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Games
government

accountants
play

Under current rules,
opportunities abound

for rigging the result

How do you identify a good accountant?
Ask, "How much is two plus two?" If
the answer is, "How much do you want
it to be?" then you have found a good
aecountant.

Although this hoary two-liner is a
canard unfairly applied to accountants generally, it
does accurately characterize many good aecountants
who work for states or municipalities. Within wide
limits, government accounting rules permit accoun-
tants to play games that lead to whatever hottom line
the mayor or governor wants. In the 1970s, such game
playing concealed the fact that New York and several
other large cities were on the verge of bankruptcy. The
mles of the game have not changed much since then;
the financial statements continue to be misleading,
and they may conceal the existence of a similar crisis
in the late 1980s. Indeed, the situation eould be even
worse than in the 1970s if the federal govemment car-
ries out its intention to reduce substantially its grants
to states and munieipalities.

This article explains how govemment
accountants play their games. The purpose here is not
to give a lesson in game playing. Rather, it is to show
that the rules should be changed so that government
financial statements report the facts.

Although any accounting system should
give an accurate report of the financial status of an organi-
zation, the typical government organization has other
objectives. In municipalities, accountants want to show
a small surplus. In this way. they give the appearance of
having managed their funds well. The difficulty with this
approach is that it masks the facts. About ten years ago,
several major cities came to the edge of bankruptcy before
the public knew anything of their unhealthy financial con-
dition. Using examples from New York and other cities,
the author shows how the game is played and .suggests how
the rules should be changed.

Mr. Anthony is Ross Graham Walker Pro-
fessor of Management Controls, emeritus at the Harvard
Business School. He was assistant secretary of defense-
controller in the Johnson administration. He has written
many articles and books on accounting subjects. A related
article. "Making Sense of Nonbusiness Accounting,"
appeared in HBR May-fune 1980.

Illustrations by Ronald Searle.

The name of the game

The objective of any accounting system
should be to report accurately what has happened,
subject to the limitations inherent in expressing faets
as monetary amounts. The primary focus is on the
"bottom line," the net result of operating performanee
during a year. If the organization had a large surplus,
the financial report should say so; if it had a defieit, the
report should reveal how much it was.

But this is not the objective of account-
ing in the typical govemment organization. In most
municipalities, the actual objective is to report a small
surplus. A defieit is obviously bad; it indicates that the
city did not live within its means. However, a large
surplus is also bad. It is a signal to taxpayers that their
taxes have been too high. It is a signal to federal or state
govemments that subsidies can be reduced; to labor
unions that they can demand higher pay; to citizen
groups that the city can afford to provide new services.
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hire more police officers, spend more money on parks-
anything that these groups might pressure the admin-
istration for. Only a mayor whose ego gratification out-
weighs his or her good sense welcomes a large surplus.
The job of the accountant, therefore, is to report a sur-
plus, but not a large one-regardless of the facts.

This game has high stakes. Let's look at
New York City's annual report for 1984 as an example.
The city's initial hudget for 1984 (the fiscal year ended
June 30,1984) was balanced, with $ 16.5 billion of an-
ticipated revenues and $ 16.5 billion of budgeted expen-
ditures. As the year progressed, it became clear that
revenues would exceed the amount anticipated.

The revenues that year ended up
$551 million higher, partly because tax revenues were
greater than expected and partly because federal, state,
and other aid was greater. Since the number of city em-
ployees, their salaries, and other operating costs were
only slightly over budget, one would expect that most
of the extra $551 million would flow down to the bot-
tom line.

But what the city actually reported was
a surplus of only $ 23 million, a far cry from $ 551 mil-
lion and less than .2% of the year's real revenue. Ac-
cording to the norms of govemment accounting, the
accountant did a fine job: regardless of the facts, the
bottom line reported a small surplus.

The report for 1984 was not an anomaly.
In 1983, New York City reported a surplus of $34 mil-
lion on revenues of $ 15.7 billion; in 1982, the reported
surplus was $41 million on revenues of $ 15.1 billion.

One can argue that the adjustments re-
quired to shrink 1984's reported surplus to $23 million
were merely conservative accounting-squirreling
away funds for a rainy day. As I will show, this is a dan-
gerous argument. The same tricks that can hide a true
surplus can also hide a deficit. This is what happened
in the early 1970s in New York, Chicago, Cleveland,
Detroit, and several other U.S. cities. The effect was
that the public knew nothing of the deteriorating finan-
cial situation until these cities were on the verge of
bankruptcy Under the present rules, this could happen
again.

Cash-basis accounting

Before describing the accounting sys-
tem that New York City and many other municipali-
ties use, I shall discuss the cash-basis accounting sys-
tem that is used by a number of cities and some states.
Many people are under the impression that a system
that keeps track of cash is tamperproof. Cash is hard
money; one would think that the amount of cash that

flows in and out would be easy to keep track of. In real-
ity, a cash-basis system makes game playing easy

A common game is "desk drawer
accounting." The accountant watches the flow of cash
receipts and cash disbursements. Toward the end of the
year, if it appears there may be a large cash surplus, the
accountant holds out incoming checks from taxpayers,
grantors, or subordinate agencies, puts them in the
desk drawer, and keeps them there until the beginning
of the next year, at which time they are recorded as
revenues.

If, on the other hand, it appears that
cash disbursements will exceed cash receipts, then
payments to vendors, grants to subordinate agencies,
and refunds of overpaid income taxes or other cash
payments are kept in the desk drawer and are not
mailed until the following year. (New York State resi-
dents: this explains why your income tax refunds ar-
rive so late.)

Another device for avoiding a deficit is
to keep the books open for a few days at the end of the
year. The accountant then credits additional cash re-
ceipts to the year that has actually ended. (A good audi-
tor can catch this practice, however.)

It may appear that the opportunities for
practicing desk drawer accounting are trivial. Not so.
In 1983, New York State began to publish its financial
statements on an accrual basis (which counts costs as
expenditures, whether or not cash is paid out for them
during the year). The New York legislature, however,
continues to budget and account on a cash basis. The
financial statements permit a comparison of the two
bases. For the year ended March 31,1984, in accordance
with its cash accounting system, the state reported a
small surplus-$50 million out of cash receipts of $ 19
billion. On an accrual basis, however. New York State
reported a $345 million deficit for 1984. Further, it re-
ported a cumulative deficit of $4.3 billion, represent-
ing many years of placing unpaid bills in the desk
drawer at year end.

Incidentally New York State issues
short-term notes at the beginning of the new year to
pay these bills; in April 1984, this "spring borrowing"
amounted to $4.3 billion. Except for U.S. Treasury bor-
rowing, this was the largest sum ever borrowed by a
govemment agency. The state repaid these notes with
cash from current taxes-money that was supposed to
finance 1985 expenditures.

If a friend told me he was better off
because he had more cash at the end of the year than
at the beginning, I think I could convince him that he
really didn't know how well he had made out until he
took account of the unpaid bills in his desk drawer.
Many of those who use government financial state-
ments prepared on a cash basis disregard this simple
point. Fortunately, there is a strong movement away
from cash-basis accounting.
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C AAP accounting

Many municipalities and some states
have shifted from cash-basis accounting to a govem-
ment system that is euphemistically called generally
accepted accounting principles (GAAP). This system
was first codified in 1936, revised in 1951 and again in
1968, and it was 'restated" in 1980. In 1974, the Ameri-
can Institute of CPAs endorsed the system and this is
why it is called generally accepted." (CPAs rarely
depart from practices that have this endorsement.)

The GAAP system is based on account-
ing practices that both business and government used
early in the twentieth century. The focus at that time
was on stewardship, the preservation of assets. When
the 1930s depression revealed the defects of this ap-
proach, business shifted to an accounting system that
concentrated on performance, that is, on measuring
how much income an organization earned during a
year. Govemment accounting, on the other hand, did
not shift.

The government GAAP system is a
poor one. The municipal financial crises of the mid-
1970s highlighted its inadequacies. At that time, in
congressional hearings, in Financial Accounting Stan-
dards Board (FASB) hearings, and in other forums, many
people promised that GAAP accounting would soon he
modernized. However, nothing substantial has been
done.

Two principal characteristics of GAAP
accounting permit the accountant to manipulate the
numbers to arrive at whatever bottom line the mayor
or governor wants. The first is the use of fund account-
ing. In a business, all the revenue and expense items
for the year ultimately are brought together in a single
report, the income statement. The bottom line on this
statement - the difference between revenues and ex-
penses-is the organization's net income for the year.
By contrast, in government aceounting, the activities
of the organization are reported in separate pieces, each
of which is called a fund. Each fund is a separate
accounting entity wuh its own financial statements.

One ot these funds is the general fund.
When aceountanrs speak of the city's operating perfor-
mance, they usually mean the bottom line of the gen-
eral fund statemrnt (although often this is not made
explicit). In New York City, the $23 million surplus for
1984 was the amount reported in the general fund.
As we shall see tht options for choosing the fund in
which an item is ttf be reported, and the opportunity
to shift amounts from one fund to another, give the
accountant a wide held for playing games.

Thf' second chief difference between
business accounting and government accounting is

that business accounting focuses on the expenses in-
curred during a year, whereas government accounting
focuses on expenditures. Expenses measure resources
(for example, services and materials) consumed; expen-
ditures measure resources acquired. To explain how
these two charaeteristics permit government accoun-
tants to play games with the numbers, I shall use infor-
mation from New York City's financial statements as
the principal example.

I was a member of New York City's
Audit Committee from the day it was established until
February 1985, when I resigned. Actually, New York
greatly improved its accounting system in the late
1970s, and it is now better than that of many other
cities.

The federal government uses a quite
different approach, so this analysis is not applicable to
its accounting. In fact, the General Accounting Office's
1984 revision of federal accounting principles will
make federal accounting basically consistent with
business accounting.

General fund

A corporate income statement reports
the performance of the entire corporation, including all
its divisions and subsidiaries. Government reporting,
however, focuses on the general fund, whieh covers
only some of its operating units. Most govemments
have many other separate funds. Some of these, such as
pension funds, are quite properly excluded from the re-
port of operating activities, as is the case with similar
funds in business. Other funds, however, either relate
to the entity's operations or can be used to play games
with the general fund surplus or deficit.

The general fund not only omits certain
operating activities of the government entity but it
also leaves out important transactions of the units for
whieh it does report. The balance sheet of the general
fund records only current assets and liabilities. No
fund accounts for the fixed assets and long-term liabili-
ties of general fund organizations, and transactions
involving noneurrent items do not affect the general
fund balance.

Memorandum records of such transac-
tions are maintained in "account groups," but these are
single-entry records not tied to funds. Thus if the ac-
countant can classify an item as noneurrent, it escapes
the fund accounting system. This focus on current
items has no counterpart in business accounting sys-
tems; it is a holdover from a method used in England
in the eighteenth and nineteenth centuries.
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Special revenue fund

If revenues from taxes or grants are ear-
marked for a specified purpose, the govemment is sup-
posed to report these gains and the corresponding ex-
penditures in a special revenue fund that is separate
from the general fund. Because in some circumstances
the accountant can record a particular expenditure ei-
ther in the general fund or in the special revenue fund,
opportunities for game playing exist. Suppose, for
example, that the city has received a $ 1 million grant
from the federal govemment that is earmarked for en-
vironmental protection and hence recorded as revenue
in the special revenue fund. The city spends $1 million
for improving its parks, maintaining its reservoirs, or
for other purposes that might or might not be classified
as environmental protection.

The accountant who wants to reduce
the general fund surplus can record the whole $ 1 mil-
lion as a general fund expenditure and can "save" the
$ 1 million in the special revenue fund for the follow-
ing year. Conversely, any amount up to $ 1 million can
be recorded as an expenditure in the special revenue
fund. The special revenue fund serves no important
purpose and it obscures the total amount that the city
spends for various programs.

Enterprise funds

Some organizations within a municipal-
ity are accounted for in enterprise funds. Conceptually,
an enterprise fund organization is one that generates
its revenue from fees charged to outside customers, in
contrast with general fund organizations that are sup-
ported primarily by taxes and grants. As a practical
matter, however, a municipality has wide latitude in
deciding which organizations to classify as enterprise
funds.

New York City has ten enterprise funds:
onefor its hospitals, with revenues of $1.7 billion in
1984; one for the Off-Track Betting Corporation, with
revenues of $209 million; and eight smaller organiza-
tions, with total revenues of $ 182 million. Unlike
many other cities, however. New York does not ac-
count for its sewer and water department in an enter-
prise fund. That department comes under the general
fund, even though the city had $345 million of reve-
nues from sewer and water customers in 1984, which
is more than the aggregate revenues of eight of its ten
enterprise funds. (The statements do not disclose the
expenditures for sewer and water.)

The financial statements omit informa-
tion about the performance of the New York City Tran-

sit Authority on the ground that its operation is a joint
responsibility of the city and the state. The Transit Au-
thority looms as a growing problem. In the latest four-
year financial plan available to me (lanuary 25,1985),
the deficit is anticipated to become larger each year.
The deficit for the calendar year 1988 is expected to be
$712 million unless additional subsidies are received.

Although accounted for separately, en-
terprise fund organizations are just as much a part of
the city as are the organizations included in the general
fund. The city owns and controls them. Their employ-
ees are city employees. The city is responsible for their
deficits, and it benefits from their surpluses. It is liable
for their bonds and other debts. Govemment GAAP re-
quires that enterprise fund organizations use account-
ing principles similar to those that business accoun-
tants use and that are more up to date than the archaic
practices general fund organizations employ.

The opportunities for shifting revenues
and expenditures between the general fund and enter-
prise funds are practically limitless; probably I have
not discovered all of them. If the city wants to increase
the general fund surplus, an enterprise fund can make
payments to the general fund "in lieu of taxes," provide
free services (such as health care for city employees)
to the general fund, and lease assets from general fund
units, paying market rental rates. (It can also play
games with the sale and leaseback of capital assets that
are too complicated to describe here.) Conversely, if the
objective is to decrease a general fund surplus, the ac-
countant makes none of these moves and increases ex-
penditures in the general fund by having that fund pay
pensions for enterprise fund employees, furnish free
services to enterprise funds, and even pay the fund's
bills.

If these practices were codified in de-
tailed bookkeeping rules, they would be difficult to
change at will. As it is, however, a game that accoun-
tants can play on short notice is to vary the treatment
of the deficit or surplus generated by enterprise funds.
The general fund can contribute whatever sum it
wishes as a "subsidy" to an enterprise fund; converse-
ly, it can take hack any amount it wants from the sur-
plus generated by an enterprise fund. In 1984, for exam-
ple, the deficit in the hospital enterprise fund, before
New York City's subsidy, was $522 million, but the
general fund nevertheless transferred only $383 million
to the hospitals. The hospital enterprise fund therefore
reported a deficit, after the subsidy, of $ 139 million.
Indeed, although hospital expenses for 1984 were $ 189
million higher than hospital expenses for 1983, the
general fund subsidy to the hospital enterprise fund
in 1984 was $9 million lower than its subsidy in 1983.

The fact that New York's ten enterprise
fund organizations had a combined 1984 deficit of
$ 111 million, after all subsidies, is no secret. Readers
can find that amount in the 267 pages that make up
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the city's financial report. But few will plow through
the detail. In his summary at the beginning of the re-
port, the comptroller refers proudly to the $23 million
surplus in the general fund, but he makes no mention
of the $ 111 million deficit in the enterprise funds.

When asked why the financial state-
ments do not comhine the results of the organizations
that together constitute the "City of New York," the
comptroller has two answers. First, GAAP accounting
does not require, or even permit, such a combination.
Second, because the two types of funds use different
accounting principles, combining the numbers would
amount to adding apples and oranges. The city's out-
side accountants do not take puhlic issue with these
arguments.

The first answer is technically correct.
But the fact that GAAP accounting requires separate
reporting for the two types of organizations demon-
strates how outdated these principles are. Indeed, the
1978 federal hailout legislation required that New
York City adhere by 1982 to a hudget in which "all ex-
penditures except capital items" would not be greater
than revenues. This finaneial test was not limited to
the general fund. The city appears not to have met this
legal requirement.

The "adding apples and oranges" argu-
ment is fallacious. Any good produce merchant knows
how to combine his apple business and his orange
business to arrive at a meaningful total for the whole
operation. Similarly, with relatively little work, the
comptroller can put the general fund numbers and the
enterprise fund numbers on a comparable basis and
thus arrive at a meaningful total for the city as a
whole.

In 1980, in an experiment initiated by
the American Institute of CPAs, 27 state and local
government bodies prepared a single set of financial
statements for the whole entity that consolidated the
"apples" of the general fund with the "oranges" of the
enterprise funds. Four of these entities did not have
records that permitted the caleulation of depreciation
of assets in the general fund and therefore used princi-
pal payments on outstanding debt as a proxy. The result
was seen as a satisfactory approximation. With this ex-
ception, the participants had no suhstantial difficulty.
New York City should be able to do as well.

Debt service fund

The debt service fund holds money that
the city will use to pay principal and interest on its
bonds. The city usually transfers moneys to it from the
general fund. The amount transferred must be at least
enough for current payments to bondholders, but it can
be any larger amount that the city wishes. In 1984, the

revenues to the New York City deht service hind were
$2,501 million, but payments to bondholders were
only $2,229 million, a differenee of $272 million. The
effect was to ereate a kitty the city could use to reduce
payments from the general fund in years when there is
a need to create a general fund surplus.

Some governments finance debt service
from sources other than the general fund. New York
State, in 1984, recorded $403 million of hospital
patient charges and $639 million of university tuition
and fees as revenues in its debt serviee fund. As is the
case with special revenue funds, this praetiee makes it
impossible to match revenues and expenditures for
universities and hospitals in one place.

Capital projects fund

The capital projects fund shows the
source for financing capital projects and the amounts
spent on them. The fund is increased by grants from
federal and state agencies, the proceeds of bond issues,
and transfers from the general fund. The amounts
spent for constructing or acquiring capital assets dur-
ing the year decrease the fund. Transactions in this
fund have nothing whatsoever to do with operating
activities.

In 1984, New York City spent $ 160 mil-
lion more on capital projects than it received, but this
simply means that during the year the city spent some
of the funds available from prior years. Transferring
funds from the general fund to the capital projects
fund, even though they are not actually needed to ac-
quire capital assets in the current year, is an easy way
to reduce the reported surplus in the general fund and
to provide a hidden kitty for rainy days.

Expenditure accounting

The expenses for a year are the dollar
cost of resources an entity consumes during the year.
A business subtracts expenses from revenues in calcu-
lating its income; this is also the practice for enterprise
funds. For other govemment activities, however,
expenditures, rather than expenses, are subtracted from
revenues. Expenditures represent resources acquired
during the year, even if they have not been consumed.
For example, fuel oil is an expenditure when the city
receives it into its storage tanks, and it is an expense
when the fuel oil is burned. The difference between ex-
pense and expenditure is inventory Amounts in inven-
tory represent expenditures for items that have not
heen used up yet. When a city wants to reduce its
expenditures, it can eat into inventory rather than
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acquire new items, and when it wants to reduce a sur-
plus, it can add more to inventory than it needs.

The definition of expenditures in gov-
emment accounting is peculiar. Expenditures relate
not to all resource acquisitions but only to those that
involve a cash outlay or the incurrence of a current
liability. Thus if the city pays its pensions directly to
retirees, the expenditure is the amount paid out. If it
pays the money to a pension fund, the expenditure is
whatever it pays, regardless of the amount necessary to
keep the fund solvent.

Until 1981, New York City recorded
only the pension liability incurred two years previ-
ously as a pension cost for the current year. It is mak-
ing up this lag by charging off 1/40 of the prior pension
costs each year. The $2,850 million not yet charged off
is not recorded in any fund. (I don't know the rationale
for this strange practice or for the assumption that the
average employee has 40 more years of employment.)
Moreover, in a footnote to the annual report, we leam
that New York City has an unfunded pension liability
of $9 billion, but this is not reflected anywhere in the
accounts.

Accountants can play games with the
expenditure principle by deciding on the type of assets
to be acquired through the general fund. Conceptually
the capital projects fund is supposed to acquire major
capital assets. In practice, the accountant can reduce
surpluses by acquiring them through the general fund.
Equipment (even whole buildings) can be acquired in
this way if the accountant elects to do so.

Possible moves

when it discovers that it is likely to
report a large surplus, a city can make various moves
under current accepted accounting principles. Among
them are the following:

Charge the general fund for expendi-
tures that properly belong in the special
revenue fund or capital projects fund.

Reduce the profit transferred from
enterprise funds to the general fund.

Increase the subsidy the general fund
provides to enterprise funds.

Prepay debt service to the debt service
fund.
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Acquire capital assets with general fund
financing, either directly or by transfer
to the capital projects fund.

Add to inventory.

Prepay noneurrent liabilities.

In general, to eliminate a deficit, a eity
can also make various moves, such as:

Charge more costs to special revenue
funds.

Transfer funds (whether recorded as a
profit or not) from enterprise funds to
the general fund.

Reduce the subsidies that the general
fund supplies to enterprise funds.

If it has prepaid debt service, reduce or
eliminate current payments to the debt
serviee fund.

Reduce the addition to pension funds.

Eat into inventory.

Classify certain expenditures as noneur-
rent liabilities.

These moves are all consistent with
GAAE In addition, a eity can defer or anticipate reve-
nues or expenditures and can engage in certain other
maneuvers, but only if these escape detection by the
auditors.

Outcomes of various
plays

As a consequence of the actions just
descrihed, the reader of the finaneial report eannot pos-
sibly learn how the city actually performed during the
year covered by its financial statements. The real state
of affairs in New York City in 1984 was most certainly
not reflected by the reported $23 million surplus. The
bottom-line amount might be higher; it might be
lower; and the swing could be hundreds of millions of
dollars.

I emphasize that the games that pro-
duce this result are deliherate attempts to accomplish
the objective of reporting a small surplus. They are

inherently different from the judgment ealls necessary
to the accounting of all organizations. Because these
judgments eannot be entirely accurate, all accounting
reports arc approximations, but the intent is to arrive
at the best approximation possible, not to come to a
predetermined bottom line.

I emphasize also that I have used New
York City as an example because of my familiarity
with it, not because it is especially bad. Moreover, be-
eause of the wording of the federal hailout legislation.
New York City had a stronger incentive to play games
than did other cities. The situation in other cities is
worse. Wanda Wallace adjusted the 1979 financial
statements of Buffalo, New York so that they reflected
what actually happened, as best she could determine.
The small surplus that had been reported was $317,407
on revenues of $ 186,183,742. Her adjustments changed
this to a deficit of $ 19,345,020-more than 10% of
revenues.'

The most worrisome possibility is that
by minimizing its reported surplus, a city will build up
kitties in good years and will delay the recognition of a
true defieit in later years by reverse actions. Thus it
will hide the approach of a financial crisis until bank-
ruptcy is imminent. This is what happened in many
cities in the 1970s. It can happen again.

Steps to hmit the game

Independent auditors examine the ac-
counts of many governments. The auditors may catch
certain plays of the game-holding the books open,
misclassifying transactions-but as the New York City
experience shows, their efforts are minimal.

A few munieipalities genuinely want to
report actual performance, and they modify the GAAP
system so that the results more closely approximate
reality. They combine special revenue funds, enterprise
fund organizations, or both, with other operating reve-
nues and costs into a single general fund. They convert
expenditures into expenses by employing an internal
service fund, a way to reaeh the end result that works
quite well in business and less straightforwardly in
municipal accounting.

These practices mitigate some of the
weaknesses of government GAAP Not many munici-
palities use them, however, and they do not cure the

Wanda A. Wallace,
"Accounting Policies and
the Measurctnein ot Urban
Fiscal Strain," in
Research in Govemmenla!

and Non-Profit Accounting.
ed.lames L.Chan
[Greenwich, Conn.:
(AlPress, 198S|,p.2Ol.
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basic weakness: the inability to measure the actual
performance of the govemment entity.

The only way to produce reports that
show actual performance is to disregard the govem-
ment GAAP requirements. The District of Columbia,
for example, has done this. Under the leadership of an
enlightened mayor and with the cooperation of a
courageous public accounting firm, Washington has
reported the performance of the city as a whole since
1981.1 call its accounting firm, Arthur Andersen &
Company, courageous because the committee on eth-
ics of the American Institute of CPAs took it to task for
this practice.

The institute resolved the charge
against the firm when it was agreed that the overall
report on performance was in addition to, not instead
of, the antiquated reports prepared in conformance
with generally accepted accounting principles. It takes
a brave accountant to be associated with a report that
differs from CAAIJ especially if its bottom line is
either a deficit or a large surplus. A few other entities
have taken similar steps. They include Beverly Hills;
Dallas; Flennepin County, Minnesota; Portland, Ore-
gon; Salt Lake City, and doubtless others that I have
not learned about.

How to end the game

After the financial crisis of the 1970s,
several accounting firms and academic researchers re-
ported on the inadequacies of government accounting.
The FASB held hearings on the matter in 1978 and gen-
erally agreed that the system was in need of extensive
changes. No such changes have been made. Why?

The real reason is that many municipal
accountants and mayors want to continue their games.
Until the next crisis, they can make the numbers come
out any way they want, and when a crisis does appear,
they can obtain a bailout from the state or federal gov-
ernment because it is often too late to do anything else.
(Only a handful of municipalities have actually gone
bankrupt.) Naturally, the accountants have not stated
this reason publicly

Instead, advocates of the status quo
argue that municipal accounting differs fundamentally
from business accounting. They say that a municipal-
ity does not have a profit motive and that those who
propose changes want to "force government account-
ing into the commercial mold." Although embellished
with much rhetoric and illustrated with such silly
examples as the irrelevance of depreciating the Wash-
ington Monument, this argument has little to recom-
mend it.

Any organization-a business, a govem-
ment, or a nonprofit institution-has expenses. Ex-
penses measure the cost of the resources the organiza-
tion has consumed. If in an average year its revenues
are at least equal to these expenses, the organization
has broken even; if it can continue to operate in this
way, it is viable. If revenues average less than expenses,
tbe organization is not viable.

A successful business must have reve-
nues sufficient to generate a satisfactory profit, as well
as to cover its expenses. A municipality needs only to
break even. Thus in most respects, the same principles
should apply to government accounting that apply to
business accounting. The system should measure
revenues-the inflow of resources relevant to opera-
tions in the year-and it should measure expenses, the
cost of resources consumed in the year.

Moreover, when an organization mea-
sures expenses, it can compare its operating costs, both
in total and for its various activities with those of other
organizations, providing both management and inter-
ested outside parties with useful information about
how efficiently the organization has performed. This is
not possible with expenditure-based reporting (except
in the unusual case where the organization's expenses
happen to equal its expenditures).

There are two, and only two, significant
differences between the accounting problems in a
municipality and those in a business. First, defining
the municipal entity is a problem. The subsidiaries
included in the financial report of a consolidated corpo-
ration are, in general, those for which the parent com-
pany owns a majority of the common stock. Since
municipalities do not have common stock, some other
way of defining the municipal entity is needed. In re-
cent years, much research has been done on this prob-
lem, and it is clear that a satisfactory solution can be
worked out.

Second, accounting for capital assets
is a problem. Municipalities often receive grants for
acquiring capital assets (new buildings, equipment,
roads, sewers, and so on). These grants are not revenues
because they have no relation to operations for the cur-
rent year. They must therefore be accounted separately
from revenues. The way to do this is to create a sepa-
rate fund for them. This is a legitimate use of the fund
accounting mechanism.

There is an associated problem with
these assets-how, if at all, to incorporate their depreci-
ation into the measurement of operating performance.
Assets that have an indefinitely long life, for example
the Washington Monument, obviously should not he
depreciated. Assets that support current operations,
such as office buildings and equipment, clearly should
be charged to operations via the depreciation mecha-
nism, just as similar assets are charged in enterprise
funds.
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Infrastrueture assets, such as roads,
bridges, and sewers, pose a problem that has no coun-
terpart in husiness. These assets do benefit the city, but
their useful life is so long that a depreciation charge
may be unrealistic. On the other hand, if they were fi-
naneed hy hond issues, the bonds must be paid off, and
the expenditures ultimately become as much a cost to
the city as would any other expenditures.

We need to develop an accounting
principle governing the definition of infrastructure
assets and how to treat them. Drafts of such a principle
already exist, and agreement on the appropriate treat-
ment should be feasible once a serious discussion of
these drafts takes place.

Need for GASB
action

After years of foot-dragging hy muniei-
pal accountants, the Governmental Accounting Stan-
dards Board (GASB) was created in 1984. Its function is
to set accounting standards for transactions that are
peculiar to state and municipal govemments. The
board recognizes the importance of the entity problem
and the capital asset prohlem, and it has research under
way on both. It has not, however, given its views on the
fundamental question: Does govemment accounting
differ from other accounting in any other respect?

If, as I have tried to show, no other sig-
nificant differences exist, the board should say so. Un-
til this matter is clarified, the board will spend its time
trying to resolve current issues in the context of the ar-
chaic framework. For example, it has wrestled with the
question of whether a certain type of hond issue should
be classified as a current liability and hence accounted
for in the general fund, or classified as a noneurrent lia-
bility and therefore not accounted for in any fund.

The GASB should try to resolve the two
problems described. Both require difficult decisions,
but the board has about all the information it needs to
make them. The standards required for implementa-
tion can he relatively brief. They will include changes
in the present practices of accounting for revenues and
expenses that are consistent with the new concepts.
They will also describe the proeess of making the tran-
sition from the present system to the modem system.
The board should make it clear that all transactions
not covered hy these standards are to be accounted for
hy the principles that apply to all organizations.

Since the board must allow at least a
year, more likely two years, for the transition to mod-
em accounting, the earliest effective date for imple-
mentation of a new system is the late 1980s. Until the

GASB acts, govemment accountants can continue to
play their games. Unless the GASB acts promptly, we
may see a repeat of the 1970s. ^

Meaning of the
bottom line
In a business, the bottom line-the difference be-
tween revenues and expenses - measures success
in achieving objectives; in a nonbusiness organi-
zation, the bottom line cannot have this meaning.

It can, however, have a highiy significant meaning of
its own.. .The idea of "operating capital mainte-
nance" unites these two meanings of the operating
statement. A business maintains its capitai through
operations if its revenues for a period exceed its
expenses for the period by an amount that provides
a satisfactory return to its equity shareholders.
A nonbusiness organization has no equity owners
and therefore no equivalent need to earn a return
on equity, at least as a general rule... A nonbusiness
organization maintains its capital through opera-
tions if it breaks even - that is, if its revenues af
least equal its expenses.

Thus a business and a nonbusiness operating
statement can convey the same message: the
extent to which the organization has maintained its
capital through operations. Maintenance of capital
is the most important single piece of information
about nonbusiness organizations. It is also impor-
tant for a business, but in a business the bottom line
conveys an additional message - how well the or-
ganization attained its objecfives of earning profits.

A nonbusiness operating statement can also con-
vey important additional information on how much
was spent for various services - instruction,
research, and athletics in a university; public safety,
roads, parks and recreation, and welfare in a munic-
ipality. The amounts spent for each program do not
represent the quantity of services provided, but they
do indicate relative magnitudes of effort.

In summary, a business operating statement mea-
sures revenues, expenses, and the difference
between them; a nonbusiness organization's oper-
ating statement should also report that information,
even though the meaning of the bottom line is not
the same.

Ffom
Robert N. Anthony

"Making Sense of
Nonbusiness Accounting,"
HBR May-June 1980, p. 83.






