|
'

“ AD=AO70 263 NAVAL POSTGRADUATE SCHOOL MONTEREY CA F/6 S/1
RETIREMENT ACCOUNTING AND THE UNFUNDED LIABILITY.(U)
' MAR 79 A T CHURCH
UNCLASSIFIED NL

s




N e
o P
e

= EN B

O

I HHI: Il




\ /" : o ) ~J
: &

NAVAL POSTERADUATE SCHOOL

Monterey, California

ADAOT(263

THESIS

RETIREMENT ACCOUNTING

AND THE UNFUNDED LIABILITY

by

Albert T. Church, III

March 1979

Thesis Advisor: S. §. Liao

DDC FILE COPY

Approved for Public Release; Distribution Unlimited.




Illnclassified
SECURITY CLASSIFICATION OF THIS PAGE (When Date Entered)

REPORT DOCUMENTATION PAGE BEFORE COMPLETING FORM
now Wﬁw
6

R COVERED

8. TITLE (06 S0abho) icminim oo o -— N
Retirement Accounting and the Unfunded }
Liability ‘]

7 6. PERFORMING ORG. REPORT NUMBER

[7, AUTHOR(a) T CONTRACT OR GRANT NUMBER(S)
Albert T. /Church, fi?w“] D

| A et /2 | 15,
h.-—nmm-—mmu— e NN RO Ty TASK

Naval Postgraduate School
Monterey, California 93940 '

1. COMTROLLING OFFICE NAME AND ADDRESS —_ //
Naval Postgraduate School <iil Ma et 79 |
- )

Monterey, California 93940 . W.llorpmn

T3 MONITORING AGENCY NAME & ACORESS(I! differsnt frem Contrelling Otfice) 18. SECURITY CLASS. (of thig rdpert)
Naval Postgraduate School Unclassified

Monterey, California 93940
[T5 DECpaTszICATION/ DOwNGRADING |

e oo e
16. DISTRISUTION STATEMENT (of thie Repert)

Approved for public release; distribution unlimited.

17. DISTRIBUTION STATEMENT (of the abetrast entered In Bleck 20, if difforent frem Repert)

18. SUPPLEMENTARY NOTES

19. KEY WORDS (Continuwe on elde It y and (dontify by bleck number)

Military Retirement Costs, Pension Plan Valuations, Actuarial Cost
Methods, Unfunded Liabilities

20. ABSTRACT (Centinue en reverse side Il necoccary and Identify by block mamber)

This thesis examines military retirement costs and the much-
publicized unfunded liability that has accrued. Accounting and
funding of pension costs in the private sector are analyzed by
discussing accepted actuarial valuations and cost methods,
Accounting Principles Board (APB) Opinion No. 8, and the Employee
Retirement Income Security Act (ERISA) of 1974. Private sector
procedures are then compared to retirement plans and procedures

DD , 5u'ss 1473  eoimiow oF 1 wov e8 13 OBsOLETE A-Unciassified
{onge 1) ol LSO\ L/ TECURTY CLARIFICATION 67 THe FAaR (Bhan Bre Bierse




Unclassified

SOCUMTY CLASPICATION OF THIs PAaQE/ Yen Neta Bnteved.

in the public sector. Finally, the nature and trend of
military retirement costs is presented, followed by arguments
as to the relevance of the unfunded liability. The thesis
concludes with the observation that the growing governmental
liabilities for retirement and social programs need formal
recognition. The controversy surrounding military retirement
costs, a small and relatively stabilized portion of this
liability, is considered to be over-emphasized.

Accession For
NTIS GRA&I

DDC TAB
Unannounced
Justification____

1

o |

{ :»Y ',
"‘stributien/

dladility Codas

)A
iR

valland/or
special

DD, Form, 1473 " Unclassified

S/P} 0.1'62'-014-6601 “  SECUMTV CLASSIPICATION OF THIS PAGRWhen Dere Enrered)

- R R —



APPROVED FOR PUBLIC RELEASE; DISTRIBUTION UNLIMITED

Retirement Accounting and the Unfunded Liability

by

Albert T. Church, III
Lieutenant Commander, United States Navy
B.S., United States Naval Academy, 1969

submitted in partial fulfillment of the
requirements for the degree of

MASTER OF SCIENCE IN MANAGEMENT

from the

NAVAL POSTGRADUATE SCHOOL

March 1979
DDC
o0 (]
JUN 22 1979
COLIUTS
Author ceiteZ 7 Collanes -

Approved by: //>,€§?;;t;/f/v,;?2h_,

= T S o 2
/ﬁv¢4v/<“;éi  (>
C;. *- \
/2

Thesis Advisor

-~ Second Reader

snd,

Dean of Information aniéi?ficy Sciences
.




ABSTRACT

f This thesis examines military retirement costs and the
much-publicized unfunded liability that has accrued. Account-
ing and funding of pension costs in the private sector are
analyzed by discussing accepted actuarial valuations and

cost methods, Accounting Principles Board (APB) Opinion No. 8,
and the Employee Retirement Income Security Act (ERISA) of

1974. Private sector procedures are then compared to retire-

ment plans and procedures in the public sector. Finally, the
nature and trend of military retirement costs is presented,
followed by arguments as to the relevance of the unfunded
liability. The thesis concludes with the observation that

the growing governmental liabilities for retirement and social
programs need formal recognition. The controversy surrounding
military retirement costs, a small and relatively stabili:zed

portion of this liability, is considered to be over-emphasi:zed.
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[. INTRODUCTION

A. GENERAL

Beginning with the Treasury Act of 1789, accounting in
government has undergone many changes in evolving to its
present state. Numerous legislative reforms and professional
organizations have contributed to its development and
increased level of sophistication. Yet many difficult and
controversial issues remain in the field of government
accounting. Municipal, state, and federal accounting and
reporting systems differ widely. These in turn vary consid-
erably from the principles practiced in the private sector.
This paper attempts to trace briefly the history of account-
ing by the U.S. Government, and will focus on two current
and on-going issues, those of accrual and full-cost account-
ing. With this background, the remainder of the paper deals
with retirement costs in the private and public sectors, how

they are accounted for and funded, and recommendations for

future improvements. Emphasis is placed on military retire-
ment costs, since they are totally unfunded and represent a |
significant financial liability to future taxpaying genera- ﬁ

tions.

B. THE PROBLEM ¢

The past several vears have seen increased public aware-

ness and media coverage of the escalating costs of military

9
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manpower, and the expense and form of military compensation,
both active and retired. Out of this have come numerous
reports, surveys, and recommendations for wide-ranging

reform of the services' pay/allowance and retirement systems.
In response to this situation, the President established by
Executive Order in June 1977 the President's Commission on
Military Compensation. Tasked with reviewing the findings

of all recent committees and submitting an encompassing recom-
mendation for modernization, it reported out in April
1978.[Ref' 20} Specifically tasked was the development of

a system that was both appropriate and equitable. The impe-
tus behind these studies was very clearly another matter,
however. It is the rising cost of an ever increasing retire-
ment community that is the compelling force driving this
reform movement. In 1978, for instance, outlays for retired
military pay was $9.1 billion, representing roughly 8 percent
of the defense budget. This figure is projected to reach
$13.0 billion by 1982 (approaching 10 percent of total
defense outlays). If the retirement costs of the six other
federal retirement systems were added in as was done in

Ref. 7, these figures would more than double. It is under-
standable with 1981 total federal retirement outlays approach-
ing $25 billion and growing, that there would be considerable
cause for concern. More alarming, however, is the fact that
these seven retirement systems also reported liabilit.es
exceeding $320 billion (8166 billion for the uniformed
services), of which less than $44 billion had been set aside

in federal trust funds. The difference between this accrued
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prior service cost and the fund balance (s referred to
generally under the heading of the "unfunded retirement lia-
bility." The mere size of this accrued liability has serious
financial, social, political and economic implications. This
paper attempts to address many of these areas. Specifically,
under accrual accounting concepts required by generally
accepted accounting principles (GAAP), shouldn't the currently
| accruing retirement liability be recognized? If accounting
procedures are implemented to recognize this liability,
shouldn't this amount also be funded as representative of
current costs for defense? Should the prior service costs
be handled in a manner similar to the private sector and
amortized over a designated period? Finally, what political

ﬁ and economic responses could be expected if all or some combi-

nation of these proposals were enacted?

€. NEED FOR RESEARCH

[t is apparent that this unfunded retirement liability,
now greater than $280 billion, represents a significant tax
burden for successive generations. If recogni:zed, the accumu-
lated national deficit would soar well above a trillion
dollars with attendant economic and social repercussions.

A great deal of research concerning how to handle these costs

is presently being undertaken. Contributing agencies include

the Office of Management and Budget (OMB), the General
Accounting Office (GAO), the Department of Defense (DOD),
the Congressional Budget Office (CBO), congressional sub-

committees and numerous public accountants, economists and

11
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educators. Using accrual accounting concepts as a point of
departure, a number of issues, as addressed in paragraph B
above, still remain unanswered. There are opposing views
on many points. In some instances experts may agree in
principle with proposed changes while dismissing any real
action. The thrust of this paper is to bring together the
current arguments surrounding federal retirement costs,
reach some general conclusions and comment on some of the

proposals for future change.

D. METHODOLOGY

The information needed to address these issues was
obtained through library research and analysis of many tech-
nical papers published recently on the subjects of accrual
accounting in government and federal retirement systems.
Development of the subject begins with a brief history of
government accounting, emphasizing major legislative reforms
and the development and implementation of accrual accounting.
Chapter III discusses the Arthur Andersen papers, which
prepared representative consolidated financial statements
for the government on an accrual basis. Following this,
accounting and funding procedures for pension plans in the
private sector are presented, under the guidelines of GAAP
and the Employee Retirement Income Security Act (ERISA).
These procedures are then compared with several retirement
and transfer payment plans in the public sector. Finally,
military retirement costs and the associated unfunded liabil-
ity are addresses in specific. A number of revised accounting

12
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and funding proposals have recently been introduced, and
these are discussed. Chapter V then offers some observations

and conclusions based on the issues developed throughout the

paper.
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IT. ISSUES IN GOVERNMENT ACCOUNTING

A. BRIEF HISTORY OF GOVERNMENT ACCOUNTING

For nearly 200 years the United States has strengthened
its constitutional checks and balances and has incorporated
into this structure the concept of accountability. To
achieve accountability, effective accounting controls and
sound financial reporting are essential. This section of
the paper summarizes the major efforts of the federal govern-
ment to improve the usefulness of its accounting, budgeting
and financial reporting systems. This, in turn, leads to a

discussion of accrual accounting in government, adoption of

which underlies the recognition of retirement cost liabilities.

Major reforms in this area are highlighted in Table I.

The first important legislation dealing with the fiscal
authority of Congress was the Treasury Act of 1789. As
implied, this act created the Treasury Department and dele-
gated it authority for management of the revenues and the
estimating of public receipts and expenditures. The act
established an auditor and controller within the Treasury
Department, and required an annual report to Congress de-
tailing the receipts and disbursements of public monies made
during the fiscal vear.

A major reform was the Budget and Accounting Act of
1921, which instituted a number of important changes in the

financial management of government. Two of the more important

14




of these were the establishment of the General Accounting
Office (GAO) and the Bureau of the Budget (BuBud). GAO was
created independenf of the Executive Branch and had final
review authority as to the propriety and legality of all
government expenditures and transactions. As such it became
essentially the auditing arm of the Congress. It was set up
primarily as a large bookkeeping agency responsible for main-

taining the appropriation records for all government agencies.

BuBud was established within the Treasury Department and

|
|

charged with aiding the President in developing the annual
|

budget to be sent to the Congress. This was the first attempt :
to budget resources and identify them to actual program re-
quirements. Initial budgetary efforts, however, left much
to be desired. They were implemented on a cash basis and
provided no means for expenditure control. In 1939 BuBud
was transferred to the Executive Office of the President.

As a result of a 1937 Brookings Institution report, the
Legislative Reorganization Act of 1946 was passed into law.
This study had noted a number of weaknesses in government
accounting, among them the fact that existing systems still
failed to give Congress complete control over collecting and
disbursement of public funds, and there was no existing
control over the preparation of government financial statements.
The Senate Committee on Government Operations, established by
this act, began the Joint Program for Improving Accounting in
the Federal Government (JPIAFG). This evolved the following
year into the Joint Financial Management Improvement Program

(JFMIP). This program still exists today and is chaired by

15
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TABLE I H

SUMMARY OF MAJOR LEGISLATION AND EVENTS DESIGNED TO 1
ESTABLISH EFFECTIVE FISCAL MANAGEMENT IN GOVERNMENT

1789 - Treasury Act

1906 - Anti-Deficiency Act (R.S. 3679)
1921 - Budget and Accounting Act

1933 - Securities Act

1939 - Bureau of Budget Transferred from the Treasury
to the Executive Office of the President

1946 - Legislative Reform Act - Joint Program for
Improving Accounting in the Federal Government
(JPIAFG)

1947 - First Hoover Commission
1949 - National Security Act Amendments
1950 - Budget and Accounting Procedures Act

1955 - Second Hoover Commission

1956 - P.L. 84-363

1965 - Planning-Programming-Budgeting System (PPBS)

{
|
i
|

'
4
|

i

1967 - President's Commission on Budget Concepts

1968 - Revenue and Expenditure Control Act

i S me Ao

1970 - Legislative Reorganization Act

1974 - Congressional Budget and Impoundment Act

e

1976 - Zero-Base Budgeting (IBB)

16




the Comptroller General, Secretary of the Treasury, Director
of OMB, Chairman of the Civil Service Commission (CSC), and

head of the General Services Administration (GSA). As

stated by the Comptroller, the purposes of the JFMIP were:

"to develop sound accounting within each agency,
as a working arm of management, in terms of
financial information and control...integrate
patterned accounting and financial reporting for
the government as a whole, responsible to execu-
tive and legislative needs...elimination of over-
lapping operations and paperwork...further
application of efficient methods and techniques
in accounting operation throughout the govern-
ment_"[Ref. 3, P. 38
This program was considered necessary because accounting
processes had failed to keep up with the increase in the
number of government activities and with changes in the
management structure. This management structure had changed
from a centralized to a decentralized operation resulting
from the vast number of activities created during two world
wars. While the JFMIP did not have any legal force, it led
utimately to the Budget and Accounting Procedures Act of
1950.

Also, in 1947 the Commission on Organization of the

Executive Branch (commonly called the “Hoover Commission')
was formed in an attempt to streamline the federal account-

ing system which it found outmoded, cumbersome and inadequate.

Its findings included a recommendation to develop a complete
and integrated accounting system tied to a performance or
program budget. It also gave implicit approval to the

concept of accrual accounting in government.




In 1947 the National Security Act Amendments created DOD
and departmental comptrollers and authorized the establish-
ment of working capital funds. This was followed in 1950 by
the Budget and Accounting Procedures Act, an incorporation

of many of the recommendations of the first Hoover Commission.

As suggested by the title, many accounting changes were sub-
sequently instituted. The Act gave the establishment and
maintenance of accounting systems to the individual govern-
ment agencies, thus removing the bookkeeping function from
the GAO. GAO maintained authority, however, to prescribe
accounting principles and standards for agencies and, addi-
tionally, was given the responsibility to approve all new
accounting systems before implementation. One standard
prescribed by the Comptroller General (GAO) was the required
use of accrual accounting to supplement the obligation basis.
Finally, this act considerably strengthened the audit role
of the GAO.

The next significant development in government accounting
resulted from the findings of the second Hoover Commission
formed in 1953. Their conclusions criticized the obligation-
al basis of accounting, in that Congress did not know under
the system when an obligation would be paid, and consequently
lost control of appropriations. In other words, under this

"open-end'" situation, end of year "unexpended appropriations"

were neither identified nor controlled. Their conclusion,

much like the first commission, was that there was insuffi-

cient control over expenditures either by the Executive

18




Branch or by Congress. In the area of accounting their

report stated:

"Through the Budget and Accounting Act of 1950, g
Congress imposed on the Bureau of the Budget, :
the Treasury Department, and the Comptroller
General, the legal responsibility for the devel- '
opment of accounting methods designed to provide

operating information. Up to the present, how-
ever, only a few steps have been taken for the
implementation of these programs, Tsd the;e
steps have not accomplished much."

58]

Three other areas received particular attention by the
Commission: budgeting based on costs, appropriations based
on estimated annual accrued expenditures, and accrual
accounting.

The impetus given by the Second Hoover Commission to
accounting and financial management practices in government
led to more hearings and committee reports. These led ulti-
mately to the passage in 1956 of Public Law 84-863 which in-
corporated into law most of the recommendations of the
Commission, exéepting the accrued expenditures concept for
appropriations. This law, which amended the Budget and
Accounting Act of 1921, had as its main features the
following:

1. The requests of the department and establishment for
appropriations shall, in such manner and at such
times as determined by the President, be developed
from cost-based budgets and

2. As soon as practicable after the date of enactment
of this subsection, the head of each executive agency

shall, in accordance with principles and standards

19




prescribed by the Comptroller General, cause the
accounts of such agency to be maintained on an

[ accrual basis....

i A copy of P.L. 84-863 is found in Appendix A.

; ; The decade of the sixties saw continued reform in the

areas of cost-based budgeting and congressional attempts to

get an accurate handle on the national purse strings. Imple-

[ mented in 1965, the Planning-Programming-Budgeting System

(PPBS) was an effort towards expressing the budget on a

program or performance basis. These endeavors were endorsed

by the President's Commission on Budget Concepts in 1967,
along with a recommendation that the budget be expressed on

) an accrual basis to provide a better measure of the impact

of government activities on the economy. The Revenue and
Expenditure Control Act of 1968 placed limitations on overall

disbursements and obligations that could be made in the

twelve-month period. This was modified somewhat in 1969 byv
the Second Supplemental Appropriations Act which placed a
continuously moving ceiling on expenditures.

Sweeping reform came the following vear with passage of
the Legislative Reform Act of 1970. This act directed
BuBud, now the Office of Management and Budget (OMB), with

the Treasury, to standardize and modernize the budgets and

fiscal management of government agencies through the devel-

opment of a vast EDP system. In 1963, the responsibility of
accounting and financial reporting for plant and property f
was shifted from OMB to GSA. Appropriately, the director !

of the GSA was made a member of the JFMIP. Finally in 1974

' 20
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the Congressional Budget and Impoundment Act was passed.
This legislation created separate budget committees in both
houses of Congress, and a new agency, the Congressional
Budget Office (CBO), was created to coordinate and assist
the work of the two budget committees.

Having traced the chronological history of major inno-
vations in governmental accounting and financial management,
it is worthwhile to review the structure and responsibilities
of the agencies entrusted with the operation of these

systems.

1. General Accounting Office (GAO)

The Comptroller General is head of the GAO and is
appointed to that position by the President for a period of
15 years. It is independent of the Executive Branch by
design, and the long tenure of the Comptroller General
compliments this independence. It has a number of responsi-
bilities, the majority of which can be summarized into three
general areas as follows:

a. Recommending ways and means for improving finan-
cial management, prescribing accounting principles and
standards, and assisting agencies in improving financial
management systems.

b. Auditiné or reviewing agency financial and
management systems, the efficiency of management use of
resources, and the effectiveness of agency programs in

achieving the objectives of Congress.

21




c. Assisting the Congress and its committees by

conducting special audits, surveys, and investigations of

governmental programs and providing financial and technical
advice.

Thus, in addition to a strong audit and investigative

role, GAO is responsible for prescribing the standards,
principles and related requirements to be observed by each
executive agency in the development of its accounting system.
It approves all new accounting systems prior to implementa-

tion, an effort at standardizing accounting and financial

reporting systems. In the course of prescribing standards

the GAO publishes considerable information, an example of

which is The GAO Policy and Procedures Manual for Guidance

of Federal Agencies.

2. Treasuryv Department

This is the oldest of the central agencies, headed
by the Secretary of the Treasuryv who is appointed by the
President for an indefinite term of office. Although its

functions have changed dramatically over the yvears, its

primary responsibility remains to receive, keep, and
disburse monies of the United States and to account for 1

them. The Secretary of the Treasury is also responsible N

for the preparation of "such reports for the information of i
the President, the Congress, and the public as will present §

the results of financial operations of the Govern- L

nent.w[Ref. 14, p. 474]

In this capacity, he consolidates
and reports the status of funds and other accounting
statistics as submitted by the individual agencies.

22
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3. OMB

This office was established in 1970 as part of the
Executive Branch and successor to the former Bureau of the
Budget. As in the past, its main function is to assist the
President in the preparation of the annual budget, but with
greater emphasis placed on management and fiscal analysis.

As such, contributing responsibilities include planning and
developing information systems to provide program performance
data, and planning and conducting evaluation efforts to
assess agency program objectives, performance and efficiency.
These duties all fall within the scope of the PPBS system.
OMB also oversees budget execution through the apportionment
process, wherein all agencies must receive approval prior to
obligating or spending appropriated funds. The primary
thrust of this office is budget formulation, policy, and

procedures.

4. GSA

The General Services Administration was established
in 1949 as an independent agency in the Executive Branch.
Its responsibilities include the management of buildings,
property, vehicles and related government records of same.
Additionally it provides for the construction and operation
of buildings, procurement and distribution of supplies, and
stockpiling of strategic materials. In 1973 it inherited
a number of functions previously required of OMB, including

financial management systems development and automatic data




processing management. Accordingly, the GSA has become in-
creasingly active in prescribing financial management policy
and procedures for federal agencies.

The heads of these agencies constitute the principals
of the Joint Financial Management Improvement Program. While
they each have statutorially different responsibilities with
respect to budgeting, accounting and reporting, they work
together for the purpose of updating and modernizing financial
management practices and systems throughout the government.
The Budget and Accounting Act of 1921, as now amended, makes
the head of each federal department and agency responsible
for, and required to comply in, four areas of financial
management:[Ref‘ 25, p. 13]

(1) Preparing requests for regular, supplemental,
or deficiency appropriations and submitting such requests to
the Office of Management and Budget.

(2) Using cost-based budgets for purposes of
administration and operation and for the subdivision of
appropriations.

(3) Taking action to achieve consistency in
accounting and budget classifications, synchronization between
these classifications and organization structures, and budget
justification by information on performance and program costs
for each organizational unit.

(4) Furnishing to the Comptroller General informa-
tion regarding the powers, duties, activities, organi:zations,
financial transactions, and methods of business as he mav

require from time to time.

.
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It is apparent that great strides have been made in

development of government financial management systems.

There has been a gradual shift from simple cost and obligation-
based budgeting and accounting systems to the establishment of
integrated financial systems. Performance budgeting introduced
in 1951 and PPBS in 1965 contributed significantly toward
making budgets and their underlying accounts useful tools for
managerial decision-making. Significant problems still
remain, however. Each agency still is responsible for design-
ing and maintaining its own separate accounting svstem to
ensure that operations will be properly planned and carried
out. Although there are organizations of government account-
ants and certain standards required by the GAO, these lack

the thoroughness and wide adoption of the AICPA's ''generally
accepted accounting principles'" in the private sector. The
result is, simply, different accounting methods and reporting.
While the Treasury consolidates submitted reports, there is

no central accounting department in the federal government.
Finally, attributing costs to many of the services generated
by government create problems in both accounting and per-
formance budgeting. For these reasons, government accounting
remains essentially a cash-based system, not generally
designed to summarize and report on operating results.
Although P.L. 84-863, in existence since 1956, requires

that government agencies prepare business-like, accrual-

based financial reports, this law has been only partially
implemented to date. Thus, despite recommendations from

numerous commissions, a legal requirement, and endorsements
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by several Presidents, the adoption of accrual accounting
in government remains a major stumbling block to integrated
financial systems and meaningful reporting by government

agencies.

B. ACCRUAL ACCOUNTING

The shift to accrual accounting, however slow, is still
generally regarded as one of the more important technical
developments currently taking place in accounting in non-
profit organizations. Accounting has been defined rather
broadly as "...the process of identifying, measuring, and
communicating economic information to permit informed
judgments and decisions by users of the information.
Thus, an accounting system is a communications or feedback
mechanism providing information, principally in financial
tersm, on the status of an enterprise and the results of
operations. It stands to reason that the usefulness of the
system and the data it produces depends largely on how well
and accurately it conveys a ''true picture'" of the object of
interest. Financial accounting, as distinguished from mana-
gerial and cost accounting, is historical in perspective.

It serves to collect, analyze and record data of a financial
nature for the preparation of the periodic financial state-
ments and reporting of the results of operations. Managerial
accounting, however, is oriented towards aiding management

in the administration of the enterprise. It involves the

use of techniques such as (capital) budgeting, cost account-

ing, performance standards and variance analysis to assist
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in managerial decision-making. Finally, cost accounting is
commonly associated with factory-type accounting methods

for the development of units costs, such as the familiar

job order and process cost systems. Cost accounting serves
primarily internal management by providing information useful
in keeping costs under control.

Underlying the field of cost accounting is the concept
of the flow of costs. Costs arise by virtue of a payment of
cash, the incurrence of a liability, or the consumption of
an asset. In the source of operations they flow from one
form to another, e.g., from asset to expense, and accurate
cost accounting requires that expenses of the period be
separated from those costs that remain in the form of assets
to be carried forward to the subsequent accounting period.
Expenses of the period represent the costs of goods and
services that have been consumed. The proper allocation of
expenses to the period to which they apply is predicated on
the use of an accrual basis of accounting.

Stated simply, accrual accounting means (1) that revenues
should be recorded in the period in which service is given,
although payment is received in a prior or subsequent
period, and (2) that expenditures should be recorded in the
period in which the benefit is received, although payment is

made in a prior or subsequent period.[Ref' 14, p. 11]

In
business enterprise, the accrual basis is employed to obtain
a matching of costs against the revenue flowing from those

costs, thereby producing a more useful statement of profit

or loss. In government where the profit motive and competition

(3]
~3
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are absent, accrual accounting enables the calculation of
the cost of rendering services, as well as a better compari-
son between the actual revenues and expenditures and those
authorized. A better understanding can be gained from a
comparison with the '"cash basis of accounting.'" On a cash
basis, expense is equivalent to cash paid out and income is
equivalent to cash received. Specifically, income and
expenses are recognized only upon the receipt and disburse-
ment of cash. This system overlooks expenses that may have
been incurred but will not be paid until a subsequent
accounting period, and it fails to recognize income that may 1
have been earned though not yet collected. As such, the

cash basis does not produce a true measure of operating

results. Under the accrual basis, revenues and expenses may

be defined as follows:

The revenues of a business enterprise are the
gross earnings during the period in question
from the delivery of goods or the rendering of
services to customers. Revenue is earned or
realized at the time the goods or services are
delivered to the customer regardless of the time
when the order is received or when the cash is
collected from the customer. Consequently,
revenue earned is not the same thing as cash
receipts or orders received.

The expenses of a business enterprise are the
costs of the goods and services consumed by the
enterprise in the earning of revenue. As an
enterprise carriers on its operations, various
goods and services are purchased, paid for, and
consumed. Cost occurs at the time goods or
services are purchased or acquired. Expenses
occur at the time goods or services are
consumed. The actual payment for goods and
services may take place at some other time,
before or after purchase or consumption. Con-
sequently, the expenses of a period are not the
same as the cash payments or purchases of that
period. [Ret. 15. P. /]
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It is apparent from the foregoing that accrual account-
ing differs from the cash basis in that it records revenue

earned and expenses incurred instead of revenue collected

and expenses paid. A distinction will be made later between |
accrual and obligation accounting.

Federal government accounting systems are designed to
emphasize the following three aspects of management accounta-
bility:[Ref' 14, p. 477}

1. Fiscal accountability, which includes fiscal integrity,

disclosure, and compliance with applicable laws and regula-

tions.

2. Managerial accountability, which is concerned with
the economic use of personnel and other resources.

3. Program accountability, which is designed to assess
whether programs are achieving their intended objectives and
whether the best program options have been selected to
achieve these objectives from the standpoint of total costs
and outputs.

As resources dwindle, attention in recent yvears has been
on program accountability, sometimes referred to as program
or performance budgeting. As such, in the benefit-cost era,
increased emphasis has been placed on costs of all management
levels--on cost determinations and on cost-based budgeting.
Public Law 84-863, which required the use of accrual account-
ing in all federal agencies, also introduced the concept of
cost-based budgeting wherever applicable. For program and
performance budgets to have any meaning, they must be based

on (accrued) costs, accurately determined.
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1 A cost-based budget is one that is expressed in terms
of the costs of goods and services used or consumed during |
the period in question, regardless of when the goods or

services are ordered, received, or paid for. This is in

b

striking contrast to the 'cash-budget" already alluded to,
! and the "obligation-budget," which focuses on the value of

goods or services ordered during a period without regard to

whether they have yet been received or consumed. Determina-
tion of costs applicable to an accounting period for budget-
ing purposes, however, is often difficult and governed by the
nature of the program. For example, OMB Circular A-11 on

budget preparation defines costs for budget use as follows:

...For operating programs, costs will represent

! value of resources consumed or used. For pro-

i curement and manufacturing progress, costs will
represent the value of material received or
produced. For capital outlay programs, costs

for public works will cover the value of work

put in place and costs for loan activities will
represent assets acquired. In the case of appro-
priations for programs which are essentially
operating in nature, equipment will be included
in costs when it is acquired (or when withdrawn
from supply inventories and placed into use); if
depreciation costs are provided in the accounting
system, such costs will also be included in the
program and financing schedules, and appropriate
deductions made to avoid duplication in the
schedule totals....
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It should be remembered here that costs become expenses for

R ——

the operating period being reported on.

! Under accrual accounting concepts costs are recorded at

—

the time these resources are consumed. Under obligation
accounting, the cost is recorded at the time a contract to '

acquire resources is entered into. An illustrative example
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shows this relationship and provides for clarification of
some terms: _ :

1. Issuing a purchase order for goods or services or

placing a contract--recorded as an obligation (encumberance)
in the period in which placed.

2. Receipt of goods or services--recorded as an accrued
expenditure (liability) in the period received.

3. Goods or services consumed--recorded as an expense
for the period (accrued cost).

4. Payment made--recorded as a disbursement in the
period.

Thus, under the obligation basis, only steps 1 and 4
recognize costs. Under accrual accounting, much more (useful)
information is acquired, particularly with regards to costs
of goods and services received and consumed within an

accounting period. This projects more accurately the true

costs of doing business, reflects revenues and expenses

accrued, matches costs accurately to programs and performance

goals, and thereby fulfills the information and communication
aspects of a truly operational accounting system. Obligation E
accounting, however, provides little cost information that ) ’
can be compared to performance or operating programs. The |
incurrence of obligations seldom corresponds to the actual
utilization of resources or receipt of goods and consequently
inhibits good management information and contrecl.

To briefly summarize, probably the most important bene-
fit of accrual accounting is the greater control it permits

over costs. In private industry, accrual techniques are
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] essential for accurate completion of financial statements

and determination of net profit or loss for an accounting

1
|
! period. There is a regular need for matching revenues and j
. . ‘|
expenses of a particular time frame. In government account- |

ing, where profit and loss are not predominant goals, the

emphasis is on a matching concept, but not a time concept.

Under PPBS for example, costs are matched to programs as

necessary to determine total program costs, measure benefits
and assess program efficiency. Cost accounting is then, as
previously discussed, the logical extension of accrual
accounting. Costs measure consumption, and taken together
with accomplishments, they permit the manager to make judgments
of performance and informed operational decisions. It is this
management aspect of accounting that gives cost-based accrual
systems their growing emphasis in government. Little improve-
ment can be expected in either planning or control techniques
unless reliable expense data are available, and such data can
only come from an accrual accounting system.

The need for better cost data and improved legislative

(management) control over appropriations is what led two

Hoover Commissions to recommend the adoption of accrual

[ accounting in government. To strictly account for public
monies, the obligation method was satisfactory. For accurate i
costing and management purposes it was not. The benefits to
be gained from an accrual system appeared well documented,

. and Public Law 84-863 has required its use since 1956. GAO

| has been given responsibility for approving all new federal

accounting systems within this guidance. Implementation has




been slow, however, and most governmental agencies still do
not employ accrual accounting techniques. It is worthwhile
to look at some major problems encountered during implementa-

tion, and these are discussed in the following section.

C. PROBLEMS AND CONCEPTS FOR GOVERNMENT ACCOUNTING

Having examined the benefits to be gained from an accrual
accounting system, it is appropriate to focus on two areas
that have impeded its adoption within the federal government.
These are addressed in the sections: 1. The Budget

Structure and 2. Obligation Accounting. Following this,

attention is turned to two concepts, widely accepted in the
private sector, but not fully practiced by the federal
government. These concepts, which mandate an accrual approach
to accounting, are presented in sections: 3. Full-Costing

Concept and 4. The Entity Concept.

1. The Budgpt Structure

The major stumbling block in government financial
reporting today is the budget. The budget is submitted by
the President and approved by the Congress annually. Each
agency and department prepares and submits its budget
request for higher level review and consolidation. A\ signifi-
cant improvement began in 1951 when budget estimates were
first presented on a program basis. Regardless of the
general purpose served, however, the budget outlavs of the

federal government are classified by function. The estimated

v
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TABLE II
PROJECTIONS
e E
BUDGET AUTHCRITY BY FUNCTION
(e billisme of dollars|
i Estimate Projection
1979 1980 1901 1902 178}
National defense. ..o oonnnnannnaaiaanaaes 128.4  139.6 150.9 1627 1749
Military petsonnel. . . oocnnoeiiiiaiiiiaaans (22.2) (7.4 (27.6) (2.7) (1.9
Ratied PAY. < e cevasasersnssanmassasinaanen (10.1) (1 Jgzn (1 (138
QOperation and MaINtERANCE . oo ocneacnnanaann (37.4)  (39.1)  (40.8) (4.8 (44.2)
Procurement. . . .ceeceeece e caeaaas 3L9) (35D (9.9 {19 (4.9
.................................... (21.8)  (26.2) (N.D  (35.4) (0.9
llﬁ"‘““‘"‘l RN . oo v amisamnin s s 13.8 4.4 14.3 16.5 16.7
Ceneral science, space, and technology .. ....... 5.2 5.4 5.1 4.5 4.2
..................................... 9.5 6.6 6.0 6.5 6.4
Natural resources and eaviromnent . ... ........ 127 12.8 12.6 1.5 1.5
{ Agriculture. oo 1.2 4.6 4.9 5.3 4.6
! Commerce and housing credit................ 6.6 1.7 7.5 7.5 7.7
! TranepOrtation. . .o eiaiiieaaaeaae 18.6 19.3 19. 4 19.5 19.7
: Community and regional development.......... 1.7 1.7 1.5 1.6 1.7
g Education. traimung. employment, and social
L R SR S 33.6 M1 35.2 32.7 38.9
: ERICIBON. . cesvavamasnsansevsannanaanas (14.4)  (13.6) (3.0 (13D UvD
] Traiaing and employment______.__... . ... (12.3) (148 (15D (18.2) (19.3)
Qi coqoncssnsrancasissnnmanammiasans (6.9 3.0 (5.8) (5.9) 5.9
Hoalth. coeeeanemc o ciien e 52.6 58.8 68.8 7.5 8.1
Malare. o cocaaoncscacansasasanans A (3L (37.0) (46.1) (53.8) (60.1)
[Pt e SRR P e e R (1200 (1.9 (137 (145  (15.8)
() 1 CRRSERIERR S R P s (8.9) (9.0 9.0 9.2 9.3)
Phcome $ECUMTY . .ot 190.9  25.1 236.0 B55.4 2739
Sotih] WEUBEE: covmvasmsionavaareinrenera (100.2) (115.8) (135.8) (I154.D (170.6)
Federal employee retirement .. _............ (19.7 QLY (22 B34 28
Unemployment compensation............... (17,00 (15.5 (121 (10.6) (11.0)

Public wssistance and related programs. ... (49.1) (57.3) (60.2) (61.2) (62 2)

OME. . - ascssavcnssdnans msnsmsssansumin 5.0 6. G5H 56 5D
Veterans benefits ad SEVIEHS.... o eeeansnenas 19.1 19.7 2.0 2.2 2.5
Admiaistration of justice. .. ... ............ 41 42 42 4.2 4.2
Ceneral government. ... ... .. 4.4 4.6 44 4.3 4.2

General purpose fiscal assistance.. ... ... 16.6 15.8 2.5 2.4 18.7
49.0 53.7 56.5 58.0 58.3

IHEOEe o veseasmscasasaasasoncrancnsuaanas
Allowances:
Civilian agency pay rases_ ... .. ..... 1.2 23 36 5.1 6.5
CUBOPEICIBE. o oo v o anenisasnsnansrsrinnas 3.0 2.8 5.5 i 88
Undistributed offsetting receipts:
Employer share, empioyee retirement. ... ... =52 =55 =60 =64 =47
Interest received by trust funds. . =91 =103 =17 =133 =I5
Rents and royaities: Outer Cantmenul “Hef -1.§ =1.§ <13 =18 -8
Total budget authority . ... ... .. ... 568.2 61L7 663.5 T4 7503
MEMORANDUM

Pudget suthority, off-budget Federal entities. ... 16.1 9.2 9.2 10.2 10.2

Budget authority, including off-budyet entities. . 584.3  020.9  672.7 7.6 760.5

—
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Budget Authority for FY79 and FY80 is shown in Table II.
Taking National Defense for example, Congress appropriates
funds by the functional areas RDTGE, Military Personnel (MPN),
Military Construction, Operation and Maintenance (O§MN) and
Procurement. DOD, through a process called 'cross-walking,"
identifies these funds to individual program categories
aligned with the Five Year Defense Plan (FYDP). This is

illustrated in Figure 1 and Table III below.

/// RDT§E

/ MIL PERSONNEL

Appropriations Format /fﬁ MIL CONST

Z{ O&MN
PROCUREMENT

STRATEGIC FORCES

OPERATIONAL PURPOSE /
FORCES

INTELLIGENCE AND COMM
AIRLIFT/SEALIFT A
FYDP Format GUARD AND RESERVE
RDTSE

CENTRAL SUPP & MAINT A
PERSONNEL
ADMINISTRATION

SUPT OF ALLIED NATIONS

~
g

e

~

.~
. %

Fig. 1 - DOD Programming System

The program areas are further refined into individual
program elements. In the budget formulation phase, the
concepts of cost-based budgeting and cost-benefit analvsis

are evident. In the budget execution and reporting phases,
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TABLE III

NATIONAL NEED: DEFENSE, MILITARY

(In billions of dollars)

Budget Authority

Major Military Programs 1977 1978 1979
Act. Est. Est.
Strategic Forceg-———==rmecessccecacee=- 9.4 9.4 9.8
General Purpose Forces-—==—==—=—=——==ae==- 38.6 41.5 46.8
Intelligence and Communications=-=-—--- 7.4 7.8 8.3
Airlift and Sealift-====--==—ccenc—-- 145 1.6 1.8
Guard and Reserve---—=—=-—=———cc——eecae-a- 5.9 6.7 6.7
Research and Development-—-—--—=—=====- 9.8 10.1 P
Central Supply and Maintenance-=------ 10.9 11.8 L2.5

Training, Medical and Other General
Personnel Activities-=====~=-cec—e—--- 22.6 23.9 26.0

Administration and Associated

Activities-=-—=cececmcncc e 2.1 2.3 2.4
Support of Other Hationg-——-e=cowmac «2 - -l
TOTAL BUDGET AUTHORITY-========- 108.4 115.3 125.6

Non - Year Funds and Other Financial
Adjustments===cesccccccscnccncacanca -1 +1.3 +.4
TOTAL OBLIGATIONAL AUTHORITY----108.3 116.8 126.0
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however, these concepts become somewhat obscured. As an 3
example, the Commanding Officer, Newport, Rhode Island, is

funded an amount of O&MN dollars for base operation, includ-

ing maintenance of real property. If a supply center is on
base, this is separately funded from the Naval Stock Fund.

If R§D activities exist (in this case the Naval Underwater

Sea Center--NUSC), these are separately funded. The pay of
all service personnel is provided by the MPN appropriation.

Finally, any approved construction is funded through the

MILCON account. While the Naval Station might be considered
an individual reporting unit for fiscal purposes, the funding
structure leaves little discretionary authority to the CO,

except possibly in the area of O§MN monies. Little incentive

exists for efficiency or control of costs at the activity

level. Likewise, the organizational structure shows little

resemblance to the responsibility center concept practiced

P A ety g o

in private enterprise. While our example is defense related,

£
- 1

these same problems are evident in other federal agencies, L
L

K

usually exacerbated by interface with state and municipal #
programs. g

Agency activities are financed through federal funds

o

and trust funds accounts. A fund may be defined as '"an in-

dependent fiscal and accounting entity with a self-balancing
set of accounts recording cash and/or other resources, to-
gether with all related liabilities, obligations, reserves,
and equities which are segregated for the purpose of carrying

on specific activities or attaining certain objectives in 'q

accordance with special regulations, restrictions, or
w[Ref. 14, p. 5]

limitations.

In this context, a fund is a




legally earmarked sum of money tied to a specific appropria-
tion. The responsible agency must be able to account for

the dollars in the fund from inception to expiration. While
municipalities may have as many as eight funds, there are
five usually associated with the federal government. The
""general fund” is credited with receipts which are not desig-
nated by law, and charged with payments out of appropriations
of "any money in the Treasury not otherwise appropriated."
Strictly speaking, there is only one general fund in the
entire federal government, maintained by the Bureau of
Accounts of the Treasury Department. Agency funds are sub-
divisions of the general fund. 'Special funds'" contain
receipts earmarked for specific purpose, other than carrying
out a cycle of operations. 'Public enterprise (revolving)
funds'" finance a cycle of business-type oeprations in which
outlays generate collections, primarily from the public.
"Intra-governmental revolving and management funds' facilitate
financing operations within and between government agencies.
Finally, "trust funds' are used to account for transactions
related to assets held by a governmental unit as a trustee
of fiduciary agent.

An individual agency fund, then, is a subdivision of
the general fund, and represents the amount appropriated for
operations on an annual basis. Tied to the concept of fund
accounting is what is termed budgetary accounts. These perform
the stewardship functions of accounting for appropriations byv
Congress. Examples of account classifications might be Un-

obligated Allotments, Unliquidated Obligations, Accounts
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Payable and Fund Balance with U.S. Treasury. They are

designed to serve fund control purposes and record trans-

actions which affect status of fund authorizations. Inte-
; grated with these are the proprietary accounts which reflect
é the familiar asset, liability, expense and revenue balances.
It is unique in government accounting that the budgetary
accounts are integrated into an agency's account structure,
a requirement to insure that appropriation and other fund
balances are neither over-obligated nor over-expended in a

particular time period. A typical Navy accounting spread a

i

used on a requisition, for example, identifies the appro-
priation account, operating budget, and expense element,
among other things. It is the "accountability'" nature of
the budgetary group of accounts that receive the greatest
emphasis in federal government. It is virtually impossible,
however, for any user of fund accounting to apply financial
analyvsis techniques to financial statements in a way that
would identify problems. Efforts in recent years have
stressed accounting systems that provide for full cost
accounting, clear separation of expense and investment items
and a uniform expense structure that identifies cost with
program element and compliments PPBS. At the operational
level, however, major emphasis remains on fund control,

with integration of program and cost done at the claimant

level after the fact, often on a statistical basis.

(2]
O




2. Obligation Accounting

Closely related to the fund account structure for s

appropriations is the subject of obligation (or encumberance) |
]

accounting. Each year Congress approves appropriations for 4

the various agencies, a projection of which was shown in :

Table II. Most appropriations for current operations are ﬁ
made available for obligation only during a specified fiscal 1
year (l-year appropriations). Others, such as some procure- d

ment items, are for a specified longer period (multiple-year

appropriations). A third group, including most for construc-

tion and some for research, receive appropriations available

for obligations until the objectives have been obtained (no-

year appropriations). These appropriations are called budget
authority, and following the apportionment process by OMB,
permits agencies to incur obligations against this appropria-

tion and authorizes the Comptroller General to release money |

e, ARy

from the Treasury (fund) in payment for same.

At the agency level, each appropriation is treated

- v
akascaesigei Xk

as a fund, although, from the overall point of view, 1t is
o
a subdivision of the one general fund which exists for the !

foadilee

entire government. The preoccupation with fund accounting

stems from Section 3679 of the Anti-Deficiency Act which

prohibits overobligating an agency's appropriated funds and
provides penalties for those charged with such responsibility.

This statute also applies to lesser breakdowns of a specific

|
i 4
1
{
i

appropriation, specifically operating budgets and allotments.

This is the instrument of Congress to ensure that agencies

40




do not overspend the amounts authorized them by the legislative
branch.

In federal accounting, an obligation has been defined
in these words: '"amounts of orders placed, contracts awarded,
services received, and similar transactions during a given
period requiring disbursements of money. Such amounts shall
include disbursements not preceded by the recording of obli-
gations, and shall reflect adjustments for differences between
obligations and actual disbursements."[Ref‘ 14, p. 480] As
noted in the section on accrual accounting, however, obliga-
tions are not satisfactory measures of performance since they
may be incurred well in advance of resource utilization. When
obligational authority expires, special accounts are set up
to track the unliquidated obligations bevond the accounting
period. These are referred to as M-accounts and often remain
on the books for a number of years. With disbursements lagging

obligations for any significant period, it is obvious that

costs calculated on this basis could not properly reflect
expenses associated with a specific program or timetframe.
Turning to our example in an earlier section, in a
profit-oriented enterprise, no entry is made when orders are
placed. The first entry is made when goods are received (and
a liability incurred), and this is made to an inventory
account. When the goods are used, this becomes an expense
regardless of when payment is made. This is the essence of
accrual accounting which has long been emploved in the private

sector. These two systems may be reconciled in many instance

v

by a third account titled working capital accounts, which
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permits recording of both obligations and exnenses.
To use a Navy related example, shown in Figure 2, issuance of
a purchase order reduces a command's operating target (OPTAR)
by the estimated amount of the requisition, and sets up an

equal charge in the undelivered orders account.

Obligation Basis Working Capital Expense Basis
7 Undelivered Orders
X X XX XXX
Inventory
X - Purchase Order
XX - Material Received

XXX - Material Consumed
Fig. 2. Reconciliation of Obligation and
Accrual Accounting
When a filled order expenditure document is received by the
authorized accounting activity (AAA) and reconciled, the
unfilled orders account is credited and an offsetting accounts
pavable account charged. Under the system both obligations
and expenses can be recorded, assuming inventories remain
constant as in our example. This would support a cost-based
budgeting system by supplying accurate expense data; however,
it does not eliminate the need for obligation controls.
Furthermore, as will be seen in the next section, reconciling
of costs to obligations requires adjusting costs to reflect
many unfunded costs. As long as appropriations are recorded
in terms of obligational authority, and legal statutes govern
their use, the accounting structure must first support fund
control of obligations incurred. It is difficult, at best,
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to institute a full cost-based accrual system on top of a

fund structure designed to record incurred obligations.

3. Full Costing

The full cost of any cost objective may be thought
of as the sum of its direct and indirect costs. In industry,
the cost of a product includes the direct manufacturing
expense plus an "appropriate' allocation of the indirect
expenses. The excess of the benefits (revenues) obtained by

this product is the profit earned. In a non-profit government

agency many services are performed without accruing revenues.
Additionally, it is virtually impossible in most instances to |

|
put a price tag on many government benefits. Some government !
agencies, however, do charge for services performed. A major

precept in setting a pricing policy in this circumstance is

that the price should be equal to full cost to preclude a mis
allocation of resources. '"If revenues generated by full-cost ;
prices are not sufficient to cover total expenses, there is
an indication that the service is not valuable enough to
society to warrant the cost of providing it."[Ref' Sy B 28y
Exceptions to this policy include penalty pricing to discourage
use of a service and subsidy pricing used to provide a public
good, the latter being generallv defined as services not
available through the market place. Generally speaking, the
full cost concept applies to nonprofit organizations since
prices set above cost may take advantage of a monopoly position

and prices set below may constitute unfair competition with the

private sector. (The latter condition supports a third method

called market-based pricing.) The problem, however, is in the
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accurate determination of full costs, a concept that pre-
supposes the use of accrual accounting.

The problem in nonprofit service organizations is
that many indirect costs are not included in the pricing
decision. Two examples should suffice, those of (a) personnel

costs and (b) capital (investment) costs.
a. Personnel Costs

Most organizations record personnel costs under the
heading of labor, including wages and salaries, usually but
not always accelerated for fringe benefits. Retirement costs,
however, is a large element of compensation that is often
omitted. Although these costs may not be paid for many years
to come, they are incurred during the period in which the
employee is actually working, and under the accrual concept
should properly be charged as a cost of current operations.
The prime example of this is military retirement costs, the
subject of this paper. Under a full-costing svstem, the
discounted value of future retirement costs should be included
in the current annual cost of national defense and paid for
by today's '"clients,'" the public-at-large. Such is not

presently the case.
b. Capital Costs

These include large investment items such as
equipment, plant, property and, often, research and develop-
ment. Capital costs are converted to operating costs byv

depreciation. Depreciation is useful for two purposes: first,
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to assign the cost of using capital assets to an operating
period based on its estimated useful life and, second, to
help finance a replacement when its utility has ended. A

great deal of controversy exists as to whether depreciation

should be based on historical or replacement costs, an argu-
ment that will not be pursued here. It is sufficient to say 4

that most government agencies do not ''capitalize'" or depre-

5

o § i

ciate assets. Consequently, the costs of using these capital

Y

assets are not passed on to today's ''clients.'" While capital

assets and depreciation may be recorded in various accounts,
the latter is a '"statistical cost" not charged to the cost
of current operations. In striking contrast, rental costs

are expensed annually and included in the computation of full

costs. It should be pointed out that many governmental and
other nonprofit organizations do not pay property taxes,

which constitutes an imputed cost that many feel should be

included in any full-costing calculation.

Thus, full-costing requires the use of an accrual

accounting system; otherwise the cost of current services is
understated. While this concept is well recognized in private §
enterprise, it is generally not applied in the federal govern-

ment, particularly in the case of general funds.

4. Entity Concept

The entity concept applies to separate economic organi:za-
tions or agencies. Financial statements prepared report the
status of the entity in question, a well-accepted concept in

the business communitv. The balance sheet reflects the
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familiar accounting equation: ASSETS = LIABILITY + OWNER'S
EQUITY. As already noted, however, the federal government

lacks a central accounting department. Various groups,

principally the Treasury Department, GAO, OMB, and GSA have

direct or shared responsibility for the accounting and report-

ing practices of federal agencies. The consolidated reports

issued by the Treasury merely aggregate the reports of the

various government agencies along the lines of the fund concept

already discussed. What many feel is needed is a consolidated
balance sheet showing the financial position of the entire
federal government as a separate reporting entity.

One potential problem with such a statement would be in
the '"accounts-receivable'" area; specifically, how to account

for accrued taxes due the government. Many accountants feel

estimating revenues from taxes for balance sheet purposes
would be equivalent to a business enterprise estimating

proceeds from sales. OQur discussion of accrual accounting

addressed only‘half the problem, that of accruing expenditures.

v

Full accrual accounting requires that revenues be recogni:zed

when earned, even though collected well into the following

P

vear. (In fact, many revenues are forwarded more quickly
through withholding and corporate tax laws.) Municipalities
have resolved this issue by the use of the modified accrual
basis recommended by the National Committee on Governmental
Accounting (NCGA). The modified accrual basis is defined

as '"...that method of accounting in which expenditures other 1
than accrued interest on general long-term debt are recorded

when received in cash, except for material or available
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revenues which should be accrued to reflect properly the

[Ref. 14, p. 11] . ]

=

taxes levied and the revenues earned."
of this basis for general and special revenue funds is

accepted by the AICPA as consistent with GAAP. It generally l

o

says that certain revenue items, such as property taxes, that

4

can be accurately determined in advance may be recorded on

: an accrual basis, with all other revenue items being recog-

nized on a cash basis. In the federal government, however,
no parallel exists. All revenues are deposited in the
receipt accounts of the General Fund when collected. (The
exceptions are revenues specially earmarked and designated
for Special Revenue Funds. Customs receipts is such as
example.) No accounting provision for estimating accrual
revenues due the federal government exists. It would appear
necessary that, before meaningful financial statements can
be prepared, a modified or full accrual system to account
for earned revenues needs to be implemented.

While individual funds are a separate accounting and
legal entity, they have no source of revenues. Their
balance is provided through the appropriation process,
usually on an annual basis. Since appropriations are subject
to Congressional review and modification, they can hardly be
categorized under the going concern concept used in private

accounting systems. Furthermore, it seems unlikely that the

fund structure is likely to change in the face of entrenched
legislative resistance. The ''responsibility center'" and
entity concepts, in their traditional sense, would appear

thus incompatible to individual government agencies and
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departments. This makes consolidated accounting and report-

ing for the federal government as a whole all the more
desirable if the public is to benefit from financial statements

showing full disclosure of financial position.

D. SUMMARY

Many volumes have been written on governmental account-
ing, and it was not the purpose here to attempt to condense
them all. Rather, the discussion has focused on a few key
issues and developments in federal accounting, with an
emphasis on the accrual concept. This principle is

in business, and the significant gains it can provide
towards accounting and reporting in the federal government
should be well understood. With dwindling resources and
competing programs, today's management needs accurate cost
data for operational decision-making. This can be provided
only by a fullv cost-based accrual system. Yet the appro-
priation and fund structure adopted by Congress emphasizes
the stewardship function of accounting for authorized dollars,
based on an obligational system. While a few individual
agencies have adopted accrual accounting techniques, they
are not instituted government wide, nor does the federal
government as a whole report on the basis of this concept.
As a result, many accrued costs are not currently recogni:zed,
a fact which would make the accumulated national deficit
appear far greater than is presently reported. Federal
retirement costs are certainly a significant portion of this

accrued liability. Incidents of (near) default in some of
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the nation's cities in recent vears have resulted from too
much debt coming due, and the inability of the city managers

to refinance or secure new funds through loans or bonds.

One has to wonder if accrual accounting systems, which
recognize accrued liability, could have prevented or forwarned
these crises. Similarly, is the federal government approach-
ing a debt ceiling where it will be difficult to obtain new
funds from the public? Whatever the answer, adoption of
accrual accounting will help identify the true costs of fed-
eral programs and alert federal planners to dangerous trends.
Retirement costs, the subject of this paper, is one area that

needs just such attention.
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ITI. RETIREMENT COSTING

A. RECOGNIZING THE RETIREMENT LIABILITY

1. Compensation and Retirement Issues

The past several years have seen increased public
awareness and media coverage of the escalating costs of
military manpower, and the expense and form of military com-
pensation. Out of this have come numerous reports, surveys
and recommendations for wide-ranging reform of the services'
pay and allowance system. As a frame of reference, Table IV
provides a summary of significant developments in this area
in recent years. These commission reports and legislative
reforms have been augmented by many more staff reports and
independent ''think tank'" studies. Their volume alone
reflects concern over rising military costs and increased
efforts to manage the budget by closer attention to 'con-
trollable" costs. 1In recent vears the portion of the federal
budget attributed to "uncontrollable'" costs has surpassed
two-thirds and is rising. In contrast, as James Wilson

writes in his article, The Rise of the Bureaucratic State,

"...the size and budget of the military are matters wholly
within the pjower of civilian authorities to decide - indeed,
the military budget contains the largest discretionary items

¢ w[Ref. 26, p. 77]

in the entire federal budge [t is not

surprising then that, in an effort to gain control of an
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TABLE IV
DEVELOPMENTS RELATED TO FEDERAL RETIREMENT SYSTEMS

1962 Federal Salary Reform Act

1967 - Rivers Amendment (linked military raises to
CSC raises)

1969 - DOD First Quadrennial Review (QRMC)
1970 - Federal Pay Comparability Act
1971 - Interagency Committee Report (IAC)
1972 - Survivor Benefit Plan
1972 - Retirement Modernization Act (RMA)
1972 - DOD Retirement Study Group
1976 - Defense Manpower Commission
1976 - DOD Third Quadrennial Review (QRMC)
1977 - President's Commission on Military Compensation
(PCMC)
escalating budget authority, the military establishment in
general and manpower costs in specific_would be a target for
reform.
The President's Commission on Military Compensation
(PCMC), which reported out in April 1978, addressed a number
of important compensation issues. Among the more important
are the following:
Benefits vs Salary System
Differential Pay
Regular Military Compensation (RMC)
Vesting for Deferred Compensation
Retirement Annuities
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The recommendations of the PCMC have vet to be acted on;
however, a short discussion here of several key issues is
provided for background reference. Four categories of com-
pensation--basic pay, basic allowance for quarters (BAQ),
basic allowance for subsistence (BAS) and the tax advantage

(arising from the latter two) are usually combined into a

o A

single figure called regular military compensation (RMC).

Excluded are fringe benefits (medical/PX/commissary/etc)

-

and special duty pays, generally considered to constitute
315 of total compensation. An example of RMC for an average

0-4 over ten vears of service, extracted from Ref. 15, i

wi

shown in Table V below:

TABLE V (1976 Base)

CALCULATION OF REGULAR MILITARY COMPENSATION

Res
Sub - Federal gular
Quarters sistence Tax Military
Pay Basic Allow- Allow- Ad- Compen -
Grade Pay ance ance vantage sation

0-4 §$18,972.75 $3,191.20 §667.32 §$1,417.31 $24,248.59

While retirement annuities and costs are not the onlyv
compensation issue, they are currently receiving the most
attention. Under the uniformed services nondisability retire-
ment plan, an employee is eligible to retire after‘twenty vears
of service (YOS). Prior to this date he has no rights to
retirement pay or benefits, e.g., he has no "vested" benefits.

Upon reaching retirement eligibility a member's retirement pay

is calculated at 2.5% of basic pay x YOS, with a maximum of

-
/

5 percent. This does not include BAS, BAQ, or the tax

-
o]
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advantage, which when added to basic pay represents regular

military compensation, considered to be equivalent to a civil-

ian employee's salary. This argument is often presented to
counter the charge that military retirees are overpaid.
This retirement plan is a noncontributory system, funded on
a pay-as-you-go basis by annual appropriation.

The intent of this section is not to summarize the
entire controversy of military compensation, which is beyond
the scope of this paper. It should be kept in perspective,
however, that retirement payments are part of an overali com-
pensation package, and any attempt towards revision is a
monumental task in suboptimization.

Retirement or pension annuities are generally con-
sidered from two viewpoints, either as employer reward for
years of faithful service, or a deferred compensation due
the employee. The deferred compensation view appears the
most prevalent, as attested to by the increasing number of
pension plans Qith complex benefit provisions. Table II
provided a projection of retired military pay costs through
1983. As can be seen, these increase steadily, approaching
50% of active duty personnel costs. Reference 15 provides
a second breakdown of Total Obligational Authority (TOA) for
retired pay and estimates of the accrued liability for past
service costs. This is reproduced in part in Table VI. As
shown, the near term projection for the accrued military

ki1ability is 178 billion dollars.
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TABLE VI

(In Millions of Dollars)

Accrued
TOA for Prior Service

Year Retired Pay Cost
1972 $ 3,889.1 $121,392
1973 4,392.2 136,373
1974 $,130.9 148,010
1975 6,238.5 163,352
1976 7,300.1 165,900
1977 8,238.1 168,300
1978 9,036.0 170,600
1979 9,700.0 173,600
1980 10,400.0 174,600
1981 11,2000 176,300
1982 11,900.0 178,000

As with compensation, it is not the purpose to argue

whether retirement costs are too high or what modifications

in the retirement svstem are desirable. It is, however, the
intention to discuss who should pay these costs. In Table VI,
does not the $9.7 billion 1979 retirement cost reflect pavments
for past service, and should these costs not be borne bv the
taxpayving public who benefited from their service? This is

noet inconsistent with the full-costing concept. Additionally,
it is the intent to discuss the currently accruing retirement
costs, recognition of same by increased annual obligational

authority, and the question of funding these costs. With the
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exception of the funding issue, these represent fundamental

government accounting changes.

2. The Arthur Andersen Study

[t was noted in an earlier section that the Federal
Government does not have a central accounting department, and
produces no unified and comprehensive report of the financial
results of the Government's operations. In 1975 Arthur
Andersen and <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>