Chapter 8

Long-Term Obligations

Questions for Review and Discussion

  1.
Unlike businesses, governments have the power to tax and, at least in theory, their available resources are limited only by the wealth of their constituents. At the same time, governments are charged with providing services, some of which, unlike those provided by businesses, are essential to the public well-being and therefore cannot be discontinued. Nevertheless, there are practical constraints on what they can demand from their constituents and there may be considerable room for expenditure cuts before the well being of the community is imperiled. The crucial issue, therefore, involves balancing the needs and resources of the populace and the demands of the creditors.

  2.
General long-term debt is the obligation of the government at-large and is thereby backed by the government’s full faith and credit. Revenue debt, by contrast, is secured only by designated revenue streams, such as from the sale of electricity, highway tolls, rents, receipts from student loans or patient billings. Because revenue debt is less secure than GO debt, it almost always commands higher interest rates. Yet, if a single entity were to issue only general obligation debt its total interest costs would likely be the same as if it were to issue a mix of both types.

  3.
The government would report the bonds at their face value plus or minus any unamortized premiums or discounts. This amount differs from face value in that it takes into account the unamortized premiums or discounts. It differs from market value in that market value is equal to the present value of all required cash payments discounted by a prevailing interest rate. Book value, however, is equal to the present value of all required cash payments discounted by the interest rate that determined the price of the bond when it was first issued (i.e., the yield rate).

  4.
The interest expenditure as reported in the debt service fund (a governmental fund) would be equal to the required cash payment. That reported in the government-wide statements would be equal to the required cash payment plus or minus the amortization of the discounts or premiums — an amount also equal to the book value of the debt times the initial yield rate.

  5.
Demand bonds are obligations that permit the holder (the lender) to demand redemption within a specified period of time, usually one to 30 days, after giving notice. The issuer can report them as long-term obligations if it has entered into a qualifying take-out agreement (one that is noncancellable, doesn’t expire for at least a year, and is with an institution fiscally capable of honoring it).

  6.
The courts, not GAAP, determine the types of obligations subject to debt limitations. In many jurisdictions the courts have focused on the nonappropriation clauses included in capital leases, rather than on the economic substance of those leases. The nonappropriation clauses permit governments to cancel the leases if the legislature fails in any year to appropriate the required funds for the lease payments. Therefore, the courts have held that the leases do not obligate governments to the same extent as do conventional debt instruments.

  7.
Overlapping debt refers to the obligations of property owners within a particular government for the proportionate share of debts of other governments with overlapping geographic boundaries. It represents obligations that are supported from the same sources as the government’s direct debt. Overlapping debt is significant because, like direct debt, it bears upon the government’s fiscal capacity to meet its obligations as they come due.

  8.
Conduit debt represents bonds or similar instruments issued by a government on behalf of a nongovernmental entity, such as a business or not-for-profit organization. Governments are not required to report conduit debt on their balance sheets because the debt is expected to be serviced entirely by the entity benefiting from the debt, not the government itself. In economic substance, therefore, the government permits a nongovernmental entity to use its status as a tax-exempt entity to get the benefits of lower interest rates.

  9.
Moral obligation debt constitutes bonds or notes issued by one entity (usually a state agency) but backed by a pledge of another entity (usually the state itself) to seek appropriations to cover any debt service deficiencies. The debt proceeds are typically used to construct projects or carry out activities that would otherwise be undertaken by the state. The debt is referred to as “moral” obligation debt because the promise is not legally enforceable. Moral obligation debt provides a means by which a state can circumvent debt limitations. The state can reap the benefits of the debt without having to actually issue it in its own name.

10.
Bond ratings directly affect an issuer’s interest costs. The lower the rating the higher the interest costs.
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800,000

2. e    817,419

3. b    0

4. k   10,000,000

5. b    0

6. o    38,942,147

7. g    1,350,000

8. a    (34,942,147)

9. j     2,025,000

EX 8-4

1.
Government-wide statements
Cash 
$ 89.322
Bond discount
   10.678
Bonds payable

$100.00
To record the issuance of bonds

Interest expense
$  3.126

Cash 

$    3.000

Bond discount

        .126

To record first period interest expense (3.5 percent of $89.322)

Interest expense
$  3.131

Cash 

$   3.000

Bond discount

       .131

To record second period interest expense (3.5 percent of $89.448 — the initial issue price of $89.322 plus the $0.126 of first period bond discount amortization)
2.
Governmental fund statements

Cash 
$ 89.322

Other financing sources—bond proceeds

$ 89.322

To record issuance of bonds

Interest expenditure
$  3.000

Cash 

$    3.000

To record first period interest expenditure

Interest expenditure
$  3.000

Cash 

$    3.000

To record second period interest expenditure

EX 8-5

1.
To record issuance
Cash 
$200

Other financing sources—proceeds 
from issuance of long-term debt

$200

To record issuance of BANs

2.
No entry would be necessary in a governmental fund to record the conversion of the BANs to actual bonds

3.
To adjust accounts assuming state was unable to convert
Other financing sources—proceeds 
from issuance of long-term debt
$200

BANs payable

$200

To record the BANs as a current fund liability.
4.
In the government-wide statements the BANs would be reported as a liability irrespective of whether the state was able to convert. If the state were able to convert, the bond would be shown along with other long-term liabilities; if not, it would be shown along with other short-term liabilities.

EX 8-6

	
	General Fund
	
	Government-wide Statements

	
	(in millions)
	
	(in millions)

	
	
	
	
	
	

	1.
	Expenditure
	$  6.6
	
	Expense
	$  7.7

	
	Increase in debt
	    0.0
	
	Increase in debt
	    1.1

	
	
	
	
	
	

	2.
	Expenditure
	$  0.5
	
	Expense
	$  0.0

	
	Change in debt
	    0.0
	
	Decrease in debt
	    0.5

	
	
	
	
	
	

	3.
	Expenditure
	$ 10.0
	
	Expense
	$ 20.0

	
	Change in debt
	0.0
	
	Increase in debt
	   10.0

	
	
	
	
	
	

	4.
	Expenditure
	$  0.0
	
	Expense
	$   0.0

	
	Change in debt
	0.0
	
	Increase in debt
	100.0

	
	
	
	
	
	

	5.
	Expenditure
	$  4.0
	
	Expense
	 $  3.0

	
	Change in debt
	0.0
	
	Decrease in debt
	1.0


EX 8-7

1.
Upon inception of lease

Equipment held under lease
$800,000

Capital lease obligations

$800,000

To record the signing of the lease

2.
First payment of interest

Capital lease obligations (lease principal)
$  60,694

Interest expense (lease interest)
48,000

Cash 

$108,694

To record the first lease payment (interest equals 6 percent of $800,000)

Depreciation expense
$  80,000

Accumulated depreciation—equipment 
held under lease

$  80,000

To record first year’s depreciation ($800,000 divided by 10 years)
3.
Each year the allocation of the payment will change. As the balance in the lease liability is decreased, the proportion allocated to interest will decrease and that allocated to principal will increase.

4.
The lease would be recorded in the appropriate fund with a debit to “expenditures for the acquisition of an asset” and a credit to “other financing sources – capital lease”

No liability or asset would be recognized. Each lease payment would be reported entirely as expenditure. No depreciation would be charged.

EX 8-8

1.

Cash 
$36.321

Bond discount
  3.679

Bonds payable

$40.000

To record the issuance of bonds (in an unrestricted fund)

2.

Interest expense
$1.271

Bond discount

$  .071

Cash 

1.200

To record the first semi-annual payment of interest (Cash payment is equal to 3 percent of bonds’ $40 million face value; interest expense is equal to 3.5 percent of effective liability of $36.321 (in an unrestricted fund))

3.

Interest expense
$1.274

Bond discount

$  .074

Cash 

1.200

To record the second semi-annual payment of interest (Cash payment is equal to 3 percent of bonds’ $40 million face value; interest expense is equal to 3.5 percent of new effective liability of $39.322 — the previous effective liability of $36.321 plus the $.071 reduction in the discount) (in an unrestricted fund)

Problems

Continuing Problem

1.
Per the schedule of long-term obligations, the city’s total long-term debt is $5,254,667,000. (p. 68) Per the government-wide statements it is only $5,076,038,000 (p. 17).  The CAFR does not reconcile the two amounts.  However, the differences represent the current portions of long-term liabilities that are included on the balance sheet as current obligations but in the schedule as long-term liabilities.  

2.
As indicated in the statistical section, Table 6, Austin has a ratio of 1.65. The net debt per capita is $1,127.20. (p. 206).


3.
As indicated in the statistical section, Austin has a legal debt margin of $6,169,474,000. (p. 208)

4.
As indicated in the schedule of long-term liabilities the city has capital lease obligations outstanding of $10,327,000. (p 68) 

5.
Per the statistical section schedule, “Computation of Direct and Overlapping Debt,” the total direct and overlapping debt which is applicable to the City of Austin is $1,610,934,000. Of this, $805,582,000 ($1,610,934,000 less $805,352,000) is overlapping debt.  (p. 209)

6.
Per note 11, the city has a substantial amount of conduit bonds outstanding.  Surprisingly, the note indicates that the city cannot determine the value of all such obligations (“Prior to September 30, 1997 the City issued several series of bonds; the aggregate principal amount payable of these bonds could not be determined; however, their original issue amounts totaled $310.2 million.”).  (p.85)  However, inasmuch as conduit bonds by their very nature do not constitute an actual obligation of the city this is hardly a serious accounting deficiency. 
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a.
General or other governmental fund
(1)

No entry necessary

(2)

No entry necessary

(3)

Cash 
$8,000,000

Other financing sources—bond proceeds

$8,000,000

To record issuance of bonds (in a capital projects fund)

Construction expenditures
$1,000,000

Cash 

$1,000,000

To record construction costs (in a capital projects fund)

(4)

No entry is necessary to record the signing of the lease.

Rent expenditure
$   40,000

Cash 

$   40,000

To record payment of rent

(5)

Fixed assets—expenditure
$  869,371

Other financing sources—capital lease

$  869,371

To record the acquisition of equipment under a capital lease

Debt service expenditure (lease principal)
$   87,838

Debt service expenditure (lease interest)
     52,162

Cash 

$  140,000

To record the first lease payment (interest equals 6 percent of $869,371)

(6)

Nonreciprocal transfer-out
$  500,000

Cash 

$  500,000

To record transfer from the general fund (to a debt service fund)

Cash 
$  500,000

Nonreciprocal transfer-in

$  500,000

To record transfer to a debt service fund (from the general fund)

(7)

Cash 
$  950,000

Tax anticipation notes payable

$950,000

To record issuance of tax anticipation notes payable

(8)

Compensation expenditure
$  150,000

Cash 

$150,000

To record payment to teachers for compensated absences

b.
Government-wide statements
(1)

Compensation expense
$  350,000

Liability for compensated absences

$350,000

To record expenditure and liability for compensated absences
(2)

Claims and judgments—expense
$3,000,000

Claims and judgments payable

$3,000,000

(3)

Cash 
$8,000,000

Bonds payable

$8,000,000

To record the issuance of bonds
Construction in process
$1,000,000

Cash 

$1,000,000

To record construction costs

(4)

Since this is an operating lease, no entry is necessary to record the signing of the lease.

Rent expense
$   40,000

Cash 

$   40,000

To record payment of rent

(5)

Vehicles held under lease
$  869,371

Capital lease obligations

$  869,371

To record the acquisition of vehicles under a capital lease

Capital lease obligations (lease principal)
$    87,838

Interest expense (lease interest)
      52,162

Cash 

$140,000

To record the first lease payment (interest equals 6 percent of $869,371)

Amortization of leasehold
$108,671

Vehicles held under lease

$108,671

To record amortization of the lease for one year

(6)

No entry is necessary to reflect an internal transfer in governmental funds.

(7)

Cash 
$  950,000

Tax anticipation notes payable

$950,000

To record issuance of tax anticipation notes payable

(8)

Liability for compensated absences
$  150,000

Cash 

$150,000

To record payment to teachers for compensated absences
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1.
Issuance of the bonds
Cash 
$6,627,909

Bonds payable

$6,000,000

Bond premium

      627,909

To record the issuance of bonds (unrestricted resources)

The net liability (bonds payable plus premium) reflects the amount actually borrowed.

2.
First payment of interest
Interest expense
$  165,698

Bond premium
       14,302

Cash 

$  180,000

To record the first payment of interest (unrestricted resources)

Immediately following the first payment the effective liability would be reduced by the amount of the premium amortized ($14,302) and would thereby be equal to $6,613,607.

The reported interest expense is equal to 2.5 percent (the yield rate) of $6,627,909 (the effective liability) — i.e., the effective interest rate times the effective liability. The amount paid, by contrast, is equal to the 3 percent (the coupon rate) times $6,000,000 (the face value of the debt).

3.
Market value of bonds
Present value of 29 coupon payments (an annuity of 
$180,000, discounted at 2 percent) $180,000 x $21.84438 
(the present value of an annuity of $1)
$3,931,989

Present value of principal payment (a single 
sum of $6,000,000 discounted at 2 percent)
$6,000,000 x $0.56311 (the present value of $1)
   3,378,674
   Total

$7,310,663
This amount would not appear on the statements of the district (either fund or government-wide). It would be of interest to statement users because it indicates the amount for which the bonds could be redeemed — the effective amount of the liability as of the statement date. Further, when compared with the original issue price (or the market value of a previous period), it shows whether, and the extent to which, the entity benefited or was harmed by the change in interest rates. In this illustration, the district would have been better-off either waiting to issue the debt or issuing the debt for only six months. It would thereby have avoided locking itself into a rate of 5 percent, when it could have waited and borrowed at a rate of 4 percent.

4.
In its fund statements the district would not report the bond liability. It would report the bond proceeds as an “other financing source.” It would report each period’s interest expenditure as the amount actually due — i.e., an amount based on the coupon rate. It would not take into account bond discounts or premiums.
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1.
a.
Assuming a take-out agreement (thereby qualifying the bonds as long-term debt)
Cash 
$2,000,000

Other financing sources—bond proceeds

$2,000,000

To record the bond proceeds (general fund or capital projects fund)

b.
Assuming no take-out agreement (thereby requiring the bonds to be accounted for as short-term, fund, liabilities )
Cash 
$2,000,000

Bonds payable

$2,000,000

To record the bond proceeds (general fund or capital projects fund)
2.
Neither the specific bondholder needing cash nor other bondholders would redeem their bonds. If they did not need immediate cash, they would have no incentive to redeem the bonds since alternative investments of the same risk would be paying the prevailing interest rate of 4 percent rather than the 7 percent they are now receiving. If they did need immediate cash they would be better off selling the bonds in the open market, inasmuch as the market price of the bonds would be considerably higher than their par (redemption) value.

3.
If interest rates had risen to 9 percent then all bondholders would be better off redeeming their bonds. Those not needing the cash could invest their funds in other bonds of comparable risk and thereby trade a 7 percent return for a 9 percent return.

4.
If prevailing rates were 9 percent then the most likely rate charged by the financing institution would be the same 9 percent.

5.
The demand bonds provide the city with none of the benefits of a guaranteed long-term interest rate. If interest rates were to rise, the city would have to redeem the bonds and refinance the debt at the higher, prevailing rate. By contrast, the demand bonds burden the city with the corresponding disadvantages of fixed long-term interest rates. If interest rates were to fall, the city could not “call” the bonds at par and refinance them at a lower interest rate. They are thereby locked into the fixed rate when interest rates fall, but not when they rise. (On the other hand, because of these disadvantages, the demand bonds probably would carry a much lower interest rate than long-term bonds.)
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1.
Inasmuch as the city actually refinanced the BANs, it should account for them as long-term debt. Thus, the entry to record the debt in a governmental fund (e.g., a capital projects fund) would be:

Cash 
$4.0

Other financing sources—proceeds from issuance of BANs

$4.0

  To record the issuance of BANs

2.
If it did not actually refinance the BANs then it would have to demonstrate that it entered into a financing agreement:

· that does not expire within one year of the balance sheet date and is noncancellable by the lender

· that has not been violated as of the balance sheet date and

· is capable of being honored by the lender.


If it is unable to do so it should report the debt as a current liability in a governmental fund. Thus:

Cash 
$4.0

Bond anticipation notes payable

$4.0

To record the issuance of BANs

3.
TANs should always be reported as a current liability of a governmental fund, irrespective of whether they have been rolled-over.

4.
RANs should also be reported as a current liability of a governmental fund.
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1. These are conduit bonds.  They should not be reported in the basic financial statements.  Note disclosure is sufficient.
2. Bond anticipation notes should be reported as current liabilities of both a governmental fund (presumably a debt service fund) and government-wide statements unless the city has already refinanced the notes or has entered into a financing agreement to do so (something for which there is no evidence in this problem that the city has done).
3. Inasmuch as the city has no obligation to repay the debt — and indeed is prohibited from assuming the debt — it should not report it in its basic financial statements.
4. These are demand (put) bonds.  Unless the city has entered into a take-out agreement to refinance the bonds in the event that they have to be refunded and the agreement satisfies certain criteria the — for which there is not evidence in this problem — it should report the bonds as current obligations both in an appropriate fund and in government-wide statements.
5. The debt of the school district is overlapping debt from the perspective of the city.  Overlapping debt should be reported as supplementary information in the statistical section of its annual report.   
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1.
Acquisition of asset by lease (government-wide statements)

Building held under lease
$5,000,000

Capital lease obligations

$5,000,000

To record the acquisition of the building by lease

2.
First lease payment and depreciation
Capital lease obligations (lease principal)
$135,923

Interest expense (lease interest)
  300,000

Cash 

$435,923

To record the first lease payment consisting of interest (6 percent of $5,000,000) and principal

Depreciation (or amortization) expense
$250,000

Accumulated depreciation—building held under lease

$250,000

To record first year’s depreciation ($5 million divided by 20 years)
The second lease payment would differ from the first in that the interest would be based on an obligation of $4,864,077 (the original obligation less the first payment of principal). Correspondingly, the principal payment would increase by the same amount.

3.
Key arguments that the lease constitutes long-term debt
1.
The lease must be accounted for as debt under generally accepted accounting principles. Hence, the accounting rule-making authorities, who are the experts in such matters, consider it debt.

2.
The transaction is clearly a ruse to avoid debt limitations. The lease agreement slightly alters the form of what would otherwise be a conventional purchase\borrow arrangement, but not the economic substance.

3.
Despite the nonappropriation clause, the city cannot disavow its lease obligations without seriously impairing its credit standing. Indeed, it pledged to make a good faith effort to make the payments required of it.

4.
In economic substance the city has assumed all risks and rewards of ownership.

4.
Key arguments that the lease does not constitute long-term debt
1.
Accounting rules should not govern legal status, no more than legal status should govern accounting rules; the two have different purposes.

2.
The nonappropriation clause specifically states that the lease does not create a binding obligation. The council must appropriate funds for each payment.

3.
The mere probability that a government will make payments in the future does not constitute a liability.

4.
The definition of debt for purposes of debt limitations is elusive. After all, even noncancellable obligations, such as those arising from bonds (e.g., the obligation for interest) and from service contracts (the obligation to continue to take and pay for services) have not been considered debt for purposes of either external financial reporting or debt limitations.
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1.
The percentages of the debt applicable to the city were most likely derived by dividing the assessed value of the property located within the city by the assessed value of the property located within the other governments.

2.
Direct and overlapping debt


Percentage

Net Debt
Applicable
City’s
Name of Government Unit
Outstanding
   to City   
Share

City of Wyoming
$  22,863,510
100.00%
$  22,863,510

Kent County
 125,653,951
13.40
 16,837,629

Kent County Intermediate

   School District
   1,766,795
13.55
     239,401

Wyoming Public Schools
   3,956,922
99.24
   3,926,849

Godwin Heights Public Schools
1,338,501
85.96
   1,150,576

Kelloggsville Public Schools
   2,363,037
61.97
   1,464,374

Grandville Public Schools
  10,734,809
13.58
   1,457,787

Kentwood Public Schools
  25,502,958
   .55
     140,266

Godfrey Lee Public Schools
   3,204,362
100.00
      3,204,362
      Total direct and overlapping debt


$  51,284,754
3.
Adjusted measures


Ratio of total net direct debt and overlapping debt to assessed value of property:




$51,284,754/$1,228,774,900  =  4.17%



Total net direct and overlapping debt per capita:




$51,284,754/64,500  =  $795

4.
The adjusted measures that include all debt (revenue bonds and overlapping debt) are more than twice those that include only direct GO debt. The adjusted measures may be of concern to statement users because they indicate the amount of debt that must be paid by the population of the city. In assessing the debt-paying capacity of a potential borrower, bankers would never consider merely the debt that a husband or wife had outstanding. They would take into account the debt owed by the other spouse for which he or she was jointly responsible. So too should the analyst take into account the debt that city property-owners and residents owe because they are part of other governments.
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1.
The only amount that would be reflected on the district’s balance sheet is the present value of the minimum lease payments — $1,818. The obligations for operating lease payments would not be reported.

2.
The amount representing interest is the difference between the total lease payments and the present value of those payments. In other words, the present value of the minimum lease payments is equal to the principal balance of the amount “borrowed” by the district. The total minimum lease payments represents the combined principal and interest payments (not taking into account the time value of money).

3.
Interest expense for 2007 would be 6.56 percent of the $1,818 lease liability. Thus:

Interest expense
$119

Capital lease liability
 637

Cash 

$756

To record the first lease payment
4.
The operating lease payment would be recorded as an ordinary rent expense:

Rent expense
$11,696

Cash 

$11,696

To record the first lease payment
5.
Discounting each of the payments from 2007 through 2015 at a rate of 6.56 percent (using a spreadsheet function) yields an obligation of $43,643. Although this obligation does not qualify as a capital lease liability — and is therefore not reported as a long-term liability — it is just as significant to a statement user as the debt which is reported. The note indicates that the operating leases are not cancelable. Therefore, they are as much of a commitment of resources as the reported liabilities.
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1.
Compensated absences ‑ general fund

Compensated absences ‑ expenditures
$ 29,700

Cash 

$ 29,700

To record the payments to employees for compensated absences earned by employees in previous years (In the general fund the only amount that would be recognized would be the actual payments to employees)

2.
Compensated absences ‑ government‑wide statements

Compensated absences ‑ expense
$ 32,800

Liability for compensated absences

$ 32,800

To record the amount earned by employees

Liability for compensated absences
$ 29,700

Cash 

$ 29,700

To record the amount paid to employees for compensated absences earned in previous years.

3.
Issuance and retirement of debt ‑ capital projects and debt service funds

Cash 
$     121

Other finance sources ‑ bond proceeds

$     121

To record the issuance of GO debt (capital projects fund)

Expenditure ‑ payment of debt service principal
$ 30,179

Cash 

$ 30,179

To record the repayment of GO debt (debt service fund)

4.
Issuance and retirement of debt ‑ government‑wide statements

Cash 
$     121

Bonds payable

$     121

To record the issuance of GO debt (capital projects fund)

Bonds payable
$ 30,179

Cash 

$ 30,179

To record the repayment of GO debt (debt service funds)

5.
The $47,000 addition represents the amount of pensions earned by employees but not paid (i.e., contributed to the pension fund). The $53,500 reduction represents pensions paid (i.e., distributed to retirees) during the current year but earned in prior years and the current year.

6.
The office lease is undoubtedly an operating lease. Hence, the lease payments would not be capitalized. They would not be reported as a liability on either fund or government-wide statements; they would not be shown on the schedule of changes in long-term liabilities.
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1.
Revised Legal Debt Margin for General Obligation Bonds

June 30
Value of assessed property (excluding certain 
industrial and commercial properties) (note 1)

$1,082,292,630

Debt limit — ten percent of assessed value

     108,229,263

Amount of debt applicable to debt limit:

  Total bonded debt (note 2)
$63,442,000
  Less:

    Assets available for debt service (note 3)
  1,970,453

    Revenue bonds not subject to debt limitations (note 4)
    8,025,000

    9,995,453
Total amount of debt applicable to debt limitations

      53,446,547
Legal debt margin

$    54,782,716
Note 1.  95 percent of $1,139,255,400

Note 2.  $27,442,000 plus $36,000,000

Note 3.  $1,770,453 plus $200,000

Note 4.  $2,025,000 plus $6,000,000

2.
Inasmuch as the lease satisfies the criteria of a capital lease, it would be reported as a government-wide liability in the amount of $199,634 (the present value of 5 annual payments of $50,000 discounted at 8 percent). The service contract, by contrast, would be recognized as a liability only as the services are actually performed. Hence it would not be reported as a liability when the contract was signed.


As widely recognized in accounting, capital leases are, in economic substance, purchase/borrow transactions. Therefore, it has been argued (and many jurisdictions have accepted the position) that the obligations under capital leases should be subject to debt limitations just as if they were conventional borrowing arrangements. On the other hand, it has been asserted that if a lease contains a nonappropriation clause, the lessee is not legally bound to make the specified lease payments, and therefore it should not be counted as debt.


Service contracts, while not recognized as long-term debts by accountants, nevertheless obligate the government to make future payments. Therefore, if the purpose of debt limitations is to protect governments from excessive commitments, it can be argued they, like accounting liabilities, should be subject to the restrictions. (Of course similar arguments can be made with respect to obligations for unaccrued interest, salaries under employment contracts, and unaccrued rent. No jurisdictions count those obligations as debts subject to limitation)

3.
Revenue bonds, unlike GO bonds, are not backed by the full faith and credit of the issuer. They are backed only by specified revenue streams. Therefore, the government has no enforceable obligation to pay the bonds, except from the dedicated revenues.


Nevertheless, it can be argued that, in reality, the government cannot default on the bonds without doing irreparable damage to its own credit standing. Therefore, debt service on revenue bonds can put as much of a fiscal strain on the government as can its GO bonds.
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1.
According to Moody’s debt rated “Aa” (or the equivalent of Standard & Poors AA) “are judged to be of high quality by all standards.”
2.
The most likely explanation for the higher rating is that the city carries bond insurance with a reputable municipal bond insurance company. Bond insurance, in effect, permits the city to substitute the credit rating of the insurance company for its own. The leading bond rating services almost always rate insured bonds as AAA.

3.
The difference between total GO debt service requirements and total reported GO debt is interest. Both governments and businesses accrue interest as a liability over time, as the borrower has use of the fund received. Nevertheless, the interest is just as much an obligation as the principal.

4.
The most likely reason that the city does not refund the bonds (a reason confirmed by information in a schedule of bonds outstanding) is that the bonds are not callable. That is, the city cannot demand that holders redeem their bonds. Of course, the city could buy-back the bonds at market price. But since the prevailing rates of interest are lower than the coupon rates on the bonds, the bonds will command a sizable premium. Indeed, the premium will be sufficiently high to equate the effective economic cost of holding the existing bonds with that of replacing them with new bonds.

5.
Assessed value of property
$1,818,909,000


Allowable percentage
                    .06

Allowable debt
     109,134,540


Applicable debt outstanding
       70,998,000

      Legal debt margin
$     38,136,540
6.
The burden of debt can be measured by the ratio of net GO debt to assessed value of property.


2001
2008
      Assessed value of property
$1,555,216,000
$1,818,909,000
      Gross GO bonded debt
110,910,000
209,000,000

      Less: amount in debt service funds
                       0
         4,012,000
      Net GO bonded debt
     110,910,000
     204,988,000
      Ratio of net GO debt to 
         assessed value of property
0.071
0.113

The ratio is greater in 2008 than in 2001. Other factors held constant the burden of debt is greater in 2008 than in 2001.
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1.  Individual Funds

Capital Projects Fund
Cash

$1,016,510


Bond proceeds

1,016,510

To record note proceeds

Other financing use — nonreciprocal transfer-out 

   of bond premium to debt service fund
$   16,510


Cash

$   16,510

To record the transfer of the premium to the debt service fund

Expenditures — construction of sidewalks
$1,000,000


Cash

$1,000,000

To record the construction of the sidewalks


Debt Service Fund
Cash

$      16,510


Other financing source — nonreciprocal transfer-

              in of bond premium from capital projects fund

$       16,510

To record the transfer of the premium from the capital projects fund

Assessments receivable
$1,000,000

 
Deferred revenue -- assessments

$1,000,000

To record the assessments

Cash

$  123,290


Assessments receivable

$     83,290


Interest revenue

       40,000

To record the first collection of on the assessments.  Interest is equal to 4 percent of the beginning balance of $1,000,000. 

Deferred revenue -- assessments
$   83,290


Revenue — assessments

$    83,290

To recognize revenue from the assessments collected

Expenditure — interest
$   20,000


Cash

$     20,000

To record payment of bond interest

Investments
$  119,800


Cash

$     119,800

To record the investment of available cash

Cash

$      3,000


Interest revenue

$      3,000

To record interest on the investments

2.  Government-wide Statements
Cash

$1,016,510


Bonds payable

$1,000,00


Bond premium

       16,510

To record the issuance of bonds

Assessments receivable
$1,000,000

 
Deferred revenue -- assessments

$1,000,000

To record the assessments

Infrastructure assets — sidewalks
$1,000,000


Cash

$1,000,000

To record the construction of the sidewalks

Cash

$  123,290


Assessments receivable

$     83,290


Interest revenue

       40,000

To record the first collection of the assessments.  Interest is equal to 4 percent of the beginning balance of $1,000,000. 

Deferred revenue -- assessments
$   83,290


Revenue — assessments

$    83,290

To recognize revenue from the assessments collected

Interest expense 
$   19,314

Bond premium
          686


Cash

$     20,000

To record payment of bond interest, the recognition of interest expense (1.9 percent of $1,016,510 — the gross value of the bond liability — and the amortization of the bond premium))

Investments
$  119,800


Cash

$119,800

To record the investment of available cash

Cash

$      3,000


Interest revenue

$      3,000

To record interest on the investments

Depreciation expense
$  100,000


Accumulated depreciation — infrastructure

              assets — sidewalks

$  100,000

Questions for Research, Analysis and Discussion

1. The key conceptual question is whether derivatives, such as interest rate swaps, should be recognized on the basic financial statements and if so how should they be valued and how should gains and losses be recognized.  As this text is being written, the GASB is considering the issue and has issued a preliminary views document.  The document indicates that the board is considering an approach that is similar in many key respects to that taken by the FASB.  That is, it would require governments to measure derivatives at fair value on their balance sheets and give accounting recognition to gains and losses.  


Current guidance relating to derivatives is found mainly in GASB Technical Bulletin No. 2003-1, Disclosure Requirements for Derivatives Not Reported at Fair Value on the Statement of Net Assets.  This bulletin requires governments to disclose the fair value of a derivative, its key features, and the purpose behind it.  

2. Currently we do not mark debt to market.  Arguably we should.  Suppose that a government issues debt to fund a pension plan.  The plan then invests in government or corporate bonds with the same maturities as the bonds it issued.  If interest rates fall, the value of the investments will increase and the pension plan will report them at market value and will recognize a gain.  Correspondingly, however, the market value of the debt will also increase.  They government would not be permitted to recognize a loss.  This is clearly an inconsistency.  

As discussed in the Chapter 6 pertaining to debt refundings, governments incur an economic loss when they lock themselves into a high interest rate and rates subsequently fall.  Many observers believe that such loss should be given accounting and reporting recognition. 

3. A reasonable case could be made that general obligation debt should be reported as government-wide debt inasmuch it is a full-faith and credit obligation of the government at-large.  Nevertheless, the GASB, looking ironically to the NCGA for guidance (NCGA Statement No. 1, para. 42), suggests that the debt should be associated with the golf course, which is accounted for in an enterprise fund.  Comprehensive Implementation Guide, Question 7.126, states that “bonds, notes, and other long-term liabilities directly related to and expected to be paid from proprietary funds should be included in the accounts of such funds.”  It emphasizes, however, that if the debt were not expected to be paid with resources of the enterprise fund — i.e., with resources of a governmental fund — then the debt should be reported as a governmental activity.
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