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ABSTRACT

The current real estate price decline has caused property tax revenue in the US  to decline substantially as well.
Property taxes are an important source of revenue for many non-profit entities. Tax revenue declines threaten many
non-profit entities, particularly schools in the U.S. The effects of these declines in revenue may not be properly
disclosed. This paper reports on an example of contingent liability disclosure that fails to report contingent liabilities
that materially reduce school and other non-profit revenue. Accountants and auditors need to be wary of the financial
statement effect of falling tax revenues. They must carefully and completely disclose the contingent liability effects
resulting fromreal estate price collapses.

INTRODUCTION

There are many ill effects emanating from the aqurdownturn in real estate prices. Many homeowieithe
US have defaulted on ‘underwater’ mortgages whegectirrent value of the property is less than #ilarize due on the
home mortgage. Building construction is slowingl @&ne construction industry is suffering from tlael of demand
for new housing and commercial property. In cirstamces such as these, accountants and auditarsanee wary of

the financial statement effects related to deatjnieal estate values. There have been manyegriiclthe popular
press about the resulting global, financial crasisl its implications for reporting, markets, andptayment. One effect
that has not been discussed in the popular presdves the emergence of material contingent liibdi related to
falling real estate prices. Accountants must cdlsefand completely disclose the contingent liaildffects resulting
from such price collapses. This is particularlyetin the US for nonprofit organizations such asnty organizations
and school districts that rely greatly on reverhesed on property values.

According to the Wall Street Journal (2008) “Priflesusing] nationwide have fallen nearly 20% sirfoeirt 2006
peak, and many economists foresee a further deofiri0% or more in the next year.” The effect oésl price
declines could have a dramatic effect on orgarmumatithat depend upon property tax revenues. [Btarioe, in Los
Angeles (2008), of the total property tax reversghools receive the largest portion, 41.1% or $dlibia The county
and city areas of Los Angeles receive $3.9 billispecial districts (e.g., libraries, water anditytibistricts) $740
million, and redevelopment agencies $1.2 billioonir property taxes. In 2008 Cook County Illinoi®@8) raised
$333 million in property tax revenues, New YorkyQi2008) raised $13 billion.

ACCOUNTING PROMULGATIONS

In 1980, the Financial Accounting Standards Bo&#&SB) issued Statement of Financial Accounting @Gmis
No. 4 Objectives of Financial Reporting by Nonbusiness Organizations in which the board concluded that financial
reporting for government-sponsored entities shbeldhe same as that provided by for-profit entitieSpecifically, the
FASB stated that: “Financial reporting should pda/information to help present and potential reseyaroviders and
other users in assessing the services that a nioelsaorganization provides and its ability to awne to provide those
services...Financial reporting should provide infation about the economic resources, obligationd, reet resources
of an organization and the effects of transactiements, and circumstances that change resourddstanests in those
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resources. “ (pp. 21-22) In assessing the levskofices that an entity will provide, it is impamt to be cognizant of
the obligations and potential obligations that doadiversely impact the current level of services.

The US Government Accounting Standards Board (GASRBEd similar objectives. In 1987 Concept Stateme
No. 1 Objectives of Financial Reporting of the GASB stated that the objectives of govemalefinancial reporting
include providing information about sources of fin&l resources as well as disclosing the risk akptial loss of
resources.

In March 1975, the FASB issued Statement of Firelnatcounting Standards (SFAS) No. Agcounting for
Contingencies which superseded Accounting Research Bulletin (ARB) 50,Contingencies. In it, the FASB defined
contingencies as an existing condition, situat@rset of circumstances involving uncertainty apdassible gain or loss
to an enterprise that will ultimately be resolvetiew one or more future events occur or fail to occWhile
contingencies are transactions that have not yatroed, they may occur in the future and are tharg important to the
financial statement reader. In recognition of thgartance of information about contingent liab#i#j accounting
regulating bodies, like the FASB and GASB, havesggiently required their disclosure.

Included in the FASB's list of possible sourcescohtingencies were pending or threatened litigataond actual
or possible claims and assessments. In ordemfentty to record a loss and set up a contingemnctheir books, two
criteria need to be met. One, the loss must beghlebbecause the required future event will liketgur and two, the
amount of the loss can be easily estimated. Ircittemstance that one or both of these critergarmt met, footnote
disclosure is required for possible losses wheretigeat least a reasonable possibility of a losshat case the FASB
required that the disclosure indicate the naturthefcontingency and give an estimate of the plestilss or range of
loss or state that such an estimate cannot be made.

However, recently the FASB has found inadequaci#s 8FAS 5. In June 2008 the FASB (2008) propcsed
exposure draft entitled, “Disclosure of Certain £dSontingencies - an amendment of FASB Statemeats5Nand
141(R). The basis for this exposure draft is fhiae FASB does not believe current guidance provideequate
information to assist users of financial statemémtassessing the likelihood, timing, and amounfuddre cash flows
associated with loss contingencies.” The FASB rigppsing to increase the scope of SFAS 5. In amnte the
disclosure of loss contingencies are in the prooéssview.

Governmental units in the US are required to follB&AP established by the FASB unless the Governahent
Accounting Standards Board (GASB) issues a pronameat superceding a FASB pronouncement. Gauth@d5(§2
states quite clearly that contingent liabilitie®sld be handled by governmental units in the sarag tivat for-profit
entities report contingencies. Specifically, unbewlcontingencies should be disclosed in the natethda financial
statements. The California State Administrative MaEr{1998) also states that contingent liabilitigl be reported.

The International Accounting Standards Board (IAS8ued International Accounting Standard number 37
which also requires the disclosure of contingeabilities: “An entity should disclose a contingdiability, unless the
possibility of an outflow of resources embodyingpeemic benefits is remote.” The current IASB regmient is
consistent with the FASB requirements related totingent liabilities although a proposed revisionlAS 37 would
change some of the terminology and increase thieapility that contingent liabilities would be reped on the balance
sheet instead of in the notes to the financiabstants.

The importance of contingent liabilities is well@onented and supported by the many accounting atgyl
bodies in their various pronouncements and guidsliThe reader of financial statements needs imfttorn about
contingent liabilities to aid in the process ofgioting or anticipating future cash flows.

The complexities of loss contingencies can be ni@ghduring periods of downward valuation suchtes ¢urrent
real estate price collapse. Taxing authoritiessess property values and therefore property tase® downward.
Property holders seek lower property tax assessniitjuently through the court system. This in tigduces revenue
for schools and other non-profit entities. Lawstilesd in the court system for refunds of prior pesty taxes create
contingent liabilities that can materially affeatdre cash flow and thus the operations of varenigties that depend on
property tax revenue.
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ILLUSTRATIVE EXAMPLE

There are over 1,000 school districts in CaliforrBghool districts in California, like many statesthe US,
receive funding from a variety of sources includiogal property taxes. This is true in Califormiere each county
acts as a conduit for property tax payments. Adegicted in Exhibit 1, the county collects the taxenue from
property holders and then distributes the reveau@tious entities, including school districts.

When a property taxpayer challenges their propgaxtyassessment in court, the County is defendatidoZounty
Counsel, District Attorney or an equivalent couafficial. If the taxpayer is successful in coutietamounts that they
had previously overpaid as taxes are refundede@toperty taxpayer. This rebate affects thoseddttistricts and all
other entities that rely on the property tax revesuch that projected revenue amounts that hadthetgeted would be
revised downward. Thus, the entity receives legsmae from the County. A revenue revision resulfiogn a property
tax rebate can occur at any time throughout the yea

A study conducted by Danko et. al. (2008) focusedie such significant property tax rebate; oné phampted
a midyear county budget adjustment and resultettiénlaying off of school district employees. Al the county’s
school district financial statements for periodegading significant property tax rebates were megte Although
significant property tax appeals may take yeargdmplete, there was no mention of the possibilityaoy major
property tax rebates in the notes to the finarstialements for any of the school districts in thanty, specifically the
contingent liabilities section. In each case tharfcial statements received unqualified audit iopis

Collection of Property Taxes

Exhibit 1
Property Property
Taxpayer Taxpayer
$ $
County
$ $
$ /s s \°
Entity S_cho_ol
#1 Entity Entity Entity Entity DTS
#2 #3 #4 #5 Gl

The County acts as a conduit for property tax paymeThe
County collects the tax revenue and then distribtitem to
various entities, including school districts.

Details of the study indicated that although thantg, as well as all other entities relying on tireperty taxes,
had material revisions in their 2006 revenue straara result of significant rebates, the prior gdarancial statements
indicated no potential downward revision to theemye stream, in other words, there was no disaosfira loss
contingency.

In addition, the authors examined the financialesteents of several school districts where pendimgpgrty tax
rebates were material and found that there wassatodure of contingent liabilities related tod#ition. The authors set
out to find out why these material contingent liieis were not disclosed.

Auditing standards require an assessment of oudfistariawsuits to determine the extent to which tugent
liabilities should be reported. The case of schistricts is unique in that the county is the gntitat collects property
taxes and acts as a conduit for the funds to theadalistricts. Thus, property owners would natyrfile suits against
the county for property tax rebates and, dependpan the size and complexity of the litigation, thesuits could take
many months, even years to resolve. The factthi®aselected school districts employed severagwifit audit firms,
each providing a clean opinion, suggests that itte Emphasis may have been placed on the diseosusuch loss
contingencies, those that occur at the county lbuélaffect many other entities, such as schodtidis. In short, the
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school districts themselves were not being suegroperty owners, thus they didn't have direct awass of the
potential effect of the lawsuits on their own rewen

IMPLICATIONS

Contingent liabilities can occur through litigati@manating at other conduit entities, such ashim ¢ase, the
County, and this litigation, because it has or dduhve a material effect on the school districitsaricial operations
must nonetheless be included in contingent ligbdisclosure by the affected secondary entityhia tase, the school
district. This means that attorneys for the coneéutity (i.e. County Counsel) must also be comsulby the school
district's management for contingent liability dasure information.  Additionally, external audisdior school districts
must confirm these legal matters with the attorrfeyshe conduit entity.

CONCLUSION

Accountants and auditors must be mindful of thelicagions of the financial statement impact thatampanies
economic circumstances such as those we experiedag. With property values declining, many soaroérevenue
for government entities will experience a decredde impact of potential losses of revenue shoadlisclosed no
matter where their source. Property tax declindsprobably be one such source that will requisgireation and
disclosure.
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