Governmental Suite - 

Year-End Encumbrances for Customer Utility Deposits

Author:  Steve L. Seawall, CPA




Copyright 2010 Custom Micro Works All rights reserved

Revised 6/10/2010
Encumbering Customer Utility Deposits

Should customer utility deposits be encumbered to comply with the cash basis and budget laws of the State of Kansas?  Kansas statutes are not real clear on this.  Not surprisingly, KMAG also does not discuss this issue specifically.  But I believe they should be.  Here is my reasoning.

K.S.A. 10-1112 states “Unless otherwise provided in this act, it shall be unlawful after May 1, 1933, for the governing body of any municipality to create any indebtedness in excess of the amount of funds actually on hand in the treasury of such municipality at the time for such purpose, or to authorize the issuance of any order, warrant, or check, or other evidence of such indebtedness of such municipality in excess of the funds actually on hand in the treasury of such municipality at the time for such purpose.”
The wording of the statute is confusing with regard to customer utility deposits because when you accept the deposit from the customer, you can’t really “create indebtedness in excess of the amount of funds on hand” because you are receiving cash from the customer.  However, when you collect a deposit, you issue a receipt to the customer and agree to pay back the amount of the deposit in the future when certain conditions have been met.

Thus, the receipt given to the customer is evidence of indebtedness, much like a purchase order.  For example, when you issue a purchase order, you agree to pay the vendor the amount of the purchase order upon delivery of the goods or services ordered.  Similarly, when you issue a deposit receipt, you agree to pay the customer the amount of the deposit sometime in the future so long as the customer complies with the conditions tied to refunding the deposit.
Clearly there are numerous exceptions to the cash basis law.  However, customer utility deposits are not included in the exceptions.  And because I believe the deposit receipt issued to the customer constitutes evidence of indebtedness, I think a city should encumber customer utility deposits in the appropriate utility fund.
Are Deposit Refunds Subject to the Budget Law?
Are deposit refunds subject to the budget law?  Good question.  I believe refunds are subject to the budget law.  And unless the deposits are kept in an agency clearing fund, I don’t think there is any other type of budget law exemption for deposit refunds.  My recommendation is to not get hung up on this question and just budget for a certain amount of deposits to be collected and refunded each year.
A Practical Way to Handle Customer Utility Deposits

The encumbrance and budget issues related to customer utility deposit would cease to be issues if you simply place all deposits in an agency clearing fund.  That would be my first suggestion.  However, if the money is placed in one or more utility funds, these issues exist and must be dealt with.

Because customer utility deposits constitute indebtedness, a city should encumber such amounts in its accounting system.  Otherwise the related utility fund’s unencumbered cash will be overstated.  But, is it overkill to create a new encumbrance for every new deposit, and then liquidate an encumbrance for every refund.  Of course it is.
Suggestions (in order of preference):

· Place all customer utility deposits in a separate agency clearing fund.

· Update encumbrance amount only at year-end.

I think it is acceptable to encumber the full amount of customer utility deposits at the end of each year, and only at the end of each year.  That encumbered amount should remain relatively stable throughout the year because for every customer moving out and getting a refund, you likely are having a new customer moving in and making a new deposit.

Note:  The GS download document Year-End Encumbrances provides detailed encumbrance procedures for customer utility deposits.

