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Overview

In my decades of governmental accounting experience, and working with city and county clerks, I have found that encumbrance accounting is one of the more confusing areas of governmental accounting.  There are probably several reasons for this:
· Encumbrance accounting is not an easy topic to grasp, especially for a newbie.

· Many clerks rely on their auditor to sort it all out for them.

· Many other clerks who are not audited do not even record encumbrances.

· Last but not least, we can put some blame on the accounting systems.

The cash basis and budget laws of most states require that a city encumber (i.e., set aside) money to pay for a commitment to purchase goods or services.  This requirement applies to several different types of transactions.  For example, encumbrance accounting applies to most formal contracts signed by the city, as well as purchase orders.

With these encumbrance requirements in mind, I will give you some practical guidance to simplify the accounting as much as possible.  To begin with, here are a few general rules I would suggest you follow:
· With Few Exceptions – Record Encumbrances Only at Year-End
If you followed the letter of the law, you likely would be recording encumbrances on a daily basis.  Nobody does that, and nobody should do that.  BELIEVE ME, NOBODY!  It simply is not practical.  If you think you know someone who does that, I will either prove you wrong, or I would say that person is wasting the city’s precious resources for something that is not necessary.
· Use Purchase Orders Only as Last Resort.
Instead of creating a PO every time you order something, just wait for the vendor’s invoice to come in and enter the invoice at that time.
· Create Purchase Order for Long-Term Contract.

If you sign a formal long-term contract, such as to do restoration work on the city building, I suggest you create a PO in the GS to reflect the encumbrance.

BE CAREFUL here.  Not all long-term contracts are required to be encumbered.  If you are not sure, seek advice from your auditor or general counsel.
· Create Year-End Encumbrances After Paying Bills in Month Following Year-End.

When I say “record encumbrances only at year-end”, I do not mean on the last day of the year.  Before recording your year-end encumbrances, you should wait at least until you have paid your bills in the month following the end of the year.  Nearly all of your year-end encumbrances will be paid in that first month after year-end.  After that, you only have to record those commitments that are still outstanding.

You do not have to be in any hurry to enter your year-end encumbrances.  If you are audited, it is unlikely the auditor will want to start the audit within 30 days following the end of your fiscal year.  Also, you can prepare interim year-end financial statements for the governing body, similar to the interim statements you prepare every month.  Because they are “interim” statements, it is commonly understood that some adjustments likely will be necessary before the books are “closed” for the prior year and statements are presented as “final.”
· Different Types of Encumbrances.

There are several different types of encumbrances, each of which is discussed below.  You normally do not deal with some of them on a monthly basis because of the time it requires, and because in most cases the encumbrance amounts are not material to the financial statements.  However, you should consider all of them at year-end.

Purchase Orders
A purchase order is nothing more than an order that you place with a vendor for goods or services.  It doesn’t matter whether or not you have a hard copy of the purchase order.  You still have an outstanding purchase order even if you place the order over the phone and never record it anywhere.
After bills are paid in the month following the end of the year, you should do the following:

· Print a report of all outstanding purchase orders currently in the computer (BA/Reports/Outstanding POs Report).

· Review the report and highlight those POs that have already been paid for, or for some other reason are no longer “outstanding.”
· Liquidate the highlighted items (BA/Purchase Orders).
· Identify all purchase orders that have not yet been entered into the computer.  You need to determine all of the goods or services that you have ordered from vendors, but have not yet received an invoice for.
· Enter each of the purchase orders into the computer (BA/Purchase Orders).  Purchase orders are entered just like invoices.  You might have to use estimates for the dollar amounts.
Services Received But No Invoice
There will be some services that you might not have picked up as a “purchase order” because you did not “order” the service specifically.  Such services would include utility services for electricity and water.  
After bills are paid in the month following the end of the year, you should do the following:

· Estimate the amount owed for each utility.  Remember, you only need estimates.
· Enter each amount into the computer as purchase orders (BA/Purchase Orders).

Contracts
When I use the term “contract” I am talking about a contract you might have signed with a contractor for some type of construction project.  For example, you might have signed a contract to pave a street or to repair the roof of the city building.

Assuming the contract has not been entered into the computer, you should do the following:

· Enter the contract into the computer just as if it was a purchase order (BA/Purchase Orders).  Here are some points to keep in mind:
The date of the transaction (i.e., PO date) is the date the contract was signed.  It doesn’t matter when the construction is scheduled to begin.  For example, assume you sign the contract on December 30, 2009 but construction is not scheduled to begin until June 1, 2010.  In this case the purchase order date is December 30, 2009, not June 1, 2010.  This date is extremely important because that is the date the contract will be charged to the budget.  In this example, the contract amount would be charged to the 2009 budget.

If the contract is changed in the future, you must create a new PO for any amount added to the contract.  If the contract is reduced, you do not have to do anything because the entire PO will be liquidated when you make a payment to the contractor.  Alternatively, if the contract is reduced, you can also change the amount on the original PO.

If part of the contract has already been paid for, you can create a PO for the amount remaining on the contract.

Accrued Payroll
The term “accrued payroll” refers to the payroll costs that “would have to be paid to all employees as of the last day of the year.”  Put another way, “accrued payroll” is the total amount of payroll costs earned by, and owed to, all employees as of the last day of the year.  Of course, only rarely is the last day of the year the end of a pay period, so you will normally have to estimate the amount of accrued payroll.
After all paychecks are issued in the month following the end of the year, you should do the following:

· Examine the first two paycheck issue dates in the new year.
· Does either paycheck issue date include payment for any work days in the prior year?

· For each paycheck issue date that includes one or more work days in the prior year:

How many days are in the pay period?

How many days of the pay period were in the prior year?

What percentage of the pay period was in the prior year?  The percentage would be the number of days in the prior year divided by the total number of days in the pay period.
· Illustration:
Pay periods are biweekly

First two paycheck issue dates in 2010 are January 4, 2010 and January 18, 2010.

Pay period for January 4, 2010 paycheck:  December 14, 2009 to December 27, 2009
Pay period for January 18, 2010 paycheck:  December 28, 2009 to January 10, 2010
Days in pay period for January 4, 2010 paycheck: 10

Days in prior year for January 4, 2010 paycheck: 10

Days in pay period for January 18, 2010 paycheck: 10

Days in prior year for January 18, 2010 paycheck: 4
Percentage of days in prior year for January 4, 2010 paycheck: 1.00 or 100 percent

Percentage of days in prior year for January 18, 2010 paycheck: 0.40 or 40 percent

These percentages will be used along with payroll cost reports to determine the accrued payroll amount.

· Create Payroll Encumbrances for Accrued Payroll
Once you know the percentage of the days worked in the prior year, GS has a feature to create the related encumbrances for you.  To use this feature use the selections BA/Payroll Encumbrances.

Follow these steps:
1. Select the Paycheck Issue Date.

2. Highlight one or more paychecks to encumber (you can encumber them as a group or you can encumber them one at a time).

3. Enter the percentage of the related payroll costs to encumber for the highlighted paychecks.

4. Click on Create Encumbrances.

5. Repeat for additional paychecks and/or additional paycheck issue dates.

6. When you are finished, close the window.

The related encumbrances can be located using the selections BA/Purchase Orders (Encumbrances).  These “purchase orders” can be Edited or Deleted just like any other purchase orders.
· Understanding GS Payroll Encumbrances

If you have no thirst for knowledge, you can ignore this explanation of the Payroll Encumbrances.  However, if you don’t understand the Payroll Encumbrances, and want to understand them, read on!

When you encumber all or a percentage of a paycheck, two purchase orders (i.e., encumbrance records) are created.  Each of the two POs has a different PO number (obviously), each has a different PO date, and each has a distinctly different purpose.  Further, each PO is liquidated immediately, but with different liquidation dates.

To illustrate using a simple example, we shall assume the following:

The city started a new fiscal year on January 1, 2010 and issued its first paychecks of the new year on January 15, 2010.

The city uses a biweekly pay period, and there are normally 10 working days in each pay period, including the one being paid for on January 15, 2010.

The city clerk estimates that 4 of the 10 working days in the pay period were in the prior year.  Therefore, the city clerk decided to encumber 40 percent of the costs of the January 15, 2010 payroll in the prior year.

John was issued a paycheck with gross pay equal to $900, and related fringe benefits (employer contributions) totaling $100.
GS will create a PO for each individual paycheck, one paycheck at a time.  This is done by design.  It gives you the flexibility to encumber a greater (or smaller) percentage of some paychecks in case the employee worked more days during the pay period, or in case the employee works a different type of pay period.
In creating the encumbrance, GS will apply the percentage to the entire cost of the payroll.  The entire cost of the paycheck consists of 1) gross pay, and 2) fringe benefits (i.e., employer contributions).

In this example, John’s paycheck will result in two POs being created as follows:

First PO.  The first PO is dated on 12/31/2009, the last day of the month prior to the paycheck issue date.  In total, the PO will charge $400 (40 percent of $1,000) to the General Fund.  The liquidation date for this PO will be 1/1/2011 (that is correct, 2011).
Purpose of First PO.  The purpose of the first PO is to charge that portion of the January paycheck to the prior year, the year in which the related payroll cost was incurred by the city.  

Second PO.  The second PO is dated the date of the paycheck issue date.  In total, this PO creates a NEGATIVE charge of $400 to the General Fund.  The liquidation date will be 1/1/2011 (that is correct, 2011).
Purpose of Second PO.  The purpose of the second PO is to reverse that portion of the expenditure that was charged to the current budget year when the paycheck was posted to Budgetary Accounting (i.e., the portion that should have been charged to the prior year).
· Do the Payroll Encumbrances have to be exact?

No.  It is not practical, nor is it worth the effort and resources to be exact.  We are only trying to get a reasonable estimate of the payroll costs to encumber.
· Why are the two POs given a liquidation date when they are created?

The purpose of the two POs is to move that portion of the January payroll costs that was owed by the city to the employees at the end of the prior year to the prior year.  That is, the expenditure in budget year 2010 needs to be reversed, and a new expenditure needs to be charged to budget year 2009.

There is no intent to actually create an invoice for the POs, which would then be paid for with a check.  Instead, the POs serve solely to shift budgeted expenditures from one budget year (2010) to another (2009).  For this reason, the only way to “get the POs” off the books is to liquidate them.
Perhaps the more important question is:  What is the reasoning behind the liquidation dates given to each of the two POs?  The simple answer is:  the liquidation dates are carefully chosen to ensure that the year-end financial statements reflect the proper budgetary expenditures for the payroll costs in question.

Note:  On the liquidation date for a PO, any portion of the PO amount that is not “invoiced” appears on the budgetary basis financial statements as a cancelled encumbrance, but only if the PO is dated the in the prior year.  To illustrate, assume we create a PO for office supplies and encumber $200 in the General Fund on 12/31/2009.  Further assume that the invoice and supplies arrive on 1/5/2010 and the bill is $190.

In this example, the invoice would be dated 1/5/2010 and the related PO would be automatically liquidated on that same date.  However, for the remainder of the year the unused encumbrance amount of $10 will appear as a cancelled encumbrance in the General Fund.

Be careful not to confuse cancelled encumbrances and cash receipts.  A cancelled encumbrance is like a cash receipt in that it increases unencumbered cash.  However, it is NOT a cash receipt because cash is not increased.
· When it is all said and done, what is the effect of the Payroll Encumbrances?

Be careful here.  There is no effect whatsoever on the cash basis monthly fund summary statement (statement of cash receipts and cash disbursements).  The beginning cash is the same with or without the payroll encumbrances.  The same can be said for the cash receipts, cash disbursements, and ending cash.
However!  There are distinct changes in the budgetary basis monthly fund summary statement (statement of budgetary status), which is the intent:

1. The 2009 prior year (budgetary) expenditures increase by $400.

2. The 2009 prior year ending unencumbered cash decreases by $400.

3. The 2010 beginning unencumbered cash decreases by $400.

4. The 2010 current year (budgetary) expenditures decrease by $400.

In short, a portion of the expenditure created when the check was posted is removed from budget year 2010 and shifted back to budget year 2009.  And that is the purpose of the two POs.
· Can Payroll Encumbrances be created at the end of every month to encumber payroll throughout the entire year?

Can Payroll Encumbrances be created every month?  Yes.  But, should they be created every month?  No!  This is overkill and not worth the time, considering the monthly reports are interim reports.

· Confused?  Don’t blame me, you asked.
Just be thankful.  You are using what is likely the ONLY budgetary accounting system in existence that properly accounts for cash, unencumbered cash, cash receipts and disbursements, and budgetary expenditures, all integrated in the same fund accounting system.
Outstanding Customer Utility Deposits
If you collect customer utility deposits, you should “encumber” those moneys in your accounting system, UNLESS the deposits are placed in a separate agency clearing fund.  
At year-end you should do the following:

· Liquidate Prior Year Customer Utility Deposit Encumbrances
If you entered one or more customer utility deposit encumbrances the prior year you should liquidate them (BA/Purchase Orders).
· Print Customer Deposits Report
Click on UB/Customer Deposits

Click on Print

· Estimate the Deposit Amount for Each Utility Fund

In GS, customer utility deposits are not tracked by fund.  GS simply records a deposit amount on a particular date.  Therefore, the customer deposits report shows deposits by customer and date.  However, it does not provide information by fund.  Therefore, you must estimate the deposit amount for each fund.

To estimate the deposit amount for a fund you can multiply the number of customers for a utility and by the average deposit for that utility.

Note:  The sum of the estimates for each fund must equal the total of all deposits as shown in the customer deposits report.

Suggestion:  If the customer deposits are not significant, you can simply record the related encumbrance in a single fund.

· Create a vendor with the name Customer Deposits.

This vendor will be used for the sole purpose of entering one or more purchase orders into the computer to encumber customer deposits at year-end.

· Enter a single purchase order for the prior year for all customer utility deposits.

The purchase order will have a line item for each fund.

The amount for each line item will be based on the above estimates.

· Suggestion:  Do not liquidate these encumbrances during the year.  The year-end encumbered amount probably is representative of the average amount of deposits held by the city throughout the year.

