Chapter 6

Accounting for Capital Projects and Debt Service

Questions for Review and Discussion

1.
Budgets, and hence budget comparisons, are not as essential for capital projects and debt service funds because they are often on a project, rather than an annual, basis and spending is typically authorized on that basis.

2.
When bonds are issued for more than their par value, the premium can be interpreted as an adjustment of the interest rate and transferred to the debt service fund — the fund in which resources for the payment of debt will be accumulated. Although the same interpretation can be placed upon bond discounts, there may be no funds available in the debt service fund (or any other fund) for transfer to the capital projects fund. Therefore, the project must be scaled back or additional means of financing secured.

3.
Interest (on investments) is generally recognized as revenue is earned, i.e., on a full accrual basis. Interest expenditure, by contrast, should not be accrued; it should be reported as an expenditure only as due. The rationale for recognizing the expenditure only as the interest is due is that most jurisdictions will not appropriate the resources to pay the interest, or transfer them to the debt service fund, until then. “To accrue the debt service fund expenditure and liability in one period but record the transfer of financial resources for debt service purposes in a later period would be confusing and would result in overstatement of debt service fund expenditures and liabilities and understatement of the fund balance,” according to GASB standards. However, if the resources have been transferred in to the debt service fund, then interest may (it does not have to) be accrued.

4.
Today, governments account for special assessments the same as they do other projects. Thus, the resources earmarked for construction are accounted for in a capital projects fund; those dedicated for the repayment of debt are accounted for in a debt service fund. The long-term debt and the construction in process are not given fund balance sheet recognition. They are reported only in government-wide statements and in schedules of long-term debt and capital assets. Assessments receivable are reported in the debt service fund.

5.
Even though the government may not, in economic substance (and sometimes even in legal form), be responsible for special assessment debt, it is generally linked to the debt in some manner (e.g., it will probably not allow the issue to default). Therefore, per current standards, it should report the debt as its own unless:

· it is prohibited (by constitution, charter, contract, or statute) from assuming the debt in the event of property owner default, or

· it is not legally liable for assuming the debt and makes no statement, or gives no indication that it will, or may, honor the debt in the event of default. 

6.
In their government-wide statements, governments would consolidate their capital projects and debt service funds with their other governmental funds. Both revenues and expenses are recognized on a full accrual basis. Accordingly, both capital assets and the related long-term debt would be reported on the government-wide statement of net assets.  Depreciation and interest expense would be reported in the statement of activities.  

7.
On their fund statements, the discount would not explicitly be reported since the debt itself would not be reported. The actual amount of cash received would be reported as “bond proceeds” (an “other financing source”) in the capital projects fund (or whatever fund actually receives the proceeds). By contrast, on their government-wide statements, both the bonds and the discount would be reported on the statement of net assets. The discount would be amortized over the life of the bonds.

8.
Arbitrage, in the context of municipal finance, is when state and local governments issue debt that pays the relatively low interest rates made possible by the securities’ tax-exempt status and invest the proceeds in higher yielding non-exempt instruments. The Internal Revenue Service imposes strict limitations on the amount of arbitrage that governments can earn so as to avoid undermining the “subsidy” given to state and local governments in the form of the tax-exempt status. If governments could engage in unlimited arbitrage, they would have virtually unlimited sources of revenue (at least until an equilibrium in the interest rate structure between tax-exempt and taxable bonds was reached).

9.
As a general rule, a government can benefit from a decline in interest rates only if its outstanding debt can be redeemed at less than current market value — i.e., if a call provision is attached to the debt and thereby imposes a ceiling on the market value of the debt.

10.
An in-substance defeasance is a process by which a debtor refunds its debt in economic substance but not legal form. The debtor retires the debt in economic substance by setting aside (with an independent trustee) sufficient funds to make all required payments of both interest and principal up to the date at which the debtor may first exercise its call provision. The debtor borrows the required funds by issuing new debt at prevailing interest rates, which are lower than those that it is paying on the existing outstanding debt. In that way it is able to “lock in” the lower rates and save on interest costs from the date of the defeasance until the call date.

GASB standards require a government to recognize defeasance gains or losses over the remaining life of the existing debt or the life of the new debt, whichever is shorter. The FASB, however, does not permit a debtor to “de-recognize” a liability unless it has actually repaid it or has been legally released from paying it. Accordingly, the debtor would recognize no gain or loss on an in-substance defeasance. It would continue to recognize interest expense on the “old” debt, while correspondingly recognizing investment revenue on the funds set aside to redeem the debt.
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EX 6-4

1.
Journal entries

(a)

Estimated bond proceeds
$6,000,000
Estimated grant revenues
 2,500,000

Estimated transfer from general fund
   527,000

Appropriations—construction costs

$8,907,000
Appropriations—bond issue costs

   120,000

To record the budget
(b)

Cash 
$6,005,000

Bond issue costs
   115,000

Other financing sources—bond proceeds (face value)

$6,000,000

Other financing sources—bond premium

   120,000

To record issuance of bonds
(c)

Other financing use—Nonreciprocal 
transfer to debt service fund
$5,000

Cash 

$5,000

To record the transfer of the bond premium, net of issue costs to the debt service fund
(d)

Cash 
$3,027,000

State grant (revenue)

$2,500,000

Other financing sources—Nonreciprocal 
transfer from general fund

   527,000

To record the state grant and the nonreciprocal transfer from the general fund

(e)

Encumbrance
$8,890,000

Reserve for encumbrance

$8,890,000

To record the construction contract
(f)

Construction expenditures
$8,890,000

Cash 

$8,890,000

To record payment to the contractor
Reserve for encumbrance
$8,890,000

Encumbrance

$8,890,000

To cancel the encumbrance
(g)

Other financing use—Nonreciprocal transfer 
to debt service fund
$  137,000

Cash 

$  137,000

To record the transfer of remaining cash to the debt service fund
2.
Closing entries

Appropriations—construction costs
$8,907,000

Appropriations—bond issue costs
   120,000

Fund balance
   120,000

Construction expenditures

$8,890,000

Bond issue costs

   115,000

Nonreciprocal transfer to the debt service fund

   142,000

To close appropriations, expenditures and transfers-out

State grant
$2,500,000

Nonreciprocal transfer from general fund
   527,000

Other financing sources—bond proceeds (face value)
6,000,000

Other financing sources—bond premium
   120,000

Estimated bond proceeds

$6,000,000

Estimated grant revenues

 2,500,000

Estimated transfer from general fund

   527,000

Fund balance

   120,000

To close estimated and actual revenues, transfers in, and bond proceeds

EX 6-5

1.
Bonds issued at a premium

Cash 
$100.6

Other financing sources—bond proceeds (face value)

$100.0

Other financing sources—bond proceeds (bond premium)

   0.6

To record the issue of bonds at a premium
Other financing use—nonreciprocal transfer
of bond premium to debt service fund
$  0.6

Cash 

$  0.6

To record the transfer of the bond premium to the debt service fund
2.
Bonds issued at a discount

Cash 
$99.4

Other financing sources—bond proceeds (bond discount)
  0.6

Other financing sources—bond proceeds (face value)

$100.0

To record the issue of bonds at a discount
a.
The bond discount, unlike the premium, is transferred neither to nor from the debt service fund. The bonds were sold for less than anticipated. The proceeds will be insufficient to pay for the new schools.

b.
The district has two options. It can either reduce the scale of the project or can finance the project from other sources. If it reduces the scale of the project, then no further entries are required. If it finances the project by other means, then the capital projects fund entries would reflect a transfer-in from the fund from which the resources were being taken.

c.
Resources to be paid out of general revenues

Due from general fund
$0.6

Other financing sources—nonreciprocal 
transfer from general fund

$0.6

To record the anticipated transfer from general fund to compensate for the bond discount
EX 6-6

1.
Estimated amount at which bonds would be traded (in millions).

Present value, at 4 percent, of $100 principal

(a single sum) to be paid at the end of 32 periods

(present value of $1 = $.28506)
$  28.506

Present value, at 4 percent, of $5 interest (an

annuity) to be paid at the end of each of 32 periods

(present value of an annuity of $1 = $17.87355)
     89.368
    Estimated amount at which bonds would be sold
$117.874
2.
Economic cost of $117.874 in new 8 percent (4 percent per period), 16 year (32 period) bonds on which semi-annual interest payments are $4.715 (4 percent of $117.874)

Present value, at 4 percent, of $117.874 principal

(a single sum) to be paid at the end of 32 periods

(present value of $1 = $.28506)
$  33.601

Present value, at 4 percent, of $4.715 interest (an

annuity) to be paid at the end of each of 32 periods

(present value of an annuity of $1 = $17.87355)
    84.273
    Economic cost of bonds
$117.874
The economic cost of the new bonds is the same as the amount required to buy back the old. Hence there would be no economic gain.

3.
The economic cost of retaining the outstanding 10 percent bonds would be, as computed above, $117.874 million; that of issuing the new bonds would be only $101 million. Hence there would be an economic gain of $16.874 million.

EX 6-7

a.

(1)

Estimated revenues—interest
$     30,000

Estimated transfer-in—capital projects fund
  1,000,000

Estimated transfer-in for interest—general fund
  2,970,000

Estimated transfer-in for principal—general fund
    500,000

Appropriations—interest

$3,000,000

Fund balance

 1,500,000

To record the budget
(2)

Cash 
$1,000,000

Other financing source—nonreciprocal 
transfer from the capital projects fund

$1,000,000

To record the transfer-in from the capital projects fund to establish the required reserve
Investment in bonds
$977,254

Cash 

$977,254

To record purchase of bonds as an investment
(3)

Cash 
$30,000

Investment in bonds
    294

Interest revenue

$30,294

To record revenue equal to the first period’s interest and change in carrying value (3.1 percent of $977,254)
(4)

Cash 
$3,470,000

Other financing source—nonreciprocal transfer
from the general fund—interest

$2,970,000

Other financing source—nonreciprocal transfer
from the general fund—principal

  500,000

To record the transfers from the general fund
(5)

Expenditure—interest
$3,000,000

Cash 

$3,000,000

To record the first payment of interest

(closing entry)

Appropriations—interest
$3,000,000

Interest revenue
    30,294

Other financing source—nonreciprocal 
transfer from the capital projects fund
 1,000,000

Other financing source—nonreciprocal 
transfer from the general fund—interest
 2,970,000

Other financing source—nonreciprocal 
transfer from the general fund—principal
   500,000

Estimated revenues—interest

$     30,000

Estimated transfer-in—capital projects fund

 1,000,000

Estimated transfer-in for interest—general fund

 2,970,000

Estimated transfer-in for principal—general fund

   500,000

Expenditure—interest

 3,000,000

Fund balance

       294

To close the accounts
b.
Per the Internal Revenue Code, issuers of municipal bonds are not permitted to earn a higher rate of return on investments of bond proceeds than they are on the bonds themselves. If they do, they either have to remit the excess earnings to the Treasury or pay a substantial penalty. Hence, the city faces a potential liability for its arbitrage earnings.

Problems

Continuing Problem

1.
Per the combining statements the city maintains approximately 83 capital projects fund, not all of which are active. (p. 144ff)  Per the government fund balance sheet it maintains no major governmental funds. (p. 20). As discussed in an introductory note to the combining capital projects funds statements, they are for a variety of capital improvement projects (p. 144ff).

2.
Austin maintains two debt service funds: The General Obligation Debt Service Fund — used for payments of principal, interest and related costs of general obligation and other tax-supported debt; The Section 108 Loans Fund — used to account for HUD loans for construction costs. (p. 138-140)

3.
The capital projects funds are not specifically reported upon in the government-wide statement of net assets. Their resources are aggregated with those of other governmental funds. However, the resources of these funds that are restricted by outside parties or by law (as opposed to merely designated by the government) are shown as restricted for debt service. (p. 16-17)

4.
Capital Reserve.  Per the combining statement of revenues, expenditures and changes in fund balance the city received $3 million from tax supported debt and $3.42 million from other funds.  It expended $5.6 million in construction costs. (pp. 152)  As indicated above, the city maintains a single debt service fund to service all general obligation debt.  

5.
As indicated by the statement of revenues, expenditures and changes in fund balances, Austin issued tax supported debt to the amount of $26.94 million, as well as refunding bonds premiums and refunding bonds to the amount of $13.75 million and $148.12 million, respectively. Per the same statement, it repaid $50.6 million (principal) of long-term debt. (p. 22) Note 10c (“The refunded bonds are considered to be legally defeased and the liability for the refunded bonds has been removed from the long-term liabilities.”) suggests that the refunding bonds were issued as part of an in-substance defeasance. (p. 73)
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1.
The most likely explanation for the variances is that the budget is prepared on a project, rather than an annual, basis. During the year, the City issued the bonds, as budgeted, but only partially completed the projects for which they were issued.  Of course, construction delays are also a possible explanation for the variance from budget. Also, many entities have annual budgets for their capital projects and this may be one of them.

2.
It appears as if the bonds were issued at a premium.

3.
The $131 that was transferred apparently was the period’s interest earnings. That the transfer was to the general fund, rather than a debt service fund or some other restricted fund indicates that the earnings are unrestricted and can be used for general governmental purposes.

4.
As indicated by the expenditures classified as “capital outlay,” the government spent $1,602 on capital improvements.

5.
Capital projects funds account for the resources (in this case, bond proceeds) to be used for capital projects. The projects themselves, including construction in process would be shown as assets only in government-wide statements and supplementary schedules.

6.
The entire fund balance is reserved because its resources are provided mainly by the issuance of bonds. The bond proceeds must be used exclusively for the projects described in the bond indentures.
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Estimated bond proceeds
$10,000,000

Estimated grant revenues
    2,000,000


Fund balance

$12,000,000

To record estimated revenues and other financing sources

Fund balance
  $5,000,000


Appropriations — Construction costs

$5,000,000

To record appropriations

Cash

$10,150,000

Expenditure — Bond issue costs
         50,000


Other financing source — bond proceeds

$10,000,000


Other financing source — bond premium

       200,000

To record the issuance of bonds and related issue costs

Other financing use — nonreciprocal transfer of bond 

    premium to the debt service fund
$   150,000


Cash

$     150,000

To transfer premium to the debt service fund

Investments
$ 5,000,000


Cash

$ 5,000,000

To record the purchase of short-term investments

Encumbrances
 $ 6,000,000


Reserve for encumbrances

 $ 6,000,000

To encumber $6 million for contracts signed

Cash
 
$ 2,000,000


Grant revenue

$  2,000,000

To record a grant from the state

Cash
      
$     20,000


Interest revenue

$      20,000

To record interest revenue

Expenditures — construction
$ 4,300,000


Accounts payable

$  2,600,000


Cash

    1,700,000

To record construction expenditures

Reserve for encumbrances
$ 4,300,000


Encumbrances

$ 4,300,000

To reverse encumbrances
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Estimated revenues — Property taxes
$20,000,000


Fund balance

$20,000,000

To record estimated revenues

Fund balance
$18,500,000


Appropriations — Principal retirement

 $  6,000,000


Appropriations — Interest

12,500,000

To record estimated expenditures

Cash

$   150,000


Other financing use — nonreciprocal transfer from



capital projects fund

$   150,000

To record transfer-in from capital projects fund

Cash

$19,370,000

Property taxes receivable
2,150,000


Property tax revenues

$21,520,000

To record property tax revenues


Expenditures — Principal retirement
$  6,000,000

Expenditures — Interest
12,500,000


Cash

$18,500,000

To record payment of principal and interest


Investments
   $  1,000,000


Cash

 $   1,000,000

To record purchase of investments

Cash

  $    50,000

 
Investment revenue

$     50,000

To record investment revenue
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1.
The deficiency of revenues over expenditures is in no way an indication of poor management. Debt service funds draw most of their resources from transfers from other funds, which are not included among revenues.

2.
Similarly, the positive variance (the smaller deficit) is not a sign of good management. It may signify merely that city managers opted to transfer more than was budgeted to the debt service fund. Or, as in this case, it may indicate that management failed to budget for investment earnings.

3.
The ability of the fund to satisfy its obligations in the future will depend mainly on the ability of other funds to make the necessary transfers to the debt service fund. Therefore, the financial statements of the debt service fund alone do not provide sufficient information to assess whether the fund will have the resources to make timely interest and principal payments.

4.
A transfer of residual equity most probably was made upon completion of a parks and recreation project and the dissolution of the related capital projects fund. The remaining assets of the fund were transferred to the debt service fund to be used to repay capital projects debt..

5.
Each of the special revenue funds most probably carries out activities for which the government has issued general obligation debt and each has been provided with a source of revenue (such as dedicated sales taxes) to service the debt. The funds are required to make periodic payments to the debt service fund to pay the interest and principal on the debt.
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a.
Journal entries
(1)

Estimated other financing sources—bond proceeds
$8.50

Estimated revenues—state grant
 1.00

Estimated revenues—interest
  .20

Estimated other financing sources—transfer from general fund
  .48

Appropriations—construction costs

$10.00

Appropriations—bond issue costs

   .18

To record the budget
(2)

Cash 
$8.62

Bond issue costs
  .18

Other financing sources—bond proceeds (face value)

$8.50

Other financing sources—bond premium

  .30

To record issuance of bonds
Other financing uses—Nonreciprocal transfer 
to debt service fund
$ .12

Due to debt service fund

$ .12

To record obligation to debt service fund for bond premium, net of issue costs
(3)

Cash 
$1.00

Deferred revenue—state grant

$1.00

To record state grant
(4)

Investments
$7.62

Cash 

$7.62

To record short-term investments
(5)

Encumbrances
$9.20

Reserve for encumbrances

$9.20

To encumber funds for purchase orders and contracts

(6)

Cash 
$5.14

Investments

$5.00

Investment (interest) revenue

   .14

To record the sale of investments
Investments
$ .06

Investment interest revenue

$ .06

To record additional interest revenue
(7)

Expenditures—construction
$5.70

Cash 

$5.30

Due to contractor (retainage payable)

    .40

To record contractor billings and payment
Reserve for encumbrances
$5.70

Encumbrances

$5.70

To cancel encumbrances
(8)

Due to debt service fund
$ .12

Cash 

$ .12

To record transfer to debt service fund
(9)

Deferred revenue—state grant
  $1.00

Revenue—state grant

$1.00

To recognize revenue from state grant (based on expenditure of at least $1 million)
b.

Capital Projects Fund — Construction of Sewers

Year ending December 31

Statement of Revenues, Expenditures and Changes in Fund Balance—Actual to Budget
(in millions)


Budgeted
Actual
Variance
Revenues
   Grant from state
$  1.00
$1.00

   Interest
      .20
  0.20
      Total revenues
    1.20
  1.20
Expenditures
   Bond issue costs
    0.18
0.18

   Construction
  10.00
  5.70
$4.30
      Total expenditures
  10.18
  5.88
  4.30
         Excess of revenues over expenditures
  (8.98)
(4.68)
  4.30
Other financing sources (uses)
   Proceeds of bonds (including premium)
8.50
8.80
0.30

   Transfer of premium to debt service fund

(0.12)
(0.12)

   Transfer from general fund
    0.48
    .    
(0.48)
      Total other financing sources (uses)
    8.98
  8.68
(0.30)
         Excess of revenues and net financing sources 

         over expenditures; Increase in fund balance
$(0.00)
$4.00
$4.00
c.

Capital Projects Fund

Balance Sheet

December 31
(in millions)

Assets
Cash
$1.72

Investments
2.62

Accrued interest receivable
  0.06
   Total assets
$4.40
Liabilities
Due to contractor
$0.40
Fund Balance
Reserved for encumbrances
3.50

Unreserved
  0.50
    Total fund balance
  4.00
    Total liabilities and fund balance
$4.40
d.
The construction would be reported in the schedule of changes in capital  assets and the government-wide statements.
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a.
Journal entries
(1)

Estimated revenues—assessments
$1,300,000

Estimated revenues—interest on assessments
   500,000

Estimated revenues—investment interest
    80,000

Estimated other financing sources—Nonreciprocal
transfer from general fund
   500,000

Appropriations—debt service, principal

$1,700,000

Appropriations—debt service, interest

   680,000

To record the annual budget
(2)

Assessments receivable
$8,500,000

Allowance for uncollectible receivables

$   200,000

Deferred revenue

8,300,000

To record the assessments receivable (The recognition of revenue is deferred until the “measurable and available” criteria are satisfied.)
(3)

Due from capital projects fund
$  120,000

Other financing sources—Nonreciprocal 
transfer from capital projects fund

$  120,000

To record anticipated transfer of bond premium from the capital projects fund
(4)

Cash 
$2,400,000

Assessments receivable

$2,000,000

Interest revenue, assessments

   400,000

To record collection of assessments and interest
Deferred revenue
$2,100,000

Interest receivable on assessments
    10,000

Revenue from assessments

$2,100,000

Interest revenue, assessments

    10,000

To recognize revenue earned on actual collections during the year plus those anticipated sufficiently soon after the end of the year so as to satisfy the “measurable and available” criteria
(5)

Cash 
$  120,000

Due from capital project funds

$  120,000

To record the cash transfer from the capital projects fund
(6)

Investments
$  800,000

Cash 

$  800,000

To record the purchase of temporary investments

(7)

Expenditure—debt service, interest
$  340,000

Cash 

$  340,000

To record the first semi-annual payment of interest
(8)

Cash 
$  850,000

Investments

$   800,000

Interest revenue, investments

    50,000

To record the sale of investments
(9)

Expenditure—debt service, interest
$  340,000

Expenditure—debt service, principal
 1,700,000

Matured interest payable

$  340,000

Matured bonds payable

 1,700,000

To record the obligation for the second semi-annual payment of interest and the first payment of principal
(10)

Revenue from assessments
$2,100,000

Interest revenue, assessments
   410,000

Interest revenue, investments
    50,000

Other financing sources—Nonreciprocal transfer 
from capital projects fund
$   120,000

Estimated revenues—assessments

$1,300,000

Estimated revenues—interest on assessments

   500,000

Estimated revenues—investment interest

    80,000

Estimated other financing sources—Nonreciprocal transfer 
from general fund

   500,000

Fund balance

   300,000

To close revenue and estimated revenue accounts
Appropriations—debt service, principal
$1,700,000

Appropriations—debt service, interest
   680,000

Expenditure—debt service, interest

$   680,000

Expenditure—debt service, principal

 1,700,000

To close expenditure and appropriation accounts
b.

Debt Service Fund — Special Assessment Bonds

Year ending December 31

Statement of Revenues, Expenditures and Changes in Fund Balance—Actual to Budget
(in millions)


Budgeted
Actual
Variance
Revenues



  Assessments
$1.30
$2.10
$0.80
  Interest revenue, investments
  0.08
  0.05
(0.03)

  Interest revenue, assessments
  0.50
  0.41
 (0.09)
    Total revenues
  1.88
  2.56
  0.68
Expenditures



  Debt service, principal
1.70
  1.70


  Debt service, interest
  0.68
  0.68
         
    Total expenditures
  2.38
  2.38
         
    Excess of revenues over expenditures
 (0.50)
  0.18
  0.68
Other financing sources (uses)



  Transfer of premium from capital projects fund

  0.12
0.12

  Transfer from general fund
  0.50
         
 (0.50)

    Total other financing sources (uses)
  0.50
  0.12
 (0.38)
      Excess of revenues and net financing sources



      over expenditures (increase in fund balance)
$0.00
$0.30
$0.30
c.

Debt Service Fund

Balance Sheet

December 31
(in millions)

Assets
Cash
$2.23

Interest receivable on assessments
0.01

Assessments receivable (net of allowance for uncollectibles of $.20)
  6.30
      Total assets
$8.54
Liabilities
Matured interest payable
$0.34

Matured bonds payable
1.70

Deferred revenue
  6.20
      Total liabilities
8.24

Fund Balance
  0.30
      Total liabilities and fund balance
$8.54
d.
The balance sheet does not report the obligation for the special assessment debt (except for the portion that has matured). The debt would be recorded in the government-wide statements and supplementary schedules because the government has agreed to make up any shortfall in revenue to service the debt.
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1.

Plant City

Statement of Net Assets

Assets
Cash and equivalents

$  4.39

Construction in process and other long-lived assets
$28.28

    Less:  accumulated depreciation
  10.40
  17.88
      Total assets

$22.27
Liabilities
Accounts and other payables

$  0.71

Long-term debt payable

    3.12
      Total liabilities

$  3.83

Net Assets
Invested in capital, net of related debt

$14.76

Restricted for capital projects

    4.39

Unrestricted

   (0.71)

      Total net assets

$18.44
      Total liabilities and net assets

$22.27
Plant City

Statement of Activity
Expenses

Interest

$  0.14

Depreciation

    2.10

      Total expenses

$  2.24

Revenues

Intergovernmental revenues

$  0.30

Fees and miscellaneous revenues

    2.47

      Total revenues

$  2.77

Excess of revenues over expenses

($  0.53)
2.
The main differences are that in the government-wide statements (1) the repayment of principal is not reported as an expenditure/expense while correspondingly, the issuance of the debt is not reported as an other financing sources and (2) the costs of acquiring (constructing) an asset is also not reported as an expenditure/expense, but instead, depreciation is reported as an expense. Over the life of the government, the repayment of principal would be equal to the amount borrowed and the asset acquisition costs would be equal to the depreciation expense. Hence, there would be no differences in overall change in fund balance (net assets) in the two statements.
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1.
The city would recognize interest in the amount paid — hence, $3 million.

2.
Journal entries
July 1
Interest expense
$3.029

Bond discount

    .029

Cash 

$3.000

To record interest of the first period (Interest expense is equal to the effective yield of 3.1 percent times the book value of the loan, $97.73)

December 31

Interest expense
$3.030

Bond discount

   .030

Accrued interest payable

$3.000

To record interest of the second period (Interest expense is equal to the effective yield of 3.1 percent times the book value of the loan. The book value of the loan is now equal to the original issue price of $97.73 plus the $0.029 of the bond discount that was amortized in the first period.)

3.
When the city retires the bonds in 2027 it would, in its fund statements, recognize an expenditure of $100 million — the amount paid to retire the bonds — plus the interest due. By contrast, in its government-wide statements it would recognize the amount paid to retire the bonds as a reduction of the bonds payable. It would recognize interest expense only for the portion of the payment applicable to the fiscal year covered by the statements.
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1.
The debt would be recorded in the government-wide statements, along with the city’s other general obligations, and reported in the schedule of changes in long-term debt.

2.
As long as the city is obligated “in some manner” for the debt, it should account for it as if it were its own. Therefore, it should report the debt in its government-wide statements and schedule of long-term obligations.

3.
Because the city is constitutionally prohibited from assuming responsibility for the debt, it should not report the bonds in its own accounts. Instead, it should disclose them in notes to the financial statements and describe its role as an agent of the municipal utility district. The collection of assessments and payment of principal and interest will be recorded in an agency fund.

4.
Inasmuch as the bonds are a direct obligation of an enterprise fund they should be reported in that fund.
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1.
The fair value of the bonds as calculated by the hospital represents the present value, based on current interest rates, of all future cash flows associated with the bonds. The fair market value would be greater than face value if prevailing interest rates were lower than rates prevailing when the bonds were issued.

2.
Serial bonds, as distinguished from term bonds are those in which principal payments are due over the life of the bonds, rather than entirely at the date of final maturity. For this issue, principal payments of from $130,000 to $500,000 must be made each year.

3.
Prior to June 2007 the medical center is required to redeem the bonds at a premium of .5 percent; thereafter they can redeem the bonds at face value.

4.
It is not likely that the market value of the bonds is as great as the fair value as calculated by the center. Market value is generally established by calculating the present value, at prevailing interest rates, of all future payments of principal and interest — the same way that the medical center calculated fair value. However, if the issuer has the right to call the bonds at an established price (in this case .5 percent above face value before June 30, 2007 and at face value thereafter), it would make no sense for a buyer to pay more than that price. After all, the bonds could be called (redeemed immediately) at that price. Therefore, the call price generally places a ceiling on the market price.
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1.
The issuance of the bonds (all dollar amounts throughout this solution in thousands)

Cash 
$1,000

Bonds payable

$1,000

To record the issue of bonds at par
2.
Semi-annual interest expense and payment
Interest expense
$   40

Cash 

$   40

To record the semi-annual interest expense and payment
3.
Redemption of original debt
Bonds payable
$1,000

Deferred loss on redemption of bonds
   100

Cash 

$1,100

To record the redemption of original debt
4.
Economic gain or loss on refunding
The economic gain or loss on refunding is the difference between the present value of the payments of the original debt and those of the new debt. Present value would be based on the prevailing annual rate of 6 percent (3 percent semi-annual rate). The bonds mature in 20 years (40 periods). The present value of the payments for the original debt would be $1,231.15:

Present value, at 3 percent, of $1,000 principal 
(a single sum) to be paid at the end of 40 periods 
(present value of $1 = $.30656)
$   306.56

Present value, at 3 percent of $40 interest (an annuity) 
to be paid at the end of each of 40 periods (present value 
of annuity of $1 = $23.11477)
     924.59
  Total economic cost of original bonds
$1,231.15
The present value of the new debt of $1,100 (the amount required to refund the old bonds) would be $1,100. Thus the economic gain would be $131.15:

Economic cost of original bonds
$1,231.15

Economic cost of new debt
  1,100.00
    Gain on refunding
$   131.15
5.
Assuming county could have predicted refunding after 10 years
a.
The issuance of the bonds
Cash 
$1,000

Discount on bonds
   100

Bonds payable

$1,100

To record issuance of bonds (expected to be redeemed in 10 years for $1,100)
b.
The discount would have been amortized over the 10 years (20 periods) to redemption.

c.
Semi-annual interest expense would have been the $40 required interest payment plus the $5 amortization of the bond discount ($100 divided by 20 periods)

d.
Semi-annual interest expense and payment
Interest expense
$   45

Cash 

$   40

Discount on bonds

    5

To record the semi-annual interest expense and payment
6.
The loss occurred because the county did not foresee when, and for what amount, it would redeem the debt. The loss, therefore, is a correction of reported interest expense for the years during which the bonds were outstanding.

7.
The GASB requires that the loss be recognized over the remaining life of the original bonds or the life of the new bonds, whichever is shorter. The FASB does not permit a debtor to “derecognize” a liability unless it has actually repaid it or has been legally released from paying it. Accordingly, it would recognize no gain or loss on an in-substance defeasance. It would continue to recognize interest expense on the “old” debt, while correspondingly recognizing investment revenue on the funds set aside to redeem the debt.
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1.
The market price of the existing debt would be the present value at the prevailing interest rates of 4 percent (2 percent per period) of the future interest and principal payments:


Expected market price of existing debt
Present value, at 2 percent, of $100 principal 

(a single sum) to be paid at the end of 40 periods

(present value of $1 = $.452890)
$  45.2890

Present value, at 2 percent, of $3 interest (an

annuity) to be paid at the end of each of 40 periods

(present value of annuity of $1 = $27.35548)
    82.0664
  Total expected market price of existing debt
$127.3554

Inasmuch as the market (and economic) value of the existing debt equals the economic value of any new debt required to obtain the $127.3554 million, there would be no economic saving in refunding the existing debt.

2.
Economic saving from call feature and opportunity to defease debt. The amount to be deposited with the trustee would be the present value, discounted at 4 percent (2 percent per period) of the required payments of principal ($105 million including call premium) and interest ($3 per period) for the five years (10 periods) until the call date:

Present value, at 2 percent, of $105 principal 
(a single sum) to be paid at the end of 10 periods
(present value of $1 = $.820348)
$  86.1366

Present value, at 2 percent, of $3 interest (an

annuity) to be paid at the end of each of 10 periods

(present value of annuity of $1 = $8.98258)
    26.9477
      Amount that would have to be placed with trustee
$113.0843

The hospital would borrow the required $113.0843 million by issuing bonds at the annual rate of 4 percent. The present value of those bonds would also be $113.0843. Therefore, the economic saving of defeasance would be:

Economic value of existing debt
$127.3554

Less:  Economic value of new debt
  113.0843
      Economic savings
$  14.2711
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1.
The most likely source of “revenue from use of money and property” is interest on funds that were temporarily invested.

2.
The city engaged in an in-substance defeasance. It issued $194,520 of new general obligation bonds (of which $190,009 are shown as “proceeds from refunding bonds”) and placed $186,860 of the proceeds with a trustee (shown as “payment to refunded bond escrow account”). If invested in “risk free” securities, such as those of the U.S. Government, the resources placed with the trustee would be sufficient to make all required payments of principal and interest to the call date on the “old” debt (with a face value of $181,985).

3.
The economic gain represents the difference between the present value (discounted at current interest rates) of all payments that would have had to be made on the old debt less those that will be required on the new debt. The accounting loss, by contrast, represents the amount of the new debt issued minus the book value of the old debt. The loss is recognized (i.e., amortized over the life of the new or old debt whichever is shorter) in the enterprise fund but not the debt service fund because the enterprise fund reports long-term obligations whereas the debt service fund does not.

4.
The most likely source of the nonreciprocal transfer-in is the general fund or any funds (generally special revenue funds, but in this case an enterprise fund) responsible for servicing specific general obligation bonds. The purpose of the transfer is to pay interest and principal on outstanding general obligation bonds.

5.
The city had an obligation to the federal government for arbitrage because it invested the proceeds of tax exempt bonds in taxable securities, and the yield on the taxable securities was higher than that on the tax exempt bonds. Federal tax laws require that most such earnings be rebated to the Treasury. The obligation is not necessarily a sign of poor management. It indicates only that the city earned more than was permissible and has to give the “excess” earnings to the federal government.

Questions for Research, Analysis and Discussion

1. In government accounting as practiced today the use of “special purpose funds” (i.e., those other than the general fund) is not restricted to resources that are externally restricted. Per the GASB Codification, para. 1100.102:

A fund is defined as a fiscal and accounting entity with a self-balancing set of accounts recording cash and other financial resources, together with all related liabilities and residual equities or balances, and changes therein, which are segregated for the purpose of carrying on specific activities or attaining certain objectives in accordance with special regulations, restrictions, or limitations. 

Thus, a government can establish both capital projects funds and debt service funds for resources that, for sound managerial purposes, it wants to designate for specific purposes.  Contrast government accounting with not-for-profit accounting.  In not-for-profit statements resources are reported as “restricted” only when restricted by outside donors.  

2. The unspent cash should be reported as an asset, “restricted for acquisition of capital assets;” the debt should be reported as liability “restricted for acquisition of capital projects.”  Neither the asset nor the debt should be reported as “invested in capital assets net of related debt.”  As explained in Statement No. 34, para. 33:

This component of net assets consists of capital assets (see paragraph 19), including restricted capital assets, net of accumulated depreciation and reduced by the outstanding balances of any bonds, mortgages, notes, or other borrowings that are attributable to the acquisition, construction, or improvement of those assets. If there are significant unspent related debt proceeds at year-end, the portion of the debt attributable to the unspent proceeds should not be included in the calculation of invested in capital assets, net of related debt. Rather, that portion of the debt should be included in the same net assets component as the unspent proceeds—for example, restricted for capital projects.

3. The general rules relating to property tax revenues apply to all governmental funds and do not discriminate on the basis of how the revenues will be used.  Per the GASB Codification, para. P70.104:

When a property tax assessment is made, it is to finance the budget of a particular period, and the revenue produced from any property tax assessment should be recognized in the fiscal period for which it was levied, provided the “available” criteria are met.  “Available” means collected within the current period or expected to be collected soon enough thereafter to be used to pay liabilities of the current period.  Such time thereafter shall not exceed 60 days.

Nevertheless, the standard implies that the recognition of the revenue should be tied to the budget of a particular period.  Inasmuch as the taxes are restricted for payment of  specific expenditures that will be budgeted in a future period, a case can be made for delaying the recognition of revenue until the period in which the collected taxes will be budgeted and spent.  

4. As long as the bonds have been properly defeased they need not be reported as balance sheet liabilities  Per the GASB Comprehensive Implementation Guide, Question 6.6:

If legal or in-substance defeasance as defined by Statement No. 7, Advance Refundings Resulting in Defeasance of Debt, or No. 23, Accounting and Financial Reporting for Refundings of Debt Reported by Proprietary Activities, has been established, the debt and the related assets are not reported in the government’s financial statements. The securities would not be subject to the provisions of Statement 31 [Accounting and Financial Reporting for Certain Investments and for External Investment Pools]. However, if the legal or in-substance provisions have not been met and the securities are still reported in the government’s financial statements, Statement 31 would apply.
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