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AN APPRAISAL OF COMMITMENT BASIS OF ACCOUNTING IN PUBLIC SECTOR 

Dr Odoh, CM. 

Abstract 
The primary function of commitment basis accounting is its ability to 
anticipate expenditure evidenced by a contract or a purchase order 
determined by administration. In public sector, budgetary and 
accounting systems are closely related to commitment basis. One major 
problem encountered in administration, with cash basis of accounting 
and the accrual basis of accounting is inability of financial managers to 
ascertain what level of expenditure has been committed but had not yet 
been reflected in the financial information presented to management. A 
way out of this problem is to have a formal system of commitment 
basis of accounting where the accounting system recognizes a 
transaction as soon as contract or purchase order or other financial 
commitments are entered into. Such information will enable top 
managers appreciate more the financial statement availed them, for 
decision making. 

Introduction 

Accounting is the process of recording, communicating, summarizing, analyzing and interpreting 

financial statement in aggregate and in details. All considered, Accounting, essentially records all 

historical costs and revenue which when processed further give useful information necessary for decision 

making. 

Financial transactions take the following five stages through, which a spending transaction 

passes. They are: 

1. Management decision to spend money. 

2. Issues of order contract for the supply of goods or services. 

3. Acknowledgement of liability on supply of goods or services. 

4. Settlement of liability. 

5. Consumption of value. 

The cash basis of Accounting only records stage (4) while the accrual basis records stage (3), (4) 

and (5). Commitment basis records stages (2) and (5). 

In many cases, certain financial data are excluded from the primary financial statements for 

various reasons. For instance, there may be uncertainty as to whether a contract will ultimately be 

fulfilled or uncertainty of the amount of the liability that will be incurred in the process of fulfillment, 

which consequently lead to exclusion in the financial statement. The basis question relates to the 

likelihood of eventual performance by one or both parties. Under the present accounting principles, some 

financial transactions are seldomly recognized, if there exist any substantial uncertainty about future 

performance and benefit. This practice reflects the influence of conservation and this generally refers to 

the tendency of accounting to understate assets value and consequently reduce income. 

In many instances, accounting entries could be recorded at the time of making a commitment 

rather than waiting for half-execution of the contract. From an economic and financial point of view the 

right to receive goods is equivalent to having the goods on hand except that those goods purchased for 

future delivery cannot be used until the delivery date. 

The firm gains or loses depending upon the price change of the goods. For this reason alone, the 

right to receive goods should be systematically treated to the accounting records and financial statements. 

This is the focus of commitment basis of Accounting. 

Commitment basis of Accounting has been explained as an attempt to extend recognition criteria 

from the present cash and accrual basis to commitment. 

Basis of Accounting 

Recognizing changes in resources when parties in the exchange commit themselves to the 

delivery of resources even if no such commitment have yet been fulfilled. This means that once an 

evidence of contract or purchase order is certified or issued to a vendor, the full financial weight of the 
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transaction is recorded on the books ol'account with effect from the time of which the obligation is 

entered into. 

It is pertinent to note that the issue of commitment basis of Accounting arose as a result of 

dilemma experienced by managers as regards the level of expenditure that has been committed but yet 

reflected in the financial information they were presented with under the commentary cash and 

expenditure budgeting. The uniqueness of commitments basis of accounting is differentiated from 

commercial Accounting in which commitment are never given expression or recorded in the books of 

Accounts. T his is because in commercial accounting, the signing of a contract or issuance‟s of a local 

purchase order (LPO) is not reflected in the books of accounts until the transaction is certified. 

One can infer from this, that commitment basis of Accounting is set to modify commercial 

accounting system that commitment basis of accounting system in introduced. Thus commitment basis of 

Accounting makes the financial information available to be more up-to-date and more relevant. Thus 

helping in budgetary control. Though practice of not recognizing rights and obligations has a parallel in 

law dating back to the Middle Ages. It was not until 16th century did English law recognized that promise 

in any contract were enforceable. 

Legal Framework for Commitment Basis of Accounting System 

The United Nations prescriptions indicate that “Accounting system be designed to comply with 

the constitutional, statutory and other legal requirements of the country”. In Nigeria, Government 

accounting system conforms to the Nigerian Constitution of 1979 as Amended, finance control and 

management Act of 1958, the Audit Act of 1956. 

In more detailed forum the Nigeria Constitution of 1979 as amended, is the supreme authority 

over the use of the financial resources of the federation. Broadly speaking, the provision covers areas on 

Powers and control over public funds. 

Establishment of funds -the consolidated revenue fund, the development funds, the 

contingency fund and the federation accounts. 

Audit of public accounts. 

Public revenue, the federal accounts and the local Government Account. 

The Audit Act of 1956 

This Act deals with duties of the Auditors General of the federation, which spells out the 

Accounts that the Accountant General of the federation should prepare and present for Audit. 

The Act also empowers the Auditors -General to prepare and submit a report to the legislature, if 

it appears to him to be desirable it gives the latitude to inquire into any issue, programmes, policies, 

projects, activity, functions or transactions over and above the traditional role of guarding against fraud 

and misuse of public funds. In practice however, the extent to which the Auditor General carries out his 

function as expected lies with the President. 

The Finance (Control and Management) Act of 1958 

This document contains provisions for the management operations and control of all 

Government funds created by the constitution or by the Act itself. 

The Act provides for:- 

The Accounting format for the preparation of government accounts and statements. 

The principles of valuation of government investment and which securities should form part 

of government portfolio. 

Cash basic of Accounting. 

Creation of funds and fund Accounting. 

The Annual Appropriation Acts 

These are annual money bills, which become appropriation Acts when passed into law. An 

appropriation Act provides authority for spending public money for services to be rendered during the 

year to which it applies 
May direct a change in the methods of operating any fund order than consolidated revenue 
fund.  
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The Financial Regulations Revised to Jan 2000 

These regulations provide instructions on the processes and/or procedures to be followed in 

carrying out all financial transactions and the keeping of the accounts relating thereto. Among others they 

provide rules of accounting procedures for eventually all financial transactions e.g. 

*** Revenue collection. 

❖ Recurrent expenditure. 

*t* Capital expenditure. 

Treasury and Financial Circular 

These are issued from time to time as occasion demands. They deal with revision of procedure 

changes in regulations. 

Strictly speaking, commitment basis of Accounting emanate from the old English law, which 

recognizes that „promises‟ in contract were enforceable but thus was not the case until the 16th century. 

This recognition was based on two criteria. 

The first is the CONTRACTUAL basis, this implies that a defendant who promised for goods or 

services becomes liable to pay the agreed price after he has received the plaintiffs performance. The 

second is a promise UNDER SEAL a defendant who had made a promise under seal was liable in actions 

of debt. 

The above criteria was based on the following principles, 

❖ That a man ought to pay for what he has bargained for and received. 

❖ That a formally made promise should be binding and the breach to which remedy is given. This 

may come in form of relief for breach of contract, although, for informal executor bargain, it is 

left for the parties involved to prove beyond all reasonable doubt the existence or non-existence 

of a contract of which evident may be required to substantiate the case. It is on this legal 

framework that commitment basis of accounting system was built. 

Profit Recognition 

The thrust of the current realization principal is that profit being recognized only when sales are 

made or assets disposed of. The aim is just to take care of the uncertainties, which may occur as a result 

of default by either of the parties in a contract to perform. But defaults commonly arise in cancelable 

contracts is very small. 

But on non-cancelable contracts, e.g. finance lease it is not cost effective for the defaulting party 

to cancel a contract because the cost of cancellation is normally more than the cancellation itself. 

Therefore, if as a result of uncertainty, the recognition of a transaction is done only after the reception of 

an order, and then a loss would be sustained especially if the contract is a non-cancelable one. And if this 

loss is not recognized, it would vitiate the true financial position on the balance sheet of a given firm. 

Due to this problem associated with the present realization principle, it has been advocated that 

the realization point be shifted from the time of sales to time of commitment when this is made, it is most 

suitable in a situation where fulfillment of the firm‟s obligation is virtually certain. 

The following illustration will throw more light on the effect of use of commitment basis of 

accounting on the income statement of a firm: 

A firm entered into a contract with its customer whereby the customer agreed to buy 2000 

bushels of wheat at the end of each month for 12 months at N6.00 per bushel. Payment to be made 3 days 

after delivery and the contact is a non-cancelable one. The journal entry is: 

Commitment receivable Sale order 

outstanding 

Being record of 2000 bushels of wheat at N6 

Per bushel for 12 months as per order. 

Now, commitment receivable is separated from accounts receivable to indicate that 

corresponding commitments on the firm‟s side have not yet been fulfilled. A sales order outstanding is 

liability since it indicates the firm‟s obligation to deliver wheat in the future. However, it is nonmonetary 

liability that the present accounting system (e.g. realization principle) does not deal with 
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explicitly. The extension of recognition criteria to cover commitments emphasizes the 

importance of giving equal recognition to non-monetary rights and obligations. Sales order outstanding is 

a typical non-monetary liability that must be recognized explicitly under commitment accounting. 

Profit therefore should be recognized at the time when uncertainty is most reduced. The idea of 

recognizing profit upon the receipts of the customer‟s order is theoretically justified in a situation where 

uncertainty is greatly reduced by the receipt of the order and no significant degree of uncertainty remains 

in the process of fulfilling the order. 

Relationship of Commitment Accounting with Encumbrances Accounting 

These two concepts are basically the same in the sense that both involve accounting for executor 

contacts. Having discussed commitment accounting, it is noteworthy to mention also that Encumbrances 

accounting provides early evidence of spending commitments and significantly reduces the opportunity 

to over obligate appropriation and other spending plan. Encumbrances is like the control elements of 

tools of commitment according. 

In order to ensure effective control, both planned spending commitments, which generate 

preencumbrance and actual spending commitments, which generate encumbrances, are recorded. The 

truth still is that the original recording of a pre-encumbrance or encumbrance is an estimated amount, 

which can differ from the eventual actual cost. A pre-encumbrance is a record when a plan to commit to 

purchase goods or services is formalized by a signed purchase requisition. Encumbrance on the other 

hand is an accounting system whereby a government unit records in the memorandum books or vote 

books all purchase orders for goods or services issued to suppliers or simply put, it is a memorandum 

method of ensuring that total expenditures for a fiscal year do not exceed appropriations. 

A Critique of the Commitment Accounting 

T here are teething problems on the operation of commitment accounting though, most of these 

problems are not without solutions. We shall highlight some of these problems here: 

1) Its futuristic tendency poses a problem because venturing into the future is full of uncertainties. 

For instance, some times, contracts and orders being entered into or placed, are cancelled or 

amended. A problem may also emanate when a contract does not specify a fixed dollar amount 

to be paid for resources sold. This type of problem is prevalent in a cost-plus- contract, where 

cost cannot be determined until the project is actually undertaken and probably completed. 

2) T here is also the difficulty of measuring the exact amount of commitment(s) in any particular 

period as many orders and deliveries are not always in accordance with the original order or 

contract. 

3) It is unsuitable for flawless financial control in the sense that an entity can enter into 

commitment, which lacks precision as to the timing and amount of expenditure. For instance, a 

country may sign on an external loan commitment without a draw-down of the loan. 

4) There is lack of security, which is caused by numerous accesses to the financial information 

system. 

5) The relevance of commitment accounting when related to historical costs and also during 

periods of inflation is limited. Profit figures become merely amounts, which can be spent 

without improving on initial capital. 

Role of Commitment Accounting in Management Decision Making 

The role of commitment accounting is not limited to only budgetary control. There are lots of 

decisions which commitment accounting, as a system will help today‟s managers to make. There may not 

be an end to the list but the following is adequate for us here: 

1) Both the internal users (Employees, managers, shareholder etc) and external users (the creditors, 

Bankers, investors etc) of financial statements would find the data on commitment helpful. The 

information on the commitment data would provide evidence, which is indicative of the future 

profitability of the firm when compared with the prior years‟ data or competitor‟s data; for 

instance, such evidences as sales orders, purchase orders, are pointers to business growth. Such 

information help in the proper evaluation of the firm‟s value, liquidity, profitability and 

solvency. 

2) Again, in times of takeovers, mergers and acquisitions, an information on these commitment 

evidences help to boost the market price and financial status of the firm. 
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3) If commitments are recorded in the regular accounting system, they would provide top 

management with information for decision-making one-step earlier than the present accounting 

system based on half-execution or commitment of contract. 

4) Commitment accounting provides stronger control over commitments. Application of 

preencumbrance will avoid to a large extent the non-recording of a large number of 

commitments, which are often ignored most, and only minor expenses are recorded and reported 

to Headquarters and shareholders thereby, leaving out large numbers of commitment. This 

symbolizes incomplete records and could provide unrealistic accounting records unlike 

commitment accounting which recognizes transactions at their inception and records them. It is 

therefore regarded as being more realistic. 

5) Since in most cases, commitment data are supported legal evidence documents, they provide for 

availability of data. The auditing procedures may be adjusted to make the data even more 

reliable, for example, sending of confirmations of commitments by checking the actual receipts 

or deliveries of resources, checking receivables and payables. 

6) Performance measurement can improved by use of commitment accounting system especially in 

situations where commitments are the key factors in reducing the uncertainty associated with 

goal attainment. 

7) Commitment Basis Accounting will help to check or reduce to the barest minimum cases of 

collusion and fraud especially in government establishments. This is because it is more difficult 

under this system to disburse money arbitrarily because large formal procedures must be 

correctly observed before sums could be spent. 

Conclusion 

An overview of commitment accounting shows that it promotes a better approach to 

management decision-making than the present performance basis, commitment accounting is one of 
the directions to which the present accounting system could be extended. 
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