21. Depreciation and Capital Funds
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233 CAPITAL ACCOUNTS – COMMERCIAL PRACTICES

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 from local and national taxes. The need for the introduction of such practices has long been asserted by many in the accounting profession
.

It is not unreasonable, after all, to ask that costs of public services however financed, should be ascertained by following 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 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 mew 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 is financed by government grants, rather than by loans. Also, many local authorities often have to provide for the financing of relatively high proportions of capital expenditures out of annual revenue sources.
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Municipal Accounting for Developing Countries

These factors would, if uncontrolled, 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 distinctions between capital and revenue funds, the accounting system could be somewhat restructured. This could be done by extending the concept of the “loans pool” to cover all capital financing, from whatever source. The result would be a Capital Fund. This type of capital fund differs markedly from the one described in Chapter 14 since it would be all-embracing. Indeed, it goes beyond, and incorporates, loans pooling, capital funds, renewals funds and grand financing. 

The proposed system is illustrated by the diagram on page 821. The two focal points of the system are the General Fund (for operations) and the Capital Fund. As at present, the general fund would be funded from revenue income in the form of general taxes, fees and user charges.
General government grants (including the proceeds of revenue-sharing systems) also represent income. This income would be used, as at present, for revenue (i.e. current) expenditures on staff, supplies and services. It would also be used to transfer funds to the Capital Fund. This would be done in two principal ways. First, transfers would be made in respect of depreciation charges and interest. Second, there might be lump-sum transfers, representing those portions of revenue (i.e. operating) account surpluses not required to be retained for increased working capital.
The Capital Fund would receive all funds for capital expenditure, including loans, specific grants, and other contributions, from which would be disbursed all capital payments. These fixed asset costs would be regarded as a charge against the appropriate section of the revenue (i.e. operating) accounts comprising the General Fund, to be discharged by annual depreciation, together with interest. There would also be matching funds transfers from the General Fund to the Capital Fund. The Capital Fund would be responsible for discharging all debt service obligations. This would include the establishment of sinking fund investments, if considered necessary. In contrast to loans pooling, the capital fund system would be appropriate whether there were installment loans or maturity loans (i.e. bonds).
[Here, beginning with Section 234, follow very detailed descriptions of the operation of a capital fund, including all necessary and appropriate accounting transactions (pp. 822-891). At the very end of the chapter and - indeed - on the very last page of the book, appears the final paragraph of one section, together with two other complete, short, sections. As all these comments are very appropriate for developing country and emerging economy situations, the final page of the book is reproduced in its entirety.]

Municipal Accounting for Developing Countries
…The above procedures introduce additional complications, both in terms of accounting practices and detailed record-keeping. Justification for this will depend upon circumstances, including legal requirements. The practice would seem more justified where grants were provided (or consumer contributions collected) as a regular procedure for financing certain classes of fixed assets. Where, however, the grants and contributions were specific ad hoc payments, not part of a regular pattern, the adoption of these alternative practices seems highly questionable. If possible, they should be avoided, in the interests of simplicity
.
256 MUNICIPAL BANKS AND LOANS FUNDS

The accountancy procedures described in this chapter, for the Capital Fund would be very appropriate for a municipal bank or a local government loans fund. Indeed, they could be adopted almost in their entirety, with very little modification. Detailed records would be required, of course, for individual borrowers. However, a bank or loans fund would not be very concerned with the fixed asset and depreciation records, would be the responsibility of the borrowers themselves.
257 ELECTRONIC DATA PROCESSING

In the introduction to this book, it was stated that very little would be explained regarding computers. This practice has, indeed, been followed. It has not, it is hoped, affected an understanding of the basic accounting procedures. Furthermore, as already explained, the accountancy practices illustrated in this book can easily be adapted for computer use. The enhanced use of computers is increasingly likely, especially as a result of the introduction of low-cost micro-computers more suitable and adaptable to the needs and circumstances of developing countries.

The rapidity with which computerization has come about is well illustrated by the time-span for the production of this book. When the main material was first written, almost all the calculations were done manually. A few of the more complicated ones were made on a mechanical crank-handle calculator borrowed from time to time by the author from an engineer. This was all that was available.
Less than twenty years later, the financial tables in the final chapter were prepared, at the author’s home, upon his own personal micro-computer


Annex
Cost-based Budgeting and Accounting

One matter addressed in this Chapter of “Municipal Accounting for Developing Countries” is that concerning costs of public services. A the time of the book’s first publication, this concept – in terms of its correct assessment, recognition and presentation – was way ahead of its time. It was well in advance of the principles used and expected by the major accounting institutions, for both the private and the public sectors. Thus, its author was in a dilemma. In policy and other domains, the author was very aware that there were constant calls, especially from politicians, for control and measurement of what were referred to – but often were not – costs of public services. Concurrently, as a qualified accountant, he is duty-bound to follow, and to recommend, the precepts and accounting principles of his own professional institutes. His own institutes (those that granted him the license to use their professional credentials), the other accounting institutes in his own country (UK) nor those in other countries, including the USA, provided for accounting practices for public sector activities that were cost-related. Although those in the United Kingdom came quite close to this concept the accounting rules concentrated on a “funds flow” approach. Indeed, in the USA, local government accounting requirements were actually referred to as “Fund Accounting.”

Thus, at the time, the presentation of a cost-based chapter in “Municipal Accounting for Developing Countries” was, although grounded in logic, out of line with current professional practice. By happenstance, over the years since its publication, professional practice has caught up with these principles. Indeed, the public sector accounting requirements for the United Kingdom currently exceed those required for the private sector. Costs of public services in the United Kingdom now include two concepts that private sector costs still do not include in their accounts, except (to some extent) indirectly. United Kingdom public sector costs now include a return on all capital, whether from loans or other sources, including “equity-type” sources. Moreover, non-monetary assets are periodically revalued to allow for inflation and for changes in opportunity costs.
In addition to the initiatives of the United Kingdom’s own accounting institutes on these matters, several events outside of the accounting profession impelled and encouraged these evolving practices. Very important among these was the initiative of the Government of New Zealand in requiring all of its private sector and public sector accounts to be presented by following principles of “Full Accrual at Current Value
.” Earlier, there had been at several committees, notably in the United Kingdom and the United States, wehich had recommended similar practices. Their recommendations were, effectively, shelved.

Next, there were increasing calls, in several countries, for what was termed “Performance-based Budgeting.” It soon became clear that if this requirement was to be – to any reasonable degree – meaningful and accurate, it was wholly dependent upon “cost-based budgeting and accounting.” It stands to reason that one cannot determine the extent to whether public services meet adequate cost tests unless one can calculate what the costs actually are. Initially, one could not! Moreover, in many cases, one still cannot do this, despite the insistence of the well-meaning but ill-informed that “performance-based” budgeting is required.
Finally, for this purpose, one should mention the growing concern, in the central government of the United Kingdom, that local government units, as well as other public bodies, deliver public services that can be judged against “best value” criteria. Engendered as an outcome of “performance audit” by the UK Local Government Audit Commission, the initiative for the establishment of “Best Value Performance Indicators” now resides within the Office of the Deputy Prime Minister. This is the office of the Cabinet Minister with current responsibility for what is called “The Environment, Transport and the Regions.” It is, effectively, the “Ministry of Local Government” although it is many years since it has actually borne that title.
Concurrently, to enable local governments to meet the cost-measurement requirements established by the UK Central Government, the Chartered Institute of Public Finance and Accountancy modernised the local authority accounting framework to account for best value. It codified proper practice in a ‘Best Value Accounting – Code of Practice’ published in Spring 2000. The Government now expects all local authorities to follow this Code
.

A large library of literature on the subject of cost recognition and measurement is now available from the UK Chartered Institute of Public Finance and Accountancy
, as well as from the UK Office of the Deputy Prime Minister
. The author of this book, moreover, has written extensively on the topic. Among the papers where information may be obtained are two that are quite extensive. The first is called: “COST MEASUREMENT AND PRICING OF LOCAL PUBLIC SERVICESPRIVATE 
 and EFFECTIVENESS AND EFFICIENCY OF SERVICE DELIVERY.” It emanates from work done in Poland, where, after its independence from the Soviet system, it attempted to implement a nation-wide system of performance budgeting. The paper was written to show that such a system is not possible without a cost-based approach to accounting. This paper was also used in a project to install more modern accounting systems for the newly-constituted City of St. Petersburg, Russia. Despite the city having made several bond issues, it was still operating under the illusion that its budget was balanced. However, this was grounded only in an excess of cash receipts over cash payments. Under such a regime, it is impossible not to have a balanced budget, albeit in a simplistic fashion. This is usually achieved by withholding unpaid invoices, until money is available to pay them!
The second paper is “ENGLISH LOCAL GOVERNMENT and ITS FINANCING.” It was originally prepared as a source of information about English Local Government Finance for audiences in Russia, as part of a technical assistance program, funded by the U.K. Department for International Development. It includes a description of the performance measurement system currently in use, derived from the Office of the Deputy Prime Minister.
Either of these papers, together with others on the same topic, may be obtained from the author
.
� [Not part of the original text on this page] On the book’s “Acknowledgment” page (p. ix), the following appears: “…World Bank colleagues who read the book’s final chapter may recognize it as the Madras Model. It is so named because the concepts, long of concern to me, were finally put on paper in Madras, India, where I found that they might be relevant to the needs of Madras Municipality. They were discussed at length with officials and consultants of both the Municipality and the Development Authority…” This chapter thus reflects the pre-cursor of the Tamil Nadu Urban Development Fund. This fund is currently managed by the Tamil Nadu Urban Infrastructure Financial Service Ltd., a private management company.


� Emphasis on “costs” was not in the original text. However, further information on this essential topic is included in an Annex to this paper.


� [Not part of the original text] Although largely of general application to the entire chapter, this paragraph is also intended to “damn with faint praise” an optional accounting requirement relating to individual grants for capital expenditure. It is an optional accounting practice with which the author does not agree and would not recommend, as (in his professional and expert opinion, as a Chartered Public Finance Accountant) it conforms more to regulatory requirements than to basic accounting principles. Further reference to it can be found in the text, as well as elsewhere in the author’s own writings and the general accounting literature.


� [Not part of the original text] This comment was written in 1984. To finish on an amusing note, it might be said that it completed the transformation of the author from a “book-keeper” to a “beep-cooker”!


� “Cost-based Budgeting and Accounting” have close relationships to the concepts of “Activity-based Budgeting and Costing.”


� By a happy coincidence, a major leader in New Zealand’s accounting profession, who was responsible for the implementation of these requirements, is now the Chief Executive of the International Federation of Accountants (IFAC). It is this institution which currently promulgates what have become known as “International Public Sector Accounting Standards” (IPSAS).


� Because accurate and meaningful indicators are dependent upon sound accounting practices, the Government finds it necessary to require the use of these practices, albeit that these are developed and promulgated by a non-governmental accountancy body.


� <http://www.cipfa.org.uk/>


� <http://www.bvpi.gov.uk/pages/Index.asp>


� Contact the author by e-mail at: � HYPERLINK "mailto:djones@gsd.harvard.edu" ��djones@gsd.harvard.edu� or � HYPERLINK "mailto:dcjones2@cox.net" ��dcjones2@cox.net� 
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