Governmental – Chapter 4 – Questions Solutions

Q1. Current and long-term assets. Explain the difference between current and noncurrent assets and liabilities.  

Answer.  Current assets are available to pay expenses or expenditures or are assets that are likely to be used up or consumed during the current fiscal year.  Current, or short-term liabilities are expected to be paid during the current fiscal year.  Noncurrent assets are restricted cash and investments or capital assets that are unlikely to be consumed or used up within the current fiscal year.  Noncurrent, or long-term liabilities are not expected to be paid during the current fiscal year.  (reference pages 80, 92, 98-99, 102)

Q2. Asset, liability, and equity accounts.  What is credit risk and what is market risk?  

Answer.  Credit risk is the risk that another party to a deposit or an investment transaction (the counterparty) will not fulfill its obligation to return the cash or securities.  Market risk is the risk that market forces will change interest rates or other underlying economic factors that will affect the value of the investments.  (reference pages 81-82)  

Q3. Asset, liability, and equity accounts.  Why is an investment policy important?  

Answer.  An investment policy defines and restricts the types of permitted investments.  The governing body (legislative branch) of a government sets an investment policy that the investment official (executive branch) must follow in order to prevent excessive risks from being taken with public monies.  (reference page 82)  

Q4. Asset, liability, and equity accounts.  What is the fair value method of accounting for investments?  

Answer.  Under the fair value method of accounting, investments are reported at fair value (market value) and the components of investment income are interest income, dividend income and net increase or decrease in the fair value of the investments.  (reference page 84)  

Q5. Asset, liability, and equity accounts.  What is a repurchase agreement and why is collateral important?  

Answer.  A repurchase agreement is an investment transaction in which an entity (buyer-lender) transfers cash to a broker-dealer (seller-borrower).  In return, the seller-borrower provides securities to the buyer-lender as collateral and agrees to repay the cash plus interest in exchange for the same securities at some point in the future.  The collateral securities are a form of guarantee in case of default by the seller-borrower and become purchased securities of the lender under the terms of a repurchase agreement.  (reference page 86)  

Q6. Current and long-term assets.  Explain how a securities lending agreement works.

Answer.  In a securities lending agreement an entity transfers (lends) its securities to a broker-dealer or other financial institution (borrower) in return for collateral that can be either cash, other securities or letters of credit.  The entity agrees to return the collateral at some time in the future and the borrower agrees to return the original securities.  If the collateral is other securities or a letter of credit, the entity receives a loan premium or fee from the borrower as revenue.  If the collateral is cash, the borrower may charge the lender a borrowers rebate fee, however the lender can then generate additional revenue (hopefully more than the fee) by investing the cash in other securities.  (reference pages 88-89)  

Q7. Current and long-term assets.  What type of receivables might be found on a governmental balance sheet?  

Answer.  Common types of receivables for governments include taxes receivable, billings for services and amounts due from other funds or governmental units.  (reference pages 90-91)  

Q8. Current and long-term assets.  What is the method of accounting for inventory?  

Answer.  Governments have a choice of methods to account for inventory.  Governmental funds may account for inventory as an expenditure when purchased (purchase method) or create an inventory asset account and then charge only the items used during the fiscal period to expenditures (consumption method).  (reference pages 91-92)  

Q9. Capital assets.  What is infrastructure and how do governments account for it?  

Answer.  Infrastructure includes capital assets that are stationary and longer lived than most other capital assets.  Infrastructure assets include roads, bridges, tunnels, drainage systems, water and sewer systems, dams and lighting systems.  For purposes of accounting for infrastructure, GASB categorizes infrastructure into networks of assets and subsystems of networks.  Infrastructure is reported at historical cost.  Governments have the option of depreciating the cost of infrastructure (less any anticipated residual value) over the estimated life of the asset or they can adopt the modified approach for reporting infrastructure.  Governments can adopt the modified approach for some infrastructure networks or subsystems of networks and depreciate other networks or subsystems of networks.  (reference pages 93-94,  96-98)  

Q10. Capital assets.  Explain the modified approach to accounting for infrastructure.  

Answer.  Governments are not required to depreciate infrastructure assets that are part of a network or a subsystem of a network if the entity meets the requirements of the modified approach.  The modified approach is designed to demonstrate that the entity has assessed the condition of the assets and that it is maintaining the condition of the assets at or above the established condition level.  The modified approach requires governments to maintain the following: 1) an asset management system for eligible infrastructure that includes an up-to-date inventory, condition assessments using a measurable scale and an annual estimate of the funding needed to maintain the asset at the condition level; and 2) documentation that the eligible infrastructure is being preserved at or above the level established that includes a complete condition assessment every three years and the three most recent assessments show that the condition level is being maintained.  (reference pages 97-98)  

Q11. Capital assets.  If a capital asset is being constructed, will the fund capitalize interest on the capital asset?  

Answer.  Governmental funds and governmental activities should not capitalize construction period interest but proprietary funds and business-type activities should capitalize construction period interest related to capital assets in accordance with the provisions of FASB Statement No. 34, Capitalization of Interest Cost and FASB Statement No. 62, Capitalization of Interest Cost in Situations Involving Certain Tax-Exempt Borrowings and Certain Gifts and Grants This follows the business-type activity concept of matching the depreciation expense of all related costs of an asset over the period of time the asset will generate revenues.  Construction period interest is not capitalized for capital assets used in governmental activities because this would be contradictory to the GASB Statement No. 34 requirement that interest is an indirect expense and should not be allocated to functions or programs.  (reference page 94)  

Q12. Current and long-term liabilities.  Explain why a government would issue tax anticipation notes.  

Answer.  A government would issue a tax anticipation note if it expects to incur large expenditures in the fiscal year before its tax revenues are received.  The tax anticipation note would be repaid when the taxes are collected.  (reference page 100)  

Q13. Current and long-term liabilities.  What is the difference between a demand bond and a regular bond payable?  

Answer.  Demand bonds are long-term bonds issued with a demand (put) feature which permits the bondholder to require the issuer to redeem the principal plus accrued interest on the bond upon demand, usually with 1 to 30 days notice.  Because the bondholder has the right to demand the principal amount on a short-term basis, demand bonds are reported as current liabilities unless certain conditions are met.  Long-term bonds without a demand feature (regular bonds) are reported as long-term liabilities.  (reference pages 107-108)  

Q14. Current and long-term liabilities.  What is a conduit debt obligation?  

Answer.  Conduit debt obligations exist when a governmental entity issues debt for a third party that is not part of the issuer’s financial reporting entity.  The issuing unit does not have to account for the conduit debt because its repayment is the obligation of a third party. (reference page 103)  

Q15. Current and long-term liabilities.  What is the economic gain or loss that is required to be disclosed on an advance refunding of long-term debt?  

Answer.  The economic gain or loss that must be disclosed on an advance refunding of long-term debt compares the present value of the future stream of principal and interest payments of the new debt with the present value of the stream of principal and interest of the old debt.    (reference pages 103-104)  

Q16. Current and long-term liabilities.  When would a government record a capital lease payable?  

Answer.  A capital lease provides ownership of or the option to purchase an asset at the end of the term of the lease.  The government would record the full amount of the lease as a long-term liability, offset by a capital asset account at the time the lease is executed.  (reference page 106)  

Q17. Current and long-term liabilities.  What are compensated absences and are they a current or noncurrent liability?  

Answer.  Compensated absences are those absences for which an employee will be paid, such as vacation and sick leave.  Compensated absences should be accrued as a liability when the benefits are earned if both of the following conditions are met: 1) the employees’ right to receive compensation is attributable to services already earned; and 2) it is probable that the employer will compensate the employees for the benefits through paid time off or cash payments at termination or retirement.  A current liability would be set up for the portion of the compensated absences that are expected to be paid during the current fiscal period.  A noncurrent liability would be set up for the remaining compensated absence liability that is expected to be paid in future fiscal years.  (reference pages 108-109)  

Q18. Current and long-term liabilities.  Provide an example of a claim or judgment that should be recorded as a governmental liability.  

Answer.  Examples of claims or judgments that should be recorded as a governmental liability would be torts (claims for personal injury); theft of, damage to or destruction of assets; business interruption; errors or omissions; job related illness or injury to employees; or acts of God such as natural disasters.  If it is probable that a claim will be paid and the amount of the claim can be estimated, the amount of the claim should be expensed and offset with a liability account claims and judgments.  (reference pages 109-110)

Q19. Current and long-term liabilities.  How is the annual expense or expenditure for landfill closure and postclosure cost measured and calculated?  

Answer.  The annual expense or expenditure for landfill closure and postclosure cost is  measured and calculated as follows:  (reference pages 110-111)  

	Estimated total current cost
	x
	Cumulative capacity used
	–
	Amount previously recognized

	Total estimated capacity
	
	


Q20. Components of fund balance and net assets.  What is the difference between reserved and unreserved fund balance?  

Answer.  The unreserved portion of fund balance is available for the governing body to appropriate for any purpose.  The reserved portion of fund balance has either been set aside to fund some specific purpose or it can not be appropriated for other reasons.  (reference page 111)
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