: The primary concern: relating to licenses is whether.. the revenue should- be
recognized when a license is issued and cash is.received (usually concurrently), or-
whether it should be spread out over the period covered by the license. In other words,
is the significant economic event the collection of cash or is it the passage of time? -

The issue is by no means clear-cut in light of the followmg characteristics of °
licenses:

* Some license fees are-intended. to-cover. the cost-of services: provided to the ..
licensee or related to the activity-in-which the licensee: engages. These license
fees have the characteristics of exchange transactions: The licensee pays cashand - .
receives value in exchange. For example, the funds generated from:restaurant

- licenses may be used to inspect restaurants, thereby ¢ ensuring.customers that the v+ °

restaurants meet minimum standards of .cie.anhn_ess. Similarly, bicycle.registras:
tion fees may support bicycle safety programs. Other fees, however, may bear
little relation to the cost of services prowded and may be Imposed mainly as a
source of general revenue. They are more in the nature of nonexchange revenues.

. ® Generally, hcense fees.are not refundable.  Therefore, unless:a hcense fee is

ted to Specific services, once thé government receives the fee’ it'has no further
obhgauon—actual or contingent~-to the licensee. .

E X AMPLE Liceuse Fees

.-ocnoon-o--us-nan-au-u0----n-..ooooaoaoonooooo-nn.---ou-aouo»oeaonne-no---b.-n-osnc-e-ooo-oonnn

In June 2011 a city 1mposed license fees on barber:and beauty shops for the first time.
Jtcollected $360,000. The fees are intended to cover:the cost of health inspectons.
The'licenses cover the one-year period from July 1 to June 30.

fi%ASB Standards

In Statement No: 33, the GASB acknowledged that hcense fees and permits are
not always pure: exchange transactions: They ‘may- riot-be_paid volintarily, and
rarely is the amount paid-reflective of the fair value of benefits réceived by the
licensee. Still, the GASB maintains that they should-be accounted for as if they
‘were true exchange transactions. With respect to miscellaneots exchange trans-
actions, the GASB standards state simply: “Miscellaneous Revenues. Golfand swimn-
ming fees inspection charges, parking fees and parking meter.receipts, and the
vast multitude of miscellaneous exchange revenués are best recognized when cash
is received.” The foilowmg entry would: therefore suminarize the 2 011 actvity:

Cash ‘ ~ $360,000 .
Revenue from license fees P - $360,000
To supmmarize 2011 license ﬁ’e activity '

YNCGA Statement No. 1, Govermmental Ascounting and Financial Repanmg Principles, para. 67, 1979.
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This current-standard-was developed prior to:the issuance:of Statement No. 33
and (in that it recognizes miscellaneous revenues on a cash basis) is inconsistent
with the accrual basis of accounting. The accrual basis would require that the
fees be recognized-over the period covered by the, Hcense- (as when a business
grants alicensee:permission to use.a: patent or trademark) The current standard
Cwas developed as a pragmaua approach to recogmnng révenues that for most
‘:{ -governinents are not of majot consequence., S
S Thi pﬁnt of Staternent No.:34 stiggests: thaL-m'goVemmentmmde statements
_exchange ‘fevenues should be ‘accounted: for ‘on an accrual:biasis, as they are in
¥ busmesses ‘However, mainly because these: miscellanéous:types of revenue are
+ not! of- great significance; the - GASB,has -not : «definitively. stated whether in
" their government-wide statemnents governments must accrue these revenues (the
- conceptually sound- approach) or-may account for them on a-cash basis as they
-do inl their fund statemenis-(the pragmatic approach).

!M THEIR GOVERNMENT-WIDE STATEMENTS?
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A pnmary objective of the government-wide statement of activities is to show the
relative financial burden to the taxpayers of each function—the amount that has to
“be financed out of generai revenues. As indicated in Chapter 2, the governmentwmde
 statement of activities reports the net expenses of each. of the government’s main
functions. The net expenses ‘of a function are-its expenses les§-any revenues that can
be directly attributable to it. As a consequence, gOVErniments must determine which
“revenues should be classified as program (function): revenues and which as general
revenues:“‘General revenues” is the defaule classification; all revenues that cannot be
- wiclassified as program revenues are consider ed general revenues.

As a rule, revenues from charges or feesiimposed upon parties that benefit from
specific activities afe classified as program revenues. So also are grants from other
governments or outside parties that must be used for spec1ﬁc purposes. By contrast,
taxes that are imposed upon the reporting government’s citizens are considered general
revenues, even if they are restricted to specific programs. Thus; for example, a general
sales tax would be classified as general revenue, even thoug 1.3t might be dedicated
to education or road construction. Interest and other earnings. from investments, as
well as other nontax revenues, such as grants and contributions; would be counted as
general revenues unless explicitly restricted for specific programs.

. Asillustrated in Chapter 2, Table 24, the government- Wide-‘Staternent of activities
reports program-specific revenues in three separate colurnns and in as many rows as

- ‘there are fanctions. The three columns are for: - LR

.. Charges for services. These would include’ fees for services such as garbage
-7 collection, hcenses and permzts, and special assessments for roads or other
_ capltal projects. :

= ®  Program-specific: opériting. g‘mm;v H»ﬂd canmbutzom "These-would include
~ federal or state.grants for $pecific operaung purposes such as law enforcement,
‘ educauon, and recreation. ‘

. Progmm-speczﬁc capital gmuts These Would mclude grants for the purchase
- and:constructien of long-term assets; suchr as for buses, jails; and roads.
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Some government grants.are for multiple purposes. If the amounts can' be identified
with specific programs (through either the grant application or: the grant notification),
they should be appordoned appropnately If they cannot, they should be reported as

general revenues.

- SuMMARY

To better achieve two primary, objectives of financial
reporting—to provide information reladng to interpe-
riod equity and to demonstrate budgetary compliance—
governments prepare two types of financial statements:

fund and government-wide. The fand statements of.

governmental funds are on a modified, accrual -basis;

‘the government-wide statements are‘-.on.,a_f.full.:ac'cruai_.

hasis.

able to pay liabilities of the current period before they can

- be recognized. The GASB has specified. that property taxes -

~can be considered “available” if they are collected during
the year for which they are intended or within sixty days
- thereafter. Although the GASB leaves it to the judgment of

individual governments to determine an appropriate mim- .

‘ber.of days for other typés. of revénues, the!‘60-day ruic”
has become a widely accepted benchmark.

-(GASB Statement No. 33; Accounting and Fm.amz;zl Re-

porting for Nomxcbnge Transactions, provides guidance as
to which events are most significant in the process of rev-

enue generation and should therefore dictate the timing of.
revenue recognition. INonexchange transactions are those
in which one party gives or receives value without directly

receiving or giving equivalent value in return.
Statement No. 33 is applicable to financial statements
prepared on either the full accrual or the modified accrual

~basis. However, when reporting on the modified -accrual.
 basis, governments should recognize revenues-only to-the. -
. extent thatthey satisfy the ‘available” eriterion: Thereis-no
. difference between accrual :and. modified: accrual- account-+
#oing in -the ‘dming of. recogmnon of -assets; -ligbilites; o

expenditures.
The revenue recogmncn gu;dehnes set forth by the
. GASB in Statement No. 33, as well as other pronounce-
. ments, include the foilowingr

* Property taxes, which are imposed tevenues, should be

recognized as revenues in-the pertod for which ‘they aré
levied. If they are collected in advance of the' period
for which they are intended, they should be accounted
for as deferred revenues. Governments should recognize

revenues from fines and penalties-—the other major type -

of imposed revenues--as soon as they either receive the
assets or have an enforceable legal claim to them.

Because the modified accrual statements.. focus on-
expendable financial resources, revenues must be: avail- -

%+ Grints-should he. recogmzed when: the§ Fovernment has

A L R N T I O Y P n.-.'occ-.I..lll.t--l|.Do.nolCllltbii.lu..clilcin.th-‘uc-qlnn-.-

:* Revenues that are derived from underlying exchange

transactions. should be recognized when the underlying
transactions take place. Thus, sales taxes should be rec-
ognized in the period of sale: Income taxes should be
recognized during the period in which the income is
earned. However, if practical difficulties prevent them
s from 'determining ;when-ithe  income 'has been- earned,
~ ,/gOVernwents may recognize income tax revenues in the
period :in-which. the -taxes-are- collected (takang into
-accomntrefunds.and-other adjustmerits).

-+ satisfied all:eligibility requiremerits. Grants that cannot "
‘be spent until a specific date are considered to be subject
to time requirements and therefore should not be recog-
nized until that date. To be eligible for reimbursement
grants;governments must first incur the costs for which

' they are to:be reimbursed. Hence, they should recognize
receivables and revenues only.as they make the related
expenditures.

* Revenues-from the sale of capital assets and from other
-~ exchange transactions are recognized during the period
- of the exchange Because governments do not report

.capital assets in itheir governmental funds, the book
value of the assets is zero. Therefore, in the fund
statermnents, the gain from the sale of a capital asset
is equal to the sale proceeds. In the government-wide
statements, by contrast, governments account for their
capital assets as do businesses. The gain or foss is equal
‘to the difference between the sales proceeds and the
“adjusted book value (i.e., cost less accumulated depreci-
ation). -

- = Investments must be marked-to-market. Changes in the

fair value of securities, including those attributable to
anticipated receipts of interest and dividends, should be
recognized as revenue as they take plice.

* Revenues from most lcenses and similar exchange trans-
actions (even if not “pure” exchange transactions in that
they may not involve exchanges of equal value) are gen-
erally recognized as cash is received (even if the benefits
will be provided ‘over more than orie pemod), primarily
for practical reasons. :

Table 4-1 summarizes the principles of revenue and
.asset recognition as they apply to the main types of revenue-

T producmg transactions in govemmentai funds,”
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nimental Funds”

Imposed nonexchange transactions (Examples . Revenue: In the period in which the revenue is intended to be nsed

pz:operty taxes and fines):. ~ "+ Aiset: When the government has an enfoiceable legal claim or
B - - .when resources are received, whichever comes first

B .- :

‘Derived taxes. (Examples sales taxes, income taxes, L 'Rwenug : In the period of the ﬂnderiyjng trapsaction
hotel tax¢ d. fuel taxes) PR

Asset-In the.period of the undenl;nng trangaction or when
’ Fesouyces:ace rece;veci wiuchever cbmes ﬁrst

Govermnent—mandated nonexchange tansadtionss =‘Revem:ae Wilen Eild eI:gtblhty' reqmremf:nts mcludmg time
(Example 4 ¥ederal grant to pay for a reqmreci :. . srequiréments; have been met, i

drug pr evem:lon program} o i Asset: When all eligibility reéquirements. have bcen met, or when
‘ ‘ " resources are received, whichever comes first

' Noluntdry nonexthange transactions (Examples: entd-  Same ss for government-mandated nonexchange transactions
‘tle al grants for general education)

-Exchange and | exchange«-hke transactions (Exam- -~ Revenue: When cash is received
ples: hcense feés, permits, and inspection charges)  doser When cash is received

Tovestments (Exampies stocks, bonds, notes, shares = . Revenue: As securides. increase in value

} o In Investiment POUIS) Asset: As securities increase in value (i.e., should be ¢ marked to

market”)

Note: The above gmdelmes appiy o both the governmeni-wide: (Rl ateryal).and governmental fund, (modified accrual) statements: However, in tim fand
N {modified accrual) statements, revenues should be recognized no sooner than the-period in which the rasources to be recewed are measurable and available to
" sausfy laablhnes of the current pesiod.

g;g}nﬁngent grants

. ‘pass—t:hrough grants
. current financial resources payments in lien of taxes
derived tax revenues ' purpose restrictions
entitlements restricted grants
govenunent—mandated nonexchange transactions ‘ shared revenues
unposed nonexchange revenues . ‘ .. time requirements
Lien - unrestricted grants
on-behalf payments voluntary nonexchange transactions

'ﬂgﬂmmsn FOR REVIEW AND SELF-STUDY . -

ono‘o oo-nn-on.nnao«co-o:ctnoloonc.nooo

.Q.-...---.--'.'..A..-bl0.01.'.Qq-ug,..u.‘...g;-...q.....-....‘

) The tovim of, Malvem engagcs in the followlng Aransac- ‘ effect In' addmon, 1ndicate how your entries would differ

tions duringts fiscal year ending September 30, 2012:A17 ;i ihe statements were government—mde and prepared ona
; dollar amounts are in thousands. Prepare summaryjournal Fall accrual basis: +. -

entnes to reﬂect their impact on year—end fund financial . 1. During, fiscal. 2012 the town levied property taxes

staternents prcpareé on amodified accrual basis. “Base your- " 0f$154,000, of which it collected $120,000 prior to

‘entries on generally accepted accounting principles now in September 30, 2012, and $5,000 over each of the next




six months. It estimated thar $4,000 will be tneol-

lectible.

2. On November 20, 2012, it received $12,000 from the
state for sales taxes collected on its behalf. The pay-
ment was for sales made in Septemnber that merchants
were required to remit to the state by October’ 15,

3. In April the town was awarded a state training grant.

of $400 for the period Juné 1, 2012, through May 31,
2013. In fiscal 2012 the town received the entire $400
but spent only $320. Although the funds were received
in advance, the city would have to return to the state

any amounts that were not used t0 COVEr allowable :

trammg costs.

4. The town requires each vendor who sells atits farmers’
market to obtain an annual permit. The funds gene-

1. Why is a choice of basis of zecounting unavoidably linked
to mensurement focus?

2.  What are the measurementfocus and basis of accoun-
tng of governmental funds? What is the traditional
rationale for this basis of accounting (used in govern-
.mental fund statements)-—as opposed to, for example,
either a full accrual basis or a budgetary basis?

3. .What is the difference between an exchange and a

nonexchange transaction?

‘4, What are the main categories of revenues per GASB
Statement No. 33, Accounting and Financial Reporting
Sfor Nenexchange Transactions?

5. What criteria miuse be met before revenues can be -
recognized on a modified accrual bas;s?‘ W’hat is the |

rationale for these criteria?

. 6 Whatis the general rule forrecognizing property taxes in - - -
. as revenues? How would: property taxes be accounted +
for differently i the fund statements; as-opposed toin

the government-wide statements? -

7. What is the earliest point in the sales tax collection
process that revenue may be recognized? How ean you
justify recognizing reveniie on the basis of this evenc?’

8. What special probiems do governments face'in mea-
suring the income taxes. associated with a particular
year?
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rated by the sale of these permits are used to maintain
“the market. The permits, which cover the period from
June 1 through May 31, are not refundable. In May
2012, the town issued $36 worth in permits.

5. On Seprember 1, 2012, with $500 in funds avdilable
for temporary investment, the town acquired two-year,
6 percent U.S. Treasury notes. The notes pay trterest
upon maturity. On September 30, the market value of
the notes was $540.

6. Sevetal years earlier the town received a donation of 2

X parcel of land, upon which it expected to build. During

fiscal 2012 it opted to sell the land for $135. When
acquited by the town, the land had a market value
of $119.

QUESTIONS FOR REVIEW AND DISCUSSION

L N L L T LR Ty W )

9. Explain the distinction between reimbursement grants
and entitlements. How does this distinction affect the
way.cach type of grant is accounted for?

10. A private citizen makes an unrestricted pledge of
$5 million to a city’s museum. The city is confident
that the donor will fulfill her pledge. Howevet, the cash
will not be received for at least two years. How will
the amount of revenue recognized differ between the
fund statements and the government-wide statements?
Explain. '

11. What are pass-through grants? Under what cireurmn-
stances must a recipient government report them as
both a revenue and an expenditure?

12. A student comments: “A govermment' destroys s
recently acquired car, sells the remains for scrap, and
its general fund surplus for the year increases. That's
ridiculous. | Government accounting makes so. much
less. sense.than private-sector accounting.” Explain
why the siuation described by the student arises. Does
government accounting in fact differ so much from
business accounting? '

13. Until recently governments were not permitted to
recogrize revenue on increases in the value of mvest-
ments: What arguments might you present in support
of the current position that investments be stated. at
fair value and that changes in fair value be zecogmzed
as either.revenues or expend1tures‘>
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6: .- Assume the same facts as in-the. pi‘evious example. How

mich'should Tvin Gity.recognize in property tax rev-

" enue (in millions) in its govemment -wide statement of
m:mtmsp o

odifiedzaderual basié:;. . e e
-bt‘:reco iied - iy .

h b gm il AT, $460°
e §4Ts
Cad, $490

c. Unul they ate sub}eci to acctual - o Central. Clty" was. awarded w0 state grants during its
d. Until they are measurable and avaﬂabie o . .1+ fiscal year ending September 30, 2011: a $2 million
2 “Avaﬂabie”*(as in “measurable and available”) means™ block grant that can be used to cover any oper-
a. Avaﬂabie to finance expenditures of the current ating expenses incurred during fiscal 2012, and a
period . | : $1 million grant that can be used any tme to acquire
b. Subject o, aecruai ' - equipment for its police department. For the year
& COHSCUM.‘? '  ending Scptember 30, 2011, Central City should rec-
wode Avaﬂaﬂ for appropriation ognize in grant revenue in its funds statements (in
3. Property taxes are an example of : millions):
a. An imposed exchange transaction. a. $0
. b. An imposed nonexchange transaction o b. §1
¢. A'derived transaction - ' " e §2
d. A govemment—mandated nonexchange trapsactions = 48
4., To be considered ”avaﬂabie,” property taxes must : R o
- have been collected either durmg the government’s . * 8- Assume the'same facts as in the: previous example. How
" fiscal year or within . much’ should the city.recognize in grant revenue in its
a. The time it takes for the govemment to hqmdate . i_gover nment-wide statements?
its obligations from the prior year R ET “oa,$0-
b, Thirty days of year-end : b. $1
¢. Sixty days of year-end o c. $2
d. The following fiscal year ‘ % N 4. 83

5. For its fiscal year ending September 30, 2011, Twin 9
City levied $500 million in property taxes. It collected )
taxes applicable to fiscal 2011 as follows (in millions):

Assuming that a government will collect its sales taxes

nue from sales taxes in

would ordmarﬂy recognize

June 1, 2010, through September 30, 2010 $20 its governmental fund statethents
' Oc;c:)blelr L 2010 th:ough September 30, - $440 . a. Wher the underiymg salgs transaction takes place
October 1,2 0‘11’ through November 30, § 15 b. On the date the merchant must remit the taxes to
2011 . the govermment o
December 2011 - L : : $ 4. © " c. On the date the merchant must file a tax reten
- d. When the tixes are received by the government
The city estirnates that $10 million of the outstanding 10. Assuming that a govémmenif‘:\'vﬂl collect its sales taxes
balance will be uncollectible; For the fiscal yearend~., . - in sufficient time to satisfy.the “available” criterion, it
ing SEPtember 30,2011 how snuchishould Twin City % - _would ordinarily recognize revenue from sales taxes in
recognize jin. property tax.revenue- (m rmlhons) i dts © 1 its government-wide staternents -
generalfumd? . . o naoe et e s ™S 2 a0 When the underlyingysales fransaction takes place
a. $440. O R -7 B:On the date the merchant1nust remit the taxes to
b. $460 o the government
e, $475 = ' :

“e. Onrthe date the merchant mst file a tax return

d.$490 d. When the taxes.are received by the government

in sufficient dme to satisfy the “available” criterion, it -
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The following relate to Hudson City for its fiscal year
ended December 31, 2011,

* On January 31, 2011, the city purchased as an
investment for its debt service fund a fifteen-year,
6 percent, $1 million bond for $998,000. During the
year it received $30,000 in interest. At year-ead the
market value of the bond was $999,500.

. On Deceraber 31, 2010, the Foundation for the Arts

pledged to donate $1, 1p to 2 maximu of §1 millien,
for.each $3 that the museum is able to collect from
other private contributors. The funds are to findnce
construction”of the city-owned art museum. Dur-
- ing 2011, the city collected $600,000 and received
the matching money from the Foundation. In Jan-
vary and February 2012 it-collected an additional

- $2,406,000 and also received the matc¢hing money.
* During the year the city imposed license fees on
sweet vendors. All vendors were required to pus-

‘chase the licenses by September 30,-2011. The

licenses cover the one-year period from October 1,

~ 2011, through September 30, ,2012. During 2011
the city collected $240,000 in license fees.

* The city sold a fire truck for $40,000 that it had
acquired five years earlier for $250,000. At the time
of sale the city had charged $225,000in depreciation.

* The city received 2 grant.of $2 million to partially
reimburse costs of training:police officers. Duting
the year the city incurred 51,500,000 of allowable
costs and received $1,200,000. It expects to incur

.an additional $500,000 in allowable. costs in January -

2012 and to be reimnbursed for all allowable costs by
- the end of February 2012.

- Match the items below with the amounts that follow. An

- anount may be selected once; more than once, or not at all,

1.

Amount of investment incomne that the city shouid
recognize in.its debt service fund

* Reéported value of bonds i govemment—w;de state-

ments at year-end * -

. Amount. of invésamerit -income -that the- cityt\.ishould .
© . recognize imv-its government-wide:statements:=. :

-+ Contribution revenue froin Foundation: for the: Arts to LT

be recognizedin: funds staternents -

: Contribution revenue from I‘oundmon for the Arts to
‘be recognized in government-wide statements

Revenue: from license fees to be recogmzed in funds,.
) statements

Increase in general fund:balance owmg to sale of ﬁre
engine X -

Increase.in net assets (government-wide statements} A

owing tosale of fire engine
Revenue in fund statements from police training grant

167

Exercises

10. Revenue in government-wide statements from police

"-"r";ir‘crq e oan ot

" tzammg grant

$0

. 81,500

. $15,000
J$30,000

. $31,500
$40,000

. $60,000

. $200,000
$225,000
$240,000
k. $600;000

1. $998.000 .
m. $999,500
. $1,000,000
0. $1,200,000

- p. $1,500,000
. g $2,000,000

E. 4-3

+ - Property taxes are not: neceymrzly recognized as revenue in the .

vear.collected.

The fiscal year of Duchess County ends on Decem-

ber 31. Pmperty taxes are due March 31 of the year they
are [evied.

1.

.. Prepare journal entries (excluding budgetary and clos-
ing entries) to record the following property tax-related
‘transactions in-which the county engaged in 2011 and

2012.

a. On Jamuary 15, 2011, the county council levied
property taxes of $17O million for the year end-
ing December 31, 2011: Officials estimated that
1 percent would be uncollectible.

b. During 2011 it collected $120 miilion.

c. In January and February 2012, prior to preparing
its 2011 financial statements, it collected an addi-
tional $45 million in 2011 taxes. It reclassified as
delinquent the $5 million of 2011 taxes not yet
colected.

+d. In January 2012, the county levied property taxes

of $190 . xmlhon, of which officials estimated
1.1 percent would be uncollectible.

e.:During the remainder of 2012 the county col-
lected $2.5 million more in taxes relating to 2011,
$160 miltion relating to 2012, and $1.9 million (in
advance) applicable to 2013;

f. In-December 2012 it wrote off $1 million of 2011
taxes that it determined would be uncoliectible.

“Suppose "the - county were to’prepare government-

wide statements. and account for property taxes on
2 full accrual basis of accounting rather than the mod-
ified accrual basw ‘How would your entries differ?
Explam
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E. 4-4

Grants are not necessarily recognized as revenue when awarded.

Columbus City was awarded a state grant of $150,000 -
to assist its adult literacy program. The- followmg were

significant events'relating to'the grant:.

* The city, which is-ona calendar year, was noufied of the :

award i Novemi)er 20117

* During 201 2iitexpended $30 000 on theliteracy program :
and was® rennbm:sed for- $20 000 It expecteﬂf't ‘-j.rec:ewe g

the balance Jﬁ‘]a‘.nuary 2013,

* In 2013 it ‘expended. the- remaimng $120 000 and\was :
reimbursed by the state for the: $10 OOO owmg fmm 2012,.‘: b

and the amountspent in: 2013.
1. Prepare journel entrles to record the events.:

2. Suppose the city received the entire reimbuksement in
“iadvance, at th s'time the award was announced in 2011.

. .-Suppose alterdatively that the state awarded the city an

-+ unrestricted gfant of $150,000, which the city elected -

~.to use to suppbrt the adult hteracy progrant. The city

should the city, recogmze in each of the three years?
Explam ‘

E. 4-5

Transactions affect ﬁmd statements d:gﬁ"ere?ztly than thy Ao e

govermment-wide statements. :
PrestonVillage engaged in the follovnng transactions:

1. Itissued $20 million in bonds to purchase a new munic-
" ipal office building. The proceeds were recorded ina
capltal projects fund. -

Tt acquired the building’ for $20 Imlhon

3. Itrecognized, as appropriate, $300,000 of depreciation
- on municipal vehicles.

4. It transferred $2,060,000 from the general fund to =
debt service fund.

5. Tt paid $60,000 in interest on long-term debt and
repaid $2 million of principal on the same long—term
debt.,

6. Itsoldfor §5 million village land that had been acqulrsd

~ for $4 million. The proceeds were recorded in the
sgeneral fund. .-

a. For each of the trapsactions, prepare journal entries

- to record them in appropriate governmental funds

+. (which ares accoxmted for o & mod1ﬁed accrual;,_“‘

basis).

b. Prepare ]oumal entries 10 reﬂect how the trans-

actions.;3 ould be ‘refiected in. govermnent—méew
. statements (which are.prepared on a ﬁzll acerual
basis). :
c.. How can governments justify: preparmg two sets of
..financial statements, each on a different basis?

E. 4-6

The accounting for contributions may. depend on bow they will be

used. -
Green Hills County received the following two con-
tributions duringa year:.
- eA developer (in. exchange for exemptions to zoning
g “"resmcuons) dénated. severaliacres. of land that the
- county intended to convert to a park. The land had
.- cost the, developer $1.7 million: At the time of the
ibatidn ifs Tatrfnark &.was.$3.2 million.
A 1ocal resident .donated. several acres of land to
the coutity: with, the understandmg that the county
¢ ‘would sell-the land and use:the proceeds to fund
- construction of a county health center. The land
" had cost the resident $2.5 million. The county sold
the land intended for the health center for §3 million
~‘thirty days after the end of its fiscal year.

1. Prepare journal entries to record the contributions.
Be sure to specify the appropriate fund in which they
would likely be made.

2. Comment on and justify any differences in the way you
accounted for the two contributions.

3. Comment on how each of the contributions would be

reported on the county’s government-wide statements.

4.  How would your answers differ if the land intended for
the health center were not sold by the time year-end
' ﬁnanc;al statéments were. 1ssued3

Rl 47

Sales taxes shonld be recognized wbeﬂ the uﬂder{ymg event takes

“place.

A state requires “large merchants {i.e., those with
sales over a specified dollar amount) to report-and remit
their sales taxes within fifteen days of the end of éach
month. It requires “small” merchants to report and remit
their taxes within fifteen days of the end of each quarter.

InJanuary 2012, large merchants remitted sales taxes
of $400 million owing to salesiof December 2011. In
Febyruary 2012, they remitted 3280 million of sales taxes
owing to sales of January 2012. In}amzary small merchants

. remitted sales taxes of $150 I;ullion owzng to sales of the
fourth qaarter of 2011, ‘

1. Prepare an approprlate joil ,nal entry to indicate the

" impact of the transactions on the state’s fund financial
statements for the year ending December 31,2011,

-.2.+ . Suppose, 1nstead that.10 percent of the taxes received.

. by the state.wefe collected on behalf of a city within

the:state. Tt is the policy of the state to remit the taxes

sto the city;, 30 days after it receives them. Prepare an

.f?"appropmate journal entry toindicate the impact of the

transactions on.the city’s fund financial statements for
' the year ending December 31, 2011,

i 30 Suppose instead that it was—-tlm .p.ohcy‘ of the state to

" remit the taxes to the city 90 days after it receives them.




How would your response to part (2) differ? Explain.
Would your response be the same with respect tothe
city’s government-wide statements?

E. 4-8

The recognzrzon of revenue from fines does mot necessarily, reﬂect
the amount “earned” by mevely issuing tickets.

. In August 2012, the last month of its fiscal - year,
Goldwaithe Township issued $88,000 worth of tickets for

. parking and traffic violations. Of these, the township col-
lected $45,000. It expects to collect an additional $20,000

- within 60 days of the close of the fiscal year and to collect
$3,000 subsequent to that. It will have to write off the
balance. The tickets are due and the protest period expires
on September 15.

1. How much revenue should the township recognize.
from the tickets issued in August 2012? Explain.

2. How might your answer change with respect to the
township’s government-wide statements?

Prosrims 169

E. 4-9

The amount of revenue to be }ecogm'zed Sfrom grants depends on
the type of gramt.

The following relate to three grants that the town of

College Hills received from the.state during its fiscal year
ending December 31, 2012,
Prepare journal entries 10 record the three grants.

1. A cash.grant of $200,000 that must be used to repair
roads..

2. 150, 000 in cash of a total grant.of $2(}0 000 to reim-

* burse the town for actual “éxpenditures incurred in

repairing ‘roads; during the year the town incurred
$150,000 in allowable repaix costs

3. A cash entidement grant of $200,000 that is intended

.. to sopplement-the town’s 2013 buciget and must be
: -::expended in-that year

Review the Comprehensive . Annual Fmancaal Report
(CAFR) that you obtained. : .

1. What are the main sources of the government’s rev-

~ business-type sctivities?
2.:Which of the entity’s governmental functions or activ-
* ities had the greatest amount of directly identfiable
revenues?
3. Does the report discuss the accounting basis for recog-
nizing revenues?
4. Does the government’s government-wide statement of
- net assets or governmental-fund balance sheet report

this revenue has been deferred? .

_enues, including those from both governmental and’

9. -Did the government generate revenue from traffic fines?

“deferred revenue?”’ If so, whatis the most likelyreason .

!

. What is the- "govermnent’s DIOperty tax rate?-

6. Atwhat percentage of fair market value is real property
assessed?

7. When are property taxes due? When do interest and

penalties begm to accrue?

8. By what percentage did each of: the three largest sources
of tax revénue incréase over the last ten years?

As best you can tell, are these revenues reported in the
government-wide statements as program revenues (e.g.,
associated with police or public safety) or as general
reventes?

I

The general principles of vevinue recogm'tz‘aﬁ are the same for
“both governmental and gavemment—wzde Staternents.

For each of the following sitvations, indicate the ;
amount of revénue that the government should recog-

nize in an appropriate governmental fund as well ‘as in its

government-wide statement of activities in its fiscal year

ending December 31, 2012, Brefly justify your response,

making certain. that, "as app:opnate, yot identify the key

issue of concern,

‘1. In October 2011 a state rece;veci a federal grant -of
$300 million {in cash) to assist, 10(:_31 faw enforcement
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efform ‘The federal governmenthas established specific:
criteria govemm g how the funds should be:distributed,
and will monitor the funds to ensure that they are

mcurred $160 wiillion of allowablé expenditires.

market value of the notes was' $1 012, OOO

. million fo:the calendar.year 2012: The taxes are due
The city collects the taxes ds follows: -

December 2011

It esumates dze balance will be uncollectible.

| 5. In]anuary 2012 a city received a cash gift of §1 million

“of ‘the. donor-the funds are to be- invested- and. only

 the income may be expendeci In 2012, the endowment

“generated $50,000 in income, none of which was speat
during the year. ' -

District earned $26 million in pension benefits. In Jan-
uary 2013, the state in which the district is located paid
the entire amount into the State Teachers Retrement
Fund.

P.4-2

Nonexchange revenuies can be of four types.

révenues:
o Derived tax
© Imposed ',
‘e Governiriest. mandateci
° Voluntary .

]ustlﬁcatlon for, your entry.

used in sctordance with grant provisions. The grant is.
~intended to cover aiy allowable expeniditureibcuiredin «
- the'caléndaryears 2012 through 2015. In 2012 the ste .
L facility improvernents:

- On October 15, 2012 the Pleasant Valiey Sehool DIS—‘

Aprll .lS,:and.,October 15 On December 31 2012 the:.'.--

3, In December 2011 # city levied property taxes of $500 -

= $ 30 million
o January 1 20E2 to December 31, $440 rillion
o 2012 e
}anuary % -2013 t'hroegh March 31, %24 million
2013 ($8 million per month) :
Total $494 million

4. In January 2012 a state recewed $300 nulhon in food .
stamps, of which jt-distributed $280 million during the '
year. It expects to distribute the balance in January 2013. -

to,support its musewm of city history. Per the wishes:

6. For the year 2012 the teachers of the Nuvonch School .

The GASB has identified four classes of nonexchange '

For ‘each’ of .the followmg revenue. transacnons affeeung..,} '
a cityy 1den‘mfy the class in which the revende falls and @ ¥
prepare aa appropriate fund journal entry-for the Current B
| year (2012) asnecessary. Provide a brief explanatlon of, or

- CuaarTir 4 / Rucoenizmvg REVENUES 1N GOVERNMENTAL Furps

1. In December, the state in-which. the city is located
‘announced that it-would grant the: city $20 million to
: brzng certain public facilides into:compliance with the
state’s recently enacted disability/accessibility laws. As
-of year~end the:city-had notyet recefved the funds, and
.ithad notyet expended any ﬁmds on the state—mandated

- The city imposes a $100 ‘taxon, each sale of real estate.
“he tax iscollected: by the title ‘companies that process
e and must “be forward,ed o the city within
30 days of the transaction: In December there. were
oL B00 sales’ of real estate. :As: of: yearwend the city had
* " eollected §40,000 of the$60,000 that it was owed..

3. InDecember the state announced that the-city’s share
. of state assistance for the, calendar year 2013 would be

$120 million. :

4. The city imnposes a tax on all boats owned by residents
Theé tax is equal to 1 percent of the assessed value of
a boat (determined by the city, taking into account the
. boat’s original cost and age). The tax s payable on the
“last dayof thie year prior to the year for which the tax
is apphcable In 2012 the city levied $640,000 of 2013
boat taxes, of which it collected $450,000. -

5. A local resident sends to the city a copy of her will
in which she bequeaths $3 million to the city musewm
" upon her death. ‘

6. The US. Department of Justice announces that it w:til
reimburse the city.up to $400,000 for the purchase of |
telecommunications equipment. As of year-ead the city
had ineurred only $200,000 in allowable expenditures.

7. A resident donates $10 million in securities to the city
“to support a cultural cénter. Only the income from the
securities, not the principal, can be spent '

P.4.3

Dispropovtionate assessments lead to inequities.”

The town of Blair determines that it requxres
$22.5 million in property tax-tevenues to balance its
budget. According to the town’s: property tax assessor, the
town contains, taxable property that it assessed at $900
million. However, the town pepmits discounts for early
payment, which generally average about 2 percent of the

- ammount levied. Further, the townh grants homestead and

similar- exemptions equal to3 pereent of the property’s
assessed valne.

* 1. Calculate the required .tax,rat'e, expressed in mils.

2. A resident’s home is assessed .at $300,000. He is per-

. mitted a homestead exemption of $10,000 and a senior
_.:czuzens exempnon of 55,000 What is the resident’s

- requited tax payment: pnor fo. ailowable discounts for
early payment? -~

3. -Blair:assesses pmperty at: 100 percent of its fair market
_value. Sussex, a nearby towr in the same county, assesses




property at only 80 percent of fair market value. "The
‘county bases its own tax assessments on the assessments
of the individual towns. However, the county grants no
exemptions or discounts. Its tax rate is 8 mils.

a. Ataxpayer in Sussex owns a home with a market value
of $300,000—the same as that of the Blair zesident.
Compute and compare the amount of county tax that
would be paid by each resident. .

-b. Comméht on why. governments find it necessary to

“equalize” tax assessments based on assessments of - .
: gollected and paid: (in October) $300 million in taxes. Of

other governments. ¢ - F a
P .44

A change to the full acorual basis may have little zmpaa‘ upm
reported revenues.

A city levies property taxes of $4 billion in _Tune“ 2012. .
for its fiscal year beginning July 1, 2012. The taxes are due .. .
by January 31, 2013. The following (in.millions) indicates = .-
actual and anticipated cash collections relating to.the levy: -

June 2012 *$ 100
- July 2012 through June 2013 . © $3,600
. July 2013.through August 2013 $ 80
. September 2013 through June 2014 $ 150

The city estimates that $30 million will eventally have
to be refunded, owing to taxpayer appeals:of the agsessed
valuation of their property, and that $70 million will be
uncollectible.

1. Prepare a journal entry that summarizes the city’s prop-
©.erty taxactivity for the fiscal year endmg]une 30,2013,
based on: ‘
" 4. The modified accrnal basm {i.e., for fund statements)
b. The full accrual basis (i.e.,
staternents)
2. Indicate the differences in amounts that would be
reported on both the statement of net assets and the
statement.of activities 'on a-full accrual basis:

3. Suppose that in the ff(i;,l-ldyving year the. tax. levy and-
pattern: of .collections: werée: identical to those of the .

- previous year.. What would now be: the difference in

- amounts reported on the statement of new assets and the:

statement of actlvmes onsafull-acornal. bas1s?’
P.4-§

- Derived taxes are devived from underlying transactions.

A state. imposes 2 sales tax of 6 percent. The state’s
counties are permitted to levy an additiénal tax 6f 2 per-
cent. The state administers the tax for.the counties, for-
‘warding the proceeds to thécounties 15 days afrer i 1tre.ce1ves
the proceeds from the merchants. :

The state requires merchants to file 2 return and"
transmit collections either monthly, quarterly, or annually,

depending on the amount of taxabie sales made by the

f01 government-wide - -
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merchant. This problem pcrtams only to taxes that must
be paid quarterly.

Merchants must file their returns and transmit their
taxes within one month after the end of a quarter, The
quarters are based on the calendat year. Thus; tazes for the

- quarter ending March 31 are due by April 30; those for the

quarter ending June 30 aré due by July 31.

The fiscal year of both the state and its counties ends
on September 30.
For the quarterending September 30,2012, merchants

these 80 percent (§240 million) are applicable to the state;
2 percent{($6 million) are applicable to Cayoga County.

1. Prepare journal entries to summarize the state’s sales

tax activity for its:share of taxes for the quarter ending
-September 30,2012

. On.amodified accrial basis

b. On s full accrual-basis

+2.. Prepare journal entries to summatize the county’s sales

© .tax activity for the-quarter endmg September 30, 2012:
: 2. On ameodified acerual basis | . ‘
b. On a full accroal basis
Be concerned only with any entries that would
affect the fiscal year ending September 30, 2012,

-.3. Some critics have, charged that current standaids {i.c.,

those of Statement No. 33) allow fot premature recog~
nition of sales tax revenue. What do you think is the
basis for their position? What arguments can be made
in defense of the Statement No. 33 standards?

P.4-6

The “60-day.rule” may not be applicable to all types of revenues.

- Manor Countywas awarded a state grant to establish
evening athletic programs for at-risk youth. The $3.6 mil-
lion award, to cover the calendar year 2012, was announced
on November 15, 2011,

According to the terms of the grant, the county will
be reimbursed for all qualifying costs within 30 days of its
ﬁhng al appropriate request-for-reimbursement form.

During 2012 the county incurred $300,000 of costs

~ each month. It filed a reimbursement claim shortly 4fter
- the end of each month and received a reimbursement check
approxzmately 45 days after the end of the month in which

itincurred the costs. Hence, it received+2 checks, the first
on March 15, 2012, and the last on February 15, 2013.

"The county operates on a fiscal year begumzng Qcto-
ber 1. : ,

1. Prepare ;oumal entries to suminarize the counry S grant-
- related acdvity for its fiscal year eriding September 30,
2012 on a modified accrual basis:

2. Suppose alternatively that the state would reimburse
the county for its costs in four installments, the first on
June 30, 2012, and the last on March 31, 2013. Do you
think that the county, in its fund. ﬂnanc;al statements,
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should: 'récogm'ze the reimbursement of December 31,.
2012, .as revenue of-the county’s fiscal year. enémg
September 30, 20127 Justify your answer. -

P47

quential, issués of revendie recognition.”
Kyle Townshlp charges res;dents fSIOO per y'ear to
‘ d

are to 'i)e nsed“t()‘:support the townshlp s animal control

; Durmg the calendar year 2012 (which corresponds to

| die township’s fiscal year), the township collected $36,000 -
-|.in license fees fot the 2012~2013 licensing period.

1. 'Prepare a ]ournai entry tevrecord the townshlp s receipt
of the license fees. ‘

1 2. Would you consider the: Imense fees to be exchange or

nonexchange revenue? lephun
3. How do you ]usmfy the accounung standard on which

overlaps two fiscal years)?

P.4-8

gmnt is not ahways obviows.-

. A city received two state grants in ﬁscal 2012. The first
was'an award for a maximnuriy of $800,000, over 2 two-year
period, to reimburse the city for 40 percent of specified costs
incurred to opetate a job opportunity program. During
2012, the city incurred allowable costs of $1.4 million (paid
in cash) on the program. It was reimbursed for $500,000

owed for 2012 early in fiscal 2013,

The second was an awaxd of $600,000, also to cover
a two-year period, to assist the city in administering a
day care program. Granted only to selected cities, the

| ‘of the program and need for assistance. The amount was

.| calculated as a percentage of the funds incurred by the city

on the program in the prioryear. Although the award must

: matchmg réquiremnéntsi-During:theayear the city: recmved

program ; '_‘;:i g DRI Lo oyt

The, hcense fecs ‘are not refundabfe The statute-:.,_
authorizing -the fees specifically states-that the revenues- -

your entry is based (especmily since the license period "'3.'Santa Fe servés as a representative of the state in

The distinction between an emztlmmt mzd a mmbﬂm@ment e

and anticipates that it will receive the balance of what it is. .

award was based on several criteria, including the quality .-

“be spent on the iday care .program, there are no: spemﬁc ,

the entire $600,000. It spent $350, {)OO (m cash) om: the ‘

Craptir 4 / Rucoenzive Revenuzs v GovernMenTan Funps

« 1. Prepare entries to sammarize:the-grant activity during

© 2012,

" 2, In a few sentences, Jusufy any dlfferences in your

. approach to the two grants.

,cheme fees presmt cballmgmg, zzlrbougb not ne.cemmly come»._‘r,r-.-,. o

'_‘,gmnrs and awards.
For Zach of the fo lowmg grants,and awards, indicate

. whether, the: .recipient government sshould recognize rev-
ehiies: _and‘ expendnures It 2 sentence.or two, justify your
response. .

1 As the result of damagmg ﬂoods, the state of New York

* receives disaster assistance relief that it must distribute

in predetornuned amounts to specified cities and towns.

"The governor had appealed to the president to declare
* the affected areas as being in a “state of emergency,”

. but the state has no responsibility for monitoring how

the funds are spent by the localities.

2. Cleveland receives money from thie state to distribute to

private health and welfare organizations within the city.

The organizations applied for the funds directly to the
~ state, but Cleveland is responsible for ensuring that the

‘approved programs are audited by independent CPAs.

administering the federal food stamp program. State
governments, which participate ini the program, receive
stamps from the federal government. The federal gov-
-ernment establishes el1g1b111ty requirements and the
scale-of benefits, The states; however, are résponsible
for selecting the recipients and distributing the stamps.
Some states involve both local governments and
-private institutions, such as banks and check-cashing
outlets, in the adninistrative process. Under a contract

* with the state, Sdnta Fe, for example, checks the eli-
gibility of stamp applicants and'distributes the stamps
to them. It serves all stamp. apphcants and recipients
who come to its offices, irrespéctive of whether they are
residents of the cxty It rece"'fes an annual fee for its
administrative services.

4. Ardington Township is respensible for all costs of
“operating its volunteer fire department, with one excep-
tion. Its volunteer firefighters receive medical insurance

through a state- program The, state pays 80 percent

of their insuranée' premiums and the firefighters them-

. selves pay the rest. The tOWDShip has no legal responsi-
"'blhty for prowdmg insurance benefits to its firefighters.
The insyirance profgram was: adopted by the state mainly

£to encourage citizens to join the volunteer departments.
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Seemingly minoy fbnges in the terms of & grant can affect the
timing of revenue vecognition.

The Foundatdon for Educational . Excelience has
decided ‘to support the Tri-County School -District’s
series of teacher training workshops intended to improve
instruction in mathematics. The foundation is considering
four ways of wording the grant agreement, wh.rch would
be dated December I, 2012 -

1. The foundation agrees t@ reimburse the diStl’J.Ct for all .=

workshop costs up to $200, 000.

2. The foundation is pleased to enclose a check for
$200,000 to be used exclusively to support a ‘series
of teacher training workshops intended to xmprove
instruction in mathematics.

3. The foundation will donate $200,000 to- the school
district as soon as the district conducts its pianned series
of .teacher trammg workshops, mtended o merove
instruction in mathematics.

4. The foundation is pleased to enclose a-.check for
$200,000 to be used exclusively to support a series of
teacher training workshops intended to improve instruc-
tion in mathematics. The workshops are to be conducted
between January 1 and December 31, 2013.

| The school district expects to conduct the workshops in ~

2013.

Explain how the wording of the grant agreement
would affect the year in which the school district recognized
revenue, Indicate the relevant resuiction, contingency, or
eligibility requirement (e.g., time requirement; purpose
restricdon) to which each grant is subject and explain how
it bears upon the issue of revenue recognition.

P 411

Policy changes and other measures will bave varying effects on
reported revenes.

The board of trustees of an'independent.school district:
is contemplating several policy changes and othermeasures; -
all of which it intends to: implenyent within. the fiscal year-
| that ends--Angust.-31, 2012. It requests yoursadvice on-

how the changes would. affect; the reported-general- fond,

revenues. For each of:thé: proposals,- indicate the:impact: - -

on revenues (or dccounts comparable to revenues, such as
proceeds from sale of capital assets) and ‘provide a’ brief
explanation. Address the impact on both the fund and the
government-wide financial statements,
L. Allow a thrée-month ‘grace period for ﬂae«payment of
propérty taxes. District property taxes for the ‘fiscal
. year ending August 31 are currently payable i in 10 in-
stallments. The final installment is due on Augnst 31.
The proposed. change would give taxpayefs a three-
month grace period before interest and penalties are

Prosrems

assessed. The district estimates that the change would
affect $2 million in receipts.
2. Sell a parcel of land that the district purchased three

years earlier for $450,000. Current market value is
$500,000.

3. Request that a donation be advanced from Decernber
2012 to August 2012. An alumnus of a district high
school has indicated 2 willingness to donate to the dis-
trict laboratory equipment having a fair market value

%, of: $400,000, along with real gstate having a fair mar-

ket value of $300,000. The district intends to use the
equipment in stadent labs, It plans to sell the real estate
as soon as possible and, in fact, has an acceptable offer

- from a buyer.

4. Redeem the district’s shares in the State School District
Temporary Investment Fund, a state-managed invest-

- .hent pool-in: which :schodl: districts: can. temporarily

- invest .cash. "The shares were. mmaily purchased -for
+'$98,000: Current redemption value.is $101,000.

5. Sell-parking permits to students in the semester prior to

- that for which they are apphcable The district now sells

- parking permits to-students:at the beginning of the fall |
semester. The permits cover the period from September |-

1 through June 30. To reduce the start-of-year adminis-
trative burden upon staff, the district proposes to begin
sale of the permits the previous spring. It estimates that
in spring 2012 it will sell $6,000 worth of permits that
would otherwise be sold the following September,

P.4-12

In some types of tramsactions assets are recognized concurvently
with revenues; in others they are not.

In October 2012, the Village of Mason levied
$80 million of property taxes for its 2013 fiscal year (which
is the same as the calendar year). The taxes are payable
50 percent by December 31, 2012, and 50 percent by
June 30, 2013. The village collected $55 million of

.the 2013 taxes by year-end 2012 and the $25 million

balance by the end of 2013, The government has a legally
enforceable claim on the tased property on the first due

“date——that is,; December 31,2012,

In December2012, the state announced that the village
would receive $3 million in state assistance. The funds were
paid in January 2013 and could have been used (per terms
of the state legislation) to cover.any legitimate village
expenditares incurred in 2013.

1. Prepare fund journal entries. to summarize the prop-
ertytax. and grant activity for the fiscal years ending
December 31,2012 and 2013~

2. How would you justify any apparent inconsistencies as
to if and when you recognized the taxes receivable as
opposed to the grants receivable?
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P. 4-13.

Unrmlzzed investment gains and losses may be difficult to. explm
to Jegislators and constituents. -
A government: held the securities shown in the. fol-.

-than one’ year AR

1. Ignormg dmdends andi mterest how much gam or loss.

realized gain or- loss»—wwouid Be-more indicative:of the
- ‘change inresources available for future expenditure? .

ya tends to hold to mawrity. What is the
‘most probabla reason for the decline in fair value during
“the year? In What sense is the reported loss indicativé of
©an econornicloss?

the ﬁnanma}'statements a8 computed in part (1), or the

'ecurﬁ:‘y’ Bisa lorig-term bond that- e o

Crartir 4 / Recoemzing REvENUES v GOVERNMENTAL FUnDs

® Shares inv an investment: pool. of government debt
securities that provides.a fixed return of 6 percent
per year. The pool pays no dividends; the returns are
. reflected as an increase in the value of the shares.

, : . ',Assumzn no changes in prevailing interest rates
lowingtable in one of its. investment portfolios: All the; =~ L & 2 & P 5

securities ané elther stocks, or bonds that mature m more '

tal between the date of purchase and year-end, what
T 'wonld you expect to be the market value of each
" of the thrée investments? Explam
a2 Plepare ]ournal entries;4g: appropnate to record
“investment incéme-and ¢ anges in market values
“gs.of theyeir endzng Angtist31.
-Why might it be said that'your entry for the
wo-year: note” 1 mconsmtent with the general
‘rule” for fund statements tHat revenues should
. be recogmzed only when thiey are “measurable”
-~ "and “available”? Why might it also be argued
- that your entry is perfectly consistent with the
rule?

Transactions during

" Beginning Balance. - the Year Ending Balance.
Cost Fair Value Purchases - _ Sales Cost Fair Value

A $100 - " $100. $100 $120
B 520 540 . 520 510
C 1200 - 240 o $2 50 1]
D $330 L 330 315

820 330 330 2_50 G50 945
P. 4714 P. 4-15

Recording investments at fair value may provide a4 measure of
income sieilar to that if investments were stated at amortized
bistorical cost, but is it consistent with the “measurable and
available” criteria?

On August 2, 30 days prior to the end of its Au-
gust 31 fiscal year, 2 governmentissues $3 million of general
obligation bonds. The proceeds are being accounted for in

‘a capital projects fund (a governmental fund). To earn a
return on the bond proceeds before they have to be spent,
the government jnvests $1 mﬂlion in each of three financial
_mstruments :

oA 60-day- discotmt note with a face value -of
$1,010,000. The note pays no interest. The purchase

© . price of the note is.$1-million (a price thatprovides an
anmual yield of 6 percent—s0.5 percént permonth).

* A.two-year note that pays-irterest-atan annual rate
~of 6 percent. Bothinterest and pmr;c1pal ares payable :

upon the Anaturity of the note.

The reporting of on—bebzs@f payments may bave political conse-

quences.
“In 2012, the Bakersville Independent School Dzstnct ‘
incurred $12 million in expenditures for teachers’ saiary'
and benefits. In that year, the leg:tslature of the state in
which the district is located votedito enhance the pension
benefits of all teachers in the staté. Starting in 2013, the,
state would contribute to the Teaéi;ers Retirement Fund
an amount equal to 2 percent ofgteachms salaries. This
amount would be in addition to thé contributions currently -

: belng made by the school dlsmcrs in-the state.

As a2 result of this measure, the state contributed
$240,000 on" ‘behalf of teachers in the Bakersville district.
1.. How would thestate’s conmbumon to the pension fund
be accounted for on the book,s of Bakersville? Prepare 2
summary }ournal entry. (1f reqmreé)

dates charged that 'rhe Incumbent board had promised to
‘ ahold:.thesiine on school district spending. Yet despite its
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promises, the board increased expenditures on teachers’

compensation by 2 percent. Do you think the school’

district should be required to report the state’s contri-
bution as an expenditure, even though the district did
not make the payment and had no say in whether it
should be made? Would your response be different if
the state had given the district a grant of $240,000 with
the requirement that the money be used to increase
the district’s contmbunon to the Teachers’ Retirement
Fand?

3. Suppose instead that the state made a contrlbutlon of

$240,000 to the Teachers’ Retirement Fund on'behalf

of the school district. This contribution enabled the dis-
trict to reduce its payment from what it had previously
been and for which the school district is legally respon-
sible. Do you think that the district should be required
to report the state’s contribution as an'expenditure?

P. 4-16

The distinction between exchange and nonexchange revenues is

not always chuious.

You are the independent auditor of various govern- -

ments. You have been asked for your advice on how
the following transactions should be accounted for and
reported. Characteristic of each transaction is ambiguity as
to whether it is an exchange or a nonexchange transaction.

For each transaction indicate whether you think it
is an exchange of a nonexchange transaction and make a
recommendation as to how it should be accounted for (i.e.,
the amount and timing of revenue recognition). Justify your

response. Note: The GASB has not explicitly distinguished
between exchange and nonexchange transactdons. Hence,
in this problem, you should consider how you think the
transaction should be accounted for; you need not be
limited by current GASB standards. '

1.

* to-the company and to publish them only with the
' company’s approval.

~ what it would cost to play on comparable private courts

. A college of pharmacy receives. a grant of $2 million
* from a drug company to carry out research on a new

. A city chiarges a developer an “impact fee” of $15,000 to
. compengate, in part, for improvements to the infra-
: structure- in -the- atea’ in” which'.the developer plans
* to'build ‘residential ‘homes.The ity will make the
- improverents When construction on the new homes
' gets underway.

..:A city charges restauzants a hcense fee of $2,500. The

. The city issues permits for residents to use city tennis

A government receives from a‘developer a donation of
1,000 acres of land valued at $4 million. In return, the
government grants the developer zoning variances on
nearby property.

formmulation. The college agrees to submit the results

license covers a period of tivo years. The fees must be
used for health department inspections.

courts. The fee is $100 per year—a small fraction of

and an amount that covers only a small portion of the
cost of constructing, maintaining, and operating the
courts.

2
\,-’i.............‘.. --.'...........................‘.....-....................,..-.......-.....-...--.-..-................

The GASB has established a “60-day” rule for the
recognition of property taxes in governmental funds.
On what basis can youjustify such a rule for property
taxes but not for other-revenues: Do you-think the-
60-day rule should be extended to all:revenues?. |

2. The Hensley School District was notified by die state
education department that it has been awarded a
$2 million grant to implement a unique elementary
school reading program. The district has met all eligi-
bility requirements for the grant. As of the end of the
district’s fiscal year, however, the staté legislature bad
not yet appropriated the resources for the grant. Do
you think that the district should recognize revenue
in the period in which it was notified of the grant, or
delay recognition until the state officially appropriates
the resources?

3.

The Lewiston School District receives a $200,000 grant
from the Bates Foundation to upgrade its high school
computer labs. Total cost of the upgrade is estimated
at $450,000. Because the grant is restricted, it accounts
for the grant.in a special revenue fund. During the year
the district incurs $225,000 in upgrade costs, paying for
‘them out of general revenues. Cag the district continue
to report the $200,000 received from the foundation as
restricted resources?

Going 70 mph in-a 60-mph zone, you've just been
~caught in the infamous Goldwaithe Townshlp speed
-trap. You pay your fine of $150. in the government-
wide statement of activities; Tevenues must be associ-
ated with the specific programs (e.g., public safety) that
generate them. However, state law applicable to Gold-
waithe specifically requires that all fines be considered
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general revenues; they. cannot-be reswicted to specific .

programs, activities, .or departments. How would you
recommend your finé be accounted for in: Goldwa1the s
statement of activities?

5. A school district is awarded a .cash grant to. conduct.

district is glven rent-free; both office space and train-

ing faciliies in-the bmidmg ‘of 'the state education
- department. How, if at allyshould the district account

for and. report the value of the' office space and the
training facilities? . . .

2 teacher«trammg program. As pazt of the grant, the - = ..

-----0-0 oao.o-..-nn-----‘--occo

1. Modiﬁed accruai bas1s R TR
Cash o + $120,000 -
- Property taxes recelvable - 34,0000

Property tax e,venue h :
.. Deferred Property tax revenue 20,000
Aﬂowance fi 4,000

.:Tb :reéord propeﬂy ax vevenie

_ Revenue would ‘be recognized on actual collections

| - plus: those - of the 60 days following the end of the”
penodmhence, $120,000 plus $10,000.. The $20,000. of - -

taxes expected to be collected in the following four months
would be reported as deferred revenue. :

Full accrual basis:. - - - '

Cash : - $120,000

Property taxes receivable 34,000
Allowance for uncollectibles '
Property tax revenue

To record property tax revenue

$ 4,000
150,000

Revenue would be recognized o all actual and anticipated:
collections.

2. Modified accrual basis:
Sales taxes receivable

Sales tax revenue
To record sales taxes

$ 12,000
$ 12,000

Sales taxes are derived from sales transactions. The sales

transactions took place in Septembez‘ Therefore, as long
as the city received the taxes in time for them to satisfy the

“available” criterion it should recognize them as Septem-
ber revenues. It is assumed that when it received the cash
in November (and thus first became aware of the amount
-of the revenue), it had not yet closed its books for the year
ending September 30, 2012.

Full accrual basm

The taxes should be recognized in the; period of saledrte-- "
spective of when they will be recelved by the c1ty In this -

case the entry Would be the sarie:

1.

LUT 0 7 _0 EXERC?SE fO . REVIEW AND SELF-STUDY
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$130,000 -

entry-—are the same.

m-l--toq---uoo-ec YoemFIPIOERORASIRENFLEUYR D

3 Modxﬁed accmal basm

"Cash S o $ 80

- Expenditires . o 320
Grant revenues.. .- - $320
Deferred revenue 80

Torecord grant expenditures and revenues

The revenue from this reimbursement grant would be
recognized as the related costs are incurred. Hence, only
the funds that were expended can be recognized as rev-
enue;- the difference between the cash receipts ($400)
and the éxpenditures ($320) must be reported as deferred
revenue.

Full acerual basis: -

The government is eligible for the grant only as it makes
the required expenditures. Therefore, as under the modi-
fied accrual basis, it would recognize revenue only to the
extent of the $320 actually expended.

4. Modified accrual basis:

. Cash. S $36

Revenue from perrmts $36
To vecognize revenue from permits

According to current standards, miscelianeous exchange
revenues, such as those from permits, are besL recognized
as cash is received.

. Full accrual basis:

The revenue recogmuon standards——and hence the

5. Modified accrual bas:s

Investment in notes $500 .
- Cash o $500
To record investments -
Investment in notes et 540
Investment revenue . $40

T regord the incredse in the fair valie of notes




“The notes would be stated at fair value and thc increage in ., -

value would be recogmzed as revenue.

Full accrual basis:
The entries would be the same. |

6.. Modified accrual basis:

VCash ‘ A $135

Proceeds from sale ofland - .- $135
To vecord the sale of land ‘

When the iand was acquired, “the city Wouid not’, have

recorded it as a general fund asset because capital assels are
notrecognized in govermnental funds. Therefore, when the
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c1ty sells the 1and it wouid recognize the entire proceeds
ag “proceeds from the sale of land”—an “other financing

source,’
Full accrual basis:
Cash $13s
Donated land : ‘ $119

Gain on sale of land (revenue) . i6
To record the sale of land.

., Under the full accrual basis, the donation of land would

. have beén recogmzed as revenue when the land was
% received. The increase in market vaiue would be recognized
T asa gam at time of sale.
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After studyin 7 this chapter you should understand:

The modified accrual basis of accounting
for expenditures and the rationale for
differences between that basis and the full
accrual basis

How each of the following expenditures are
accounted for:.
e Wages and salaries
* Compensated absences
° Pensions
Claims and judgments

S
Z ‘}r{ﬁﬁ\e 2

® Acquisition and use of materials and
supplies
Prepayments
Acquisition and use of capital assets
Interest and principal on long-term debt
° Grants

The different types of interfund activity and
how they are reported

What constitutes other financing sources
and uses

The overall rationale for, and limitations of,
the fund statements
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In the previous chapter we addressed the, question of when revenue should be .
recognized in governmental funds. We turn now to the other side of the ledger and
consider how expenditures should be accounted for. '

Like revenues, expenditures can be of two typeé: exchange and nonexchange. Our
discussion of revenues centered mainly upon noneschange revenues, as most govern-
mental fund revenues are of that type. By contrast, our discussion of expenditures
focuses primarily on exchiange expenditures. Most govemmental fund expenditures -
result from exchanges——the acquisition of goods and services for cash or other assets.
This is not-to say that governments do not engage also in nonexchange transac-
tions. Just as governments receive grants from other governmients, they also provide -
them—to .other governments, to private {mainly not-for-profit) organizations, and -
to individuals (e.g., assistance payments). GASB: Statement No. 33, dccounting md
Financial Reporting for Nonexchange Transactions, applies to both nonexchange revenues.
and nonexchange expend;tures Nonexchange expenditures, per the statement, should
be accounted for as the mirror image of nonexchange revenues. Therefore, we need
- direct only minimal attention to nonexchange expenditures.

Governmental fund expenditures, like revenues, are accounted-for on-a modxﬁed
accrual basis on the fund statements but on full-accrual basis on the government-wide
staternents. As made clear in Statement No. 34, which establishes the standards for
the current reporting model, governments should generally look to FASE standards
for guidance on when to recognize exchange expenditures-on a. full accrual basis (just

- as they do for husmess—type activities). This chapter, therefore, is devoted mainly to
accounting for and reporting expenditures on a modified accrual basis—the area in
which governmental accounting is unique. As'we did in the previous chapter with
respect to revenues, however, we also note how the various expenditures would be
accounted for, differently on the full accrual basis. :

5 OR EXPENDITURES?

P L A R R LA A AL AL ARG A
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Under the modified accrual basis of accounting, governmental funds are concerned THIE

with expenditures. By contrast, proprietary funds, like businesses, focus on expenses. DISTINCTION
Expenditures are narrower in scope than expenses. Whereas expendlmres aredecreases BETWEEN

in net financial resources, expenses are decreases in net €CONOMIC resources. Expendi- EXPENDITURES
tures are generally recognized when an asset is acquired; expenses when it is consumed. -

Thus, for example, funds that are accounted for on a modified accrual basis would AND EXPENSES
Teport equipment costs as “capital -outlays”-—expenditures- to- be recognized at the
time of acquisition. By contrast, those that are accounted for on a full accrual basis
would report the equipment costs as “depreciation” —expenses to be recognized over
the life of the equipment.

As pointed out in the previous chapter, the accrual basis of accounting is generally THE VIRTUES OF
considered the superior method of accounting for organizations because it captures  ACCRUAL
the substance of events and transactions, not merely the inflows and outflows of cash  ACCOUNTING
or near-cash. AND T&EE

We have seen that the accrual concept is applied differently in governmental funds
than in businesses or in proprietary funds, which are accounted for as if they were RATE@NALE FOR
businesses, as well as in government-wide statements. Governmental fund accounting MODIFICATIONS

4
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"IS heavﬂy influesiced by govemmen‘cal budgeting. Owing fto- the dmportance of the
u_,»budget expendltures are closely tied to cash flows and near-cash flows rather than to
" flows of economic resources. In-addition, govérnmental funds report.only current, not
' long-term, 11ab1hues. They focus on obhgauons that must be funded by current, not

- future, taxpayers. - L
- Although the generai prmc;pies of- accmai accounﬁng apply to governmental
ds; thereare key differéncéd betweén how: they are applied in governmental funds
. and how they are applied .in: businesses. In this. chapter we will discuss seven key
in; how expendlmr Jare accrued in;govelnments yersus: busmesses The

ered current oniy when they must be hqmdated Wlth expenciable available financial
*resources ,

“In the context of governmental funds, ﬁnancml resources refers to current
financial resources—cash and other assets that are expected to be transformed into
cash in the normal course of operations. Net financial resources refers, then, to financial
resources less claims against them. '

A govermment should recognize an expenditure when. its net expendable avail-
able financial resources are reduced-—that is, when it either pays cash for goods

. or.services received or accrues. a hab1hty But when should it acorwe. (ie., give
accounting recognition to) a liability? Under the modified accrual basis a govern-
ment should, as a_general rule, accrue 2 liability in the period in which it Fncurs
(i.e:, becomes obhgated for) the Liability. This general rule, however, does not by
itself distinguish the modified accrual basis from the full accrual basis. What does .
“distinguish the two bases are the several exceptions to this general rule set forth
by the. GASB.! These exceptions permit governments to delay recording both a
-governmental fund Hability and its associated expenditure untl the period in which

the. Hability mnust be paid--that is, whien ,payment. will: reduce expendable avail-
able financial resources. Until that period, the government need report the liability
only in its government-wide statemnents (as well as in its schedule of long-term

obhgauons) .

g@ew SHOULD WAGES AND SALARIES
1 ACCOUNTED FOR?

";‘..u.-. ----- ‘...»o...o-o-r.-."--‘------e--o..--c......n..-...----.-..-------.--o--o.-».o.....-.-"-.‘_'o
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Wages and salaries may be earned in one fiscal year but pa1d in the‘next Most
governmnents pay their employees periodically—on a specified day of a week or
.. month. Whenever the end of a pay period or the pay date does not coincide with
the end of the fiscal year, then the government must carry over wages earned in
one: year until the next. “Lherefore, the: question arises.as to whether the wages and
.- salaries should be reported as expendlmres inthe period earned or in the period
<palci Co :

1

. 1See discussion in GASB- Interpretat;on No. 6, Recognition and Measizemmt- of Certain Liabilitics and
Expmdzmres in Governmental Fund Financial Statements (March 2000).
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Some “expenditures” are never recorded at all in the financial statermnents of
governments (local and state as well as federal). Typically called “tax expenditures,”
they are actually reductions in revenue. They result from tax benefits that are
targeted at either a single taxpayer, a narrow group of taxpayers, or specified
transactions engaged in by taxpayers. B

Suppose, for example, that to Jure a major employer to its jurisdiction, a city

actual payment to the company) nor as a reduction of revenue.

to record the lost taxes as revenue, offset by a corresponding expenditure.

grants a ‘company property tax abatement. That s, it agrees to waive the property
taxes on company assets either permanently-or for'a specified number of years.,
Ohwiously, by waiving the taxes the city incursia cost. However, the lost taxes would
be recorded neither as an expenditure (inasmuch as the city would not make an -

Far better, according to some accountants, the government should be required..

Tax
FXPENDITURES
THAT ARE
S ACTUALLY
REpDUCTIONS IN
REVENUE

EXAMPLE Wages and Salaries

euooe-a-nonnooone‘----nooo-oo:ooaau-n-onmn-opooo.;--a-un-nnn-o--n-coo-o;aon\---oocoouonu.o.;a-n-:non

‘A city pays its -employees for the two-week period ending January 4, 2013 on

Janwary 9, 2013. The portion of the payroll applicable to December 2012 is $40 mil-

lion, an amount included in the city’s 2012 .budget.

J&ASB Standards

The GASB Codification does net specifically address wages and salaries. Hence,
the general principles of modified accrual accounting apply. Wages and salaries

* should be recognized in the period in which the employees earn their wages and
salaries, as long as the government’s obligation will be liquidated with expendable
available financial resources.

Tn this example, the employees will be paid within days of year-end and with
resources budgeted for 2012 expenditures—resources that would generally be
assumed to be available and expendable. Thus (ignoring the-usual payroll-related
taxes, withholdings, and benefits): :

Payroll expenditures $40
Accrued wages and salaries $40
To vecord the December payroll (in 2012) -
In the fol‘lqﬁdag year, when the empléYees are paid, the entry to record the 2012
portion of the payroll'would be: ‘
Accrued wages and salaries $40
Cash L S
To record the payment of wages and salaries vecognized as-2012
expenditures (in 2013) . ;

$40

"T'he entries in this chapter designate an object classification (such as payroll,
insurance, supplies; etci). Alternatively, they could-designate an organizational unit
(such as police department, fire department, sanitation department) or a function

or: program (such as public safety, general government, culture and recreation).
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ACCOUNTING =~
FOR VACATIONS

checks.

In Texas, as in many cities and states, state government employees receive their CIMGING ’EHE
monthly paycheck on the first day of the month following that to which it is Pay Dare BY
applicable. They used to receive it a day earlier, on the last of the month. Why.the @NE B AY
change? In one year the state needed additional funds to balance its budget. What

better way than to move the pay date forward by one day, thereby shifting one - .:

complete payroll from the current fiscal year to.the next? This scheme worked, of .-

course, forbudgeting: purposes only; since the stite-budgets on what is essenuaﬂy

a cash basis. For reporting .purposes, however; most of the payrell is accounted. .

for in governmental funds, which are on a. modlﬁed acerual basis-Therefore, the -

expenditure must be reported in the fiscal year in which the employees earn their

wages and- saIarxes Irrespectwe of the date that the state issues and dlsmbutes their-

I Although the financial statements of fost Zovernments report expenditures by

organizational unit, function, or program, the expenditures-are typically charged

| - initially to an object account.

Governments compénséte emploj?e'es fo’r‘-time" nb't worked for a Varietjz of reasons:
vacations, holidays, sick leave, sabbatical leave, jury duty, or military reserve. In
concept, the accounting issues are similar to those of wages and salaries earned in
one period but paid in another. But there are differences as well. Most significanily,
compensated absences are earned in one period, but they are often not paid untl -
several periods latér. Hence, the liability cannot be considered current. In addition,

the amount of compensationi“to be paid is not always certdin. First, some employees

- may leave the organization before they take all the time off to whlch they are entitled.

Second, the amount of compensation is almost always based on the employee’s wage
or salary rate in effect when the time off istaken, not when it is earned.

Asinthe przvate sector, government employees are almost always granted paid vacation
after’ completing a specified period of service: The number of vacation days generally
varies with years of employment. While on vacation, emiployees are paid at their current
wage rate, 1rrespectzvc of when they earned their vacation. From their perspective, the
paycheck they receive for vacation days is usually mdisungulshable from that recewedj:_ '




How Suovrp ComrensaTsn Assences Be.Accountep For?

for working days. Employers, however, usually charge the eﬁpendituré to a vacation -

pay account instead of their standard wages or salary account:

EXAMPLE Vacation Leave |

aeuahoo-900«:60000ooonoa‘aoon»oonnno.oooo.oolonoooa-t- nnnnnn GRIO0OLSAIVEDAIDDD LR L EENERILE] LI N

City employees earn $8 million in vacation leave. Of this amount, they are paid

e
3

$6 million in 2012 and defer the balance until future years. The leave vests (i.e., - -
employees are’legally entitled to it, even if they resign or are discharged) and can -
be taken any time up to retirement or as additional compensation at the time of* &k

]

retirement.’ a ;

o
Z@ASB Standards

should be accrued as a lability as the benefits are earned. by the employees if -
both of the following conditions are met: ‘

» The employees’ rights to receive compensation are attributable to services.
" already rendered. : '

». It is:probable that.the employer will .compensate ‘the.employees-for the
benefits through paid time off or some other means, such as.cash payments
at termination or retirement.

The compensation,should be based.on the wage or salary rates.in effect at the -

- balance sheet date, and employers should adjust for benefits that'are expected
to/ lapse.?” Although this guidance may appear tosanction accrual of vaca-
tion pay, there is a catch. GASB standards explain that compensated absence
liabilities ‘are normially liquidated with expendable available resources in the
periods in which the payments to employees are.made. Therefore, both the
vacation pay expenditures and the related fund liabilities should be recognized
in the periods in which the payments are due. Until those periods, the liabil-
ities should be reported only on the government-wide statement of net assets
and a schedule of long-term obligations, not on a governmental fund balance
sheet,

The following entry, i the general.fund or other appropriate governmental fund,
would give effect to the GASB standards: .- , -
Vacation pay expenditures .~ : 7 $6°
Cash (or wages payable) . - I $6

To vecord vacation pay

The $2 million deferred until future périods should not be recognized as either an

expenditure or a liability in the governmental fund. Instead, it should be reported - :

only on thé government-wide statement of net jz}-'ss;ets'amd a schédule of long-term
obligations. : ; ;

The deferred amount should, of _cours::é,-b:e fecognizéd in the {'genereﬂ‘ fund as an ':'

expenditure in the years the vacations are taken and paid for.

1GASB Statement No. 16, Accbﬁmz‘ng for Comnpensated Absences (November 1992), pa;é. 7.

'GASB standards state that vacation. leave and comparable compensated absences | . ja

183
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A@@@@NTEN@ Tt might appear as if sick leave isa compensateci absence with characteristics similar
E‘@R SH@KLEAVE to those of vacation leave and should, therefore, be accounted for in'the same way.
~ However, there is at least one critical distinction between the two types of leave.
- Vacation Ieave along with most other types of paid time off, is within the control of

the employee or the employer, Separately or together they decide when the employee
will take a vacation or a paid holiday. Sick leave, by contrast, is beyond the control of
both the employer'and the employee.
‘ “In the public sector, sick.leave most commonly accumulates, bat either 011Iy a
- pomon or.none of it vests. That is, employees can store sick days that they don’t take
ina particular year until they need it. Howeveér; if they resign or dre terminated, they
-are not entitled to compensation for all of: their unused léave. :

EXAMPLE Sick Leave

aoaonouonuueweo-o-uaan-oun-ono.oouoooouonc.oaononooooenuo-nuunnnona-.oowuoan-n-naoaooauuoneoeaan

A city allows employees one day of sickleave a month and permits them to accumulate_ :
any sick leave that they do not take. If they terminate after at ledst 10 years of service,
they will be paid for unused sick leave up to 30 days. In 2012; employees - earned
$12 million of sick leave that they did not take during the year, The city estimates
that of this amount-$8 million will be paid to employees in ftdre years'as sick leave;
$1 million will be paid to 10-year employee:s upon their Lerrmnatlon and $3 nnlhon
. will not be paid.

.-‘;-‘-gGASB Standards

f-:GASB standaids state that sick leave should: be recogmzed as a liability oniy
" insofar as"‘it’s probable that the emplr er will compensate the ernployees for
the benefits thiough cash paymeérits wonditioried on’ the ‘esmployees’ termination or
retirement (‘termination benefits’)” (emphasis added). In other words, sick. leave
. :should berecorded only to the extentthat'it will not be paid to employees who are
sick. Instead, it should be recorded only when expected to be paid to employees
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upon their discharge, resignation, or retirement.” The standards are grounded |, 52 :
in the rationale that sick leave, other than the portion that vests, is contingent '

upon an employee getting sick. The key economic event, therefore, is not the

employee’s service, but rather his or her illness.*

In the example, therefore, the city would recognize a liability only for the, i
$1 million to be paid in termination benefits.’ However, as with vacation pay, only the :
portion of the liability expected to be liquidated with expendable available financial - |
resources-may. be recorded in a governmental fund. Assuming, therefore,. that none . N
of the termination benefits-will be paid with funds budgeted for the current year, no +;
entry is required in the general or other governmental fund. The obligation would 4
be recognized only in the government-wide statement of net assets and a schedule of -
long-term obligations. : :

Government entities, mainly colleges, universities, and public schools, may offer ACCOUNTING
employees sabbatical leaves. After a specified term of service, commonly seven years, FQOR ‘
employees (usually teachers) may be granted a paid leave of cither a semester or an SABBATICAL
acadernic year. .. LEAVE
As with sick leave, sabbatical leaves may appear: to be similar to vacations and
accounted for-as such. Few teachéss, however, perceive them as a time for rest and
relaxation: Vacations'are provided as a fringe benefit in lieu of salaries and wages.
- They are compensation for service-already remdered. Sabbaticals, by comparison, are
typically-offered to benefit:both the employee and . the ‘employer in. the- future, not
the past: Employees are commonly-required:to perform research or public service,
to take courses, or to engage in other:activities that will enhance their job-related
abilities. The accounting issue relating t6 sabbaticals is when the employer should first
recognize the sabbatical costs. There are three possibilities:

T e 1 2 -
3GASB Statemient No. 16, décounting for Compensated-Absences(November 1992), para. 8.
+FASB.Staternent No. 43, Accounting for Compensated Absences (November: 1980); draws a similar distincdon ’
between sick leave and q!:he'r-:types of compensated absences. Whereas employers are required to accrue the
costs of other types of compensated absences, they are not required to accrué a liability for nopvesting sick -
leave; also FASB ASC 710-10. . :
SGASB Statement No. 16, Accounting for Compensated Absences (November1992), provides detailed guidance *

a5 1o how government entities should estimate the amounts to be paid upon termination.
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. *. Asthey are-earned by the employee in the period leading up to the feave -
. Over the course of the leave

" ®  QOver the years to be benefited from the leave (e:g., from the end of one leave
umzil the start of the’ next)

N

” E KAMPL E " Sabbaticil Leave

] uouuooquoooooceo.oooo'oeuneocnnooonnnannn-unueoaoeauaconaoooenwo.ﬂa--vooooonoqnnonowe-au:ueeoo

: i , "ftex: each seven years
of semce to__engage dn; reseaich fistier’ smdy, or other:a thomzed activities. In a

%}QASB Standards

GASB standards prescribe that the accounting for sabbatical leave depends on
- the purpose of the leave. If the leave is to provide employees with relief from their
- normal duties so they can ‘perform research, obtain additional training, or engage
in other activities that would “enhance the reputation of or otherwise benefit the
.employer ” then the sabbatical should be accounted for in the period the leave
is taken. No liability should be accrued in advance of the leave. If, however, the
leave s for “compensated unrestricted time off,” then the government should

accrue a habxhty dunng the penod that the leave is eamed 6

Iri the example, the sabbau’cai leaves are res'f:rictetf to approved activities. There-
: ‘. .. fore, they should be accounted for during the period.of the leave;-the school district
- ' S *«’%’iﬁﬁ need not accrue amounts expected to be paid in the futare: Only the amount actually

éfﬁﬁ% pald to employees on leave should be recorded as an expenditure:

-

e -Sabbatical leave expenditure : TR, C
Cash (or salaries payable) - : _ - R - 82

To record the salaries of faculty on sabbatical

If, by contrast, the leave were unrestricted as to purpose, then a liability must beaccrued . -
in advance, and, as with other compensated absences, only the ic
liquidated with expendable available resources would be repoﬂ: 1 i) 'a governmental
fund. The balance of the liability would be recorded on.the government W:de statement
of net assets and in a schedule of long-term obligations. -

"’he accounting for compensated absences, including vacatgn pay, smk Ieave and
- miscellaneous' leave, represents the first major difference between how” the acc:mal"
< basis i5,applied in governmental funds and how itis apphed in busmesses

| DEFFERENCES ii\! GOVEREMENT*WEDE S‘{ATEMENTS

GGASB Stéfemehlt No. -16, Arcm;étiﬂg fo} C'a};z:pén‘mred"ﬂb}e}z-ces (No%emﬁef lll‘.)i,jZ), #zfa..?.
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i

P OST-EMPLOYMENT BENEFITS BE ACCOUNTED FOR?

&
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Pensions are sums of money paid to retired or disabled employees owing to their years
of employment. Under a typical plan, an employer makes a series of contributions to a¢
special fund ever the working lives ofits employees. Under some plans the employees.. ...
also contribute. ' | o

Calculating the employer contribution to the plan is necessarily complex and based.
on-a mumber of estimates including employee life expectancy; employee turnover, and
anticipated earnings of fund investments. The issue of how to compute the required . .
annual contribution-and the related question of how to measure and report a pension. .
plan’s actuarial liability are addressed in Chapter 10, which-deals with fiduciary funds.

In this chapter, we address the relatively straightforward concern of how a-
governmental fund should report the expenditure for:its required annual contribution, -
assuming that the contribution has been properly calculated.-In-its simplest form,
the required. annual contribution is the;shate of the pension costs ‘attributable to a
particular period (i.e., the pension benefits earned by the employees in that period).

If the'government makes its required contribution in full, the amount to be reported
as an expenditure is obvious; it would be the amount of the contribution. But what if,
owing to budgerary constraints, it pays into. the pension fund only a portion, or none, -

- of the required contribution? Should the expenditure be the required contribution, -
which is indicative of the economic value of the pension benefits' provided to the
employees? Or should it be merely the actual payment, which is likely to be indicative
of the amount budgeted for pension costs?

oooooooooooooooooo D ARBO ORGP EOIDNARS NS00 DED0E0EIEINIINAAPSREIIFITETILIONIRANCAOERYEIGAIRDONED

EXAMPLE PéﬂsiOnz Contributions..

A city is informed by its actuary-that it should contribute $55 million to its pension
fund, an'amount calculated: in accordance: with: generally accepted -accounting and
_actuarial principles.-Itelects; however; to contribute only $45 ‘million. . -

i@ﬁ . - ) | : . .
(GASB Standards
GASB standards for pensions, as set forth in GASB Statement No. 27, Accounting
for Pensions by State and Local-Governmental Employers, and amended by GASB
Staternent No. 50, Pension Disclosures, are consistent with those for other com-

pensated absences. The expenditure should be the amount that will beliquidated
with expendable available financial resources. .




188 . Gmarrer 5/ Recoenizng EXPENDITURES N -GovernMENTAL FuNDs

~Although, in .this. example, .the economiic cost-of .providing. employees with
pension benefits would be:$55 million; the city would report-an expenditure of only
. $45 million. The balance' would be disclosed in notes and reflected as a Hability in the
city’s government-wide statement of net assets; its schedule'of long-term obligations,
. and in its required pension note; but not in a.governmental fund.The following enary

-would be required in the general fund or other appropriate governmental fund:
Cash (or current pension. ability) - e $45

To record the pension expenditure for theyegr . == . 7. . .

*GASB Statement-No.-43, Finaici : 'épvﬁiﬂg-ﬁ?‘fﬁ"‘qutempfoj)meﬂf..Be?zeﬁt Plans Other
Than Pension ‘Plins, direcred that retiree: health. benefits be accounted for almost
ideittically to pensions::Accordingly, as' it 'would. do with ‘perisions, a government
;. should report as an expenditure in their governmental funds only the amount that will
. be liquidated with expendable available financial resources. The difference between
. thatamount and the required actuarial contribution to a health benefit retirement fund
~ should be reported only on the government-wide statement of net assets, a schedule
of long-term obligations, and an appropriate note.

' Pension and post-employment benefit accounting represents the second difference
- between how the accrual concept is.applied in governmental funds and in businesses.

.+ Pension expenditure~- ~ T c$45

: .10W SHOULD CLAIMS AND JUDGMENTS
3E ACCOUNTED FOR? |
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- Governments face many types of claims and judgments. Common examples include
.those arising from: . : S '

- * dInjuries to employees.(e.g., workers’ compensation)

"s,‘Negligence of government employees ,(e..'g., medical malpractice in city hospitals,
+ failure;to properly repair streets, auto accidents, wrongful arrests) .

*  Contractual 'diéputes with'é{ippliers?}- : e
*  Employment practices (e.g., civil rights violations, sexual harassment, wrongful
" discharge) S -
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As in the private sectot, the key accounting questions relating to claimsiand judgments

are when and in what amounts expenditures and liabilities should be teported. These. - !

questions arise, first, because of the considerable length of time between when an
alleged wrong takes place and when the claim is ultimately resolved and, second,
because of the uncertainties as to the likelihood and dollar amount of a required

payment.

, In governmental funds, the-major constraint in accounting for claims and judg-+

ments is identical to that faced in accounting for compensated-absences. The event ~
causing the claim or judgment usually precedes by one or more years the actual -
disbursement of financial resources. Yet the governmental fund balance sheet has no

place for long-tern obligations.

EXAMPLE Claims and Judgmenis’

cno-on--ononcuooo-qn-acolclo:coo.--n-unun-n--»-aonoouau--nna-nnnoou-aouonoopoa‘on---n-nnooco‘c--‘

A county is sued for personal injuries resulting .from:negligence on the part ofa .
road maintenance crew. The case is settled for. $400,000; to-be paid-in. four annual .3
installments of $100,000 beginning’in the current year. Inasmuch-as the country uses . §
a discount rate of 10 percent to evaluate all long-term projects, officials determine the -

“present value” of the eventual payment to be $348,685.

g;@ASB Standards

GASB-standards for recognizing the liability for claims and judgments are drawn
from FASB Statement No. 5, Aecounting for Contingencies.” They are set forth in
'GASB Statement No. 10, Accounting and Financial Reporting for Risk Financing and
Related Insurance Issues. Aliability for claims and judgments should be recognized
when information available before‘the issuance of financial statements indicates:

» Ttis probable that an asset has been impaired or a liability has been incurred
* at the date of the financial statements, 2rd

+ The amount of the loss can be reasonably estimated.?

However, as with compensated absences, only the portion of the total liability
that would be paid:with available financial resources would be reported in the
governmental fund: The balance would be reported on the government-wide
statement of net assets and.a schedule of long-term obligations. Thus, the expen-
diture would be reported-in the period that the liability is liquidated; not when

the offending incident took-place o1 2 settlement was agreed-upon. or:imposed.

In the example, the county estimates the present value,of its liability to be

$348,685, only $100,000 of which is expected to be liquidated with available financial

resources. Thus, it would make the following entry in the current year (assuming that
it makes its required payment):
Claims and judgments (expenditures) $100;000

“Cash o | ©$100,000 -

TFASB ASC 958-450-25. ‘ . .
8GASE Staternent No. 10, Awounting and Financial Reporting for Risk Pinancing and Related Insuvance Issues
(November 1989), para. 53

189
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U8 Tt would make: similar entries An each of the next-three. years. The accounting for
- claims and judginents:is the third difference between govérnments and businesses in
- the'application of the accrual concept::

 DIFFERENCES IN GOVERNMENT-WIDE STATEMENTS

|- Aswith compensated absences and pensions; thie full accrual basis would reqiire,

L that, the expense be ‘;f"efg;gg’:iiiéd at'tfi’ef time the loss liability ﬁrstsatn th
' criteris'of FASB Statement I 'GASE : 10,“The practice

preser

. financial: needs combined with a stredm. of Tuture: payments’desighed
future financial needs, generally funded by-annuity conttacts.””

- In the example at hand the settlement is clearly structured, so the county would
make the following entry in the current year:

* Claims and judgments (expense) ' $348,685
Cash -+ = - © $100,000
-Liability for claims and judgments - 248,685

- To record the cost of seitling the lawsuit and the first cash payment

M .+ Then, in each subsequent year, two entries would be necessary—one to adjust the
24 liability to its new present value (i.e., toadd interest to the balance) and the other to
‘account for the payment. Thus, in theé year in whick the second payment is made:
* Interest expense o $24,869
" Liability for claims and judgments = _ _ $24,869
- To adjust the lighility to its new present-value (10 percent of $248,685)

Liability for claims and judgments- ‘ - $100,000
Cash '

T record the second cash payment

$100,000

In the following two years, of course, the interest expense would be éiffei'ezét; itwould

be calculated as 10 percent of the extant liability for claims udgméénts.,, :

s The-acquisition and usé ofsmaterials and supplies (and the refated issue of prepaid
- expenditures, to be discussed in the next section) present unique accounting problems
“in governmental fynds. Materials and_supplies (and prepaid items) are not strictly

?GASB, Statemeht No. '10,.&ccounzing and Financial Reporting for Risk Financing and Reluted Insurance Issues
“(Novemnber'1989), para. 24. o ‘ :
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expendable available financial resources,in that they will neither.be transformed into cash .. .
nor can they be used to satisfy governmental fund obligations. Nevertheless, having
supplies on hand obviates the government from needing to purchase the items in the
future. ' :

Unlike businesses, governments do not generally acquire inventories with the
intention of either reselling them or using thém in manufacturing processes. They do,”
however, maintain inventories of office supplies, road maintenance and construction .. -
materials, spare parts, and other materials needed to carry out day-to-day operations.

Among.the primary issues pertaining to governmental fund materials and sup--
plies are: - S

» The timing of the expenditure; specifically, should governmental funds recognize
- an expenditure when they acquire, pay for, or use the materials and supplies? |

* The reporting of the asset; specifically, should inventory be reported as an asset;
even though it is fiot strictly an expendable available financial resource? . ;

EXAMPLE Supplies

B R GG b d B AN G OGS N E I F NP OO NS e s At AGTRdOAsICOU G RURIaEIRAeaItlElwtdAsdodadcs d'sascossstsreiasasaddsdng

During the year a city purchases supplies that cost $3.5 million, pays for $3.0 million of | ;
the supplies, and uses $3.3 million of thern. At the start of the year it had no inventory g0
on hand. Hence, at year-end it has $0.2 million of supplies available for future use.

%&%@ASB Standards

GASB standards permit a choice. Governiments may recognize inventory items

either when purchased (the purchases method) ox when consumed (the consumption

methiod). However, irrespective of which method is used, significant amounts

of inventory should be reported on the balance sheet.'’ Governments may no
_account for inventories on a payment (cash) basis.

The Purchases Method

Using the purchases ‘method, a government ‘would -record- the purchase of the
inventory as an expenditure. Thus, in the example:

Supplies expenditare - $3.5
Accounts payable $3.5
To record the acquisition of supplies -

Although the accounting is seemingly unambiguous, there’s a complexity. Current
standards stite that significant amounts of inventory must be reported on-the balance
- sheet. Metaphorically, they prescribe that governments may eat their cake yet have
it too. By writing off the inventory upon:atquisition, governments implicitly-deny its
existence. How, then, can governments account for the full amount of the inventory
acquired as an expenditure, yet still report the unused inventory as-an asset? Simple, "}

ONCGA: Staterment No.' 1, Governmental Acounting and Financial Reporting Principles (March 1979),
para. 73,
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- according to-current standards! Show the itiventory -as an-asset, offset by a fund
_balance—nonspendable (reserve). The following entry would do the trick:

- Supplies inventory - - $0.2
Fund balance——nonspendable (supplies mventory) $0.2
- To ?‘ecord tbe mvenm?y onband at yedr-md S

The year—end entry increases reported assets and increasés:the nonspendable fund
- balance It has no unpact: on either expenditures or unassigned fund.balance.

o lies nventory andthe, nanspendable fund balance

he: R ._me‘;change 0 inventory: duringsthe year. If, at the

- conclusion of, hie folIow:tng year, inventory on hand were.only $150,000, then both

supphes inventory and the nonspendable’ balance would,] reduced by $50 000 (the

P difference between the$200,000 on'hand at the. end of the prevxous year and the

it $15 0; OOO on: hand at the end of the current year): | -

Fund balance—nonspendabie (supplies mventory) $0.05
Supplies inventory _ $0.05
To adjust the supplies inventory and velated fund balance designation to reflect
inventory on band (following year)

lee Consumption Metbod

Using the consumption method, a government would account for inventory the
same as would a business, with one additional feature—the designation of an amount
equal to the inventory balance as nonspendable, 1s opposed to spendable. As it acquires
inventory, the government would record it as an asset:

Supplies inventory : - 835
Accounts payable o ' : $3.5
7o recom’ the acquisition of supplies ' o '

. &5 Then, as it uses the inventory, it would record an expend1mre and reduce the balance
B fj@% in the inventory account: :

Supplies expenditure e ‘ 833 :
Supplies inventory ' $3.3
1o record the consumption of inventory

The reported expenditure for the year would be $3.3 million—-the amount of supphes

consumed. At year-end, the inventory balance would be $0.2 million—the amount of
supplies on hand. Hence, a portion of fund balance equal to thlS amount would now

have to be designated as nonspendabl .

Fund balance—unassigned \ - $0.2
Fuand balance-—nonspendable (supplies inventory) .« .. $0.2
1o reclassify fund balance to reflect year-end inventory -

- Inthe example, irrespective of whether it uses the purchases or. the consumption
method, the government would record thie paymeént for the goods purchased with the
conventlonai entry: - S

Accountspayable o R - o . | $3_0
Cash v. R $3.0

" To record payment of amounts.owed to mpplzem

‘Ipventory aceounting, specifically the option to.use the purchases method, is the fourth
difference in how expenditures are accrued in governments and businesses.
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Prepaid expenditures are’ economically.comparable to.inventories. For example, a
government purchases an insurance policy. As with materials and supplies, it witl
consume a portion in one period and the balance in the following periods. Or, by
paying rent in one period, it acquires the right to use property.in.a subsequent period.

EXAMPLE Prepayments
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On September 1, 2012, a town purchases a two-year insurance policy for $60,000 (a
cost of $2,500 per month). - . S

G:ASB Standards

GASB standards offer governments the same choice in accounting for prepaid
- expenditures as they do for inventories: they may use either the purchases or the
consumption method. “Expenditures for insurance and siroilar services extending
over more than one accounting period need not be allocated between or among_
- accounting periods,” the standards state. Instead, they “may be accounted for as
expenditures of the period of acquisition:7!! . _
In contrast to the standards for inventories, however, the GASB. does not
prescribe that governments using the purchases method report material amounts -

of prepayments on the balance sheet.. .

If the town were to use the purchases method, it would make the following entry in
2012: ' '

Insurance e:ipendimre $60,000
Cash (or accounts‘payable) , S $60,000

v

To record purchase of a two-year insurance. policy:

No additional entries would be required either in 2012 or thesﬁbsetiﬁent £WO years.

HUINCGA. Statemnent No. 1, Governmental Accounting and Financial Reporting Principles (March 1979),
para. 73. ‘ : oo .
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‘-If.the town-were touse the consumption method themit Would make the followmg
_entry upon purchasing the insurance policy: -« - saee. o
Prepaid insurance - . ' $60,000
Cash (or accounts payable). . $60,000
- To:vecord purchase qf atwo-year insurance poliey:. SR

Then each.month-for. rhe next two years (or atyear- end by way: of a summary entry) it
i would record both an expendzture and a reducuon inthe balanc& of prepaid insurance:

$z 500
$2,500-

To recogmze mmmme expmdztwe far one mont}’z

-thereas under. the’ purchases merhod the. ttown .would recognize the full $60,000
25 an. expendwure in 2012, under the consumption. method it. would recognize only
310 000, the economic cost of four months of insurance.

R

% ASB Standards

GASB standards do niot chstzngmsh between “current” and “long-term prepay-
ments.” Thus, the unused portion of an insurance policy for two or more years
| .~ would be reported as an asset-—the same as a one-year policy. Like inventories,

prepayments are not spendable and therefore the offsetting fund balance has to
- be classified as nonspendable.

- The:.accounﬁng for .pli'ep'aymenté, speciﬁéa]ly “che‘oplt.ion to use the purchases
method, is the fifth difference in the way in which expenditures are accounted for on
the full accrual basis by governments as opposed to businesses.

BesoNCsURECINROLED YRS

" Capital (fixed) assets provide Services in periods beyond those in which they are
acquired. In that regard, the accountng issues perf:ammg to capital assets are com-
parable ‘to those of each of the ‘costs addressed so far in this-chapter. A three-year
. winsurance: policy benefits a government over the petiod coveréd, by the policy, irre-
spective.of-whether itis paid-for before, during, orafter the policy: period. Similarly, 2
computer:with.a three-year useful life, benﬁﬁts the, government ‘over the same number
of years regardless of the timing of payments..
- In businesses, the cost of a capital asset is recorded on the balance sheet when the

o, cassetis acquired. This cost is allocated over the.asset’s. producﬁve life, through the

process of depremamon to the periods in which it provides irs ‘benefits, In that way,

the cost of the asset is matched to the:revenues that it helps to generate.
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Governmental fands could, of course, account for capital assets in the same way as

businesses. Many statement users and accountants have suggested that they should. As-

emphasized earlier, however, governmental accounting aims to provide information
as to both the extent to which interperiod equity was achieved and whether resources
were used in accordance with the entity’s legally adopted budget. GGovernments must
budget and appropriate the resources for capital assets in the periods when they are to

+ be paid for, not those in which they will be used. Therefore, accounting practices.in-

which capital asset expenditures are tied to services rather than to payments may not
provide the sought-after budget-related information.

EXAMPLE Capital Assets

S T R R R

A village purchases road maintenance equipm’entf; for $90,000 and pays for it at the,

time of acquisition. The equipment is expected to have a useful life of three years.

%%ASB Standards

“Cieneral capital assets” are the: capital assets of a government that are not
specifically related to activities that are reported in proprietary or fiduciary .
funds. Most often they result from the expenditure of governmental fund
financial resources. As pointed out in previous chapters, GASB standards preclude

~ governments from reporting general capital assets on governmental fund balance .
sheets or from depreciating them on governmental fund statements of revenues,
expenditures; and changes in fund balance. Instead, governments report them in

the period requiring the outflow of expendable available financial resources.

In the example; the following entry would be appropriate when the assets are:

acquired: _ . _
- Capital assets—expenditure $90,000
Cash $90,000

To vecord the acquisition of equipment

Regardless of the argument as to whether capital assets should, in fact, be depreciated
(whichi is taken up in Chapter 7), note an obvious inconsistency. Assume that the
government rented equipment for a threesyear period, paying the entire rental costs
in advance. Then, if the rental equipment agreement qualified as an operating rather
than a capital lease; the government would: be. permitted to account for the prepaid
rent using the comsumption method, thereby spreading the rent expenditure over the
life of the rental agreement. ' ' '

The main accounting issue presented by the acquisition of capital assets with debt
arises becatise the purchase of the asset‘does not coincide with thie repayment of the
debt and, irveffect, with the outflow of tHe cash oriother expendable resources required
to obtain the asset. Thus, it is not obvious when the expenditures associated with
the acquisiion of the asset and the repayment of the debt should be recorded. For

ACQUISITION OF
CAPITAL ASSETS
FINANCED WITH

“DEBT

example, should the cost of the asset be recognized-at the time of purchase, even in -

the absence of a cash outflow, or only as the debt is repaid?
When governments issue bonds to acquire assets, they often account for.the debt
proceeds in. a capital projects fund. However, governments may also account for debt
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. proceeds-in other-governmental funds, such as the.general fund or special revenue
" funds: The debt may take the form of conventional notés, installment notes, or capital
leases. The accounting for capital projects funds is discussed int Chapter 6. At this time
it should be noted, however, that because capital projects and special revenue funds
.are governmental funds; the:same general principles of accounting apply to them as to
“the'general fund. - . '
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-As in the “Capital Assets” example, a village'purchases road maintenance equipment

“for. $90;000: This time, however,‘the equiprhént is aequired on‘an’ installment basis

| with three annual installments of $36,190-—the amount:required.to liquidate a loan
""of $90,000 over three periods at an interest rate of 10 percent. - -

- Inasmach as Jong-term obligations are not reported in governmental funds, GASB
standards require that the proceeds of long-term debt be reflected as “other financing
110 sources” in the recipient fund’s operating statement.’? Thus, were the village to
1 borrow $90,000 cash, the following entry would be appropriate in the governmental
fund receiving the proceeds: =

- Cash $90,000
Other financing sources—installment note proceeds. - $90,000
To vecord a loan ' :

Were the government to use the proceeds to acquire a capital asset; the governmental
fund entry illustrated in the previous example would be appropriate:

Capital assets—expenditure ‘ $90,000 7
- Cash ’ o . $90,000
1o record the acquisition of equipment '

In the exainple at hand, the government borrowed the purchase. price (through the
installment note) and acquired the asset, but at the time of acquisition did not actually
receive or pay cash. Hence, it could properly make the following combining entry that
eliminates the debit and credit to cash: ' - '
Capital assets—expenditure - $90,000
Other financing sources—installment note proceeds - $90,000 -
To record the acquisition of equipment A .

The related accounting question is how the loan repayment should be recorded.
Specifically, to what type of account should the payment be charged, “since no
long-term liability is reported on the governmental fund balancé sheet? - .+ -
Current practice requires that the repayment be charged as ah ‘expénidituré! This,
the following entry would recognize the first payment of principal and interest: ‘

Debt service expenditure (note principal) . - $27,190
..+ Debt service expenditure (interest) . - L L9000

- Torecord the first payment of installment note interest (10 percent of-$90,000)

o and principal ‘ T L

L

" PNCGA: Statemeint Noad; Governmental . decounting.’and -'Finéﬁdézl‘-ﬂe?éﬁiﬁg"‘.P?’"in‘:c‘t:pfﬂ (March 1979),
para. 108. ‘ ' ‘
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On the government fund staterent of revenues and expenditures,:none of these - pay
revenues and expenditures would be shown along with ordinary operating amounts. ..

The proceeds of the installment note would be reported in the section of the statement
for other financing sources (uses); the capital asset expenditure would be reported in
that for capital outlays; the repayment of the note principal and the payment of the
interest would be reported in that for debt service. Subsequent payments would be

recorded in the same way, with only the division of the payment between principal - 1 .

and interest changing from period to period. As a result of these entries, neither the

equipment nor the related long-term debt would be shown on the fund balance sheet. . §

They would, of course, be.reported on the govérnment-wide statement of net assets
as well as on any schedules of capital assets and fong-term debt.

The series of entries may be disconcerting in that it results in the asset being ..

recorded as an expenditure twice—once when acquired and again as the loan is repaid. !
Nonetheless, the double-counting does not cause fund balance to be misstated because,
the expenditure recorded upon acquisition of the asset is offset by “other financing”
sources”—a credit to fund balance that adds back:the amount of the charge.

A capital lease is the equivalent of a purchase-borrow transaction. In . économic. -

. -substance, the lessee (the party that will .use- the property) becomes the owner of the -

leased asset. The lessee treats the lease as a purchase of the asset. It makes periodic -

payments, each of which represents a partial repayment of the amount “borrowed” -
(the value of the property at the inception.of the lease), plus interest. By contrast,.
an operating lease is a conventional rental arrangement under.:which the lessor
remains the: owner of the property both-in legal form and in economic substance.
FASB Statement No. 13, Accounting for Leases, established criteria to distinguish
between operating and capital leases.!® These criteria have been adopted by the
GASB. '

EXAMPLE Capital Leases
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Tnstead of purchasing ‘the. $90,000 of equipment, the village leases it under an

arrangement that satisfiés:the.criteria; of 2 capital lease. The term of the lease is three
. years. The village agrees to make three annual payments of $36,190; an dmount that
: ~reflects interest-at an-ansiual rateof 10 percent:.

Current standards specify-that capital-leases should be accounted for similarly to
-~other purchase/borrowracquisitionrof capital assets:1* Thiss, in the example, the village
would record the lease in the same way:ds it did the installment purchase, varying only
the account.descriptions: ' '

Capital assets— expenditure

Other financing sources-—capital.lease
To vecorid.the acquisition of equipment under a capital lease

$90,000
$90,000

BEASB Statement No. 13, Aicdunting for Leam,'(FASB"-ASC 9588105 5). '
4NCGA Statement No. S, decounting and Financinl Reporting Prineiples for Lease Agreements of State and Local
Governments (December 1982}, -
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‘D.ebt--ser@ice-exﬁaeﬁdimre (leasér-piincipal)... S L 827,190

Debt service-expenditure (lease interest) e -5 9000
. Cash L : ‘ _ $36,190
- Ao.record the first lease. payment.consisting, of interest (10-percent.of $90,000)
and principal’ - . R S

- division of the payment betweenprincipal and.interest.-. - IR ..

" The acebunting for: capital agsets; whether: thiey.aré racquired for cash or paid
© for overrtime, is.the. sixth differenicé between expenditureaccruals in. businesses and
‘governments. <" T I

\  As'with the installment- note, subsequent - payments ‘would - necessitate a different

OW SHOULD INTEREST AND PRINCIPAL
LLONG-TERM DEBT BE ACCOUNTED FOR? -
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Interest on long-term debt is a major expenditure for many governments. Most typi-
cally, government debt takes the form of bonds, whith pay interest twice per year. Many
~governments accumulate the resoutces to pay both the interest and principal on their
debts in a-debt service fund (2 governmental fund). However, the original source of -
payments is likely to be either general revenues or revenues specially dedicated for debt
service. As the scheduled payments from the debt service fund:inust be made, the gov-
_ernment transfers the necessary cash from the general fund ora special revenue fund. <
" Long-term debts, as previously emphasized, are not recorded as liabilities in
governmental funds; they are included only in the government-wide statements and
. listed in the schedule of long-term obligations. When bonds or other forrms of debt
are issued, the increase in (debit to) cash is offset by a-credit to “bond proceeds,” an
- operating statement account, rather than to “bonds payable,” a balance sheet account.
i “Therefore;when the bonds are repaid the offset to-eash cannot be to 2 liability account.
Instead, it-must be to an.expenditure or a comparible operating stateinent account.
- The keéy accountinig 1ssués with regard to long-term debr interest and principal
* 7rarise because debt service payments may' extend-beyond a fiscal year. A six-month
“interest payment may cover'sorme months in one year and some in another. Similarly,
a principal repayient.may be chie every six months; a period that extends over two
- fiséal. years;-Should:the.expenditires be allocatedproportionately among the years
(ie., accrued), or should they be recognized entirely in the year of payment?
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Given the virtues of the accrual basis of.accounting in capturing the economic. -

substance of events and transactions, the answer may appear obvious: allocate propor-
tionately among the years. But bear in mind that debt service may involve large dollar
amounts. Taxpayers obviously prefer to provide resources only as they are required
to satisfy current obligations. Most governments budget (appropriate) resources for

principal and interest only for the period in which they must make actual payments. -

~They do not set aside resources for payments to be made in the future. Therefore, -

the goal of reporting on budgetary compliance, in céntrast to that of reporting on -
interperiod equity, would suggest that the expenditures-be recognized entirely in the -

year the payments are due. _

&

EXAMPLE Long-term Debt
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A state issues $100 million of 20-year bonds on August 1, 2011, at an annual rate of |
6 percent. Interest of $3 million per semiannualperiod is payable:on Jannary 31:and--
July 31. The bonds are sold for $89.3 million, a price that reflects an annual yield of .

7 percent (semiannual yield of 3.5 percent). The first payment of the interest is due.
on January 31, 2012.

@%ASB Standards

- ont long-term debt:should be accrued-in-advance of the year in'which it is due.
'Both should be accrued only in the period in which they are due. Until then,
- they are not current liabilities; they will not require the liquidation of expendable

available financial resources.

In the example, the government would make-no entry in 2011. to accrue .either
" interest.or principal on the debt. It would not record.an interest expenditure until
January 31, 2012, when the first interest payment is due. The following entry would
then be required in the fund out of which the payment was to be made:

Debt service, interest——expenditure $3
Matured interest payable. $3
To vecord obligation for interest due

* When the bonds mature in July 2027, the government would make a comparable entry
to record the obligaton:for principal:. - . N ‘
Debt service, privicipal=—expenditare. -~ - ; $100

Matured bonds payable 2 $100
To vecord obligation for matured bonds payable

b

I
- b

Consistent with the standards that neither interest ior principalshould be accrued undl,

due, current standards for governmental funds make no provision for recognizing and.

amortizing bond discounts or premiums. Ava result, the reported interest.expenditure
fails to capture the true.economic cost of using borrowed funds. Instead, it indicates
merely the required interest coupon payments. In .the-above example, the state

GASB standards specify that in governmental funds neither interestnor principal - |

ADVERSE

CONSEQUENCES

- OF FOCUS ON

CASH PAYMENTS
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borrowed only $89.3 million (the amount of the proceeds); not $100 million (the face

- value). Its.trueieconomic cost of using the borrowed funds,in the six months ending
January 31, 2012, was $3.1 million ($89.3 million times the effective interest, or yield,

rate of 3.5 percent per period), not $3.0 million (the'required payment). Nevertheless,

.+ as illustrated, the.state would record an interest expenditure equal to the $3.0 million
. reqmred payment. :

ACCRUAL OF ¢
INTEREST AND
PRINCIPAL
CWHEN
'RESOURCES ARE
TRANSFERREB

. The failure-of current standards to-recognize prermiums and. dlscounts may not be

- pamculaziy serious when the difference is small betweetia bond’s coupon rate and yield
' e But when' the. differenceis large;it results in financial statements that seriously

istart; 121‘0W1ng ‘edsts=Consider, Arrexer eme cabe B g government ‘issues $100 million
i 205years zero cotipon. bonds. The bénds:are sold for. $25.26 inillion, a price that

74 provides an annual yield.of about 7.percent(3.5 percent. per semiannual period). As
* implied by their name,.these bonds pay:zero-ihterest -¢ach. petiod. Instead, they are
...+s0ld -at 2 .degp dxscount in:this case a discount. of $74.74 million. Upon maturity,

-the investor, who loaned the government $25.26 million, would receive $100 million.

. Iniasmuch-as $25.26 million i§ the present value of $100 million discounted at a rate of

3.5 percent for 40 periods, the bonds provide a return of 3.5 percent (compounded)
per semiannual period.
- Under current standards for governmental funds the government would record zo

- interest or principal costs until the bonds mature. In the period of maturity it would

recognize the entire $100 million as a debt sexvice expenditure. Fortunately, users are
informed of the economic costs through the govemment~mde statements in which

‘ long—term debt is accounted for on a full accrual basis.

GASB standards make one exception to the general rule that neither interest nor
prmapal be accrued. If résources to service the debt are transferred to a debt service
fund from another governmental fund in a-current year for payment of principal
and interest due early the next year (within no more than & month) then both the,
expendzmre and related Hability may. be.(not required t0'be) recognized in the recipient

~ debt service fund. 15

Suppose that in the examp!e in 2011 the general fund transferred to the debt

‘service fund $2.5 million of the $3 million interést payment dué onJanuary 31, 2012.

The debt service fund would, of course, recognize the cash received as an asset and
would record an increase in fund-balance. Per the standard, to avoid reporting a

- misleadingly high fund balance, the debt service: fund would be permitted also:to

accrue the related interest expenditure. Thus:
Debt service, interest— expenditure : $2.5 ' ‘
Accrued interest payable : $2.5
To.accrue interest in the ansount of resources received from tbe geneml ﬁma’

-The accounting for interest and principal is the seventh dxfference in the application of :
‘the accrual concept.

- L GASB Interpretauon No. 6; Recogmtrm and Measurement of Cértain Linbilities and- Ezpe:zdzm?es in Govern-
mmml Fund Financial Statements. (March 2000); :
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plus any unamortized premiums or less any unamoruzed chscounts Interest"

must be accrued; the timing of cash payments is irrelevant to the period in" .

- which the expense is recognized. Thus, the state would record the issuance of

the honds as follows: , “
Cash } ' o $89 3

. Discount on bonds payable . ' .

.-Bonds payable
Ta record the issuance of operating debt

Then as it pays interest, it would record the payment ($3.0 rmlhon), the interé st_'-'
expense (the yield rate times the net carrying value of the bonds),’ andithe" |
amortization of the premium or discount (the difference between the two). - |-
As of December 31, 2011, the end of the first period, in which: no interest - |
was yet paid, the foIIovwng entry would be appropriate to accrue ﬁve months”.
interest: o

Interest expense o $2.6
Accrued interest payable e
© Discount on bond payable : :

To accrue five months’ intevest. (intevest expense = 5/6 of tbe Jﬁza‘zve mtere :
rate of 3.6 percent times the effective Lability of $89.3 wiillion; accrued fiterest-
- payable = 5/6 of the required payment of $3.0 million; discount on bond pzzyable =
the difference berween the two, i.e., 5/6 of the total amount of bond dzscaunr 0 be.
amortized at time of the first znterest payment) ‘

- Long-term debtis-addressedin detail in-Chapter 8.

1OW SHOULD NONEXCHANGE EXPENDI’I’URES

7 ACCOUNTED FOR?

‘Chapter 4, “Recognizing Revenues in (Governmental Funds,” deals primarily with
nonexchange revenues, as:most governmental fund revenues are derived from nonex-
change transactions. ‘This chapter, however, i directed mainly to-exchange expen-
ditures, as relatively few types-of government expenditures are associated with

- nonexchange transactions: Governments; for -example, do not typically-pay taxes or
. fines {nonexchange transactions); though they do make.grants to other.governments
{also nonexchange transact[ons)

ASB Standards

Nonexchange expend1tures should generally be recogmzed symmemcally with |
| their revenue counterparts. “Thitss, provxdﬁrs of grants-should. recognize an | =¥
..r-expendlture when the recipient has satlsﬁed all ehg&bzllty requxrements, including -

tme reqmremen{s .
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CEXAMPLE - Unrestricted Grant with Time Reqm'rement

aoa--oooeooeooo-acoouoonqoooouuaaononoscooooouoeoounvev--uuoc-oaeoooeoluo-eneanaownvono:nuauuvuu

In December 2012, a county’s council approves a-$300,000: grant to a not-for-profit
_health clinic. The ﬁmds are to be.paid in 2013 out of funds budgeted for that year and
) ._'-are intended'to: support the elinic’s activities in:2013.
ww. +Inastuchras the funds.are intended to be-used in: 2013, the grantis subject to 2
* time requirement. The county should not recognize either o habzhty oran expend1mre

“until then When the ‘time requlrement ds satlsﬁed S

“In Dééémber 2012 a state. dep'artment' of transportadbn awai"ds a.county $400,000 for
road improvements. Payment is made at the time the award i is announced. The county
is permitted to use the funds upon receipt, but intends to use them in 2013.

Purpose restrictions have no impact on the timing of either expenditure or revenue
recognition, nor does the county’s intent to use them in a particular year. The state
must recognize an expenditare as soon as it makes the award:

Grant expenditure : $400,000
. Cash o ' .. $400,000
Ta record gmnt expmdzru?‘e (in 201 2).

E X A M PLE Rezmbursement (Elzgzbzlzty Requzremem‘) Grant
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In December 2012, a state awards a city $200,000 for the acquisition of an emer gency
telephone system. The grant is to be paid as the city incurs and documents allowable
costs. In 2012 the city submits. claims for $150,000, of which the state pays $125,000.
‘The state expects to pay the $25,000 balance of submitted clanns i }anuary 2013 and
the $50,000 balance.of the grant by June 2013,
‘ The city is eligible for the award only as it incurs and documents allowable costs.

- In 2012, the city became eligible for $150,000 of the grant—the amount that the state
should recognize as an expenditure.

Grant expenditure ' ) $1 50 000
Cash ‘ ‘ - $125,000
Grants payable 25,000

To vecognize 2 retmbuysement grant expenditure(in 2012)
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. As stressed in Chapter 2,.each of a, govemment’s funds is an independent fiscal and
- accounting entity. When the focus is on individual funds, many types of activity
between funds create revenues and expenditures. Yet when the government is viewed
as a whole, most of these activities are nothing more than intragovernmental transfers. -
If certain types of activities were classified as revénues of one fund and expenditures of
another, then the revenues and the expenditures of the government as a whoie would
be overstated.

EXAMPLE Interﬁmd Transfer

a.looipﬂ.o!ovooav.--bi..lll.o.onnoocuDnooooulﬂoa..!oaoou:stnhi.nI‘IOOOCnﬂoodnodll.on'.oceuou.ooon.

A government transfers $3 million:from its-general fund to a. debt service fund-for . 25
payment of interest. When the debt service fund pays the interest, it will record the -
payment as an expenditure. _
Should the general fund record the payment to. the debt service fund as an
expenditure and the debt service fund record the receipt as a revenue? As independent -
entities, both funds incur expenditures; the debt service-fund also earns revenue. Yet §ige
if each fund recognizes an expenditure, the government.as a whole would recognize . &2
the interest cost as an expenditure twice (oncein the general fund when the resources
are transferred to the debt service fund and again when the interest is paid out of the.
debt service fund). ‘

EXAMPLE 1nterﬁlnd Purchase/Sale
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- A government department, which is accounted for in the entity’s general fund, acquires -
$30,000 of supplies from a supply center that is accounted for in an internal service
fund.

The internal service:fund will report the cost of the supplies “sold” as an expense.

Should the generalfund-also report an expenditure? If it does not; then its reported

expenditures—the measure of the cost of general government- operanonsﬂwould be
less than if it had purchased the same supplies from outs1de vendors.-

zs@rASB Standards

Statemem: No. 34 differentiates between two types of mterﬁmd acuwty

1.. Reczp'roml mterﬁmd amwty Tbis is the, mternal eqmvalent of exchange
. transactions (those in which the parties receive and surrender consideration
" of approximatelyequal value). They include: SR
. & Payments for the, purchase of goods and services at a price that appraxzmzztes
-their external fuir value, such as when the general fund acquires goods ﬁ‘om an
internal service fund. These transfers should be reported as revenues in the
seller fund and expenditures (or expenses) in'the purchasing fund.
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® Loans and repayments of loans:1f the loans are expected to be repaid within
a reasonable:period of time, the. lending fund. should report the loan

as a receivable and the borrowing fund should report it as a payable.
This activity should ot be reported as other financing sources or uses in
the fund financial statements. If the loans.are.not expected to be repaid

~ within a'reasonable period of time (and hence are not bona fide loans),
then the: ransaction should be accounted for by theidisbursing fund as a
o nonremproeal transfer-out and by' rhe recemng fund as a ‘nonreciprocal

o bt This 15 the mterna,, eqmvaient of nonex-
chan e. transactions They mclude el L
e Transfers of cash for which goads o’ services of eqmvafmt wlue bave not been
Urecesved, such as when. the genemi fund transfers cash.to 4 debt service fund for
payment-of pmnczpal or interest om: long-tevm debt or when the general fund
transfers cash to & newly established internal service fund, for “start-up capital.”
" These transfers should be reported as other ﬁnancmg uses in the funds
making the transfers and as other financing sources in the funds receiving
... transfers.
° Intedimd reimbursements—-yepayments from a fund responsible for an expendz—
ture to the fund that initially paid for them. These should not be reported at
~ allin the financia] statements. Thus, for example, if the general fund paid
a bill for a-cost that was the responsibility of a capital projects fund, the
expenditure and the corresponding reduction in cash should be reported
only in the capital projects fund—as if the capital projects fund had paid
- the bill itself. The capital projects fund should not report a transfer-out
to the general fund; the general fund-should report neither a payment to
the vendor nor a transfer-in from the capital projects fund.

1
!
!
I

In the “Interfund Transfer” exarﬁple, the payment of interest by the general fund
to the debt service fund would be recorded by the general fusid as nonreciprocal
transferwout and by the debt service fund as a nonreciprocal transfer-in:

Nonremprocai transfer-out to debt service fund.(other :
financing use) $3
Cash ' '

To vecord transfer to debt service find @n geneml fund)

Cash :

" Nonreciprocal transfer-in from general fund (other
financing sources) P 8

To record transfer from generval fund (in debt service fund)

In the “Interfund Purchase/Sale” example, by.contrast, the payment by the
general fund to the internal service fund for suppliés would: ‘be consulered a remprocal

. transaction and hence recorded as if it were an exchange trafsaction:

i
i
1
\

$

5

]
o

Ry ‘-Supphes expendlture T T e $30,000
L iCabh ‘ e $30,000

coiTo re.com' ihe pw'cbwe of mpplzes (m ﬂye gmeml ﬁmaf) o R

oGssh T T 0 $30,000
Sales revenue | . $30,600
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Governmental funds receive or use resources. from transactions: that, under a full
accrual basis, would affect long-term assets or lability accounts. For example, if a
business issues long-term debt, it would establish a long-term liability. However, the
measurement focus of governmental funds excludes both capital assets and long-term
liabilities. Therefore; resources received from the isswance of bonds cannot be recorded
as liabilities. Although similar to revenues in that they increase fund balance, they
lack the characteristics of conventional revenues in that they will need to be repaid. ‘
Similarly, the proceeds from the sale of equipment can neither reduce a reported asset i
nor be interpreted as 2 revenue.

Generally accepted accounting and reporting standards direct that certain gov-
ernmental resource flows that would otherwise affect long-term assets or liabilities
be classified on statements of revenues, expenditures; and' changes in: fund balances

a5 other financing sourées and uses. The main types of other financing sources and
uses are:

Sowrces

Proceeds of ioﬁértem debt

[

Proceeds from the sale of capital assets

Present value of assets and liabilites created by capital leases

o

+ Nonreciprocal trapsfers-in
Uses ‘ . s

+ Payments to bond “escrow” agents who maintain accounts for the eventual
repayment of long-term obligations

* Nonreciprocal transfers-out
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ﬁ@W SHOULD REVENUES, EXPENDITURES, AND. OTHER
%NANCENG SQURCES-AND USES BE REPORTED? - '
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In Ilght of. the varm:ty of activities and transactions in which the mulutude of entities
. énpagé; governments heed flexibility as to the. form.and-contént.of their financial
- statements. At the same time,;though, a certain degree of:uniformity is required if
statement users.are to mak ;meanmgful comparispns-among governments. Therefore,
L the, s hi ' sgeneral” framewozk of thé; statement of revenues,

e expendxtures;and changes in fund baiances S o

gf*BASB Standards

R

Revenues, expendltures, and changes in fund balances should be reported in
govemmental funds in a statement that takes the following form:
~ Revenues (detailed) : $100
- Expenditures (detailed) - : 29
Excess of revenues over expendltures 10
Other financing sourcés and uvses, including t:ransfers S 5
(detailed)
- Special items (detailed) , 1
- Extraordinaty items (detailed) 7
- Net changein furid balance ‘ : 13
Fund balances beginning of penod ‘ A1
Fund balances end of period S S m

Expenditures would generally be shown by fanction (e.g., pubhc safety, recre-
| ation, administration) rather. than by.object (e.g., salaries, travel, rent). |
_ Extraordmary items are transactions or other. events thatare. both mmsual
in nature and infrequent in occurrence. These are transactions ‘that are clearly
incidental or unrelated to the ordinary activities of the entity. Special items,
while similar to extraordinary items in that they are also unusual in nature and
infrequent in occurrence, are significant transactions that are-within the control of ;.
management. 16 Moreover, special items include transactions;that meet one of the
two criteria but not the othermthat is, transactions which are either unusyal j in
nature or infrequent in occurrence, but not both.} S -

The governmental funds statements of revenues, expendimres and changes in
- -fund balances of Charlotte, North Carolina, were 1liustrated in Chapter 2, Table2-6.

16GASB “Statement No.. 34, Bystc Financial, Smtmmt.r——md Mamgemefzr 's Distussion and Analysis—for State
and Local Governments (Fune 19993, *paras. 55 and 56. '
= Y Stephen J4Gauder, Govermmental Acwmtmg, Auditing-and Financial Reportmg (Chicago Government,
. Finance Ofﬁcers Assocmnon, 2605),.p. 55 oL S .
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%?WHAT 1S THE SIGNIFICANCE OF THE CURRENT

The ultimate quesuon faced by govemmcntal fand financial statement readers is,
“What does it all mean?” A governmental fund balance sheet presents the fund’s
resources at-a particular point in time; its operating statement accounts for the net -
change in those resources during a particulag period- of time. ‘All measurements,
however, are in accord with generally accepted accounting principles (GAAP).
As made apparent in this and the previous chapter, governmental fund revenues -
- and expenditures are frequently deterrined on different basesfor purposes of budget--
ing rather than for financial reporting. Assuming the budget is on‘a cash or near-cash »
basis, examples of significant differences include: :

* Tor purposes of budgeting, governments may recogmze taxes as revenues only -
as collected; in accord with GAAP,:they must recognize-them.as revenues-only-
when they are both measurable. and available to-finance. expendxtures of the fiscal -
period.

-+ Forpurposes of budgeting, go‘vemmems may account for-wages and salaries ona -
cash basis; as required by GAAP, they must accrue compensation expenditures as
long as the payments will be made with expendable available financial resources.

* For purposes of budgeting, governments may account for supplies-and prepay-.
ments on a cash basis; as;permitted by GAAP, they may use the consumption:
method.

¥ Consequently; the reported revennes and expenditures, and the resultant surplus or
deficit, may not be comparable with corresponding budgeted amounts.
Moreover;-the balance sheet"may not present a clear picture of either resources
available for appropriation or the claims against those'resources. Itmay not reflect taxes -
_and other receivables that the government may be: able to use to‘cover expenditures
of the following and future years. Correspondingly, it may not show all of the claims
against-the fand’s Tesources, such as those for deferred compensation, interest, and
legal judgments.
_The operating stateriient.also :cannot be counted on to reveal the true economic
iov -, costs -of govermment operations or. the economic, value. of resources that it actually
- received-or to which: it became :entiled during the year. Because they are based on
- modified rather than.full acerual. accourmng, governmental fund operating statements
- fail to recognize the:cost:of: using:as.opposed-to purchasing. supplies,: of rentmg
. equipment or other property as opposed-to-making the rent. payments -and of using as
opposed to acquiring capital assets.
“The GASB standards of revenue and expenditure recognition satisfy both the
. interperiod équity and the budgetary compliance objectives of finaticial reporting, but
“only to a limited extent. The government-wide staterents provide greater information
on the econdmic costs of ¢ operations and onithe ecopomic value 6f resources! Howéver,
in the-absence of other changes in pr1nc1pies, the fund statement$ will continue to fall
short of indicating budget-based revenues and expenditures and the résources that are
legally available for appropnauon

P e e - - dmais s R
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The limitations of the fund statements do not, by themselves, imply criticisms
-of either.the statements themselves or the rule-making authorities responsible for
~ them. As suggested in Chapter 1, it.is questionable whether a single set of financial
‘statements can satisfy all of the key accounting :and reporting objectives. It is for
that-reason that the complete government reporting. model encompasses two sets of

: ﬁnanmal statements—ﬁmd and govemment—mde. :

Frcessnansassesevunces

‘outflows: or consumpmon of overill net assets. As a conse-

basis. to' the: fuilest extent pracucable in. the government:.'.ﬁff “quence; we identified:seven differences in how the accrual
environiment. Bpt they, have substantially: modified- the: . . concept is- apphed i goveinmenits as opposed to businesses.
accrual basis’ fromm the way it is applied in govermmental © These are accounting for compensated absences, pension

funds as. opposed to businesses, proprietary funds; and -+ g open, claims and judgments, inventories, prepayments,

capital assets, and principal and interest payment on debt.

- We also noted that governmental fund nonexchange
transactions (mainly grants) are. accounted for symmet-
rically to nonexchange revenues. Hence, grants are rec-

ut in the previous chapter, for revenues
in govemmentai funds not only must

. xpen Jitures of ¢ fiscal period.. ' - ognized as expenditures when the recipient has met all

In this chapter, we st:ressed that governmental fund - cligibility requirements and fhe grantor thereby incurs an
expenditures are defined as “decreases in met fingn- obligation. Table 5-1 summarizes the general principles of
cial resomrees,” in contrast to expemses, which represent expenditure and expenses recognition.

.

I Goveramental fund statements are accounted for on an accrual basis. - 1 ' -
A. However, the accrual basis is modified in the following ways as.to When expendzzures are recognized.
Vacations, sick leave, and other. compcnsated absences dre not accrued unless they will be h(;mdated with cur-
rent financial resources. - : :

2. The reported pension expenditure includes only the govermnentsl fund’s acmal contnbunon for the year, not,
as in businesses, an actuarial contribution. ;

3. Claims and judgments are reported as expenditures only insofar as ‘Lhey Wﬂl be pald out of current ﬁnanctal
resources.

4. Inventory (and hence the cost of using supplies) may be accounted for using eithera purchases or a conspmp-.:
tion method, but any significant amounts of inventory must be reported in the ﬁnancml statements regardless
of the accounting method used. '

5. . Prepaid items (and the related costs) may also be accounted for on either a purchasés or a consumption basxs

o  but significant amounts of prepayments need not necessarily be reported on the balafice sheet.

' 6. The costs of capital assets are reported as expenditures when the assets are acquir ec% éapxtal assets are not

5 depreciated. : Y P

7.  Repayment of long-term capital debt is reported as an expenditure as pay‘ment:s are made interest on-the éebt is
ordinarily not accrued. However, interest and principal may be:acerued bn'a debt service fund if resources have
been transterred in:from another fend to make. payments that are due earl}r the next: yeal “{withiri no more than
z mont:h) L :

B Liabilitiesareirecognized in’ govemmental furid ista ements only 0. the extent that they wzil be liquidated with cuz-

rent financial resources. ’

C. Nonexchange transactxons are: recogmzed symmetricaﬂy to thBiI" revenue counterparts (S ee Chapter 4.)

1. Govemment wide statements are zccounted for on a full acerial bas1s‘ Hence expemes aré generaliy recognized as they
are in businesses and in governments’ proprxetary funds.




Y TERMS IN THIS CHAPTER

consumption method

expenditures

expenses

extracrdinary items |
financial resources - - e

nonreciprocal interfund activity

For years beginning January 1, 2012, the Cxty of Arbor

Hills will finance its parks and recreation ‘activities with.

a special property tax levy. Accordingly, it will.account
for resources related to parks dnd recreation in a special
revenve fund. During 2012 it engaged in the following
transactions:

1. The fund received $6 million from :the city’s special

parks and recreation property tax levy.

2. During the year the. parks and, recreation. employges

earned. $4.5 million in wages and salaries” Of this
. amount, the city paid $4.1 million in 2012 and is to
pay the balance early in 2013,

. 3. Parks and recreation, employees earned $0.26 million

in vacation leave and were paid for $0.20 million. The -
city estimates that it will pay the entire balance in the .

futare.

4. The employees earned $0.17 million in sick leave but
were. paid for only $0.14 million. The leave accumu-
lates but does not vest.

5. According to . city actuaries, employees. earned

$0.37 million i pénsions: However, the cityhad bud- .
geted only $0.30 million. During theyear it contributed - .

to its pension fund' $0.25: nillion and plans to. contri-
* bute an-additional $0.05 millionr in-eatly January 2013

1
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object

purchases method

reciprocal interfund activity
special items

" #ero coupon bonds

: 6 ‘During 2012. the city: ¢ erdered $0 80 million in parks

-+ and recreationsupplies. .Of this. amount, it received
$0 70 - million,  rused “$0.55 - million, and . paid for
8050 million. The city uses: ‘the. pumbwes‘ method to
acéount for supplies invesitory.. -

7. InJanuary 2012 the city purchased $1 million in parks
- and recreation-equipment. It paid $0.20 million in cash
. and gave an installment note for the balance, The first

payment on the note ($0.30 million‘ plus interest of

- $0.05 million) is due on January 12, 2013.

* a. Prepare journal entries to summarize the trans-
actions, that affected the specmi revenue fund in
2012. .

~.+b. Prepare a statement of revenues, expenchmres and
changes in fund balance *and a balance sheet for
the Parks and Recreadon Fund as of December 31,
2012

c. Indicate any assets or liabilities that would be
reported in the city’s schedules of capital assets or
long-term obligation as a consequence of the trans-
actions engaged in by the Parks and Recreation
Fond.

d. Commenton how each of the transactions would be
reported on the city’s government-wide statements,

%%*;UESTIONS FOR REVIEW AND DISCUSSION

n§n§--'ﬁ--‘u.‘-OOOQDIQQCIUC-041..cc.'l..c...a.lcn..ol'o.do‘tono'h-.to-----v-llc'.lo...i!.-cc.dll'c..Q.ln.c.th--hu-u.'cc.o..

1. What is the distinction. between expendzmre: and

expenses as the terms are; used in govemmental ac—
counting? ' k .
-2, A government expects to pay its electric bill relating o
its current fiscal year sometime in the following year.
An official of the government requests your advice as
to whether the anticipated payment should be charged

-as'an expenditure of the current or the- foliowmg year.

adt

How would you respond?

* Under pressure to balance thexr budgets governments
cat all levels have resorted o fiscal gimmicks, such as
. delaying the wages and salaries of government employ-
- ees from the last day of the month to the first day of
the following month. In the year of the change they
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‘ thereby had one fewer pay periods. How would the .
change affect the reported expenditures: of a govern-
mental fand under GAAP?

4. A government permits its employees to accumulate

all unused: vacation days-ahd sick:leave.s Whereas (int.
accord with cuzrent standards)-it may have to “book” '_ '
a liability for the unuséd vacation days; it may not
have to record an obligation for the unused su:k leave.

Explain; ‘and justify the.applicable standarés

istrict grants teachersv’:’
every seven years. Yet, copsistent w1th GAAP, it fails 1o -
accrie d hab;l1ty forstich’ leave over the periodin which *
the leavé is; earned——not éven in'its. govermnent—mde
statements: How canyou ;ustlfy such. accountmg?

A govemment accounts for inventory on .the con-.
.-...sumption bisis. Why do'some accountants believe that
it should offset the year-end mventory balance with

fund balance is required for cash, taxes receivable, or
*“most other dssets?

7EOA governiiient accounts for inventory on the purchases
basis. Why #zust it offset its year-end inventory balance
with an addmon to fund balance? -

Many accountants note ‘that for most governments
the reported “bottorn Jine” of their financial state-
ments (l.e., revenues less éxpenditures/expenses and.
other charges that affect fund balance/net -assets) will ~
not greatly’ differ: between their govermnent—w:de
statements and their fund statements insofar as the
. expenditures/expenses relate to long-term assets and
. thelong-term-liabilitiesissued- to: finance those assets.

- {That’s. because governments typically repay. the debt

Select the best answer.,

Assume that Nolanville’s fiscal year ends on December 31..

1. Nolanville’s payroll for. one of its departments is
. $15,000 per week. It pays its employees on the Thurs-
.day of the week following thatiin which the wages
and salaries argigarned. In 2012, December. 31:4ell o

a Wednesday. For the workweek beginning Mon&a'

2013, .employees were paid on:'Thursday, January 8,
2013 For'fiscal 2012, wharamount should the city rec-
ogmze aswage and salary. expend1mre/expense pertam~
ing'to the week' ending Friday, January 2, 2013, in its
fund statements and its government-wide staterments? -

Decembeiz29, 2012, and ending Friday, January 2, °

evenly over.z period which approxzimates the economic
_life of the related asset. Assuming the accountant’s
assumption as to-means. of financing to be correct,
will the expenditures and. related charges affecting
. fund balance of the.governmental fund statements
approximate the expenses of the government-wide
. statements? e v

9 Govemments are not. 1eqwted to accrue interest on
slong-term debtin governmental funds even if the inter-
tisapplicable:to acurrepeperiod and will be due the
-fu‘st day.of the foHowmg year. Explain and justify the
standards thatpermit ﬂ‘liS pracuce

 '10 A schiool district. accounts-for-its pension costs in 2

i+ governmental fund. In @ particular year the district’s
‘actuary caleulates the district’s required contribudon
- for the year to be $18-million. The district, how-
ever, had only budgeted $15 million and chooses to
contribute only what was budgeted. What should the
district report as its pension expenditure for the year?
Explain. ‘

11. A city’s electric utility transfers $40 million to its gen-
eral fund. Of this axnount, $30 million is a return of the
general fand’s initial contribution of “start-up capital.”
The balance is 2 payment in lieu of property taxes that
"a private utility operating in the city would have had to
pay. Explain how each element of the transfer would
_be reported in the general fund’s operating statement.

12. A government’s unassigned fund balance in the general

fund at year-end should be indicative of the amount
othat? the government has available for. appropriation
: in fiture years. Explain and provide an example to
support yOour answer,

IR YT R R WY YN

Fund Statements .Gové%nment—wide Statements

a$ 0 COO I
b. $9,000 $9,000
. e$ 0 $9,000
o d. $9,000 o .80

2 In its fund ﬁnanclal statements, the city would rec-

<~ ognize the téceipt of 4 héw. compniter (to be used for
general administrative purposes) that it had ordered
the prewous wyear asad’ "

Can Encumbrance
b. Expense
- ¢. Expenditure
- d.- Asset



In 2012, city employees earned $1.4 million in sick
leave that they did not take during the year. The city
estimates that of this amount $0.8 million will actu-
. ally be paid to employees who take sick [eave. Of the
balance, $0.1 million will be paid to employées upon
their retirement or resignation and $0.5 million will
not have to Be paid (since emplayeés are limited in
the number of sick days diat they can carry over from
one yeat to the next). The amount that the city should
add to a fund-statement habihty account as of yea;; -end
20124 -

a. $0

b. $0.1 million

c. $0.8 million

d. $0.9 million

Assume the same facts as in the previous-question. The

staternent lizbility account as of year—end 2012 is

a. $0 :

b. $0.1 million

- c. 50.8 million -

d. $0.9 million

In 2012 city employees earned $3.6 million in vaca-
tion pay that they did not use during the vear. The
city estimates that of this amount $2.8 million will be
paid in 2013 (out-of-2mounts:budgeted for.that-year),
$0.6 rnillion will be paid in subsequent years, and the
balance of $0.2 million will not have to be paid. The
amount that the city should add to a fund-statement
liabilitysaccount as of year-end. 2012:is.

a. $0 |

b. $2.8 million

c. $3.4 million

d. $3.6 million

. Assume the same facts as in the previous question. The

amount that the city should add to a government-wide
statement liability account as.of year-end 2012 is
a. 50

. b, $2.8.million

c. $3.4 million -

d. $3.6 million .~ :
Nolanville starts fiscal 2012 with $25,000.in" sup-
plies. During the year it orders $180, 000 in supplies,
receives $170,000, and uses $190,000. Tt accounts
for inventories on the purchases basis, In its 2012

gwemmental fand financial statements’. 1t shouldw ‘

report e .
Expendifire Nbﬁspf:ndablé Fund Balance
a. $180,000 - B L SR

b, $176.000 § 5000
c. $190,000 5§ o
d. $190,000 $15,000 -
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8. . Assume the same facts as in the previous question. In jts
+ 2012 government-wide financial statements it should

report

Expense Net Asset Reserve
a. $170,000 50

b. $170,000 $15,000

¢. $190,000 - $ 0

d. .$190,000 . $15,000

9. On December 1, 2012, Nolanwlie issued $10 mil- .

lion of 30-year, 8 percent bonds for $9.78 million,
- a price that reflects 2° semiannual - yield of 4.1 per-

cent. Interest ($400,000 ‘per sersiannual period) is
© payable. on ' May .31 and November 30, beginning

amount that the city should add to a government-wide . - May'31, 2013. In its 2012 fand -and government-

. awide statements; NoIanwiIe should- report an interest

-«-w'expendnure/expense of -

. Fund Statements Government-wide Statements

“a. 3 0 $ 0

b. $66,667 $66,667
c. $66,830 - $66,830
45 -0 - $66,830

10.'In May 2012, Nolanville repaid $2 million of the
bonds that it had issued in 2007. In its 2012 fund and
government-wide statements; Nolanville shonld report

an expenditure/expénse reiatmg to the rapayment of
the bonds of .

Fund Statements Govermment-wide Statements

a. $0 50

b. $2 million $0

c. 50 $2 million

d. $2 million $2 miilion
' E.522

'The Eaton School District engaged in the following trané—
actions during its fiscal year ending August 31, 2012,

+ * Jt established a purchasing department; which would be

accounted for in a-new internal service'fund, to ‘pur-

chase ‘supplies and-distribute them to- operatinig units.

To provide working capital for,the new department it

transferred’ $1.7; million from " zts general fund to the
 internal service fund,

* During the year, operating departments that are
accounted for in the general fund acquired supplies from
the internal service fund for which they were billed
$300,000.50f this amount the. government transferred
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$200,000 from the general fund to the internal service -

fund, expecting to transfer the balance in the-following

fiscal year. The supplies had cost.the purchasing depart- -+ *
ment $190,000. During 2012, the.operating departments .
used only $220;600 of the: supphes For which they weite.

billed. They had.no supphes on hand at the start of the
year. :
*» The school. dlSUCiCt transferred SL{SO (}00 from.its gen-

. eral fund to its: debt service fundito.make igs. required- i

March 31; 2012 interess paymient: T His amount waspaid -
from the debt servicé' fund when due:sIt representad't.
interest 08 $8 million Gfbonds that were- issued; at.par; . 2
0, 2011. “The next interest payment of « ..
5 Septembet30; 2012 The district also, - * 4

700 from the general fund to the debt

P

s .The'dzstrict , .
fund to - its pcnsmn fund (2 fiduciary fund) in par-
tial payment of its actuarially required contribution of
$5.0 million for the year.

» On August 31; the district acquired school buses ata cost . .
of $900,000. The district gave the supplier installment

notes that requiréd the district to make three annual pay-

ments-of $361,903. The first payment is due jn August .
2013. The bises have a useful life. of 10 years, with no -

salvage value.

. Match the items below with the amounts that follow. An
: ,amount may be selected once, more than once, ornotatall.

provlde for. the ‘eventual repayment of ~

1

_Amount that Lhe general fund should recognize assup-
B phes expenditure, assuming that inventory is dccounted
- for on a purchases basis
2. Amount that the district should recognize as a pension
expenditure in its general fund
3. Amount that the district should recognize as a pension
expense in its government-wide statements
4. Amount that the general fund should recog‘mze as
nonreciprocal transfers-out
5. Amount that the district should recogmze as total debt
service expenditures in its govermunental funds
6. Amount that the government should récognize as total
debt service expense in its government-wide statements
7..#Amount that- the -district should recognize as other
7 financing sources in: 1ts general fund ﬁnanc1a§ state-
8. Amount;thaiithe district should rqcogmze as. cap1tal— g

related expsnd1mres, mcludmg dep:emauon, Pertain- . aecounts during a year {not necessarily. dhe yeat-end bal-

ing to its,buses in its governmental fund financial
statemenits (the district recogmzes 2 full year’s. depre-

- ciation o “all .capital -assets ‘in theyear of dequisi-
uon)

: 'dqm

CrapTEr S / Recoemizing ExpEnNDITUrREs 1N GovERNMENTAL FUNDS

9.~ Amonnt that the district should recognize as capital-

-related expénses, including. depreciation, pertaining
to its buses in its government-wide financial state-
-ments (the district. recognizes a full year’s depre-

" clation on' all -capital “assets in' the year of acquisi-

‘ t:xon)

10. Aiount that ‘the, district should recognize as non-
o spendabie fund balance in its governmental fund state-

. $75 000 o
S$80:000 0 s e
=$90,000 . -
.-$137,500 . -,

$150,006 - -

. $220,000 .

. $275,000

$300,000

$900,000

-$1,925,000

$4,500,000

m.$5,000,000

n. $8,000,000

o. $8,900,000

E.5-3

The purchases vrerhod differs from the consumption method.
.The Boyd School District began a recent fiscal year

o =T "?hﬁ‘_f:ﬁﬁ

~ with $3,000 of supplies in stock,:During its fiscal year, it

engaged in'the foliomng transactions relaung to supplies:

o It purchased supplies at a cost of $22,000.

o Tt paid for $19,000 of the supplies:

e Ttused $20,000 of the supplies and therefore had $5,000
in supplies i inventory at year- end.

1. Record the transactions assummg that the district uses
the pmchases method.

2. Record the trahsactions assuming that the dlstrlct uses
the consumption method,

3. Comment on any dszerences be%:ween the two as they
would affect:
z. The district’s general ﬁmd balance sheet -
b. Its general fund statement of revenues and expen-
. ditures i

E. 5-4

Inventmy tmmzzctzom can be dem)ed ﬁ*&m @ lzmzted arnoint of

The feilomng schedu!e shows the amounts related to
supphes thiat 2. city- debited and credited to the indicated

ances); excluding closing entries. The organization records
its budget, encumbers all. of its expenditures, and ini-

- tially vouchers all payments. It accounts for supplies on a

purchases basis. -




(1 thousands)
Debits  Credits

Cash - 80 $ 70
Inventory S 0
Vouchers payable — E—

(Appropriations) 0 F 1138
Encumbrances —_ —
Expenditures 58 0
Reserve for encumbrances 58 93
Unassigned fund balance B - -0
Nonspendable fund balance '

Lol
i

{(supplies inventory)

1. Some information is missing. By reconstructing the
entries that the organization made during the year,
you are to determine the missing data. The city began
the year with $5,000 of suppliesin mventory and. ended
the year with $6,000.

2. Assume instead that the city accounts for supplies on

a consumption basis. Which of the above amounts

(assuming that appropriations remained unchanged)-

would be different? What would bé the new value(s)?

E.5-5
Fund balance, both nenspendable and zznamgned can be compured
from a bimited amount of information.

The schedule that follows reports the beginning bal-
ances and activity during the year in a town’s supplies
fund (a governmental fund). The government accounts for
supplies on apurchases basis (in. thoudands).

Fund balance (unassigned),

January 1 $ 400
Fund balance, assigned

{encumbrances), January 1 240

Fund balance, nonspendable ...
(inventory), January.1 ..,

Total fund balance, January 1.

Appropriations (for.purchases of .

ot
~3
[e]

s
o]
it
fos

'lf'

supplies) - e $3 400 -
Estimated revenues..” .. - 7 3,200, °
Actualrevenpes . - "R T 3300
- Supplies ordered - 3;160
. Supplies received L 3,360
Supplies paid-for ' 2,800

Supplies used -« E 3,280

. d
1. Compute the following (and show your computations);

a. Pund balance, nonspendable (inventory), Decem-
ber 31

b. Fund balance, assigned (encumbrances),’ Decem~
ber 31

c.. Fund balance (unassigned), December 31
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2. How can you justify the continued use of the purchases
‘method when it appears so contrary to everything you
learned in classes pertaining to business accounting?

E.5-6

Irvespective of bow capital assets are acquired, they are recorded
diffevently in governmental funds than in businesses.

In a recent year Ives Township acquired six police cars
at a total cost of $200,000. The vehicles are expected to

have 2 useful life of four years. -
1. Prepare the journal entries that the township would

make in its general fund in the year of acquisition for
each of the following assumptons:
~a. It paid for the cars in cash at the time of acquisition.
~b. Ttleased the cars and agreed to.make, starting in the
year of zcquisition, four equal payments of $63,095,
-an:;amount that represents the annuity required to

- ~liquidate a.]oan of $200,000 at 10 percent interest. .
- “Fhe lease would satisfy the criteria necessary to be -

. - accounted for as a capital lease.
+ g Irissued $200,000 in installment notes to the car

. ‘dealer, agreeing to repay them in four annual pay-

- ments of $63,095, starting in'the year.of acqiisition.

2. Comment on how any “off the balance sheet” assets
or obligations would be reported in supplementary
~. schedules:and the government-wide statements.

E.5-7

- Expenditures for vacations do not necessarily reflect the amounts

the employees bave earned.
In 2012, employees of Pecos River County earned
$5 million:in vacatién pay. They were paid for $4.2 million

- but’ deferred taking the balance of their earmned vacations

until subsequent years. Also, employees were.paid $0.7 mil-
Hor for vacation earned in previous years.

1. Prepare the journal entry in the general fund to reflect
the vacaton pay earned in 2012.

2. Prepare the journal entry to reflect the payments for
vacation days that had been earned in prior years.

3. Comment on how the schedule of long-term obliga-
tions would be affected by these transactions.

4. Cormunent on how the government-wide staternents
would ‘beaffected by these transactions. Specifically,
what would be the reported vacation expenses for
2012, and what would be the year-end accrued liability
for vacation pay assuming that the beginming of year
liability was $0.7 million?

E.5-8

Obligations for sick Jeave should not bévecognized s labilities if
they are to cover the wages of employees who actunlly beconte ill.
Lemon County permits employees to accumulate any
sick leave that they do not take. If émployees do not use
accumulated sick leave, then they will be paid for those

«; days upon retirernent or termination (up to'a maximum of

Vi
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45 days). In. 2012 employees earned $4.0 million in sick "

leave. Of this amount they were paid $3.1 million.. The

county expects that they will be paid $0.6 million as they. ..
take sick days in future years and $0.2 million upon retire-
ment.or termination. The. balance 0f.50.1. nulilon wﬂi not... .-

5. $600,000 ro enabie the debt service fand to make
1. Based.on current. standards, prepare ]oarnal entries. ., o

have to be paxd

in the general fund to reflect the sick leave earned

and paid, for in,2082. Indicate .the:amount to be..
' reportediin-the scheéule of long—ter obhgamons and

the governmeht wide statéments.

2. What isthe’ muonale for the standards that underhe.«l b

your. entnes’

. Eowmg cash tra fers that a city made from its general fund -
" to other funds. B¢ sure your entry reflects the nature of the

transfer

1. $4,000,000 provzde start-up capital to a newly estab- ..

lished internal service fund that will account for the

city’s data processing activities

2. $50,000 to pay for data processmg services provided
by the data processing internal service fund

-3, ".$3S 000 ‘to. reimburse : the -capital- projects fund for

‘equipment rental. costs that it incurred on behalf of
activities accounted for in the general fund

4. -$300,000 to pay the electric uuhty fund for four months

- of electric:service:.

7 tirtiely payments of principal and interest on outstand-
“ ing general obligation debt

, Dunng 1ts ﬁscai year endmg :]unc 30, 2011, the
: ..-Parimlle Independent School District enters into a two-

" year lease for office space covering the period May 1, 2011,
- through April 30, 2013, Annyal rent is $60,000. The lease
specifies that the entire rent for each year is to be paid, in
advance, on May 1.

1. Prepire journal entries to record the lease payments
and the lease expenditures for fiscal years ending
© June 30, 2011, 2012, and 2013, assoming. that the

district nses the consumption method.

2. Prepare journal entries to record the lease payments
and the lease expenditures for the same years assuming
- that the distzrict uses the purchases method. -

NTINUING PROBLEM

Review the Comprehensive Annual Financial Report

(CAFR) that you obtained.

1. How does the government classify its govermmental
expenditures, by function or by “object”? Are the
classifications approximately the same in both the
government-wide and the fund statements?

2. “What are the major differencesin expénditures/expenses
(ie., reconciling items) as they are reported in the

ments?

3. On what basis “does the government account for

" its inventories (purchases or consumption)? Does it

g’g %Otnlh.-.npc-.ttnno.n.c.oe-o'uo'--u---a-.t.'noooll'o|on--40!-.-.lllQODG!....OOO-.t.t.--n-a.-cln.----qn-not.ouc.-.c

'5. To and from which funds or? omponent units have

government-wide and the governmental fund state-

maintain a. reserve for inventories (if it has not yet
implemented GASB Statement No. 54)?
. 'On what basis does it account for- insurance or otfér:

prepaid items in its governmentai funds? How can'you
tell? i

there been general fund transfe:rs"‘

. Explain the nature of any governmentalwﬁmd balance | ..
-+, sheet reserves (or classxﬁcauons) refated wo expenditures.

. Does the entity report depreciation as an expense in its
government-wide statements? If not, why noe?




215

Proprems

All paid time off may not be the sume.
A city has adopted the following plan for compensated
tme off:

* City.employees are enttled to'a specified number of
days each year for holidays and vacation. The number
depends on length of service (20 days for employees
with fewer than five years of service, 25 days for

employees with between five and ten years, 36 days -
for employees with more than ten:years). Employees -

may accumulate up to 40 days, which they can-either

carry over to future years or be compensated fori upon

termination.

* Employees are also entitled to seven .sick.days per .-
year. They may carry over to future years up to -

60 sick days. However, upon términation they can be
paid for no more than 20 unused days.

During 2012 the city paid employees $4.2 million for

holidays and vacations during the year. Of this amount,

$0.4 million was for days carried over from prewous years.
‘In addition; employees-earned $0:5 million in-time off that
they expect to use, and be paid for, in the future.
The city also paid $1.5 million in sick leave, none of
which was paid to employees upon termination. Of this
.amount, $6.3 million. was carried forward from previous

years. The city estimates that employees earned an addi- s

tional $0.8 million in unused sick leave, Of this; $0.5 million

will eventaally be paid for as time off, $0.2 million will be .

paid upon termination, and $0.1 million will lapse.

1. Prepare a general fund journel entry to record the
. holiday and vacation compensation. Indicate the amount

" of any other liability:that would: be:recorded-on both -
the government-wide statements:and- the. schedule. of -

- long-term obligations...
2..Do thesame for the sickdeave: « I :
3. Justify any d:fferences between the two:sets. bf éntries..

. city offered up to eight weeks of paid maternity leave to
- - eligible employees. In 2012 the city paid $0.2 million to
employees on leave. In addition, employees earned an
estimated $0.3 million ir leave to be taken'in the future.
Consastc:nt with your prewous entnes and ;usmﬁcauons,

'Tbe gmdzzme on sabbatical programs Ze.zves meuch to the judgrment

‘teachers will receive a' one-semester sabbatical leave after

- the .contract provision. stresses. that the leave is intended
“for “renewal, addidonal. educauon, and acadermic enrich-
‘rrient.” It prov:des examples of the. types of activities it is

- specified criteria. Al‘though tedchers must apply for the
leave, the district is required to approve it if the criteria

“vision will‘add to its'annual compensation costs approx-

" ptogram.does not guarantee teachers a leave. Instead they
pustiti be. granted the leave on the basis'of an interview and,
4. Suppose addmonaﬂy that for the first time in 2012. the

explain how (and why) you would account for this leave
(which is not specifically addressed by current GASB
pronouncements}.
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of school afficials and their accountants.
The Allendale School D1str1;t recently signed a con-
tract with its teachers’ union. The contract provides that all

seven continuous years ‘of ernployment; The preamble )

intended "to:promote: formal post-baccalaureate courses,
service with. public or- not—for—proﬁt organizations, and
independent study.and.research. -

“The contract indicates-that the leave is. guaranteed-
to all reachers who satsfy the time in service and other

are met. If @ teacher opis not to take the leave after seven
years, then he or she xoay accumulate it and either take it
in the future or receive payment for it upon retizement.
Teachers do not have to report to the school officials either
on what they plan to accomplish while on leave or what
they actually accomplished.

School officials.estimate that the new sabbatical pro-

imately $3,000 per currently employed teacher per year
(after taking account of teachers who will never satisfy the
leave criteria). The district currenty employs 2,500 teach-
ers. The program will be phased in gradually; the first
teachers will be eligible to take their leaves in seven years. -

- Another school district, the Balcones West School
District, which is not unionized, adopted a similar sabbat-
ical program. the same year. However, the Balcones West

lengthy application, which includes a schedule of planned
activities. T'eachers who win approval for the leave must
agree to work for the district for at least one year subse-
quent to the leave. If they fail to return to the district, they
will be required to reimburse the district for salary and ben-
eﬁts receweci Whﬂe on leave. Moreover they must submit
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4 written report to the dxsmct O3 their accomphshments
during the Jeave. .

Balcones West Qfﬁcxa!s estimate that the cost of its

leave will b approximately $2,000 per currently employed -
teacher per year: The:distict currently: employs 1,000 -
' teachers. As with the Alléndale. distriet, the program will

for leaves.in seven years. - ‘

Prepare ‘any. entries. that you wouid recorm_nend that,
(1ythe Aliendale Distrxctand (2) the Balcones WestDistri
prepare in ‘the first year aﬂer aei%optiri.tg3 t_h %.,sabbaneal-

ons can be derived from year-end balances.
g schedule indicates selected accounts

; fosmg 2012 and pom!osmg 2011 general
' }ftmd mai balances -

December 31, De(:ember 31,
2012 2011
(Preclosing) - (Postclosing)
Expenditures . $315,000 . e
Supplies E
Inventory 81;000 - $54,0007
Encumbrances 36,000, - —
. i Fund Balance - ' '
| assigned 9,000
Reserve for 7 : :
Encambrances .. 45,000 -, -
Nonspendable fand L ‘
baiance (Supphes) 54,000 54,600

‘All of the amounts shown relate only to:supplies. All
purchases during the year were paid in cash.
1. Assume that the city uses the consumption method to
account for supplies. '
a. Reconstruct all journal entries relating to supplies
that were made in 2012.
b. Make any additional entries that would be reqmred ‘
at year-end 2012 to close the accounts.

- to account for supplies. Assume also that the supplies
inventory balance as reported on the preclosing Decemn-

shown in-the: schcduie), eventhough actual snpphes on
hand are still $81,000. (This adjustment is' necessary',

tained ‘throughout-the year- at. the beginnipg of year,
balance; it is adjusted only at year—end when the closing

entries are made.)

that were made in 2012.

be phased in’ gradually and thig, first teachers will be,eligiblei ¢

Programs. :Specify the fund in :which your’ fentries:would 1
; lam ind ]usufy your answers, cmng relevant 2
' SRS o .---ally accepted -accounting, principles (GAAP basis) ..

2. Assume instead that the city uses the purchases method ...,
ber 31, 2012, balance sheet:is $54,000 (not $81,000 as - -

becauseunger the purchases method i inventory is main=: .

a. Recoristruct afl- Jeumai enitries relatmg o supplies -

Caarrer § / Rzcoenzivg ExpenprTures N GovernMeNTAL FUNDS

- . Make any additional entries that would be required
at year-end 2012 to close the accounts.
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'Gemmlly :zccepted modzﬁed accm.czl accoummg practices per-

taining 6 inventories: mazy not ﬁcfﬁll g eb]emves of financial

. FEpoFEng.

.. The fbllowmg is an-gxcerpt from anote to the financial
ements of the eity.of Dallas, (6ates changed):
L “Thé city. prepares. its: annual appropnated general

fund;debt service.fund,-and.propriefary operating fands

budgets:on a basis (budget basis) which differs from gener-
. The
major differénces between the.budget and GAAP bases are

. that encumbrances are recorded.as the equivalent of expen-

ditures (budget) rather than a reservation of fund balance
(GAAP) in the governmental fands.

_The city accounts for inventories on the purchases
basis. One of the city’s departments, which is accounted
for in the general fund, budgeted $195,000 in supplies
expenditures for fiscal 2012. It began the 2012 fiscal year

“with $30,000 of supplies on hand. Tt also had $12,000 of

supplies on order. During the year it ordered an addi-
tonal $180,000 of supplies, received (and paid for in cash)

. $185,000 of supplies, and consumed $178,000 of supplies.

1. Prepare all journal entries, consistent with GAAP,
including budgetaty and encumbrance entries that the
department should make in 2012-

2. Indicate the accounts and amounts related to supplies
that the city would report on its year-end statement of
revenues; expenditares;: and changes in fund balance and
halance sheet. |

3. By how much did the department OVEr- o underspend
its supplies budget (on a. budget basis)? ,

4.. Comment on the extent to which the city’s statement

. provides a basis to: o R T
a. Assess the “true”. economlc costs assomated thth
supplies ' -t

b. Determine whether the ¢
spending mandates

adhered to budgetary

5. Suppose that in the last qu 2 er of the year, departm F
ment officials realized that the department was abont |
L to overspend its supplies budget. They therefore ceased |-
placing néw orders for supplies. However, they imposed
no restrictions on the use of suppliesand thereby aliowed
“i.the supplies inventory to.declinie to near zero.
‘va. Whatimpact ‘would these cost-cumng measures have
" on. supphes expenchtures a$ reported in an actual-to-
,budget comparison (6n a budget basis)?

.+ b, What impact would the-year-end measures have on

reported supplies expenditures (per GAAP)? Would
-« your response be-different if the city accounted for
supplies on the consumption basis?
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Can a government sell assets to itself to genevate revenue?

A city is having fiscal problems in 2012, It expects to
report a deficit in its general fund, the only fund that is
statatorily required to be balanced.

To eliminate the anticipated deficit the cxty opts to
“sell” its c1ty hall—to- itself~—for $5-million. The city

establishes a “capital asset financing agency.” The agency -

is a separate legal entity but will have to be raported as a

component udit (per standards to be discussed in:;Chap-

ter 11).-As sueh it will be accounted for in a ﬁ;md other
than the general fund. The city structares the transaction
as follows:

* The financing agency pays the city $5 million in 2012
in exchange for “ownership” of city hall. The city
hall has been cartied as general capital asset. !

* The agency acquires the necessary. cash by issuing. -
20-year, 6 percent notes. The notes-will be repaidin - -7

twenty annual installments of $435,920. The .notes
are guaranteed by the city at large. Hence, they. are
. ultimmately a Hability payable from the general fund.
* The agency leases the city hall back to the city at
large. Lease payments are to be paid out of general
‘fund resources.

L. Prepare journal entries in the general fund to record

the sale and concwrrent lease-back of the city hall.
The lease-back satisfies the criteria‘of a capital lease
transaction.

'2: Prepare journal entries in the general fund to récord the
first lease payment, which was made in 2012,

* 3. 'Will the transaction, in fact, reduce the 2012 anticipated

fund deficit? Briefly justify the accounting principles that:.

underlie this type of accounting.
P.5-6

How an acquisition is financed muy dictate the annual reported
expenditure.:.

The Mainor- Schooi Dlstl.’ict is about to- establish.a-
" 30-machine- computer] lab. It is considering:six-alternatve .-

. means-of acquiring and. ﬁnancmg the machines::«v .

.| 1. Buy the machmes,outright “costwill. ba.$60 000 . o i
| 2. Buy the machines-and:.finance"them rwith: a. $60,000," -
three-year; 10'percent interest term note. The distriet -

will repay the note and pay the-entire interest with a
single payment of $79,860 when the noté matures.

3. Buy the machines and finance them with a $60,000,
three-year, 10 percent.interest, mstaElment note. The
district'will repay the note (plus interest) in, three end-
of-year instaliments of $24,127 each.

4, Lease the equipment under z standard operamng lease.
The district will make three end-of-year lease payments
of $24,127 each.

5. Lease the equipment under an operating lease, but-

pre-pay the entire rent ($60,000) in advance.

vwactnal economric costs now mirvor those for interest revenues.
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6. Liease the equipment, but structure the lease so that it
satisfies the criteria of a capital lease. The district will
make three $24,127 end-of-year lease payments.

. The district estimates that the equipment has a useful

life of three years.

a. Prepare a table in which for each alternative you

" indicate the net expenditure that the district would
record in its general fund in the year of purchase

and the following two years. Ignore any expenditures

that are offset by “other financing sources.” For the
fifth option (the operating lease with the rent paid in
advance), assume firse that'the district accounts for
prepayments on the purchases basis and then that it

.accounts for them on the consumption basis.
b. Determine the present value (using a discount rate of
-+ 10 percent) of the cash: payments under each option.

. ¢ 'Comment -on:any “inckntives: that district” officials
-might have either to spread out the: payments .over
~the threc—year perlod (either by a lease or borrowing

© -arrangement) or. to-postpone ithe full payment until

-the ‘third year, rather than. to pay for the. cornputers :

.. entirely in the year of acquisition.

d, Comment on any significant differences in how the
six aptions would be accounted for in government-
wide statements instead of governmental fund state-
ments. How would each year’s reported expense be
-determined?

P.5-7
Accounting practices for interest expenditures may neither reflect

A town plans to borrow about $10 million and is
considering three alternatives. A town official requests your
guidance on the economic cost of each of the arrangements
and advice as to how they would affect the town’s reported
expenditures.-

1 For each. of the town’s three alternatives, determine
(1) what the.town’s economic cost would be of using
the funds in the year ending December 31, 2012, and
*(2) what amount-of interest expenditure the town wouid
be required to report for the year ending December 31,
2012, in its governmental funds.
a. The town would issue $10 million of 20-year, 6 per-
© centconpon bonds on July 1, 2012, The bonds would
be issued at par. The town-would be required to make

its first:interest payment of $300 000 on January 1,

2013. ¢
.'b. ‘The town would issue $10 mﬂhon of 20-year, 6 per-

cent bonds onJune 30, 2012. The bonds would be

sold for $9,552,293, a price that reflects an annual
yield (effective interest rate} of 6.4 percent. The town
would be required to make its first interest payment

of $300,000 on. December 31,.2012..
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c. The town would issue $32,071,355 of 20-year zero -

coupon bonds on July 1,-2012. The bonds. wouid
be sold for $10 million, an amount that reflects an
anmual yield of 6 percent: The bonds require no

payment of principalor interest: until-June 30,2032. -
- 2. Suppose that the town elects the first option and issues .
$10 million 6f 20-yéar, & percént coupon-botids at par -

onJuly I, 2012. The town establishes a debt service fund

- _toactount for‘resources that_lt sGts as1de o pay pnnc;pal !

town transfers $300:000 from the generak’ iid

debt servicefusid'to cover'the ﬁrst interest: payment thiat - ;

is due onjanuary 1,2013.

fund?- .

d? What options are available to the
cord 2012 interest in the debt service

: the town borrowed $10 rmlhon on July
: emporarily invested the proceeds in two-
year, 6 peteént Treasury notes. The first payment of
interest, $300,000, is payable on Jamuary 1,:2013.
a. What would be the town’s economic gain from
" investing the funds in the year endmg December 31,
20122 Ignore borrowing costs.

b. How much investment révenue should .the. town-

report for the year ending December 31, 20122
Assume there was no change in prevailing interest
. rates. '

+ P 5-8

Not all interfund activities ave clzz.s:rzﬁed as “tmm]%rs
"The following information was abstracted from a note,
‘headed “Interfund Transactions,” to the finandial state-
ments of Independence, Missouri.

Interfund Charges for Support Services

Interfund charges for support services (which would oth-
erwise be acquired from outsiders) and rent paid to the
General Fund during the fiscal year were as follows:

Interfund
. ‘Charges . Rent
Touwrism fund e $ 4372
1 Power and hght fund 81 285 011 230,933 -
1. Water fund TR 522,244 _ 36,883
Sanitary sewer find - 629,442 3% 243%
Central garagefund 152,330 34
R 52,589,027 .

'f $309.842° -
| R 1
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Rent charges; which consist:of leased. office space and
computer -charges; are included. in-other revenue of the

general- ﬁmd-. .

‘Payments in. Lieu of: Taxes DRSS

I"he paymems of $5;161,609; $628 371, and $880,637 in
the fiscal year by the power and hght .anitary sewer, and
ter (enterprxse) ﬁmds, respectwaiy, to,the general fund

' representranchise %es.and real estate taxes
plantsin semce The fram:h;se ‘tax fate, established by
cn:y ordinance at. 908 percent: fi the‘ year, is applied to
gross b;ﬂed operiting fevenues less; amounts written off to

a. How wotld:the transfer be repoited in: the general - ATTIVE at the franchise tax duethe general fund. Real estate

- taxes are charged ata set amount.
b. How w uld -the . transfer i:ae reported in'the: debt e

Intérﬁm& Operating Transfers

Interfund operaung transfers for the fiscal year were as
follows:

Transfer to Transfer from

General $ 173,617 $ 944,327
Special revenue : 307,772
Debt service 930,000
*. Capital projects 440,551 157,918
Enterprise - 3,000
- Internal service 140,604
Permanent 9.453 '
“Total operating transfers . $1,553.621  $1.553.621

1.  Based on the information provided, prepare four journal
entries (for support services, rent; payments in lien of
taxes, and interfund operating transfers) to record the
transfers into the general fund..Be sure the account tites
you use make clear the nature of the transaction (e.g.,
revenue, reciprocal transfer, nonreciprocal transfer).

2. Justify any differences in howyou classified the interfund |- -

transactions.

lussification) be able to
derive information on cash flows fr

“Highbridge County imposesa motor fuel tax to finance
road maintenance: It therefore accounts for all road main-
tenance in a special revenue fund; ‘the entire fund balance

cof- whlch is 1egally restricted., The fund’s statement of

revenues, expendm}res and changes in fand balance and
baiance sheet are presented as foilows

‘staterent of revenues, |
- expenditures, and chinges in fund bu iince and balance sheets.”
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a,, The actual amount of any claims and judgments
incurred during the year .

b. The fund’s required conaibution to its pension fund

c. The interest cost applicable to the long-term debt

AP T wkrf issued

Motor fael tax revenues If not, would dhis Jnformatlon be reported else-

Expenditures: where in the financial statements? Explain.

Wage and salaries ‘ . o $410 - 3. Most governments do not classify their expenditures

Contibution to pension fund | 35 by object classification as in this example. Instead they
Supplies - 190 report them hy function, such as general govetnment,

- Acquisiton of equipment : 90 ; public safety, recreation, and so on. However, they
Legal settlement 3 " present their assets and labilities in a fashion similar
Other expenditures - 70 798 to that in the example. Is. it- possible, therefore, to
Excess of revenues over expenditures , £ (88)  derive information on cash flows from the statement
Other financing sources: : of operations and balance sheets? Explain. Why do
Proceeds of long-term debt 90 youthink governments report expenditures by function

Increase in supplies inventory ,rratber rhan by object:classification? .

Total other financing sources . = 98
Excess of revenue and other financing 10 P5-10
ey ;fa;‘;;’e;f‘?mfj;;; vear .o Pund balance deficts may ot be all bad.
| Fund balance, year-end - - g9 The balance sheet-and statement of revenues, ekpendi-

== 'tures, and changes in fund balasice for Boulder;. Colorado 5
Permanent Parks and Recreation Fund, 2 special revenue
fund, for the year ending December 31,2009, follow (dates

changed). This balance sheet was prepared prior to the
implementadon of GASB Statement No. 54, which estab-
lished the new classifications for fund balance.

presented any of the following?

Assets:

Cash - 86 . Boulder, Colorado Statement of ‘Revenues,

Motor fuel taxes receivable 15 s

Prepaid expenditures .18
Supplies inverito ' ' 40 S
'II)“I;tal assets v $99 $82 (Hl ! Imusands)

Liabilities and fund balances: . Revernes:

Accounts payable (for supplies) $¢6 $ 4 General property taxes § 85%

Accrued wages and salaries 7 9 Other taxes— Development excise 663

Claims and judgments payable . 3 0 Development fees 13

- Current obligation to pens;on fund - _4 0  Golf expansion fees : 138

Total liabilites. 20 _13  Interest earnings .. . - . )

Fund balance ) Lease/rentfrom:land . : ' 24

Total fund balance-——resmcted 19 69 Other. . ‘ " 209

1 “Yotal liabilities and ﬁmd..b_alancg:. co 89977 1882 T Total revenues. . ’ 1,944
A R o . . Bxpenditures:. '

1. The county prepares its budget for the road maintenance * Culture and recreation : 1,881
special revenue fund on a strict cash basisi—no accruals  Interest 119
whatsoever. Based on the information in the financial Total expenditures 2,000
statements; prepare a schedule in which you account Excess (deficiency) of revenues over '
for all inflows and outflows of cash. The cotnty reports ~ expenditures (56)
inventories on a purchases basis. Be sure that your Other financirig uses operating transfers out (123)
schedule.accounts for the entire $9,000 increasein cash  Excess (deficiency} of revenues and: other _
during the year. sources over expenditures and other uses 179

. Are you able to determine from the fund statements - Fund balance, beginning of year _(387)

- Fund balance, year-end
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 made prior to2009, arid a portion of the balances had
" already been repaid by December 31, 2009)
b. The interfund loans

Assets: - 3. ‘A schedule of changes in general capital assets by fune-
Cash and equivalents: . ¢ .o I N tion.and activity indicates the-following with respect to
Investments at cost or amomzed cost N . parks and recreauon (m thousands)

General properrytaxes receivable 1 Lf, w0
Accrued i mterest '

' General capltal assets'as of Jaxmary 1 2009 $24,100

Addmons 2009 - : : 1,291

Deéuctums, 20093-“‘-:*:'-..‘1‘.;:;; x ' (373
as of. ember 31, 2009 $25,018

Resiricted agset; cash. for spec1a1 purposes
Total assets. . W

- Howlare the addmons (whlch ‘are: othcr than the 1mgauon
systemt’ and the soccer: fields) and deductions most likely

o d bI e U . 9‘ ‘feflected in financial statérnents’ of the Permanent Pari{s
alaries an Wages payable ° : oL dR a4
Advances fro other funds - - — : © 1357 - a0 ecreauon I‘un
Deéferred Tév 938 P 5- 11
Total habﬂlpcs 2424

Nonexchange expenditures are the mirror image of nonexchange

Fand equity: - Tevenues.

Reserved for: 27, A state government provided several grants to school
‘Encumbranges. _ 112 districts and local governments during its fiscal year ending
Special purposes . ‘ 24 August 31.

Un'lfeie;vf?id' quity ' o . W~(2—3—? 1. On Aungust 1, 2012, it annomced a $2 million grant to

ota equi . : (346) 1
Total lsbilidesand fund equity - 3ier8 2 loca school district for the purchase- of computers.

s ._ The district can spend thefunds: upon receipt. On
‘ ‘September 15, 2012, the state mailed a check for the full

amount to the district. The district spent $1.5 million
| Fund Deﬁmts o . * on computers during fiscal 2013 (i.e., the year endmg
The Permmanent Parks and Recreauon Fund has a fund August 31, 2013) and expects to spenci the remaiping

balance deficit.of $546,539. This deficit is the result of ) $0.5 million in fiscal 2014.

A note to the financial statements states the following: "

the Permanient Parks and Recreation Fund-expenditures:: ...
one-half of the cost of a céntral irrigation system for city grant o another school district f()r the acquisition of
parks and the acquisition of Roper Fields for soccer fields. equipment. However, per the provisions of this grant the
The cost of the central irrigation system was shared with state will make payments only upon receiving documen-
the Water Utility Fund to improve water conservation. tation from the district that it has incurred allowable

Control Utility Fund ($1,274,524). for the balance early in ﬁscal‘ZOM _

1. Suppose that you are the chief accountant of the Parks 3. The state also announced a §5 million grant to a third
and Recreation Departiment, A member of the city coun- school district, again for the Hequisidon of computers.
cil accuses you and your department of mismanagement The state will make annual five $1 million payments

fund deficit? - ~inwhich they are received. - .

2. Prepa:ﬁ journal entries (as best you can W1th rhe infor- .4 Toward the end of fiscal 2013 it awarcied a $500,000
mation provided).in the Permanent Parks, and Recre-. x:contract, fo thf: accounang «department of a local
ation Fund to récord: - - . ‘umversrty 10 support a.review. of the state’s cost
a. The acgiiisition of the central’ irrigagion system and - accounting system. The, department intends to carry

the RoperFields (assuming that'the cost of the assetss .- out the-review during 2014 and issue its final report
is: equaI to the December 31, 2009, interfund loan ~ to the state:in early®2015.. Upon announcing the
balances even though the. acquisition.was, in fact, award, the state made an advance payment of $100,000

2. :On the same date the state aimounced 2 $I0 rmihon‘

The Permanent Parks and Recreaton Fund has funded costs. In fiscal- 2013, the district incurred and docu—‘ :
these projects through interfand loans with December 31, mented allowable costs of $8 million. Of this, the stafé |
2009, balances of: Water Utility Fund ($52,870) and Flood =~ paid only $7 million, expecting'to reimburse the dxsmct .

as evidenced by the:substantial fond deficit. How would . t0 the district, starting on September 15, 2013, The |
you defend yourself? W"hat is the 51gruﬁcance of the ' districtis 1eqwred to expend the funds in the fiscal year |




to the department. It intends to pay the balance when

the department completes the project to the satisfaction

of the state,

a. Prepare the journal entries that the state would make
in fiscal 2013 to record the awards in an approprlate
governmental fund. Briefly justify the aount of
expenditure that you recognized.

SorutioN To Exgraise For REviEw anp Sgrr-Stuny

b. What, if any, adjustment to the amount of expen-
" ditare recognized would the state have to make in

. Describe briefly how the recipients would sccount,
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preparing its government-wide staternents?

in both fond and government—mde statements for
the awards.

e

1.

s}

Which of the following do you think a city should
classify as “special” items:
a. The settlement of an age discrimination lawsuit

b. The sale, at a sizable gain, of city-owned land toa ~ -

private developer

c. The unreimbursed cost of pmvzdmg housing - and
other assistance to hurricane victims who have relo-
cated from other areas o

- d. A major donation, which the’ ity had actively

solicited from a local corporation to support a city
science center
Explain.

. A state’s department of human resources is responsi-

ble for-providing certain training courses for various
agencies within the state. The department does not
actually conduct the training itself. Instéad it contracts
with outside consultants. The department then bills
the recipient agencies for the actual:costs of the con-

‘sultants. How should both the department and the

agencies account for the payment by the agencies to
the department?

i. _Toumal entries {(in millions)

2.

Cash

| $6.00-
Property tax revenue. $6.00

To record property tax vevennes: .

The general rule is that revenues and expenditures are

. recognized in governméntal funds, such 4s special rev-

enue funds, on an accrual basis. There are exceptions,
but wages and salaries are zof among them.
Wages and salaries—expenditure ~ $4.50

i

Cash - $4.10
Accrued wages and salaries 0.40
To record wages and salavies
[ r—

KQUESTIONS FOR RESEARCH, ANALYSIS, AND DISCUSSION
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A city acquires $1 million of public safety emergency

‘communication equipment by entering into a capital

lease. The city divides its first rent payment of $135,868

+ .+ between‘lease interest and lease principal as follows:

$60,000
$75,868

. Lease interest
- T.ease principzl

/The city comptroller is not sure how to report the

lease payment on the government-wide statement of
activities—specifically whether all, none, or a portion
of the lease payment should be reported as 1 pubhc
safety expense. What is your advice?

A city on the coast of Florida has incurred losses
(including impairment of assets, clean-up costs, addi-
tional public safety costs, etc.) of $50 million owing to
a recent hurricane. This was the third time in as many
years in which the city was hit by major storms. Should
the losses be classified as extraordmary”7’

Vacation leave should be accrned as a liability 2s long as
employees have earned the dme off and the employer
is expected -to compensate employees for it in the

futare.. However, only the portion of the lability
-expected to be liquidated with expendable available

financial resources should be reported as a governten-
tal fund obligation. The balance should be reported

~as a liability on the government—mde statement of net

assets.

Vacation pay expenditure $6.20
Cash

To record vacation pay

$0.20
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Unused sick leave should be accrued only insofar as
employers expect to. compensate employees for the
leave as a terminadon benefit. In this case, the leave
only accurnulates; it does not vest. Thus, the city
will not have to compensate employees for leave not
taken as.a terminztion benefic..Jt should charge as an
expenditure only the amount that was liquidated with
expendable financial:resources. It need not report a
liability even on the government~wde statement of
net assefs.

Smkieave expendlmre - $014

‘Cash . . T - .33.0.14' E

To record sick-leave pay

Pension casts:should be reported as an expench::ure :
only insofir ds they were, or will be, liquidated with -
ex:pendable finencial resources (in this case, actual .

iplus amounts to be paid early in the
Y. The difference between what the
city should copuribute and what it actually contributes

amounts p

should be reported as a liability in the government-

wide staternents.

Pension expénditure - $030
Cash - - - $0.25
Current obligation to 0.05
pension fund

To record pension contributions

Since the city “sccounts for inventories on the . pu-

chases method, it should report as an expenditure

only the supplies actually acquired. However, it should
give balance sheet recognition to material amounts of
mventory on hand at year-end, offsetting the addition
of the inventory to assets with an increase to fund
balance.

Supplies expendlture 5070
Cash - '$0.50
Accounts payable 0.20
To vecord supplies purchased
Supplies inventory $0.15
Fund balance--resmricted $6.15

To record the inventory on hand at year-end

If these transactions were carried out in the general
fund the government would have to classify portions
of fund balance as nonspendable (for the inventories)
and as either assigned or committed (for the encum-
brances). However, inasmuch. as the transactions are
being recorded in 4 special revenue fund that is legally
restricted 1o support parks and recreation, the entire

CuarTEr § 7/ REcoGrIziNG EXPENDITURES 1 (FOVERNMENTAL FUunDs

fund balance is automatically classified as “restricted.”
Hence no further adjustment is required.

7. Capital assets should be recognized as expenditures
as acquired. The proceeds of noncurrent debr issued
to finance them should be reported as “other financ-
ing sources.” Interest and principal on long-term debt

- seed not be recogmzed as expendnures until they

© are'due!
a. ‘
Capital agsets~-expenditures $1.00
Other financing sources— -
mstaliment note proceeds $0.8
- Cash-
- To recnrd tbe acquisition of gqmpmmz
b. Statements -
Statement of Revenues, Expenditures, and
Changes in Fund Balance for Year Ending
December 31, 2012 _
Property tax revenue $6.00
Expenditures: ‘ :
‘Wages and salaries $4.50
Vacation pay 0.20
Sick leave o 0.14
Pensions ; 0.30
Supplies .70
Acquisition of capital

Excess of revenues aver

assets . : 1.00 6.84

expenditures : : {0.84)

Other financing sources:
Proceeds of installment

notes 0.80
Increase in supplies
ventory 0
Total other financing _
sources )
Excess of revenues and
other financing sources .
over expenditures . 6.11
Fund balance, beginning of " :
year vE 0

&

0.1
Note: The increase in supplics inventory must be reported a5 an “other
financing source’ since the addition of the Inventory to assets was offset
directly by a credit to fund balance. It was not credited to a revenue
account and thereby notinclnded among the itesms that affect the “excess
of revenues over cxpanciltures

Fund balance, year-end i

i
Ly

f.

iy

—




,BdIHIICG Sheet Parks and Recreanon Fund as
o of December 31 201,3

Assetc .
Cash
Supplies inventory
Total assets

Liabilities and fund balances
Accounts payable
‘Accrued wages and sslaries
Current obligation to pension fund
Total liabilides

Fund balance—vestricted

Total liabilities and fund balance 0.7

P . o .
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¢. The following assets or liabilities (in millions) would
be reported in the city’s schedules of capmﬂ agsets
or long-term obligations.

Capital assets

Parks and recreation equipment o 3100
Long-term: obligations,

Obligation for vacation pay $0.60
Obligaton for pensions : $0.07
Installment note ' $0.20
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d Impact on government-wide statements

‘1.

2.

3.

No difference. The taxes would be recognized
as Fevenue.

No difference. Wagcs and salaries would: be
accrued —same as on the fund statements.

The entre $0.26 million of vacation pay would
be accrued and charged 2s an expense.

- The same measuremenit rules apply to sick leave

on both the full and modified accrual basis. In
this case, since the leave would not be paid as

. a termination benefit (it does not vest), only

the $0.14 million paid nieed be chargeé as an
expense.

The entire $0.37 million earned by employees
(the required contribution per the actuaries)
would be charged as an expense.

Supplies must be accounted for on a consump-

tion basis. Hence, the $0.55 million of supplies

- used would be charged as'an expense. L
Capital assets would be capitalized and depre-
-ciated. The $0.05 million (approximately) of

_interest for the period must be accrued and.

charged as an expense.




