A Short Comment on Public Sector Accounting

The United States Federal Government uses the simplest and crudest form of accounting. It is what is known as “cash-based.” Most central governments and many state governments, throughout the world, use such a system. As the world’s largest public sector entity, the U.S. Federal Government may well have the political clout, financial leeway and lack of attention to financial niceties to permit these careless and unfortunate adjustments and – let it be faced – mis-statements! State and local governments almost never have this same luxury, even in the USA. They have neither the flexibility of financial resources, nor the legal authority, to indulge in such practices. Nor, thankfully, are they allowed the political laxity to run huge accumulated deficits, although California, for example, has violated the spirit, if not the strict legality, of this principle.
Consequently, most of the state and local governments of the USA, in contrast to the Federal Government, use more sophisticated systems, closer to that of “full accrual.” Moreover, they are required to balance their budgets, by matching operating income with operating expenditures. In common with most state and local government systems, worldwide, long-term borrowing is permitted only for capital expenditure – not to finance recurrent deficits. 

Currently, the US Governmental Accounting Standards Board has promulgating a system closer to that of the private sector. This has only recently been implemeted. The UK Central Government, indeed, also now uses the most advanced form of accounting, which it calls “resource accounting.” The leader in central government accounting practices, at present, has been New Zealand, using full accrual accounting at current value. However, with a population of only three million or so, it compares with only a moderately sized local government.

Short Quotation from the Book, “Municipal Accounting for Developing Countries”

“In this final chapter we shall depart somewhat from the usual conventions of municipal accounting to deal comprehensively with the application of depreciation concepts to the accounts of non-revenue-earning services, largely financed form local and national taxes. The need for the introduction of such a practice has long been asserted by many in the accountancy profession.

“It is not unreasonable, after all, to ask that costs of public services, however financed, should be ascertained by using the same accounting principles as are used in the commercial sector. If reinforcement of this claim were needed, it is becoming increasingly evident that public community assets (roads, sewers, drains etc.) in many countries have seriously deteriorated. Yet, no consistent financial provision has usually been made for their renewal or replacement. 

“Legislators and governmental authorities may not be readily prepared to authorize current tax revenues to be earmarked for depreciation charges, as such, because these are non-cash expenditures. However, this misses the point. It seems reasonable always to provide, from recurrent income, for revenue contributions to capital outlay (to finance new assets or to redeem existing debt) at least equal to the total chargeable depreciation. Only in this way will a community be faced with a total recognition of, and become fully responsible for, the costs of its public services. Also, funds would be provided to ensure that community capital is sustained, at least at cost prices.

“There is another important reason for putting forward a change of approach in this chapter. Most of this book has been based on specific assumptions regarding the separate financing of capital and recurrent expenditure. A basic assumption is that most capital expenditure would be financed by loans, with relatively small proportions of the capital finance coming from other sources. Experience in many developing countries suggests that this pattern is not necessarily a standard one. A great deal of capital expenditure has been financed by grants, rather than loans. Also, many local authorities have to provide for the financing of relatively high proportions of capital expenditure out of annual revenue sources.

“These factors, if uncontrolled, would allow a variety of arbitrary charges against revenue accounts, which might bear little relationship to costs. Thus, in order to have a closer ascertainment of costs, whilst continuing to recognize the distinction between capital and revenue funds, the accounting system could be somewhat restructured….

Quotation from Testimony before the United States Congress

“Testimony ofPRIVATE 
 David Charles Jones (International Financial and Management Consultant)
 to the US House of Representatives Committee on the District of Columbia. Hearing on H.R. 2885 (Issuance of General Fund Recovery Bonds, Washington D.C. , July 25, 1991.

“Emergency long-term borrowing

“Although long term borrowing by municipal governments is normally permitted only for capital expenditure, instances are recognized where such borrowing might be necessary in an emergency. A good example would be where a bridge had been severely damaged, during a storm. The resulting repair expenditure could be urgent and costly - perhaps far too costly to be borne from the regular revenue sources of a single year. In any event, these would have been largely committed to other needs. 

“Thus, a long-term loan might have to be raised, to cover these extraordinary costs. However, although the bridge would once again be functional, no new public asset would have been created. Instead, there would have been an "extraordinary loss" which would have to be carried forward, conceptually, as a "deferred charge." It would be prudent to pay off the debt - albeit nominally "long-term" - in the shortest possible time.

“Another circumstance, far less acceptable - but increasingly common in some situations - arises where the normal expected maintenance of public assets is curtailed or deferred, due to budgetary shortcomings. Then, at a later stage, a long-term loan would need to be raised to cover so-called "capitalized" repairs. This is truly nothing more than thinly disguised deferred current expenditure. Indeed, it amounts to deferred incompetence. 

“Emergency Long Term Borrowing by the District of Columbia

“It is certainly not a standard municipal finance practice to permit long term borrowing merely to cover a general accumulated budgetary deficit. Thus, the situation in which the D.C. government finds itself, measured against normal municipal financing principles, is about the worst that could possibly be imagined. 

“How the situation arose, and the extent to which the district government was itself to blame, is for others to debate. What is now urgent, however, may be to extend the practice of the "deferred charge" to "repair and rehabilitate" the financial and administrative structure of the district government. Just as the "damaged bridge" is given a new chance to serve the public by being repaired, so perhaps should be the D.C. Government. 

“Thus, although the proposal to issue long term debt instruments technically violates all normal principles of municipal finance, it is one that should - in this special instance - be given serious consideration, because all the other choices are likely worse. That is really its only redeeming feature.

“Fortunately, as alluded to earlier, there appears to be significant agreement on the issue. All seem to acknowledge that the most that can be done, at present, is to "make the best of a bad job." Thus, the earlier misgivings of the dissenters now look to be fully and frankly acknowledged by the mayor of the district and by professional experts, including the “Rivlin Commission.” 

“Justification for the Bond Issue

“The presentation of the deputy mayor for finance to the council committee expressed very clearly and succinctly what the proposal means, in nonprofessional terms. I disagree with him, however, on two matters. 

“First, reference, in several instances, to the "elimination" of the budgetary deficit is, in my opinion, misleading. Whatever may be the accounting practice the inescapable principle is that the budgetary deficit will - explicitly or implicitly - remain as a "deferred charge" until being finally eliminated by the full and complete repayment of the long term loan…”

[The District of Columbia Government was, therefore, “breaking all the normal rules of prudent local government financial management” mainly because it is not, legally, an autonomous entity. Responsible for the governance of the nation’s capital, it is, in law, a branch of the US Federal Government, although it operates with significantly delegated powers and therefore has many of the outward appearances of a local government unit.”]

These three quotations help to explain why sound financial management must be predicated on efficient, effective and comprehensive accounting systems. This is no less true for “emerging economy” countries as for the most and the least advanced countries in the entire world.

� Also - at that time - visiting lecturer, George Mason University, Fairfax, Virginia.
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